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 I.  INTRODUCTION

The East African Community (EAC) is comprised of three countries: Kenya, 

Tanzania, and Uganda. These countries are among the most stable economies within the 

continent of Africa. In recent years, all three economies have experienced a revival, 

mainly due to more democratic leaders and less corruption. In 1999, a treaty to help 

revive the economy of the EAC was signed.  On July 7 2000, the treaty was officially 

ratified by the parliament of each country.  The new EAC was officially inaugurated on 

January 15, 2001.  The main goals of the treaty are stated in Article 4.  According to the 

article, the overall aim of the treaty is to work towards “a people-centered economic, 

political, social and cultural development on the basis of balance, equity and mutual 

benefit of the three states”1.  The main goal was to establish a kind of ‘economic union’ 

between the three countries.  The type of economic arrangement that the partner states 

hoped to promote and achieve was a viable economic grouping consisting of the three 

countries that would provide for a common and therefore larger market.  Furthermore, 

article 94 states that the member countries will “co-operate in monetary and financial 

matters and maintain the convertibility of their currencies as a basis for the establishment 

of a monetary union”. Article 97 states that “there shall be a unit of account in the 

Community to be known as the East African Currency Unit”.   

Since the official ratification of the Treaty on July 7, 2000, the EAC has achieved 

a number of its objectives such as: 

• The introduction of an East African passport with the objective of easing the movement 
of people within the Community. 

• Full convertibility of the three currencies and the agreement to liberalize capital accounts. 
                                                 
1 Mkenda, Beatrice Kalinda. Is East Africa an Optimum Currency Area, p20 
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• The holding of pre and post budget consultations by Finance Ministers of the three 
countries, synchronization of the budget day, and development of a macroeconomic 
framework for the region in order to guide the three states towards economic 
convergence, which is in line with its objective of strengthening and consolidating co-
operation. 

• Signing of memoranda of understanding on defense and foreign policy, in line with its 
objective of maintaining peace and security within the region. 

• Reduction in border delays, harmonization of customs documentation, and execution of a 
tripartite agreement on avoidance of double taxation. These are all aimed at achieving a 
single market. 

• Establishment of bodies for facilitating the setting up of an East African Stock Exchange 
and promoting cross border trade and investment. These are aimed at establishing a 
conducive environment for trade and investment. 

• Establishment of an EAC digital transmission telecommunication, completion of study on 
common oil and gas pipelines, and introduction of COMESA standards on motor vehicles; 
this in line with the objective of developing an integrated transport and communication 
network.2 

  

 “Currency considerations may take a fairly low priority at the time a new state is 

formed.”3  For example, from the early 1960’s, when each of these countries gained their 

independence (Tanzania 1961, Uganda 1962, and Kenya 1963), the primary concern was 

to establish some common grounds among the several warring tribal factions. Once 

independence was realized, accommodating each of these tribes has been an important 

challenge in each of these countries.  In the long run however, it seemed inevitable that 

these countries would want to form a union especially with similar economies, the result 

of the same colonial “masters”.   For example, “the dozens of new countries that emerged 

after the collapse of colonial empires, as well as those created after the collapse of the 

Soviet Empire all belong to currency areas.”4  Yet there was little discussion regarding 

this issue at the time these countries gained their independence, as they first faced the 

important task of rebuilding their social institutions before they could even begin to think 

                                                 
2 Mkenda, Beatrice Kalinda. Is East Africa an Optimum Currency Area,  p20 
3 Ibid p7 
4 Ibid p7 
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about any form of economic integration with each other.  The obvious question that arises 

is whether the East African Community, in other words, Kenya, Tanzania, and Uganda, 

constitute an optimal currency area.  The first sections of this paper include an economic 

update on Kenya, Tanzania, and Uganda followed by a section on the theory of optimal 

currency areas.  The paper then analyses the various criteria needed for countries to form 

such an area, and the benefits it would offer its members.  Finally, we explore whether 

Kenya, Tanzania, and Uganda satisfy the optimality criteria for forming a monetary 

union. 

 

II. COUNTRY BACKGROUNDS  

This section gives economic and policy forecasts on the three EAC countries as 

well as descriptions of their monetary, fiscal, and exchange rate policies.  The following 

table compares the main economic indicators of the three countries. 

Table 1.  National Economic Indicators 
Country GDP GDP Per Capita GDP Per Capita 

Annual Growth 
Rate (%) 

GDP Per Capita Average Annual 
change in CPI 
(%) 

 US$ 
Billions 
2001 

PPP 
US$ 
Billions 
2001 

US$ 
2001 

PPP 
US$ 
2001 

1975-
2001 

1990-
2001 

Highest 
value 
1975-
2001 

Year 
of 
highest 
value 

1990-
2001 

2000-
2001 

      
Kenya 11.4 30.1 371 980 0.3 -0.6 1,079 1990 14.5 5.7 
Tanzania 9.3 18.0 271 520 .3 .4 520 2001 19.3 5.1 
Uganda 5.7 33.9 249 1,490 2.6 3.6 1,490 2001 9.5 2.0 

Source: Human Development Report 2003. 
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 From table 1 above, Kenya is the largest of the three economies, with a GDP of 

US$ 11.4 billion in 2001, followed by Tanzania (GDP = US$ 9.3 billion) and Uganda 

(GDP = US$ 5.7 billion).   

Table 2.  Comparison of Exchange Rates 

Currency Value 
1 Kenya Shilling 13.43643 Tanzania Shilling
 25.19693 Uganda Shilling 
  
1 Tanzania Shilling 0.074425 Kenya Shilling 
 1.875270 Uganda Shilling 
  
1 Uganda Shilling 0.039867 Kenya Shilling 
 0.533256 Tanzania Shilling
              Source: Calculated from ExchangeRate.com 

Table 2 above compares the exchange rates of Kenya, Tanzania, and Uganda with 

each other.  We can see that Kenya possesses the strongest currency of the three 

countries.  When compared to say, a benchmark currency such as the US dollar, the exact 

figures are: 1$US = 79.61 Kenya Shillings, 1US$ = 1017.72 Tanzania Shillings and 

1US$ = 1908.50 Uganda Shillings (Calculated from ExchangeRate.com).    

II.1 Kenya 

Kenya is located on the eastern coast of Africa with Tanzania to the south, 

Uganda to the west, and the Indian Ocean to the east.  At the time of independence in 

1963, Jomo Kenyatta became the first president of the republic.  He was followed by 

Daniel Arap Moi in 1978, ruling for 24 years until 2002 when Mwai Kibaki of the 

National Rainbow Coalition took over the presidency.  While Kenya has featured 

prominently on international corruption indexes, there is renewed hope with President 

Kibaki pledging to tackle the problem.  Kenya's economy is relatively well diversified, 
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though most employment depends on agriculture, which contributes 24.3% percent of 

GDP (as of 2003). Kenya is the world's third largest exporter of tea, which, together with 

coffee and horticultural products, contributed about 53 percent of total merchandise 

exports in 2002. This is followed by industrial goods and consumer goods, which 

accounted for 25 percent and 18 percent of total merchandise exports in 2002. The 

industrial sector currently contributes about 18 percent of GDP, and is a growing source 

of exports in the East African region.    

II.1.1 Policy Trends    

The government’s focus is on implementing policies that will help prompt 

economic recovery in order to generate sustainable employment opportunities, a measure 

that is hoped to curb fluctuations in the unemployment level. In recent years however, 

economic expansion in Kenya has struggled to keep pace with population growth and, as 

a result, poverty and unemployment remain widespread throughout the country.  In June 

of 2003, the Kenyan government launched a highly ambitious policy program, the 

“Economic Recovery Strategy for Wealth and Employment Creation,” a policy program 

aiming to “achieve approximately 500,000 new jobs per year, a real GDP growth of 4.6% 

per year, average annual inflation of less than 5%, an average investment/GDP ratio of 

23.3%, and finally an increase of real private consumption of 4.4%.”5 The Kenyan 

government identified improved security and public-sector governance as the ‘catalysts’ 

for the revival of the economy and indicated its determination to create a climate that is 

favorable to investment in the private sector of the economy.  As a result of the 

conclusion of the International Monetary Fund’s Article IV consultations in the middle of 
                                                 
5 Kenya, Country Report: Economist Intelligence Unit, p8 
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2003, and the passage of anti-corruption legislation, the IMF had been expected to award 

Kenya “a new, three-year, US$250 million fund for poverty reduction and growth 

facilitation.”6  Article IV of the IMF deals with obligations regarding exchange rates as 

follows: 

• General obligations of members 
• General exchange arrangements. 
• Surveillance over exchange arrangements. 
• Par values 
• Separate currencies within member’s territories. 

      

Implementation was expected for early November, but the announcement was 

delayed pending the outcome of a debt sustainability study. According to the Economist 

Intelligence Unit, the government of Kenya is expected to secure a new agreement by the 

end of the year, although it is likely to come with strict conditional ties attached to it, 

resulting from the government of Kenya’s poor accountability in the past regarding such 

matters.  Initial funds are not expected to be disbursed until early 2004.  However, this 

recommencement of donor support will provide the necessary boost to investor 

confidence. Pressure to reduce total spending owing to financial constraints and the need 

to generate lower primary deficits are expected to remain. Also, the pace of investment 

growth will be somewhat constrained by continuing uncertainties in the governments 

policies and the slow pace of reform, especially as a result of a new leadership.   

II.1.2 Fiscal Policies  

According to the Economist Intelligence Unit, the 2003/04 budget (July 2003 – 

June 2004) projects “a deficit of KSh62.5 billion, or 6.2% of GDP compared to 4.4% of 

                                                 
6 Ibid 
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GDP in 2002/03, based on a 9% rise in current spending to KSh260.5 billion (US$340m) 

and a more rapid, 35%, jump in capital spending to KSh59.5 million, taking total planned 

expenditure to KSh320 billion.”7 The government of Kenya has identified several priority 

areas to improve including physical infrastructure (particularly roads, where Kenya has a 

notorious reputation), healthcare, education, water, energy and security.  Improved 

security is seen as a very important factor in attracting foreign investment. Wages and 

salaries will consume about 40% of current spending, but even this may be an 

underestimate because of the “implementation of several pay awards for civil servants, a 

move considered necessary to reduce incentives for corruption.” 8  Some argue that this in 

itself is a form of “legalized corruption”.  Domestic revenue is forecast to increase “by 

6% to KSh236.5 billion while external grants are projected to rise by 49% to KSh21.1 

billion.”9 Overall, the fiscal deficit is expected to rise to 6.7% of GDP in 2003/04. In 

2004/05, the fiscal picture should improve slightly Government revenue is expected to 

increase to 27% of GDP, boosted by external funds as well as domestic investment and 

consumption growth recovery. The increase in current spending is likely to fall back 

slightly as donors such as the IMF and the World Bank force the government to make a 

renewed effort to tighten spending.   

II.1.3 Monetary Policies 

Monetary policy in 2004 to 2005 is forecast to be geared towards keeping 

inflation below the official 5% target and maintaining exchange-rate stability. According 

to the Economist Intelligence Unit, “fears that the government's almost exclusive reliance 

                                                 
7 Kenya, Country Report: Economist Intelligence Unit,  p9 
8 Ibid  
9 Ibid 
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on domestic borrowing to finance the fiscal deficit would push up interest rates have not 

been realized because of excess liquidity in the banking system.”10 The benchmark rate 

on 91-day treasury bills (T-Bills) has remained below 1.5% since July because of 

competition between banks for the limited supply of government paper and is not 

expected to climb significantly in the short term (Economist Intelligence Unit p9).  Banks 

in Kenya remain reluctant to lend to the private sector, as it is seen as far riskier, but 

increased credit to businesses has shown signs of picking up.  

II.1.4 Exchange Rates 

From independence in 1963 until 1974, the exchange rate of the Kenya shilling 

was pegged to the U.S. dollar.  After many devaluations however, the peg was changed to 

a special drawing rate.  Between 1974 and 1981, the nominal exchange rate relative to the 

dollar fluctuated greatly, depreciating by about 14.0% during this period.  As a result, the 

exchange rate was changed to a crawling peg at the end of 1982.  In 1990 a dual 

exchange rate system was adopted but following further devaluations in the Kenya 

shilling, the official exchange was abolished and in 1993, the exchange rate was merged 

with the market exchange rate and was allowed to float.  Following a long period of 

stability, the Kenya shilling appreciated strongly against the US dollar in the first five 

months of 2003.  This appreciation was a reflection of “seasonal inflows of foreign 

exchange and weakness of the U.S. dollar.”11 To counter this effect, which threatened to 

reduce Kenya's export competitiveness, the Central Bank of Kenya intervened in the 

market. As a result, the shilling depreciated in September of 2003, but strengthened again 

                                                 
10 Ibid  
11 Kenya, Country Report: Economist Intelligence Unit, p11   
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in October as the expected resumption of external financing moved closer.  For the 

remainder of the year the shilling is expected to edge down to average KSh76.04/US$ in 

2003 (Economist Intelligence Unit p11). Over the forecast period, June 2004 – June 

2005, the shilling is expected to come under some more downward pressure to average 

KSh79.34/US$ in 2004 and KSh82.35/US$ in 2005.12   

Figure 1. 1 Kenya Shilling to Uganda Shilling (Exchange Rate Fluctuations)  

       
                                                                     Source: ExchangeRate.com 

 
 

Figure 1 above compares fluctuations in the exchange rate of the one Kenya shilling per 

one Uganda shilling in the twelve month period between April 2003 and April 2004.  

Between April 11 and June 9, the exchange rate remained at a constant level, indicated by 

the straight curve.  On June 9th, the Kenya shilling appreciated against the Uganda 

shilling.  This is indicated by the sharp drop (vertical line).  Implications of these 

exchange rate fluctuations would be felt in a number of areas, notably in trade.  For 

example, on June 9th, it would be more expensive for Uganda to buy a Kenyan good as it 

                                                 
12 Ibid  
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would have been before this date, say May 23rd, when the Kenya shilling was worth less 

relative to the Uganda shilling.  August 5th on the graph indicates a sharp depreciation of 

the Kenya shilling vs. the Uganda Shilling.  The effect in this situation in terms of trade 

would be opposite of an appreciation.  Now it is cheaper for Uganda to buy a Kenyan 

good.  Over the entire period from April 11 2003 until April 02 2004, the Kenya shilling 

appreciated vs. the Uganda shilling, going from 0.0438 Kenya shilling per Uganda 

shilling to 0.0396 Kenya shilling per Uganda shilling.   

II.2. Uganda 

Uganda is located directly to the west of Kenya.  Beginning from independence, 

Uganda has experienced civil war, economic catastrophe, and military dictatorship.  

However, since becoming president in 1986, Yoweri Museveni has introduced 

democratic reforms, substantially improved the human rights record, and has helped 

foster economic growth.  Uganda has substantial natural resources, including fertile soils, 

regular rainfall, and sizable mineral deposits of copper and cobalt.  Agriculture is the 

most important sector of the economy, employing over 80% of the work force.  Coffee 

accounts for the bulk of export revenues. Since 1986, the government, with the support of 

foreign countries and international agencies such as the IMF and the World Bank, has 

embarked on rehabilitating and stabilizing the economy by undertaking currency reform, 

raising producer prices on export crops, increasing prices of petroleum products, and 

improving civil service wages.    

II.2.1 Policy Trends 

 Given the poor internal security situation in Uganda and the deteriorating terms of 

trade, Uganda’s economic performance has been relatively stable.  Between the years of 
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2001 and 2002, “the economy grew 6.2%, slightly above the 5.9% between 2000 and 

2001.”13  This has been attributed to the economy’s resilience to external shocks as a 

result of well planned macroeconomic policies.  GDP per capita grew by 3.9% between 

2001 and 2002.  The fastest growing sector in Uganda in 2002 was transport and 

communications, up 10.2% compared with 8.1% in 2001.  This was followed by mining 

and quarrying, manufacturing, construction, wholesale (retail), and electricity. The 

agricultural sector, the biggest in the economy, grew by approximately 5.1%, an increase 

from 4.6% growth the previous year.  Overall, “monetary GDP grew 6.7%, up from 6.1% 

in 2000/2001, and non-monetary GDP grew 4.3%, up from 5.4%.”14    

 II.2.2 Fiscal Policies 

 Fiscal policies in Uganda have played a major role in keeping inflation in single 

digits. As a result of limited effectiveness in Uganda’s monetary policy, fiscal policy has 

been used to respond to volatile movements in the foreign exchange market.  Examples of 

‘built-in’ flexibility are “surrendering treasury bills to the monetary authorities, imposing 

a coffee stabilization tax during the 1994/1995 coffee price boom, and cutting spending 

whenever there were shortfalls in programmed revenues.”15  These negative impacts were 

compensated by macroeconomic stability.  Fiscal policy in Uganda is geared towards the 

reduction of poverty.  Its dual aim is sustaining financial stability and supporting poverty 

reduction.  The fiscal deficit however has risen as a result of higher spending on poverty 

reduction.  The deficit, on a cash basis, rose from “1.4% of GDP in 1997/1998 to 5.5% in 

                                                 
13 Economic Report on Africa 2003: Accelerating the Pace of Development,  p66   
14 Ibid p66 
15 Ibid p74 
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2001/02, while the deficit excluding grants rose from 6.5% to 12.6%.”16  In 2001/02, the 

deficit was financed mainly by donor assistance, including grants from the IMF and 

World Bank.  These amounted to 11.7% of GDP, which was a reflection of support from 

the World Bank for a poverty reduction support credit.  From 1997/98 to 2000/01, 

spending has remained fairly constant.  In 2001/02 however, spending rose significantly 

as a result of the poverty action fund.  “Defense spending is estimated to have risen to 

5.3% of GDP in 2001/2002.”17.  This can be directly attributed to the instability that is 

wreaking havoc in the northern parts of the country.  At the same time, development 

spending has also been on the rise.  Financing for development in Uganda has mostly 

come from outside sources, accounting for 71% of support between 1997 and 2002.   

 II.2.3 Monetary Policies 

 The main objective of monetary policy in Uganda is to achieve price stability that 

is in line with fostering growth.  “In response to the negative headline inflation rates 

registered in 2001/2002 (for the prices of all goods and services), the monetary policy 

was eased.”18  Monetary policy in Uganda has moved from reliance on direct intervention 

to indirect intervention.  Initially, coordination with fiscal policy was an important part of 

the overall monetary policy.  However, in June 2002, the selection of instruments for 

enhancing monetary policy was widened.  “The annual growth rate of M3 for the period 

ending June 2002 was almost 22%”19.  This was an increase of 4% (up from 18%) for 

June 2001 and 6% (up from 16%) for June 2000.  External assets of the Bank of Uganda 

                                                 
16 Ibid p74 
17 Ibid p74 
18 Ibid p69 
19 Ibid p70 
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rose nearly 22% while its liabilities declined 3.4%.  This was a direct result of 

repurchases by the International Monetary Fund.  Assets were on the rise because of 

higher support from donors regarding the budget.  Between the years of 2001 and 2002, 

“private sector credit grew only 1.8%, down from 9.4% between 2000 and 2001.”20  This 

decline has been attributed partly to increased recoveries and a decline in non performing 

assets.   

 II.2.4 Exchange Rates 

 Uganda currently operates under a system of flexible exchange rates.  This allows 

the value of the Ugandan Shilling to fluctuate or change against other currencies.  These 

fluctuations would be in line with market conditions and the Central Bank would 

intervene accordingly.  The Bank of Uganda’s intervention “aims to reduce wide 

fluctuations, without targeting any predetermined level or trend.”21   Uganda’s exchange 

rate policy is geared towards creating a viable and sustainable external sector. The 

Ugandan shilling has remained relatively stable against the dollar between 2001 and 

2002.  “The inter-bank weighted period average mid-rate appreciated by 0.5%, compared 

with a depreciation of 16.5% between 2000 and 2001.”22  This was mainly due to an 

increase in donor inflows and ‘non traditional’ exports such as coffee and tea.  In addition 

to this, the Bank of Uganda sometimes increases its net sales of dollars in the foreign 

exchange market to “mop up” excess liquidity.  “The average nominal effective exchange 

rate appreciated by 2.3%, while the real effective exchange rate depreciated by 0.4% 

                                                 
20 Ibid p70 
21 Ibid p79 
22 Ibid p79 
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during 2002.”23      

Figure 2.  1 Tanzania Shilling to Uganda Shilling (Exchange Rate Fluctuations) 

   
          Source: ExchangeRate.com 

 
 
 Figure 2 above compares fluctuations in the exchange rate of the one Tanzania 

shilling per one Uganda shilling in the twelve month period between April 2003 and 

April 2004.  Compared with the many fluctuations between the Kenya shilling and 

Uganda shilling during the same period, the Tanzania shilling to the Uganda shilling is 

relatively stable.  Between April 11 and October 29, the exchange rate between the two 

countries is constant.  November 12 indicates a sharp appreciation of the Tanzania 

shilling against the Uganda shilling.  From that point on, the exchange rate returns to a 

stable level.   Over the entire period from April 11 2003 until April 02 2004, the Tanzania 

shilling appreciated vs. the Uganda shilling, going from 0.5413 Tanzania shilling per 

Uganda shilling to 0.5333 Tanzania shilling per Uganda shilling.   

II.3 Tanzania 

Tanzania is located directly south of Kenya and south east of Uganda.  Tanzania 
                                                 
23 Ibid p80 
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gained independence in 1961 with Julius Nyerere becoming the republics first president.  

In 1967, he issued the Arusha Declaration which called for socialism, egalitarianism, and 

self reliance.  Upon his retirement in 1985, Julius Nyerere was replaced by Ali Hassan 

Mwinyi who ruled until 1995 when the country’s current president, Benjamin Mpaka, 

was elected in the country’s first ever multi party elections.  Tanzania is currently one of 

the poorest nations in the world with a current GDP of 9.4 billion dollars and relies 

heavily on international aid.  Unlike many African countries whose wealth has not been 

realized due mainly to bad governance and civil strife, Tanzania has few exportable 

goods.  The economy depends heavily on agriculture, which accounts for half of GDP, 

provides 85% of exports, and employs 80% of the work force.  The Tanzanian industry 

traditionally features the processing of agricultural products, such as oil, gold, cotton, tea, 

and coffee, into consumer goods. 

II.3.1 Policy Trends  

 In recent years, guided by IMF and World Bank sponsored reform processes 

which have been aimed at controlling the fiscal deficit and liberalizing the economy, the 

Government of Tanzania has made good progress in creating a stable macroeconomic 

environment and boosting real GDP growth of the country.  Given Tanzania's relative 

macroeconomic stability, the main task for the government is to carry out the structural 

and institutional reforms that are needed to support expected real GDP growth of 7-8% 

per year, their intended target, and as a result bring about a sustained reduction in 

poverty.  In addition to this, the government is also expected to receive donor support to 

finance large increases in public spending on primary education and healthcare.  So far 

however, progress has been made only in primary education which is an area Tanzania 
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has traditionally been successful in.  According to the Economist Intelligence Unit, the 

key to a sustained economic growth path for Tanzania will be better infrastructure and 

improved agricultural performance (which will be more difficult to achieve, as little 

progress has been made on expanding export crops or restructuring crop boards).  There 

is also a need to strengthen the legal system and reduce corruption, although levels of 

corruption in Tanzania are not nearly at the level of those in Kenya and even Uganda. 

Although there is support for reform within the government and among senior civil 

servants, there are strong interests opposed to liberalization, particularly in the 

agricultural sector.  

II.3.2 Fiscal Policies 

In recent years, economic stability has been achieved thanks to Tanzania's system 

of strict cash budgeting, which has helped in controlling the size of the budget deficit. 

Given the success in controlling the deficit, fiscal policy in Tanzania will now able to 

concentrate on better expenditure management.  In particularly, “the government will 

seek to improve the civil service's capacity to implement projects.”24 The government 

will also try to widen the tax base, improve tax administration and eliminate taxes that 

hinder business.  This measure is hoped to help foster investment, whether from foreign 

or domestic sources as well as the overall increase in microfinance.  All of these were 

among the main themes discussed for the budget for fiscal year 2003/04 (July-June), 

which was presented by the minister of finance on June 12th. Although progress with tax 

reform will be hindered by the tax exemptions that the government has granted to several 

large investors, “fiscal discipline is expected to remain strong and a budget deficit of 1% 
                                                 
24 Tanzania, Country Report: Economist Intelligence Unit, p8  
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of GDP in 2002/03 and 1.2% of GDP in 2003/04 (excluding grants this amounts to 6.6% 

and 6.5% of GDP respectively).”25 In 2004/05, with an election looming, the 

government's fiscal discipline is likely to increase.  According to the Economist 

Intelligence Unit, a deficit of 1.6% of GDP (6.6% of GDP excluding grants) is forecast.  

This fiscal deficit is projected be financed via domestic and external borrowing.  This is 

because not all external grants are expected to be met.   

II.3.3 Monetary Policies 

Resulting from the government’s disciplined fiscal policy in recent years, the 

Bank of Tanzania has been able to bring inflation down to one of the lowest rates in Sub-

Saharan Africa without having to resort to excessively tight monetary policy, the most 

widely used tool by the government of Tanzania for achieving and maintaining inflation 

targets. Until now, the monetary authority has set targets for the rate of money supply 

growth; the most recent monetary policy statement in June 2003 set a growth rate of 10-

12% for broad money (M2) for the year ending June 2004, in order to achieve an inflation 

target of 4% (Tanzania: Country Report). This target is not expected to be achieved 

because of structural constraints and poor rains in 2003.  This caused inflation to rise in 

the second half of 2003.  The inflation rate however is expected to return to its moderate 

and stable level.  Given the difficulty of hitting such precise inflation targets, the central 

bank is expected to eventually move to more flexible inflation targeting where a target 

range is set at the end of each period.  

II.3.4 Exchange Rates 

Tanzania’s exchange rate is determined by the market, with occasional 
                                                 
25 Ibid 
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intervention by the Bank of Tanzania for purposes of smoothing out fluctuations.  After 

falling sharply in early 2003, the Tanzanian shilling has been stable since, trading in 

between TSH 1,040/U.S$ and TSH 1,050/U.S.$ (TSH denotes the Tanzania Shilling).  

Part of the reason has been the weakness of the US dollar on global markets. The 

shilling's movement in 2004 is expected to reflect its regular annual pattern, depreciating 

in the first quarter, “as multinationals repatriate profits before the end of the financial 

year and as few foreign-exchange earnings flow in”26.  Between April and June 2003, the 

Tanzania shilling is expected to stabilize as a result of cotton and coffee exports, both 

which bring valuable foreign exchange.  Between September and November 2003, the 

Tanzanian shilling is expected to remain steady as a result of inflows of export receipts 

from cashew nuts, another valuable Tanzanian commodity.  The period between June and 

November is also the peak tourist season and an important source of foreign exchange.   

Figure 3. 1 Kenya Shilling to Tanzania Shilling (Exchange Rate Fluctuations) 

              
                                Source: ExchangeRate.com 

 
Figure 3 above compares fluctuations in the exchange rate of the one Kenya 

shilling per one Tanzania shilling in the twelve month period between April 2003 and 
                                                 
26 Tanzania, Country Report: Economist Intelligence Unit, p11 
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April 2004. The exchange rate between the two currencies remained stable between April 

11 and June 9, 2003.  On June 9th however, there was a sharp appreciation of the Kenya 

shilling.  From this point until August 5th, the exchange rate stabilized.  From this point 

on, there was a depreciation of the Kenya shilling followed by stabilization between 

September 3rd and October 29th.  From October 29th onwards, there is a steady 

appreciation of the Kenya shilling vs. the Tanzania shilling.  Over the entire period from 

April 11 2003 until April 02 2004, the Kenya shilling appreciated vs. the Tanzania 

shilling, going from 0.0808 Kenya shilling per Tanzania shilling to 0.0742 Kenya shilling 

per Tanzania shilling.   

 

III. THE THEORY OF OPTIMUM CURRENCY AREAS  
 

In the previous section, we gave an overview of the economies of Kenya, Uganda 

and Tanzania.  In this section, we review the theory of optimum currency areas.   

III.I History of OCA Theory 
 

Optimum currency area (OCA) theory establishes a number of criteria that must 

be satisfied for the formation of a successful currency union between two or more 

countries.  A currency union is an area where exchange rates are permanently fixed, or 

which has a common currency.  In his seminal contribution on optimum currency areas, 

Nobel laureate Robert Mundell establishes a number of criteria that must be met for a 

group of countries to have a single currency. His work attempts to answer the question as 

to what constitutes an optimum currency area, that is, an area within which exchange 

rates are irrevocably fixed, but where the exchange rate vis-à-vis other regions outside the 
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area may be adjustable.  Mundell argued that in reality, political reasons would not allow 

for countries to abandon their national currencies in favor of any other currency 

arrangement.  Mundell postulated three possible answers to this question as follows: 

• Certain parts of the world are undergoing processes of economic integration and 
disintegration, new experiments are being made, and a conception of what constitutes an 
optimal currency area can clarify the meaning of these experiments. 

• Those countries, like Canada, which have experimented with flexible exchange rates, are 
likely to face particular problems which the theory of optimum currency areas can 
elucidate if the national currency area does not coincide with the optimum currency area. 

• The idea can be used to illustrate certain functions of currencies which have been 
inadequately treated in the economic literature and which are sometimes neglected in the 
consideration of problems of economic policy.27 

 

Mundell points out that a single currency “implies a single central bank (with 

note-issuing powers) and therefore a potentially elastic of interregional means of 

payments.”28   

Ronald McKinnon also contributed to the development of optimum currency area 

theory.  In 1963 he wrote that an optimum currency area can be applied to an area where 

three objectives are constant: a stable price level, full employment, and a balanced 

external account.  Stable price levels and full employment concern internal equilibrium, 

and a balanced external account concern external equilibrium.  Therefore, an economy is 

in internal balance (equilibrium) when it experiences full employment and price 

stability29.  An economy experiences external balance when its balance of payments is in 

equilibrium.30  When a conflict between the two arises “internal balance usually takes 

                                                 
27 American Economic Review, p657 
28 Ibid p 658 
29 Salvatore, Dominick. International Economics, p207 
30 Ibid p207 

 20



precedence over external balance.”31 In 1969, Peter Kenen further developed 

McKinnon’s definition.  He stated that “if the prevailing exchange-rate regime, fixed or 

flexible, can maintain external balance without causing unemployment (or, on the other 

side, demand-induced wage inflation), then that regime is optimal.”32
 If external balance 

cannot be maintained, the country is not in an optimal state, and therefore there is no 

reason that the country in question will be a suitable candidate for joining a union.  In 

1980, Allen and Kenen wrote that the term “optimal” in optimal currency area theory 

indicates a “minimization of the cost of balance of payments adjustment”.33  Generally 

speaking, optimum currency area theory deals with relationships among countries, 

regions, and currencies. As Horvath (2003, p.7) indicates, “the world is not a unity in a 

political sense; it is divided into almost two hundred independent countries, most of 

which are further divided into distinct regions.”34  This is especially the case of, for 

example, Kenya, Tanzania, and Uganda, where an argument could be made that each of 

those countries could be further divided within their own borders into separate countries 

due to the multitude of tribes united under a single flag.  

The ideal approach in deciding what would make up an optimal currency area is 

to determine which areas would receive the highest level of welfare by instituting this 

kind of an arrangement. In 1970, Grubel noted that “this would require determining the 

levels of world welfare under different currency arrangements so that the optimum 

                                                 
31 Ibid p207 
32 Horvath, Julius. Optimum Currency Area Theory:  A Selective Review, p8 
33 Ibid p8 
34 Horvath, Julius. Optimum Currency Area Theory:  A Selective Review, p7 
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currency area would be an area where this welfare is maximized”.35  He describes the 

word “optimal” to illustrate the union between a number of regions or countries which, 

once the union is implemented, will improve the welfare of the population within the 

area.  Essentially, if welfare will not be improved once the union is implemented, there is 

no reason to seek one.  Subsequently, Robert Mundell dealt with more specific problems 

that needed to be looked at when determining the optimality of a union.  His literature 

moved towards the search for criteria that would “define the optimum currency area, 

within which the exchange rates should be pegged immutably, but whose rates should 

fluctuate, or at least be varied, vis-à-vis the outside world.”36  In recent literature, (Melitz, 

1995) argued that it makes sense to speak about optimality when the question is “what the 

optimum enlargement of the currency area would be from the standpoint of the individual 

country or region in question.”37  He continues by arguing that is the size of a currency 

area is already given, optimality cannot be considered, but “welfare improving” can. 

 An important factor when considering joining a monetary union is whether that 

country in question experiences balance of payments equilibrium.  The road to such 

equilibrium is determined by the county’s balance of payments policies, i.e. which 

exchange rate system the government is currently using.  When the demand and supply of 

dollars against the national currency is not in balance, this will lead to the exchange rate 

adjusting.  This will continue until the central bank of the country intervenes, leading to a 

change in reserves.  The size of these reserves depends on how long imbalances can 

continue.  If the central bank allows too much fluctuations in reserves, confidence in 

                                                 
35 Ibid p8 
36 Ibid  
37 Ibid  
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exchange rate parity will diminish and this can lead to speculation and a mass movement 

of funds.  There are two main types of exchange rate systems:  fixed vs. flexible.   The 

idea of fixed exchange rates comes from how central banks intervene in the foreign 

exchange markets to fix exchange rates.  Under a fixed exchange rate system, there are 

four very important items to understand and analyze in regards to macro economic 

problems: 

• Managed floating:  Government intervention in currency markets. 
• Regional currency arrangements:  Members of exchange rate unions who agree to fix 

their mutual exchange rates while allowing their currencies to fluctuate in value against 
the currencies of non-member countries.   

• Developing countries and countries in transition:  Many developing countries try to peg 
the values of their currencies, most often in terms of the dollar, but sometimes in terms of 
a non dollar currency or a “basket” of currencies at the discretion of the authorities of 
those countries. 

• Lessons of the past for the future.  Fixed exchange rates were common in periods after 
World War I.  Today, economists question the current and prevalent use of floating 
exchange rate systems.  They attempt to compare the merits of the two systems as well as 
who gains and who loses from these systems.38   

 

Often, central banks intervene in currency markets to influence exchange rates.  

For example, a country is experiencing negative shocks to say, a very important export 

good.  The government of that country could intervene in the foreign exchange market to 

devalue its currency, thereby absorbing that shock and either maintaining the price of that 

export, or making it cheaper.   However, as Krugman (2000, p482) notes, “while dollar 

exchange rates of the industrial countries’ currencies are not currently fixed by 

governments, they are not left alone to fluctuate.”   This brings up the idea of two types 

of systems:  dirty float and clean float.  Managing the exchange rate to achieve goals 

other than the ‘smoothing’ of short-term fluctuations is referred to as a dirty float whereas 

                                                 
38 Krugman, Paul R.  Obstenfeld, Maurice.  International Economics:  Theory and Policy, p482 
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a system in which governments make no direct attempts to influence currency values is 

referred to as a clean float.  Under fixed exchange rates, three types of pegs can be 

considered:  a peg to a basket of currencies, a peg to a single ‘advanced country’ 

currency, and a coordinated peg to a single currency by a number of countries, a system 

used by the CFA zone in west and central Africa.     

A flexible exchange rate system is one in which the government, or central bank, 

does not intervene in the foreign exchange market to fix rates.  Under a flexible exchange 

rate system, “a deficit or surplus in the nation’s balance of payments is automatically 

corrected by an appreciation of the nation’s currency without any government 

intervention, and loss or accumulation of international reserves”.39  The case for flexible 

exchange rates rests on three claims as follows: 

• Monetary policy autonomy:  If central banks were no longer obliged to intervene in 
currency markets to fix exchange rates, governments would be able to use monetary 
policy to reach internal and external balance.  Furthermore, no country would be forced 
to import inflation or deflation from abroad.  

• Symmetry:  Under a system of floating rates, the inherent asymmetries of Bretton Woods 
would disappear and the United States would not longer be able to set world monetary 
conditions by itself.  At the same time, the United States would have the same 
opportunity as other countries to influence its exchange rate against foreign currencies. 

• Exchange rates as automatic stabilizers:  The long periods of speculation preceding 
exchange rate realignments under the Bretton Woods rules would not occur under 
floating.40 

 
The first argument put forth by advocates of flexible exchange rate systems is 

monetary autonomy.  They point out that “removal of the obligation to peg currency 

values would restore monetary control to central banks.”41  An example of this would be 

if the government of a country wishes to expand its money supply in response to 

                                                 
39 Salvatore, Dominick. International Economics,  p652   
40 Krugman, Paul R.  Obstenfeld, Maurice.  International Economics:  Theory and Policy, p569 
41 Ibid p569 
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unemployment, the “legal barrier” caused as a result of the currency depreciating would 

be lifted.  As such, one of the main benefits a flexible exchange rate system is the 

enhanced control over a country’s own monetary policies.  A further point in favor is that 

using this system would allow a country to choose its own desired long run inflation rate.  

The second argument put forth as an advantage of flexible exchange rates is symmetry.  

According to advocates, the removal of asymmetries that were prevalent during the 

Bretton Woods era was a key benefit.  Two main asymmetries resulted from the role of 

the US dollar in the international monetary system as follows: 

“Firstly, because central banks pegged their currencies to the dollar and accumulated 
dollars as international reserves, the U.S. Federal Reserve played the leading role in 
determining the world money supply and central banks abroad had little scope to 
determine their own domestic money supply.  Secondly, any foreign country could 
devalue its currency against the dollar in conditions of ‘fundamental disequilibrium’, 
but the system’s rules did not give the United States the option if devaluing against 
foreign currencies.”42  

 
Since countries no longer have to peg their currency against the U.S. dollar, each would 

be in a position to choose their own monetary policies without having to worry about the 

implications.  The third argument put forth by advocates of the flexible exchange rate 

system is the use of exchange rates as automatic stabilizers.  Even in the absence of an 

active monetary policy, the adjustment of market-determined exchange rates would help 

countries maintain internal and external balance in the face of changes in aggregate 

demand.  An example of this would be the response to export demand.  Under a flexible 

exchange rate system, as the currency appreciates, output would fall but, but not as low as 

it would under a fixed exchange rate system.       

                                                 
42 Ibid p570 
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 There are also cases against floating exchange rates that advocates have argued as 

follows: 

• Discipline:  Central banks freed from the obligation to fix their exchange rates might 
embark on inflationary policies.  The ‘discipline’ imposed under a fixed rate would be 
lost. 

• Destabilizing speculation and money market disturbances:  This could lead to instability 
in foreign exchange markets and this in turn might have a negative effect on countries’ 
internal and external balances. 

• Injury to international trade and investment:  Floating rates would make relative 
international prices more unpredictable and, as a result, injure international trade and 
investment. 

• Uncoordinated economic policies:  As a result of the abandonment of the Bretton Woods 
system rules on exchange rate adjustment, the door would be open to competitive 
currency practices that can have a detrimental effect on the world economy. 

• The illusion of greater autonomy:  Floating would increase the uncertainty in the 
economy.  This is because changes in exchange rates would have such pervasive 
macroeconomic effects that central banks would feel compelled to intervene heavily in 
foreign exchange markets without a formal commitment to peg.43 
 

A key criterion for an optimum currency area is that there must be a balance of 

payment equilibrium “The balance of payments is a monetary phenomenon and its 

correction implies monetary policies.”44  Generally speaking, there are two agreed upon 

means of bringing about equilibrium.  The first is to change the price of money, i.e. 

inflation which is the flexible market solution.  The second way is to change the quantity 

of money, the ‘flexible money’ solution.  Most countries today use the second method.  

The adjustment to balance of payments equilibrium is brought about as follows.  Under 

fixed exchange rate regimes, the demand and supply of ‘local’ currencies are brought into 

balance by the monetary policies of the country in question.  For example, when the Bank 

of Kenya faces an excess demand for local currency, it has to buy dollars with Kenya 

shillings to prevent an appreciation of the shilling and maintain the fixed exchange rate.  
                                                 
43 Ibid p573 
44 Mundell, Robert A.  Money, Markets, and Mobility,  p297 
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This increases the supply of shillings ‘outstanding’, eases liquidity on the Kenyan money 

market, and increases spending which leads to increased capital imports and increased 

exports.  Both of these factors help to correct the balance of payments problem by 

bringing about equilibrium between the demand and supply of shillings.  

In past decades, the literature on optimum currency area theory has considerably 

expanded in search for criteria that need to be satisfied to join and enter into a union. We 

now turn to an analysis of the factors needed to form such a union, then to a discussion of 

the most important recent historical experiment of the formation of a currency union, that 

of the European Union. 

III.2 Factors Needed to Form a Union 

In this section, I will discuss the various criteria that prospective member 

countries should satisfy to join a currency union. Criteria to analyze include:  

Asymmetric/Symmetric Shocks, levels of trade, product diversity, labor mobility, and 

policy. 

III.2.1 Asymmetric/Symmetric Shocks 
 

The existence of asymmetric shocks, or country-specific shocks, are an important 

consideration when determining the optimality for the country in question to enter into a 

currency union with say, two or more countries.  One important idea of OCA theory is 

that countries affected by asymmetric shocks need substantial flexibility in their labor 

markets, one reason being the ability to absorb these shocks and return to an acceptable 

level.  These shocks represent a crucial component in the choice of the exchange rate 

regime from the optimum currency area perspective.  The idea is that countries that tend 

to be affected by similar shocks (symmetric) will have an easier time integrating their 
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economies. The reason being that, in a monetary union, symmetric shocks can be 

addressed by one monetary policy.  An example of this is illustrated by the situation of 

Norway.  Norway is pegging its currency, the Krone, to the Euro.  What happens if there 

is a fall in the aggregate demand for Norway’s output, say oil?  If the DD schedules for 

the other EU member countries simultaneously shift the left (i.e. decrease), the euro will 

depreciate against currencies outside the union.  This will provide automatic stabilization 

(Krugman, p621).  Norway will face a problem when it alone faces a fall in demand for 

oil, one of their main exports.  The question now is how will Norway adjust to this 

shock?  As a result of nothing happening to the Euro (the currency to which Norway is 

pegged), the Krone will remain stable against all foreign currencies (Krugman, p621).  

Full employment in Norway will be restored only after a period of ‘costly slump’ during 

which prices of Norwegian goods and wages of Norwegian workers falls (Krugman, 

p621).  The benefit of integration, and therefore a common monetary policy, would be 

that the greater the economic integration between Norway and the EU, Norway will 

experience a ‘shallower’ and less costly adjustment to the fall in demand for oil.  There 

are two reasons identified for the reduction on cost adjustment as follows: 

• First, if Norway has close trading links with the euro zone, a small reduction in its prices 
will lead to an increase in euro zone demand for Norwegian goods that is large relative to 
Norway’s output.  Thus, full employment can be restored fairly quickly. 

• Second, if Norway’s labor and capital markets are closely meshed with those of its euro 
zone neighbors, unemployed workers can easily move abroad to find work and domestic 
capital can be shifted to more profitable uses in other countries.  The ability of factors to 
migrate abroad thus reduces the severity of unemployment in Norway and the fall in the 
rate of return available to investors.45   

 

                                                 
45 Krugman, Paul R.  Obstenfeld, Maurice.  International Economics:  Theory and Policy, p621 
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In the case of asymmetric shocks, a “one-size-fits-all” monetary policy, that being 

a proposed policy for all member countries, can lead to inflation and unemployment.  A 

single monetary policy between countries experiencing different shocks can be beneficial 

to one country and detrimental to another, thus welfare is not maximized.  Therefore, the 

question that must be asked is whether the countries in question experience country-

specific shocks or whether shocks affect all of the countries similarly.  In their 1992 

paper, Bayoumi and Eichengreen performed measurements of “the incidence of shocks 

using a structural vector auto-regressive model in an effort to identify supply and demand 

shocks influencing output fluctuations in EC and some US regions in the period 1960-

88”.46  They used this data to measure how supply and demand shocks of different 

countries in the European Community correlate with benchmark regions.  

III.2.2 Degree of openness (Trade) 
 

In 1963, Ronald McKinnon in his study of optimal currency area theory, 

determined levels of trade of an economy, or ‘openness’ of that country, as one of the 

“crucial criterion” in considering whether a country would be a good candidate for 

joining a monetary union.  He defined openness as “the ratio of tradables to non-

tradables”.47   His argument was that the more open an economy, the more it will be 

inclined to use fixed exchange rates.  Fixed exchange rates of course, are a requirement 

among countries that form a monetary union.  Economies that have no trading partners, 

or fairly closed economies, will find that flexible exchange rates are more advantageous 

as a result of increased power over relative pricing in the event of trade.  In a pure 

                                                 
46 Ibid p24 
47 Ibid p15 
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flexible exchange rate regime, the balance of payments “equilibrates” itself and there is 

little or no central bank intervention.  However, in a situation of monetary integration, the 

exchange rate is fixed.  The process of payments adjustments works automatically with 

the exchange rate adjusting to equilibrate demand and supply of the currency. The 

adjustment mechanism, if correctly run, works like “the inter-regional mechanism of 

adjustment between the twelve districts of the United States, which runs so smoothly that 

most people are not even aware that there are twelve district currencies, one issued for 

each of the twelve Federal Reserve Districts”.48  The exchange rate is an important and 

powerful policy tool that governments can use to reach their objectives, whether in the 

short term or the long term.  An argument brought forth by Mundell and Flemming 

indicates that “the exchange rate can be used effectively as a means of countering the 

effect of unfavorable shocks to the terms under which a country exchanges goods and 

services with its trading partners”.49   

Consider a small country where the ratio of exportable goods (X1) and importable 

goods (X2) to non-tradable goods is fairly high. Under flexible exchange rate 

arrangements price of exportable goods (P1) and importable goods (P2) expressed in the 

domestic currency will vary with the exchange rate, while P3, the price of non-tradable 

goods, is assumed to be constant.  As a result, in a small open economy, exchange rate 

fluctuations will work against efforts to maintain a stable price level, which is another 

criterion of joining a monetary area.  In the case of a large country with sizeable 

production on non-tradable goods, the situation is a little different.  In the event of 

                                                 
48 Ibid p299 
49 Demers, Fanny S.  Demers, Michel.  European Union: A Viable Model for Quebec-Canada? p87. 
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devaluation in the currency, there would be an effect on P1 and P2, but the “effect on the 

general price index will be lower than in the case if a small open economy”.50  According 

to Ronald McKinnon “if we move across the spectrum from closed to open economies, 

flexible exchange rates become both less effective as a control device for external balance 

and more damaging to internal price level stability.”51  McKinnon further argues that 

“economies with a high ratio of tradables to nontradables should rely more on fiscal and 

monetary policies than on exchange rates to cure the balance of payments 

disequilibria.”52  As a result, he found that it would be more beneficial for small open 

economies that trade extensively to join larger currency areas, especially if those 

countries “main” goods of trade are similar in nature.  Ishiyama (1975) noted that 

Mckinnon assumed that the price levels of the “outside world” were stable.  Ishiyama 

argued that since it is not the case that price levels are stable in other countries; his 

(McKinnon’s) argument could be completely reversed since “external instability would 

be directly propagated to the domestic economy through fixed exchange.”53 Frequent 

devaluations may have inflationary consequences.  Mundell argues that “the first 

devaluation may work without too much inflation; the second invites a wage response; 

and the third provokes compensation demands.”54 Julius Horvath put forth an argument 

that links the size of a country with optimum currency area issues.  He states that a large 

area may find it easier to keep the value of money “in terms of a representative bundle of 

                                                 
50 Horvath, Julius. Optimum Currency Area Theory: A Selective, p15 
51 McKinnon, Ronald I.  “Optimum Currency Areas”, p719 
52 Horvath, Julius. Optimum Currency Area Theory: A Selective, p15 
53 Ibid p15 
54 Ibid p16 
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economic goods”.55  If the area attempting to form a union is sufficiently large so that 

“the body of non-tradable goods is large, then pegging the value of the domestic currency 

to this body of non-tradable goods is sufficient to give money liquidity value in the eyes 

of the inhabitants of the area in question.56  In other words, Horvath is arguing that one or 

more stable countries are required for small countries to peg their currencies to.   

III.2.3 Product Diversification 
 

Peter Kenen, in 1969, suggested that the degree of a countries diversification in 

production was an important characteristic to examine for optimum currency area criteria. 

He stated that “a well-diversified economy will rarely confront changes in demand for its 

export products.”57 Kenen argues that the likelihood of asymmetric shocks, i.e. country 

specific shocks, is decreased the more diversified an economy is.  In other words, in 

economies that are well diversified, asymmetric shocks are less frequent and hence 

constitute less of a handicap to the formation of an optimum currency than in the case of 

less diversified economies.  Thus, fixed rates are “most appropriate or least inappropriate 

to well-diversified economies.”58  The core of Kenen’s argument rests on the idea that if 

there are positive changes regarding some exports, this will be offset by negative changes 

of other exports: i.e. as the demand for some goods increase, the demand for others falls.  

Therefore, the more diverse exportable products are in the economy in question, the 

higher the degree of this offsetting mechanism.  A country that produces a wide variety of 

goods will experience a slower decrease in overall production, if in the outside markets 
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the demand for its goods decreases. Thus, a country with a low degree of product 

diversification needs flexible exchange rates to cushion it from outside shocks.  This 

would enable that country to alter its own currency (devalue or revalue) depending on the 

situation.  Mundell responds to this by stating that if we are to follow Kenen’s criterion of 

optimal currency areas, the “the most highly diversified economy is the world economy.  

Then, in terms of an insurance principle and from the point of view of hedging against 

risks of fluctuation, a world currency is the best solution.”59  However, according to 

Mundell, (see the next section below) the world is not an optimum currency area. 

III.2.4 Labor Mobility Criteria 
 

Another important criterion of OCA theory is the degree of labor mobility 

between the countries attempting to form a union.  A major advantage that East Africa 

has over the European Union, in regards to labor mobility, is similarity in culture and 

language.  While countries that are members of the European Community come from 

varying cultures and languages, the East Africa community is essentially one in the same, 

with the common language of Swahili being the main advantage.  In 1961, Robert 

Mundell summarized, in his terms, the arguments that proponents of flexible exchange 

rates have given.  He stated that “depreciation can take the place of unemployment when 

the external balance is in deficit, and appreciation can replace inflation when it is in 

surplus.”60  He asks the question: if flexible exchange rates are more advantageous than 

fixed rates, does it follow that all currencies in the world should be flexible?  Mundell 

observes that there is a major difference between adjustment within a currency area, 
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which has a single currency, and a currency area that involves more that one currency.  In 

other words, he is saying that there is a difference between interregional adjustment and 

international adjustment even though exchange rates in the case of international 

adjustment are fixed.  To illustrate his point, Mundell uses three examples of adjustment 

in different areas that are affected by asymmetric demand shocks.  His first example 

considers two independent countries, A and B, with their own currencies, each country 

having its own regions.  His second example considers a country with one national 

currency but two regions.  His third example considers two countries with independent 

currencies and two regions, where the regions encompass both countries.   

Beginning with the first example, going under the assumption that an asymmetric 

demand shock negatively affects country B, he states that:  “to the extent that prices are 

allowed to rise in A, the change in the terms of trade will relieve B of some of the burden 

of adjustment.”61  However, it is possible that the unemployment pressure in B cannot be 

eased by increasing prices in A, if “A’s central bank will tighten credit to restrain 

inflationary pressure.”62  As a result, the burden of adjustment falls on country B.  If 

prices in country B cannot decrease, the adjustment therefore happens through a decrease 

in employment.   

 In the second example of one country with two regions, A and B, the impact of 

asymmetric shocks affects region B in a negative way.  As a result, inflationary pressure 

occurs in region A and creates unemployment pressure in B.  In order to ease this 

pressure, the central bank can increase the money supply in the whole country.  This 
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“aggravates inflationary pressures in A, but may turn the terms of trade against B and 

correct the employment problem in B.”63   

 Regarding Mundell’s third example, with two counties and two regions 

encompassing both countries, he states that unemployment in country B cannot be 

prevented “as long as country A is unwilling to inflate.”64  Mundell is quick to note 

however that it does not follow that if the world consisted of one country with one 

currency, unemployment could be prevented by the ‘pro-inflationary’ policies of, in this 

case, a world central bank, arguing that “the world as a whole is not an optimum currency 

area.”65  Regarding our third example, Mundell states that equilibrium could be returned 

with depreciation in country B and an appreciation in country A.  A key question that has 

been raised is “whether flexible exchange rates help ease the adjustment costs of 

asymmetric demand shocks in all cases when national currencies are involved”.  In other 

words, are optimal currency areas identical with countries?  Mundell responds to this by 

stating “optimal currency areas are identical with economic regions, when defined by 

inter-regional labor mobility.”66  Mundell defines a region in terms of factor mobility.  

Internal factor mobility and external factor immobility characterize an economic region.   

To support his argument, Mundell brings up the previously discussed third 

example of asymmetric shocks.  He assumes two countries, the US and Canada for 

example with two regions, East and West, so that these two regions encompass both 

countries.  East in both countries produces timber and West produces cars.  In the event 

                                                 
63 Ibid 659 
64 Ibid  
65 Ibid  
66 Ibid p658 
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of an asymmetric shock, there is unemployment pressure in the East, which the central 

banks of both countries attempt to relieve.  The result of this is that inflationary pressures 

in the West region will be strengthened.  Mundell concludes that in cases such as this, 

these two countries do not form an optimal currency area.  The core of his argument is 

that flexible exchange rates are preferable to fixed exchange rates unless the countries 

themselves do not form optimal currency areas.   

 In 1963, Ronald McKinnon qualified Mundell’s concept of labor mobility.  He 

stated that if each region contained a specialized industry, it may be difficult to 

distinguish between low geographic and low inter-industrial labor mobility.  Continuing 

with our previous example, if a negative asymmetric shock affects region B and there is a 

possibility in region B to develop industries similar or identical to region A, the need for 

factor movement between region A and region B is not that great.  However if region B 

cannot easily develop similar industries as in region A, then factor movements to region 

A may be the only thing that will prevent “a large fall in the unit incomes of potentially 

mobile factors of production in B.”67

III.2.5. Policy Criteria 
 

The previously analyzed criteria depend on the state of the economy.  In later 

discussions, focus turned toward criteria that depend on policy tradeoffs.  In this section, 

we explore the criterion of political will, a very important first step in the formation of a 

currency union.  Even if all other “prerequisites” are satisfied, if there is no will by the 

‘powers that be’, economic integration cannot be achieved.  This includes the 

governments of each country having to concede certain national policies.  In 1975, 
                                                 
67 McKinnon, Ronald I.  “Optimum Currency Areas”, p724 
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Ishiyama reviewed these criteria, which included: similarity in rates of inflation, degree 

of policy integration, degree of price and wage flexibility, and real exchange rate 

variability.  Regarding similarity in inflation rates, as was discussed before, countries 

within a monetary union must maintain a fixed exchange rate; included in this is of 

course would be the same rates of inflation.  It is hard to fix and exchange rate if one 

country experiences an increase in their inflation rate and the other does not.  In 1971, 

Marcus Fleming noted a danger of operation within a fixed exchange rate area which 

originated in “the relative cost levels of the participating countries being out of line”68.  

Great efforts must be undertaken by participating governments to prevent this from 

happening.  He went on to argue that another danger can arise (within a fixed exchange 

rate area) in that the country in question may be forced to accept a higher level of 

unemployment than would accompany the lower level of inflation.  This level of inflation 

would be a compromise between the countries attempting to form the union.  In 1970, 

Gottfried Haberler further emphasized the importance of political commitment to the 

formation of a union when he stated that “it is not the characteristics of the economy, but 

the similarity of policy attitudes, which creates the conditions for a flourishing currency 

area”.69  Fleming further argued that “flexible adjustment of prices and wages to excess 

demand and excess supply would bring automatic adjustment to asymmetric shocks, so 

the need for exchange rate adjustment simply would not be there”.70  In other words, if 

real exchange rate adjustment is needed, it does not matter what mechanism is used to 

bring about this adjustment, whether it is through wages, prices, or exchange rates.  

                                                 
68 Fleming, Marcus J. “On Exchange Rate Unification,” p468 
69 Haberler, Gottfried, “The International Monetary System”, p468 
70 Fleming, Marcus J. “On Exchange Rate Unification,” p468 
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Roland Vaubel, in 1990, proposed “the real exchange rate as an optimum currency area 

characteristic, arguing that it is a more comprehensive criterion than the traditional 

criteria of labor mobility, diversification, and openness.”71  The outcome of the real 

exchange rate is the direct result of government policy.  As stated previously, some 

optimal currency area theorists have posed that the idea that the success of optimal 

currency areas may have more to do with the long-term political commitments by 

governments than the economic criteria associated with optimal currency areas.  In 1969, 

James Ingram claimed that “economic considerations take a back seat in choosing 

exchange rate arrangements, so it is somewhat futile to stress definitions of optimal 

currency area characteristics.  What matters is a government’s commitment to such a 

decision.”72  Continuing in 1970, Norman Mintz agreed with Ingram emphasizing that the 

“political willingness of the central authorities to pursue monetary unions as the most 

important factor for forming currency areas.”73     

International macroeconomics has gone through substantial changes in the last 

two decades.  As new ideas and theories are adopted, it is only natural that the theory 

behind optimal currency area expands.  These changes have not only been reflected in the 

discussion on optimum currency area theory but also in discussions in choosing an 

optimal exchange rate regime.   

III.3 The European Union  
 

In this section, we turn to the most important monetary union in recent history, 

that being the European Union.   
                                                 
71 Vaubel, Roland, “The Centralization of Western Europe and the Common Market”, p25  
72 Ingram, James C., "Comment: The Currency Area Problem." p98. 
73 Mintz, Norman N., “Monetary Union and Economic Integration”, p71 
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III.3.1 History 

            The European Union is the largest and most prosperous monetary union today.  

The European Union (EU) comprises of twenty-five independent states (including the 

addition of ten new states in 2004) and was founded to enhance political, economic and 

social co-operation.  At the time of original planning for the union, Europe had what 

economists of the day referred to as a “high-standard social capability factor.”74  This 

came from the idea that, although Europe had experienced many wars, the potential was 

still there to coexist and help each other both economically and culturally.  One of the 

main reasons to create a “united” Europe was to prevent another war within Europe; the 

idea being that if countries have similar interests between them, they will not enter into a 

war with each other.  Stopping possible communist aggression was another point in the 

minds of Western intellectuals and strategists. While a politically united Europe seemed 

to be out of reach at the inception of the European common market, economic integration 

has been a driving force sustaining political integration.   Jean Monnet is considered by 

many to be the intellectual force behind the unification of Europe. The process of 

European integration started in 1951 with the creation of the European Coal and Steel 

Community, originally comprising of six countries: Belgium, France, Italy, Luxembourg, 

the Netherlands and West Germany.  The Coal and Steel Community was originally 

established to pool its coal and steel resources.  The Treaty of Rome transformed the 

European Coal and Steel Community into the European Economic Community (EEC) 

and also established the European Atomic Energy Community (EAEC).  It was signed by 

Germany, Italy, Belgium, the Netherlands, Luxembourg, and France in 1957 and came 
                                                 
74 Afxentiou, Panos C.  Convergence, the Maastricht Criteria, and Their Benefits, p246. 
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into force on January 1st, 1958.  The treaty’s overall aims attempted to harmonize 

member countries. Measures to achieve this included indirect taxation, industrial 

regulation, agriculture, fisheries and monetary policies.  Although remaining separate 

structures in the beginning, the EEC and EAEC merged into the European Community in 

the 1960’s, an early version to what is now known as the European Union.  Generally, 

two main motives, identified as reasons why EU countries chose to seek closer 

coordination in the monetary policies, are as follows: 

• To enhance Europe’s role in the world monetary system:  The currency crises of 1969 
were accompanied by declining confidence in the readiness of the United States to place 
its international monetary interests ahead of its national interests. 

• To turn the European Union into a truly unified market:  Even though the 1957 Treaty of 
Rome founding the EU had established a customs union, significant official barriers to 
the movements of goods and factors within Europe remained.75 

 

At the time, European officials believed that exchange rate uncertainty would be a 

major factor that would reduce intra-regional (within the European Community) trade.  A 

fear was that if exchange rate swings cause large enough changes in relative prices within 

the community, political forces hostile to free trade within Europe would be strengthened 

(Krugman, p606).  As a result, it was of their opinion that a “truly” unified European 

market could never be achieved unless “mutual European exchange rates were fixed” 

(Krugman, p606).  The European Monetary System (EMS) of 1979 was followed by the 

Single European Act of 1986, which eliminated inter-state tariffs.  The Single European 

Market in 1992 provided for the free movement of goods, persons, services and capital, 

which are among the benefits of integration.   

 

                                                 
75 Krugman, Paul R.  Obstenfeld, Maurice.  International Economics:  Theory and Policy,  p606 
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III.3.2 Convergence and the Maastricht Criteria 

The Maastricht Treaty, which was signed on February 7, 1994, gave four 

convergence criteria, which guided the introduction of a common currency in line with 

the principle of “One Market, One Currency.”  The Maastricht criteria are rules for price 

and fiscal stability.  The Maastricht criteria, which are assumed to sustain the European 

Union, specify in two separate protocols, five conditions by which a country is admitted 

to the union: 

• An inflation rate no more than 1.5 percentage points above the average of the three 
countries with the lowest inflation rates; 

• Nominal long-term interest rates not exceeding by more than 2 percentage points those 
for the three countries with the lowest inflation rates; 

• No exchange rate realignment for at least two years; 
• A government budget deficit not in excess of 3 percent of each country’s GDP;   
• A gross debt to GDP ratio that does not exceed 60 percent.76 

 
   
The first three convergence criteria are designed to ensure monetary stability by 

supporting a fixed exchange rate regime among member countries.  The stability of the 

euro is reinforced by the last two criteria, which protect the European Union from threats 

of inflation, which may arise from government budget deficits.  Afxentiou and Serletis 

examined the convergence performances of all fifteen countries with respect to each 

criterion.  The objectives of this approach was to investigate the “structural readiness” of 

each country prior to the introduction of the Maastricht criteria in 1992, and to determine 

whether post-Maastricht convergence developments before 1998 were compatible with 

long-term sustainability.  All members had a satisfactory debt ratio convergence. This, 

however, should be discounted because the 60 percent guideline was taken as the average 

                                                 
76 Source: Afxentiou, Panos C.  Convergence, the Maastricht Criteria, and Their Benefits, p249 
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indebtedness ratio of all countries at the time of the Maastricht negotiations. Excluding 

also the third criterion, which by nature is not subject to convergence, the study found 

strong evidence of general progress in the Maastricht criteria through both historical 

analysis and the modeling approach.  This evidence suggests that the monetary and fiscal 

foundations of the European Union are quite solid, though approximately half of the 

member-countries are considered too structurally weak to deal with inflation. The degrees 

of convergence in Greece, Finland, Italy and Sweden were attained by drastic measures.  

Based on their pre-Maastricht records, these countries may prove not to be easily 

sustainable in the future, especially with regard to the budget deficit ratio criterion.  In 

1993, as the European Union was emerging from the Single European Market, the final 

touches were put in place for the euro, whose introduction was scheduled for January 

2002.  The Euro was introduced as the common currency for all transactions within the 

union.  

Membership in the EU expanded from six to nine in 1973, ten in 1981, twelve in 

1986, and fifteen in 1995. On May 1st, 2004, ten new member countries were added 

bringing the number of members to twenty-five.  The EU consists presently of Austria, 

Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, 

Netherlands, Portugal, Spain, Sweden, and the United Kingdom of Great Britain and 

Northern Ireland.  The recently added countries include Cyprus (Greek part), the Czech 

Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovakia and Slovenia. 

Members established the European Central Bank in mid-1998.  As of January 1999, it 

operated solely in euros.  Modeled after the Bundesbank of Germany, which is celebrated 

for its determined commitment toward price stability, the European Central Bank could 
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be equally successful in its mission if the preconditions of price stability, provided by the 

Maastricht Treaty, are firmly established and strongly preserved and protected.  

Membership expansion, however, created more differences within the European Union. 

These linguistic and cultural diversities tended to undermine even the most determined 

efforts toward European political unification.  “As long as any country values its own 

heritage above that of any other country, it will be unwilling to surrender its sovereign 

power to a central community body.”77  The experience of Canada with the separatist 

movement in Quebec is relevant with regards to this.  Quebecois separatists feared that, 

with the loss of their sovereign power, they would lose their culture and beliefs (which 

are significantly different to the rest of Canada).  Panos Afxentiou argues that “the forces 

of non-assimilation which are so strong in the Canadian federation are likely to be just as 

strong in both large and small European countries.”78  Pride in a country, state, or 

province’s heritage and sovereignty can sometimes make political and economic 

integration difficult at times.     

 

IV. COST/BENEFIT ANALYSIS OF FORMING A CURRENCY UNION  

The road to forming a monetary union can be difficult.  The obvious question is 

why countries would embark on such a path to economic integration.  The reason of 

course is that there are a number of advantages, as well as disadvantages.  The advantages 

and disadvantages can amass at either the microeconomic or macroeconomic level.  This 

section, as well as the paper as a whole, focuses more on the macroeconomic level.   

                                                 
77 Ibid p247 
78 Ibid p248 
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IV.1. Advantages 

There are a number of advantages of a common currency which include the 

following:  

• The elimination of foreign exchange risk.  
• More price transparency.  
• Increased price stability. 
• Increased trade.   
• Lower interest rates. 
• Challenging the dollar as a world currency. 
• Stronger position in international economic policy negotiations. 
• Political factors (fiscal and inflationary discipline).79 

 

With the introduction of a common currency, transaction costs can be eliminated 

when converting currencies leading to more growth.  This will help to reduce foreign 

exchange rate risk.  There will also be an increase in price transparency.  Price 

transparency is beneficial for two main reasons:  Business and consumer transactions.    

Regarding business transactions, there will now be an easier comparison of prices 

between suppliers, and there will be downward pressure on prices, increasing 

competition.   Regarding consumer transactions, the increased price transparency will put 

downward pressure on the most expensive items that encompass all three countries and 

will also lead to pressure on the three governments to reduce taxation for competitive 

reasons.  Price transparency will increase as consumers begin to use the common 

currency in the case that a monetary union is formed.  Another benefit offered is 

increased price stability.  A single market with a common currency will work better as a 

result of the elimination of internal price level fluctuations.  Interest rates will now be 

lower because the “risk premium” that is attached to currencies of weaker economies will 
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no longer be needed.  This, in addition to a more stable economic environment, will help 

foster and encourage more investment and trade, which will stimulate growth and 

employment levels in all three countries.  The “macro-level” benefit, the benefit to the 

economy as a whole, is that greater stability will encourage new working relationships 

between firms wherever their physical location within the monetary union, leading to 

increases in productivity and innovation.  The “micro-level” benefit, benefits for 

individuals, is that greater stability can lead to higher living standards and increased 

employment opportunities.  Another advantage of a common currency is that it will 

enforce greater monetary policy discipline and credibility of the governments involved.  

This is especially true of the governments of Kenya, Tanzania, and Uganda, whose 

government policies have had sometimes fruitless results.  With the implementation of 

economic integration, these governments will now be responsible to each other and will 

have to work together in the pursuit of monetary targets to achieve similar benefits, 

leading to greater cohesion and an improved working relationship among the countries.  

This of course can be seen as a disadvantage from the perspective of the governments of 

each country resulting from loss of individual control.  With the historical movement of 

people and labor constantly within the community, especially now with the recent 

ratifications of the East African Treaty which has increased this movement, a common 

currency will eliminate transaction costs when constantly having to convert currency.  

IV.2. Disadvantages 

 There are also a number of disadvantages associated with use of a common 

currency which include the following: 

• The loss of the exchange rate as an adjustment mechanism.   
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• The loss of monetary policy independence. 
• The loss of fiscal policy independence. 
• Increased trade.80   
 

The introduction of a common currency brings with it a fixed exchange rate 

system.  This now takes away the luxury that the countries previously had of using the 

exchange rate as a mechanism for protecting against asymmetric, or country specific, 

economic shocks.  Joining a union, however, can make the losses less severe to each 

country, especially if the shocks affect the members in a similar way.  A common policy 

response from the union would be optimal.  If shocks affect the members differently, this 

would be a reason against a union.  Entering into a union when countries experience 

shocks will result in each county’s inability to use the exchange rate to prevent “volatility 

in output and employment”.81  The disadvantages of a union are mitigated, however, if 

“prices and wages are flexible and labor is sufficiently mobile.”82  Flexibility of prices, 

wages, and the mobility of labor allow adjustment to a shock to occur more promptly.  As 

was stated in the advantages section, loss of monetary and fiscal independence can be an 

advantage or disadvantage.  With the introduction of a common market, individual 

governments are no longer the sole decision makers regarding fiscal and monetary 

policies.   

IV.3. Efficiency Gain vs. Stability Loss (GG and LL Schedules) 

For each country: Kenya, Tanzania, and Uganda to join the area, respective gains 

for each country must be analyzed.  The potential (not criteria) for each country to join 

depends largely on the trade links with the other countries.  “A major economic benefit of 
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fixed exchange rates is that they simplify economic calculations and provide a more 

predictable basis for decisions that involve international transactions than do floating 

rates”.83  Regarding trade between the three countries, a lot of time and resources can be 

wasted when currencies between trading partners fluctuate, which is generally the case 

between the three countries.  “The monetary efficiency gain from joining the fixed 

exchange rate system equals the joiner’s saving from avoiding the uncertainty, confusion, 

and calculation of transaction costs that arise when exchange rates float”.84  Say, for 

example, our currency for this area is called the East African (EA) dollar.  The monetary 

efficiency gain from “pegging” the Uganda shilling to the EA dollar will be higher if 

factors of production can move freely (no tariffs or quotas) between Uganda and the EA 

area.  This can be illustrated in a model called the GG schedule as follows: 

 
The GG Schedule

Degree of economic integration 
between the joining country and 
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The Upward sloping GG schedule shows 
that a county’s monetary efficiency gain 
from joining a fixed exchange rate area 
rises as the country’s economic integration 
with the area rises. 
 

 

 

A “high degree of economic integration between a country and a fixed exchange 

rate area magnifies the monetary efficiency gain the country reaps when it fixes it’s 

exchange rate against the areas currencies”.85  The other side of the coin is the economic 

stability loss that may be experienced by the joining country.  Even when a country has a 
                                                 
83 Krugman, Paul R.  Obstenfeld, Maurice.  International Economics: Theory and Policy, p618    
84 Ibid p618 
85 Ibid p619 
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low inflation rate, there are costs that arise.  This is because when a country joins an area, 

it gives up the ability to use monetary policy to stabilize output and employment.  The 

economic stability loss from joining the monetary union “is related to the country’s 

economic integration with its exchange rate partners”.86  This is illustrated in the LL 

schedule as follows: The LL Schedule

Degree of economic integration 
between the joining country and 

the exchange rate area
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The downward sloping LL schedule shows that 
a country’s economic stability loss from joining 
a fixed exchange rate area falls as the country’s 
economic integration with the area rises. 
  

 

 

 Krugman concludes that a “high degree of economic integration between a 

country and the fixed exchange rate area that it joins reduces the resulting economic 

stability loss due to output market disturbances”.87  Combining the GG and LL schedules 

would show how, for example, Uganda should decide on whether or not to fix it’s 

currency against the EA dollar.   

 

V. FORMATION OF THE UNION: A COMPARISON OF OCA CRITERIA 
 

Now that we have determined what factors are needed to make up an optimal 

currency area, in this section I examine those factors and directly apply them to Kenya, 

Uganda, and Tanzania.  As was discussed in section 3, the main factors to look at when 

determining the optimality of a currency union is to: see if the countries are affected by 
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similar shocks (i.e. similar inflation rates), are open to mutual trade, have a certain degree 

of product diversification (i.e. similar industrial sectors that are affected similarly by 

shocks in the economy), have policies geared towards forming such a union, and finally 

have mobility of factors of production, especially labor, between the countries.   

V.1 Symmetric Shocks (Inflation) 
 

An important criterion to examine is the respective inflation levels of each country.  

Countries that experience similar inflation levels and fluctuations are likely candidates for 

forming an optimal currency area.  Further, inflation rates are a good indication that there 

is similarity in economic policies and industrial structure.  Therefore, “if countries are to 

be good candidates for a currency union, the patterns of inflation should be similar as this 

can make the convergence in inflation rates easier once they belong to a currency area”.88

In the case of Kenya, year-on-year inflation eased to 7.9% in September 2003 as a 

result of improved food supply and the reduction in both VAT and excise duties in the 

2003/04 budget, but rose again to 9.1% in October because of a temporary rise in cereal 

prices prior to the start of the main harvest.  For the remainder of 2003, favorable weather 

conditions, continuing high levels of unemployment, moderate rates of expansion of 

aggregate demand and a cautious monetary policy suggests that inflation will edge down 

to 7% in December, but will have an average 9.6% for the year as a whole.89 For the 

forecast period, although domestic demand will be stronger, favorable harvests and 

weaker oil prices will support a low inflationary environment. For its part, the Central 

Bank will continue to pursue a monetary policy stance that neutralizes any incipient 
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pressures on prices.  As a result, inflation is forecast to average 5% in 2004 and 3.5% in 

2005.   

In the case of Tanzania, although the central bank has managed to meet its 

inflation target for the fiscal year 2002/03, year-on-year inflation was 4.4% in June 2003, 

compared with a target of 4.5%.  It is uncertain whether the Bank of Tanzania will be 

able to meet its new target of 4% for the year ending in June 2004.90 Although inflation 

has remained low in 2003 (it was only 4.5% in September 2003), the ongoing food 

shortages in some parts of the country look set to drive up the inflation rate in late 2003 

and early 2004: the trend in food prices is particularly important, as food accounts for 

over 70% of the consumer price index in Tanzania.  Therefore, if the inflation rate were 

to rise to 5% in early 2004, it is unlikely to fall quickly enough to meet the target.  

Inflation is expected to remain low and stable throughout the forecast period, averaging 

4.5% in 2004 and 4.7% in 2005.  

In Uganda, the annual headline inflation rate for the year ending September 2003 

dropped to 9.4 percent compared to 10.2 percent for the year ending June 2003.  This was 

due to the lower prices for food items and the better terms of trade due to the appreciation 

of the Ugandan shilling against the US dollar.  The inflation rate for September 2003 rose 

to 0.4 percent compared to minus 0.5 percent for June 2003.91  This was due to slight 

increase in prices for fruits & vegetables, cereals and sugar.  The annual underlying 

inflation rate for the year ending September 2003 rose to 6.1 percent compared to 5.4 

percent for the year ending June 2003.  This was attributed to the increase in prices for 
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manufactured goods, like clothing, shoes and household goods. 

 The following table compares the average rates of inflation in the three countries 

between the years 1981 and 1997, as well as the year ending 2002.   

Table 3: Comparison of Average Rates of Inflation (%).  

Country 1981-1991 1991-1997 September 2003 

Kenya 12.63 20.83 7.9% 

Tanzania 30.46 24.92 4.5% 

Uganda 96.56 17.01 9.4% 

                                                                                                           Source:  World Development Indicators. 

Table 3 shows that between 1981 and 1991, the average rates of inflation in the three 

countries were very different. Uganda had the highest average rate of inflation by far, 

followed by Tanzania and then Kenya. Kenya had the lowest average rate of inflation at 

12.63%. However, between 1991 and 1997, Uganda’s average rate of inflation was the 

lowest at 17.01%, followed by Kenya and then Tanzania. The average rates of inflation 

between 1991 and 1997 in the three countries appear to be similar compared to the period 

between 1981 and 1991. While the inflation rate was much too high in all three countries 

during this period, the rate has come down substantially in recent years, as the figures for 

2003 indicate. However, inflation rates remain at different levels in the three countries. 

While Kenya and Uganda have too high rates of inflation, Tanzania has been able to 

maintain its inflation rate around 4.5%.      

From 1991-97, all three countries were undertaking similar IMF and World Bank 

supported adjustment reforms.  These reforms entail, among others: 

• Liberalizing the goods and foreign exchange markets.  
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• Fiscal discipline. 
• Trade liberalization. 
• Privatization of previously state-owned companies.92 

  
 While the rate of inflation in all three countries (even Tanzania) is still too high 

according to the Maastricht criteria, these economic policies and reforms can help to 

make the inflation rates converge, therefore making it easier for formation of a single 

currency. 

V.2 Degree of Openness 

In order to determine the current “degree of openness” between the three countries, 

we can look at two different measures which are good indicators for the optimality of a 

currency union.  First, we examine the share of total trade in the gross domestic product 

(GDP) of each country (see Table 4).  Secondly, we examine what share of the GDP of 

each country arises from intra-community trade (see Table 5).  We then compare the two. 

Table 4 compares total trade of the three countries with the ‘rest of the world’. 
 
Table 4:  Breakdown of Total Trade. 
 
Country Imports of 

Goods and 
Services      (% 
of GDP) 

Exports of 
Goods and 
Services      (% 
of GDP) 

Primary 
Exports (as % 
of 
merchandise 
exports) 

Manufactured 
Exports (as % 
of merchandise 
exports) 

Technology 
Exports (as % 
of 
merchandise 
exports) 

Terms of 
Trade 
(1980=100)* 

 1990 2001 1990 2001 1990 2001 2001 1990 2001 1990 2000 
       
Kenya 31 35 26 26 71 79 29 21 4 4 97 
Tanzania 37 24 13 16 -- 84 -- 15 -- 6 44 
Uganda 19 26 7 12 -- 93 -- 7 -- 22 25 
Source: Human Development Report 2003. 
*- The ratio of the export price index to the import price index measured relative to the base year 1980.  A 
value of more than 100 means that the price of exports has risen relative to the price of imports.   

Table 4 above shows a breakdown of total trade (vis-à-vis the rest of the world) 

for each country.  Taking the year 2001 as a benchmark of comparison, Kenya had the 
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highest amount of imports as a percentage of GDP at 35%, followed by Uganda (26%), 

and Tanzania (24%).  Kenya also had the highest amount of exports as a percentage of 

GDP at 26% followed by Tanzania (16%), and Uganda (12%).  All three countries show 

a relatively high degree of ‘openness’ with the rest of the world.  However, for economic 

integration, a more important factor to look at is intra-regional trade, that, trade between 

the three countries.  Table 5 compares intra regional trade between the three countries as 

a share of GDP (%) between 1991 and 1996. 

Table 5:  Intraregional Trade as a share of GDP (%)  
 1991 1992 1993 1994 1995 1996 
Kenya       
           Exports to Tanzania 0.4 0.6 1.6 1.6 1.5 1.8 
                             Uganda 0.6 0.9 1.9 2.0 1.9 2.2 
      Imports from Tanzania 0.1 0.1 0.1 0.1 0.1 0.2 
                             Uganda   0.0 0.1 0.1 0.1 0.1 0.1 
 Total Trade with Tanzania 0.5 0.7 1.7 1.7 1.7 1.9 
                             Uganda 0.6 1.0 2.0 2.1 2.0 2.3 
       
Tanzania       
           Exports to Kenya 0.1 0.2 0.2 0.2 0.2 0.2 
                             Uganda 0.1 0.1 0.1 0.2 0.2 0.2 
       Imports from Kenya 0.8 1.0 2.1 3.1 3.0 2.9 
                             Uganda   0.0 0.0 0.0 0.0 0.0 0.0 
 Total Trade with Kenya 0.9 1.1 2.2 3.3 3.2 3.2 
                            Uganda 0.1 0.1 0.1 0.2 0.2 0.2 
       
Uganda       
           Exports to Kenya 0.0 0.1 0.2 0.2 0.1 0.2 
                            Tanzania 0.0 0.0 0.0 0.0 0.0 0.0 
       Imports from Kenya 1.7 2.6 4.2 3.8 3.1 3.6 
                             Tanzania  0.2 0.2 0.2 0.2 0.2 0.2 
Total Trade with Kenya 1.7 2.8 4.4 3.9 3.2 3.8 
                             Tanzania  0.2 0.2 0.2 0.2 0.2 0.2 
       
Source:  Mkenda, Beatrice Kalinda. Is East Africa an Optimum Currency Area. P26. 
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Table 5 shows that intra-regional trade among the three countries is quite low.  

This indicates that the three countries are not very open (in terms of trade) with each 

other.  This is a negative point in the formation of an optimal currency area.  Another 

interpretation is that, as a result of similar products (coffee, tea), and the fact that these 

are the main exports of these countries, there would be no need to trade.  Therefore, the 

figures of this result could be misleading.  The figures in the above table were calculated 

from official trade statistics, and therefore do not include statistics on unofficial cross-

border trade between the East African countries.  However, some surveys done in the 

1994/95 and 1995/96 periods for Kenya, Uganda, and Tanzania indicated that in the 

1994/95 period, unofficial cross-border trade between Kenya and Uganda as a percentage 

of official trade was about 49 percent (Mkenda, p25). Between Tanzania and Kenya, 

cross-border trade in the 1995/96 period was about 12 percent, while between Tanzania 

and Uganda, it was 45 percent.93  Thus, unofficial trade statistics show substantial trade 

between Kenya and Uganda and between Tanzania and Uganda. While the degree of 

openness between the three countries may be deemed to be low even with the inclusion of 

unofficial cross-border trade for the years for which data is available, cross-border trade 

is quite important to the East African countries and may increase in importance with the 

alleviation of the constraints facing traders.  Among the constraints facing informal 

traders is poor infrastructure, lengthy procedures in receiving licenses, harassment by 

government officers, corruption at borders, and limited credit facilities and high tax rates 

(the amount of microfinance to help informal traders is not exempt from corruption). It is 

foreseen that with the countries’ ‘support’ for each other, help from international donors 
                                                 
93 Mkenda, Beatrice Kalinda. Is East Africa an Optimum Currency Area,  p27 
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to improve infrastructure, and the procedures that are being put in place, the volume of 

intraregional trade will increase. The currency union may be viewed as furthering the 

process of regional integration. 

The following three tables show the total value of trade and the percentage of total trade 

with each other. 

Table 6. Tanzanian Trade with East Africa (prices in U.S. $ millions) 
 

 
 
 
 
 
 
 
 
 

TRADE Year of 2002 ($) % of Total Trade
   

Imports from Kenya 111 14.3 
Exports to Kenya 45 5.8 

Imports from Uganda 7 0.8 
Exports to Uganda 30 3.9 
                                                 Source:  Economist Intelligence Unit 2003 
 
 
Table 7. Kenyan Trade with East Africa (prices in U.S. $ millions) 

   
 
 
 
 
 
 
 
 
 

TRADE Year of 2002 ($) % of Total Trade
   

Imports from Tanzania 45 5.0 
Exports to Tanzania 111 12.5 

Imports from Uganda 50 7.5 
Exports to Uganda 85 12.0 
                        Source:  Economist Intelligence Unit 2003 
 
 
Table 8.  Ugandan Trade with East Africa (prices in U.S. $ millions) 

 
 
 
 
 
 
 
 
 
 

TRADE Year of 2002 ($) % of Total Trade
   

Imports from Tanzania 30 1.8 
Exports to Tanzania 7 2.7 

Imports from Kenya 85 41.0 
Exports to Kenya 50 5.0 

        Source:  Economist Intelligence Unit 2003 
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As we can see, relative to the East Africa region, Kenya in 2002 is the biggest exporter of 

goods, exporting $U.S. 111 million worth of  goods to Tanzania, and $U.S. 85 million 

worth of goods to Uganda.  An important note is that imports from Kenya account for 

14.3% of total trade for Tanzania and a very high 41.0% for Uganda.  This is a key point 

in that, in the event of formation of the union, Kenya would likely be the benchmark 

country.  

V.3 Similar Industrial Sectors (Similar Imports/Exports) 
 

Another important “prerequisite” in the optimality of forming a currency union is 

to determine whether the countries have similar industrial sectors.  To begin with, we 

must look at the origin of each country’s GDP (Gross Domestic Product).  In East Africa, 

as with most developing countries, the agriculture, manufacturing, and trade/services 

sectors are the most important dominant. The following table compares these three key 

sectors of Kenya, Tanzania, and Uganda.   The figures indicate the percentage of each 

sector’s contribution to each country’s GDP. 

 Table 9:  % of Sector Contribution to GDP 
 Agriculture Manufacturing Trade/Services
Kenya 24.3% 13.0% 12.7% 
Tanzania 44.0% 7.4% 32.7% 
Uganda 44.0% 17.0% 39.0% 
Source:  Economist Intelligence Unit 2003 
 
As we can see from table 9, the three countries are dominated by the agricultural sector. 

The main source of export earnings for these countries is from agriculture.  Agriculture 

contributes 44.0% to the GDP of both Uganda and Tanzania.  Kenya’s sector contribution 

is more evenly spread out with agriculture contributing 24.3% followed by manufacturing 
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(13.0%) and trade/services (12.7%)  This could mean that the countries can experience 

similar external shocks regarding ‘agricultural output’, a reason to integrate. The 

following table breaks down the sectors in table 9 into their biggest components. 

Table 10:  Breakdown of % of Sector Contribution to GDP 

 Kenya Tanzania Uganda 

Food Products 28.77 20.43 42.83 

Beverage Products 10.21 12.19 11.86 

Tobacco 1.38 8.47 8.93 

Textiles 5.83 22.66 8.00 

Paper Products 4.38 22.65 0.94 

Electrical Machinery 5.19 4.82 1.81 

Industrial Chemicals 1.86 3.38 0.65 

                                     Source:  Mkenda, Beatrice Kalinda. Is East Africa an Optimum Currency Area. P34 
 
 

As shown by table 6 above, food and beverage are the largest components of 

Kenya’s industry, which together contribute about 40%.  These are followed by textiles 

and electrical machinery at 5.83% and 5.19% respectively.  In Tanzania, the food, 

textiles, and paper industries dominate contributing 20.43%, 22.66%, and 22.65 

respectively.  The beverage industry contributes about 12.19%.  The contributions of the 

first three industries total over 65%.  In Uganda, the food industry is by far the biggest 

industry, contributing 42.83%.  The beverage industry, the second largest, contributes 

11.86%.  In comparing Kenya and Uganda for example, we can see that the food and 

beverage products are the top two industries.  However, the combined contribution of 
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these industries in much higher in Uganda, accounting for 54.69% compared to 38.98% 

in Kenya.  The above table indicates a similarity in industrial structure between the three 

countries in that food and beverage products are the biggest industries.  Although the 

contributions of these differ in each country, we can see that in total, all three countries 

are dominated by these industries.  The food and beverage industry derives from 

agriculture, the dominant sector in all three countries. 

V.4 Degree of Product Diversification 
 

The more diversified an economy is, the greater the ability of the economy to 

absorb shocks affecting a particular sector. The following table compares the degree of 

product diversification between the three countries two years before the signing of the 

new East African Treaty in 1999. 

The values in the following table were constructed using a Herfindahl Index 

(Mkenda, p23).  The index is given by the following equation: 

   , where PD is the product diversification index 

for the country in question,  is the fraction occupied by sector j in manufacturing value 

added in country i.  A higher value indicates a smaller degree of product diversification. 

The value of the index can vary from 0 to 100. The data used was collected from 

UNIDO’s International Yearbook of Industrial Statistics.   
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Table 11.  Degree of Product Diversification 1989-1997 

 1989 1990 1991 1994 1995 1996 1997

KENYA n/a 11.4 11.9 13.9 16.6 n/a n/a 
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TANZANIA n/a 11.1 20.1 n/a n/a n/a n/a 

UGANDA 22.2 n/a n/a 13.0 12.4 13.5 13.5 

Note: n/a – not available. 
Source: Mkenda, Beatrice Kalinda. Is East Africa an Optimum Currency Area.
 

When analyzing the available data, table 11 above shows that in 1989 and 1991, 

the industrial structure in Uganda and Tanzania respectively was not very diversified. On 

average, the two countries had a value of about 21 between 1989 and 1991, relative to 

only 11.65 for Kenya. As we can see, Kenya was more diversified that the others.  

Tanzania moved from having a value similar to Kenya in 1990 to being less diversified 

by almost two-fold in 1991. A closer look at the composition of the industrial structure 

showed that a reason for this could be the increase in value added of a few industries, 

namely, paper products, rubber products, and transport equipment, mainly motor vehicles 

(Mkenda, p24).   

V.5 Policy Criteria 

In this section, I examine the political commitment of the governments of these 

countries to form a union.  The revival of the East African Community has been a good 

indicator of the similar economic goals and policies of Kenya, Uganda, and Tanzania.  

The leaders of these countries have, over the years, gradually realized these similarities 

and the benefits of integration.  There has been substantial progress made in the goal of 

the formal establishment of the East African Community (EAC).  In early 2003, the three 

countries agreed on a maximum common external tariff that would help ease trade.  This 

has been fixed at 25%.  The EAC will now have a three system external tariff as follows: 

• Zero tax on capital goods and raw materials. 
• A 10% tax on semi-processed goods. 
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• A 25% tax on finished products.94 
 

Some have doubts in Kenya however as to the advantage of adopting a 10% tariff 

on intermediate goods, which could have a negative effect on manufacturing.  On March 

2, 2004, Kenya, Tanzania, and Uganda signed an agreement that sets the foundation of a 

customs union between the three countries.  The union, designed to harmonize external 

tariffs and boost trade, will come into force when the three countries ratify the protocol.95   

Generally, this calls for the elimination and/or reduction of duties on most goods 

regarding trade between the three countries, furthering the agreements from early 2003. 

This agreement is a key step in the plans for the adoption of a common market and a 

single currency as it would help ease trade and movement (capital and labor) within the 

community.  All countries it seems have similar economic goals and similar industrial 

structures.  All three countries pursue market-oriented economic policies with the help of 

the donor community, i.e. the IMF and the World Bank. In past years Kenya, Tanzania, 

and Uganda went through different growth rates and inflation levels as was previously 

discussed.  In recent years, along with ratifications to the East African Treaty, we have 

seen a convergence of inflation levels between the three countries.  This has been 

possible with the help of “IMF/World Bank sponsored structural adjustment 

programmes.”96  Even with a history of rigid economic policies exercised, there is reason 

to be optimistic for the future of a monetary union.  

 
 

                                                 
94 Kenya, Country Report: Economist Intelligence Unit, p34 
95 BBC News Africa.  March 2, 2004 
96 Mkenda, Beatrice Kalinda. Is East Africa an Optimum Currency Area, p42 
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VI. CONCLUSION
 

In this concluding section, the information from the preceding chapter is reviewed 

to determine if a currency area, with a fixed exchange rate, for Kenya, Tanzania, and 

Uganda is optimal, or whether perhaps another route should be undertaken.   

VI.1 Is it optimal to form a monetary union 

To recap, the main rules for currency integration, those being the Maastricht 

criteria are as follows:  an inflation rate of no more that 1.5 percentage points above the 

average of the three countries with the lowest inflation rates and a gross debt to GDP 

ratio that does not exceed 60 percent.  Regarding the first point, and taking September 

2003 as a benchmark of comparison, Kenya’s inflation rate was 7.9%, Tanzania’s was 

4.5%, and Uganda’s was 9.4%.  The average rate of inflation between the three is 

approximately 7.26%.  This violates the first rule of the Maastricht criteria in that, even 

using just the lowest inflation rate, that being Tanzania at 4.5%, the average rate of 

inflation of 7.26% is more than 1.5% higher.  As of September 2002, Kenya’s debt-to-

GDP ratio was 25.1%, Uganda’s 69.9%, and Tanzania’s 92.0%, all much too high 

(Calculated from World Bank development indicators).  Optimality of a currency union, 

i.e. use of fixed exchange rates, comes into question, especially as a result of the small 

degree of intra regional trade and inflexibility in wages and prices.  In addition, each 

country’s degree of product diversification is far from adequate.  It is also difficult to 

determine which of the three countries would be the anchor country.  While Tanzania is 

the most stable (in terms of inflation) country, Kenya has the largest economy of the three 

making the process of convergence difficult.  Furthermore, as an example, Kenya and 
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Uganda may not want to enter into a union with Tanzania.  The reason being that while 

all three countries share coffee and tea as their main exports, cashew nuts are also a main 

and very important export for Tanzania.  If there is a shock that results in the fall in 

demand for cashew nuts, if the countries are under a common currency, Kenya and 

Uganda would share the burden of this shock.  There is no reason why Kenya and 

Uganda would want to share this burden, as cashew nuts is not even a priority for them.  

The costs a currency union between the three countries would far outweigh the benefits.   

An existing monetary union in Africa, the CFA Franc zone, operates under a 

coordinated peg under a single currency.  This peg has made it possible to adjust the 

exchange rate to changes in the prices of raw materials, while not fully fixing the 

exchange rate.  As is the case with Kenya, Tanzania, and Uganda, who experience 

frequent internal and external shocks as a result of instability in economic conditions, 

flexibility in the exchange rate as a tool for adjustment is important.   The governments of 

the three countries may find it beneficial to use a system of managed floating with direct 

government intervention, but not have their currencies pegged to any one currency.  In 

other words, they would continue with the reforms of the East Africa treaty, which would 

provide a common and larger market and ease of movement (people and goods) between 

borders.  However, each country would be free to control their individual policies, both 

monetary and fiscal.   
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