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Abstract 

Theory of Optimum Currency Area (OCA) being the most instructive construct in establishment 

of a monetary union, has listed criteria to be fulfilled prior to establishment of monetary union. 

This study examined suitability of OCA theory as a basis for the feasibility of proposed monetary 

union in East African Community (EAC) countries; Uganda, Burundi, Kenya, Rwanda and 

Tanzania. This study sought to determine impact and symmetry of; Gross Domestic Product 

(GDP); inflation rates; fiscal deficit and public debt. The research was exploratory by design, 

employing panel data covering 2000Q1-2016Q4. The study used a four-variable structural 

vector auto-regression (SVAR) model. Results showed that shocks on the current real GDP, 

inflation rate, public debt and fiscal deficit had a significant effect on future real GDP in the long-

run indicating evidence of synchronization with reference to real GDP. Impact of response 

received by real GDP due to shocks on inflation rate, public debt and fiscal deficit was 

convergent. With the over-identification results, Tanzania, Burundi and Kenya were the 

countries that could form a monetary union. Policy makers in EAC countries could concentrate 

in adapting unfulfilled macroeconomic convergence criteria and strengthening cooperation in 

monetary policy in order to have a strong monetary union. 
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INTRODUCTION 

The capability to issue money used for transactions is a power ordinarily reserved by a country’s 

central government, and it is often viewed as constitutive of a country’s autonomy. A monetary 

union occurs when different countries agree to share the same currency. In many ways, it is 

similar to a fixed exchange rate regime, in which parties preserve their unique national 

currencies as they choose to modify the relative supply of money to establish a fair rate of 

exchange. The choice to establish a common financial system is usually one step towards 

economic integration. Sacrificing one’s own monetary independence and sharing a common 

currency with several other countries should be considered separately from being unable to 

manage to print own currency and thus unilaterally letting circulate another country’s currency. 

The proponents of monetary unions usually aver that such a move would stabilize exchange 

and inflation rates as well as lower interest rates, along with enhancing trade among parties. 

Lately, monetary union is attracting a lot of attention among economists and policy makers. 

The origin and inception of monetary union, which has existed more than half a century, 

can be traced back to European thinking where the core objective was the attainment of 

sustainable peace in the continent after the World War II. European continent was the theatre of 

conflicts, which necessitated European leaders to come to the conclusion that only economic 

and political integration could guarantee peace across the entire region. As World War II raged 

on across Europe, there was increasing concern over economic matters in readiness for the 

post-war life. 

The theory of OCA, pioneered by Mundell (1961), Mckinnon (1963) and Kenen (1969), 

suggested abolishing the national currencies of an area consisting of more than one country 

and the area operates under a single currency. Upon achieving this, the area becomes a 

monetary union which is one of the final stages of economic integration. In Europe, the 

Maastricht Treaty of 1992 was established on the basis of the four grounds of low inflation, low 

interest rates, stable exchange rates and sound public finances. Gros and Thygesen (1998) 

note that monetary union concept is a comprehensive liberalization of capital transactions and 

full integration of banking and other financial markets together with the removal of exchange 

rate fluctuations and the irrevocable locking of exchange rate parties. According to Asante 

(2007), economic and political integration has been favored as a means of achieving higher 

growth and development, acceleration of poverty reduction and promoting national safety. 

As posited by Geda and Kebret (2008) that monetary integration attempts should be 

assessed in the context of their objectives, and their political economic and institutional setups 

on which they operate, indeed monetary unions enter into signed agreements before they are 

established indicating their desire objectives. Provincial trade amalgamations, including that of a 
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monetary union, have the potential to improve the living standards for members’ citizens as well 

as promote economic development and alleviate suffering (United Nations Economic 

Commission for Africa, 2010). 

One of the most important papers on the correlation of optimum currency area with trade 

was observed by Rose (2000), when he used a gravity model to estimate the effects that a 

common currency union has on trade, was the ability to isolate the increase of trade that was 

solely caused by the introduction of a common currency union. 

Broz (2005) observed that among many criteria for joining or forming a monetary union, 

synchronization of business cycles is one of the influential status in this modern phase. This 

means that if the business cycles of members of a monetary union are synchronized, the cost of 

not having a country’s own monetary policy that would fight against disruptions is lessened. 

Calderón et al., (2007) indicated that business cycle synchronization is defined as the 

cross-country correlation of output growth, is regarded as one of the Optimum Currency Area 

criteria. Countries with synchronized business cycles are more viable to join a currency union 

since abolishing exchange rate adjustment is not likely to generate remarkable costs. 

Eun and Resnick (2012) pointed out that the euro should be seen as a product of historical 

evolution toward an ever-deepening integration of Europe which started with the 1958 advent of 

the European Economic Community. Alinur (2015) posited that the creation of European 

Monetary Union had political and economic motives; economic motive was based on Mundell’s 

Optimum Currency Area Theory, while politically the Europeans wanted to integrate Europe.  

Bumtaia (2015) noted that many countries have been motivated to enter into a monetary 

union primarily because this would allow them to achieve overall macroeconomic stability. For 

instance, countries in West Africa with a history of high inflation used the entry into the monetary 

union (the West African Economic and Monetary Union, WAEMU) as an institutional device to 

commit to a lower inflation which West African countries were unable to do on their own. 

According to Cushing and Harvey (2015), Economic Community of West African States 

(ECOWAS) indicated that variance decomposition of the variables in the Structural Vector 

Autoregression (SVAR) implied that the area lacks shared sources of shocks. The impulses 

response functions and the analysis of the structural shocks suggested that the countries in the 

region did not respond symmetrically to all external shocks. They concluded that there was lack of 

ex-ante convergence in the region to form an optimum currency area. Nonetheless, Ghana and 

Guinea seemed to share the genesis of shocks and balanced nature of those shocks. As such, 

these countries could easily establish a common currency. They suggested that a piecemeal 

approach to monetary union might be adopted where Ghana and Guinea could adopt a single 

currency and the other countries ascend to it with time. This arrangement, however, may have 



International Journal of Economics, Commerce and Management, United Kingdom 

 

Licensed under Creative Common   Page 33 

 

serious implications for the other countries that were not in the union on the onset because gains 

from the monetary union in the form of lower transaction costs could be limited to the members, 

the losses from the union in the form of lower output affect every country in the region. 

Karakatsanidou (2017) upon testing twenty-four European countries for inflation 

convergence for the period 1974 to 2016 showed that evidence of conditional convergence 

among the states was present. In particular, when Germany benchmark was used as a 

benchmark, it was observed that the fundamental countries of the EU did not reveal evidence of 

convergence only before the launch of the euro, while when policy reference value benchmark 

was used, the results provided evidence of convergence even in the pre-euro period. Following 

the adoption of the euro, all the categories of states showed signs of convergence based the 

two benchmarks. 

Bucur and Dragomirescu (2013) analyzed the capacity of fiscal criteria to reflect the 

ability of EU Member States to achieve economic development for the union in the EMU and to 

comply strict fiscal policy determining its operations. They evaluated the monetary convergence 

methods in the European Union for sustainability. The results showed that until 2007 the EU 

economies were able, overall, to meet the budget deficit criteria, but due to the financial crisis 

and the prolonged slowdown in development, the monetary balance had an unfavorable 

transition since 2008, while the growth of the gross public debt had deteriorated gradually. As a 

result pressure situation on the sustainability of public finances, examining the implementation, 

utilization and administration of the monetary guidelines defined by the growth of the Fiscal Rule 

Index for the period 2000-2011, the importance of rules in the fiscal management of the Union 

and especially of the euro area appears increasingly noticeable. 

Oyeleke and Adebis (2014) posited that financial sustainability evaluation has become a 

vital part of macroeconomic stability assessment in every nation under a monetary integration. 

The issues surrounding monetary shortfalls are vital in attainment of monetary union; 

establishing a common central bank and common currency, which requires that each state’s 

financial shortfalls should be sustainable. 

Monetary Report (2012) noted that the overall result on the EMU and the debt crisis in 

Europe was that gross public debt in several countries increased to worrying levels. The reason 

as to why the public debt problems in certain countries became a crisis for the monetary union 

as whole was that uncertainty about the ability of some states to cover their loans in the long-

term resulted in an adversity between banks and governments. 

Forming a monetary union leading to one economic block has been on progress in EAC 

region according to EAC (2010) with its main objective, among others, advancement of 

economic integration of the region so as to gain wealth and enhance competitiveness through 
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increased production, trade and investment. The roadmap for achieving monetary union among 

EAC member countries requires member countries to undertake a number of tasks in 

accordance with a specified timetable. One of such steps is the peaceful coexistence of 

countries desiring to form a union. 

According to the signed protocol of EAC (2013), the main objective is to foster a closer 

cooperation in political, economic, social, and cultural fields. Article 6 of the protocol indicates 

that the five-member states set out a process including macroeconomic convergence criteria, 

legal and institutional framework for the use of a single area of currency. The protocol laid 

groundwork for a monetary union which allowed the EAC member states to progressively 

converge their currencies into a single currency in the Community. The macroeconomic 

convergence criteria which shall be undertaken by the partner states are inflation, fiscal deficit, 

public debt and reserve ratio. Here, the focus is on price stability, sustainable fiscal deficit, 

sound management of public debt and maintaining desirable levels of foreign exchange 

reserves. Article18 (2) provides that the partner states shall undertake to adopt a single 

currency which shall be adopted by at least three partner states that meet the macroeconomic 

convergence criteria of monetary union. Article 18 (3) specifies that the partner states which 

adopt the single currency shall form the currency area. 

While the question of a monetary union has been discussed in the political arena there 

has been few corresponding empirical studies on the achievability and the potential impact of 

trade on economic growth of such a union in EAC countries. Forming a common currency union 

is based on certain factors which are linked to the economic integration of the countries involved 

as put forward by OCA Theory. EAC member states are required to attain a sufficient degree of 

macro-economic convergence, and financial integration among them ahead of the union in 

order to realize the full force and limit the costs of a currency union. 

The importance of a monetary union and the significant efforts made by the EAC 

towards establishing a currency union impels researchers in evaluating the ultimate viability 

towards the establishment of such integration. The main objective of the study was to analyze 

the feasibility of the proposed monetary union in East African Community. Specifically, the study 

sought to examine synchronization of macroeconomic shocks, that is, real gross domestic 

product, inflation rate, fiscal deficit and public debt among the members of the East African 

Community. This research investigated economic variables only, since these tend to influence 

political variables as well. Hawkins and Masson (2003) argued that the decisions to forgo 

national currencies for regional currencies lead to both political and economic stability in the 

long run. 
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RESEARCH METHODOLOGY 

Panel data is a single set that rails a given sample of subjects for a given duration, and thus 

supplies multiple observations on each individual in the sample (Hsiao, 2003). With panel data, 

variations across individuals and across time periods are accounted for. 

SVAR is defined as a system of k-equations and k-variables of stationary linear relation, 

where current variables are explained by contemporaneous terms, their own lags and the lags 

of 1k  remaining variables (Watson and Stock, 2001). Consider a k -dimensional time series 

ty
, Tt ,.....2,1 . It can be postulated that ty

can be approximated by a vector autoregression of 

finite order
p

. Our objective is to work on the parameters of the SVAR model which is given as: 

 tptpttt yByByByB   ............22110 …………………………..3.1 

 

ANALYSIS AND FINDINGS 

Unit Root Test 

The unit root tests were carried out for the variables for the four variables to be used in 

assessing business cycle synchronization: real GDP (real GDP), Inflation rate (IR), fiscal deficit 

(FD) and public debt (PD). The test for the null hypothesis was that the variable had a unit root, 

stationary, against an alternative hypothesis that there was no unit root. If the test statistic is 

greater than the 5% critical value, then the null hypothesis is rejected and infer the absence of a 

unit root. When a unit root is present, then in order to remove it, the first difference is taken. 

Dickey-Fuller test for stationarity is presented in Table 1. 

 

Table 1: Unit Root Tests 

  Rwanda Tanzania Burundi Kenya Uganda 

  Initial D1._ Initial D1._ Initial D1._ Initial D1._ Initial D1._ 

Real  z(t) -  -1.41 -8.43 -1.43 -7.85 -2.21 NA -  

GDP 5% critical value -1.67  -1.67 -1.67 -1.67 -1.67 -1.67 NA -1.67  

 p-value for z(t) -  0.08 0.00 0.08 0.00 0.02 NA -  

PD z(t) -1.29 -8.23 -0.46 -7.8 -1.39 -7.96 -1.51 -7.64 -2.46 NA 

 5% critical value -1.67 -1.67 -1.67 -1.67 -1.67 -1.67 -1.67 -1.67 -1.67 NA 

 p-value for z(t) 0.10 0.00 0.32 0.00 0.08 0.00 0.07 0.00 0.01 NA 

FD z(t) - - -8.65 NA -8.69 NA -9.79 NA -9.79 NA 

 5% critical value -1.67 - -1.67 NA -1.67 NA -1.67 NA -1.67 NA 

 p-value for z(t) - - 0.00 NA 0.00 NA 0.00 NA 0.00 NA 
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IR z(t) -9.88 NA -7.77 NA -10.59 NA -10.77 NA -10.64 NA 

 5% critical value -1.67 NA -1.67 NA -1.67 NA -1.67 NA -1.67 NA 

 p-value for z(t) 0.00 NA 0.00 NA 0.00 NA 0.00 NA 0.00 NA 

 

The results showed that the test statistics for all the countries are all less than the 5% critical 

value of -1.669 with a p-value for the z(t) greater than 0.05 indicating that with regard to the real 

GDP, all the panels indicated presence of a unit root. The first difference of the real GDP was 

taken and the unit root test carried out on it. The findings of the first difference showed that all 

the test statistics were greater than the 5% critical value with a p-value for the z(t) less than 0.05 

in all the panels thus indicating that the first difference of the real GDP has no unit root among 

all the panels. This meant that the first difference of the real GDP would be used in the SVAR 

modeling. 

The Dickey-Fuller unit root test on the PD showed that all the test statistics were less 

than the 5% critical value (-1.669) for all the panels indicating that there was a unit root in the 

PD. In order to correct for a unit root, the first difference of the variable was used. Therefore, the 

test for the unit root on the first differenced variable was carried out. The unit root test on the 

first differenced PD showed that all the test statistics were less than the 5% critical value of -

1.669 with all the p-value for the z(t) less than 0.05 thus, the null hypothesis was rejected and 

the alternative hypothesis accepted; inferring the absence of a unit root in the first differenced 

PD.  

With regard to the FD, the findings showed that all the test statistics were greater than 

the 5% critical value for all the panels which is -1.669 with all the p-values less than 0.05 thus 

indicating that there was no presence of a unit root in FD for all the panels. This meant that the 

FD would be used in the analysis. 

Finally, the findings for the unit root for IR showed that all the test statistics were greater 

than the 5% critical value of -1.669 with all the p-values less than 0.05. This meant that there 

was no unit root present in IR for all the panels and implied that the IR would be used in the 

analysis. 

 

BK-Filtering  

The results of the filtering for real GDP, public debt (PD), fiscal deficit (FD) and inflation rate (IR) 

using the BK filter are indicated in figures 1, 2, 3 and 4 respectively.  

 

 

 

Table 1... 
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Figure 1: Graphical Analysis of real GDP Cycle Turning Point (BK filter) 

  

 

Figure 2: Graphical Analysis of PD Cycle Turning Point Approach (BK filter) 
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Figure 3: Graphical Analysis of FD Cycle Turning Point Approach (BK filter) 

  

 

 

Figure 4: Graphical Analysis of IR Cycle Turning Point Approach (BK filter) 
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In using the BK filter, all the variables were having a _bk at the end showing that they were 

smoothed using the BK filter with the real GDP and PD first differenced. 

 

Stability Analysis for VAR Systems  

The VAR stability check of the EAC member countries was assessed based on the underlying 

VAR model and the findings are presented in table 2. 

 

Table 2: Eigenvalue Stability Condition 

Rwanda Tanzania Burundi Kenya Uganda 

Modulus Modulus Modulus Modulus Modulus 

0.9527 0.9908 0.9995 0.9963 0.967083 

0.9527 0.9908 0.9995 0.9963 0.967083 

0.9277 0.9911 0.9758 0.9744 0.937603 

0.9277 0.9911 0.9758 0.9744 0.937603 

  

The results indicated that all the eigenvalues lie inside the unit circle for the stability test for 

Rwanda and Uganda. Thus, the stability condition is satisfied. Lutkepohl (2005) and Hamilton 

(1994) both showed that if the modulus of each eigenvalue of the matrix is strictly less than one, 

the estimated VAR is stable. 

 

Lag length  

In order to estimate the appropriate number of lags, the underlying vector autoregressive model 

(VAR) was generated first which enabled the determination of the number of lags. The results of 

number of lags is presented in table 3. 

 

Table 3: Number of Lags 

Lag LL LR Df P FPE AIC HQIC SBIC 

0 -2541.34    9.80E+48 124.16 124.22 124.33 

1 -2433.96 214.76 16 0.000 1.10E+47 119.71 120.01 120.54 

2 -2292.25 283.43* 16 0.000 2.60E+44* 113.57* 114.12* 115.08* 

Endogenous: D.realGDP_bk D.PD_bk FD_bk IR_bk 

* indicate significant at the 5% level 

  

The results showed that all the criteria (FPE, AIC, HQIC and SBIC) indicated that 2 lags were 

sufficient in order not to lead to miss-specification and residual autocorrelation. 
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SVAR Parameter Estimation  

The short-run SVAR parameter estimation on the short run effects of differenced GDP, public 

debt, fiscal deficit and inflation in line with the restrictions is presented in table 4. 

 

Table 4: SVAR Estimation: Short-Run Effects on Real GDP 

 Rwanda  Tanzania  Burundi  Kenya  Uganda  

Variable Coef. Sig. Coef. Sig. Coef. Sig. Coef. Sig. Coef. Sig. 

/a_2_1 0.000000154 0.001 0.003 0.728 0.035 0.000 -0.0230 0.492 -4.58E-09 0.742 

/a_3_1   -0.197 0.000 0.049 0.025 0.0730 0.213   

/a_4_1   1.71E-09 0.007 -1.12E-09 0.620 7.97E-10 0.486   

/a_3_2   0.091 0.826 0.656 0.076 -0.298 0.278   

/a_4_2   -1.96E-08 0.003 5.64E-09 0.880 1.67E-09 0.755   

/a_4_3   -1.36E-08 0.000 -1.89E-08 0.215 -5.78E-09 0.054   

/b_1_1 -3705213 0.000 3.90E+08 0.000 9.05E+07 0.000 1.40E+08 0.000 9482073 0.000 

/b_2_2 -1.1160 0.000 2.36E+07 0.000 4326149 0.000 2.96E+07 0.000 0.843 0.000 

/b_3_3   6.21E+07 0.000 1.02E+07 0.000 5.20E+07 0.000   

LL -741.00  -2558.78  -2256.6  -2419.23  -768.02  

LR test           

χ
2
 (1) -  100.10  27.38  32.11  -  

P -  0.000  0.000  0.000  -  

Where /a_2_1 is effect of inflation rate on real GDP;/a_3_1 is the effect of fiscal deficit on real GDP;/a_4_1 is the effect of 

public debt on real GDP;/a_3_2 is the effect of fiscal deficit on inflation rate;/a_4_1 is the effect of public debt on real 

GDP;/a_4_2 is the effect of public debt on inflation rate;/a_4_3 is the effect of public debt on fiscal deficit; /b_1_1 is the effect 

of current real GDP on future real GDP;/b_2_2 is the effect of current inflation rate on future inflation rate and /b_3_3 is the 

effect of current fiscal deficit on future fiscal deficit. Significance level was at 5%. 

  

The findings showed that for Rwanda, short-run shocks to the inflation rate had a positive and 

significant effect, 05.0000000154.0 p , on the real GDP at 5% level of significance. This 

implied that an increase in the inflation rate by one unit in the short-run would result in an 

increase of the real GDP by 0.000000154 units. Assessment of the potential effects of the short 

run shocks to the real GDP on the future real GDP was negative and significant,

05.0000.0 p , at 5% level. This indicated that a unit increase in current real GDP would 

result in a decrease of future real GDP by 3705213 units. The potential effects of the short-run 

shocks of inflation rates to the inflation rate in the future was 1.116 was negative and significant,

05.0000.0 p , at 5% level showing that there was a potential decrease in the short-run 

inflation rate for Rwanda.  
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The SVAR findings for Tanzania showed that the shocks in fiscal deficit in the short run was 

negative and significant on the real GDP , p < 0.05, implying that a unit increase in fiscal deficit 

would result in a reduction of 0.197 units in real GDP. In addition, shocks to the public debt in 

the short run would have a significant incremental effect in the real GDP by 1.71e-09 units at 

5% level of significance, 05.0007.0 p . Furthermore, the findings showed that a unit 

increase of public debt in the short-run would result in a decrease by 1.96e-08 units and 1.36e-

08 units in inflation rate and fiscal deficit, 05.0003.0 p and 05.0000.0 p   respectively. 

Finally, the results revealed that the shocks in real GDP was positive and significant, 

05.0000.0 p , implying that a unit increase in the current real GDP, current inflation rate and 

current fiscal deficit would increase the future real GDP, future inflation rate and future fiscal 

deficit by 3.90E+08, 2.36e+07 and 6.21E+07 units  respectively. 

The results for Burundi indicated that the short-run shocks on inflation rate and fiscal 

deficit had positive and significant effects on future real GDP. Every unit increase of inflation 

rate and a unit increase in fiscal deficit would result in an increase by 0.049 units and 0.035 

units of future real GDP respectively at 5% level of significance. Any unit increase in Burundi’s 

current real GDP, inflation rate and fiscal deficit shocks would result in an increase the future 

real GDP by 9.05e+07, 4,326,149  and 1.02E+07 respectively at 5% level of significance. 

The findings for Kenya indicated that the short-run shocks on the current real GDP, 

current inflation rate and current fiscal deficit had a positive and significant, 05.0000.0 p , 

impact on future real GDP , future inflation rate and future fiscal deficit. This indicated that a unit 

increase in current real GDP, current inflation rate and current fiscal deficit would result in an 

increase by 1.40e+08, 2.96e+07 units and 5.20e+07 units on the future real GDP, future 

inflation rate and future fiscal deficit. 

As regards Uganda, current real GDP and inflation rate shocks had a positive and 

significant effect at 5% level. This indicated that current real GDP and inflation rate would result 

in an increase in the future real GDP by 9,482,073 and 0.843 units respectively, 

05.0000.0 p . 

The LR test for identifying restrictions showed that there is no over-identification, χ2 (1) = 

27.38, p < 0.05. The test of over-identifying restrictions could not reject the validity of the 

constraints imposed on the short-run responses. The LR test for over-identification showed that 

the models are not over-identified, p < 0.05. 

The results for EAC countries indicating the effect of the shocks on the current real GDP 

on the future real GDP in the long-run is presented in table 5. 
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Table 5: Effect of the Shocks on Current Real GDP on Future Real GDP 

 Rwanda Tanzania Burundi Kenya Uganda 

 Coef. Sig. Coef. Sig. Coef. Sig. Coef. Sig. Coef. Sig. 

/c_1_1 5056749 0.00 -657000000.00 0.00 -158000000.00 0.00 -1.77E+08 0.000 -1.45E+07 0.000 

/c_2_2 2.170 0.00 -30700000.00 0.00 -9087539.00 0.00 -4.34E+07 0.000 1.280 0.000 

/c_3_3   -319000000.00 0.00 -35300000.00 0.00 -7.38E+07 0.000   

/c_4_4   5.116 0.00 1.138 0.00 0.819 0.000   

LL -742.84  -2575.60  -2280.19  -2425.91  -768.02  

LR test 

χ
2
 3.686  133.70  74.55  45.46  0.01487  

p > χ
2
 0.055  0.000  0.000  0.000  0.903  

Where /c_1_1 is the effect of current real GDP on long run real GDP; /c_2_2 is the effect of current inflation rate on long 

run inflation rate; /c_3_3 is the effect of current fiscal deficit on long run fiscal deficit and /c_4_4 is the current public debt 

on long run public debt. Significance level was at 5%. 

  

The results indicated that for all the five EAC countries, the shocks on the current real GDP had 

a significant effect, 05.000.0 p  for all the five countries, on the future real GDP in the long-

run indicating that the countries' business cycles were synchronized with reference to the real 

GDP at 5% level of significance. This was the same case with the effects of shocks in the 

current inflation rate, current public debt and current fiscal deficit to the future inflation rate, 

public debt and fiscal debt respectively in the long-run where 05.000.0 p  for all the five 

countries. This indicated that the five countries, in the long run, could form a monetary union 

based on the findings. 

Though the five EAC countries exhibited synchronization, the model indicated that there 

was no over-identification for Tanzania, Burundi and Kenya, p=0.000<0.05 while Rwanda and 

Uganda depicted over-identification, p>0.05. This was because of the exclusion of the moments 

for fiscal deficit and public debt. Ideally this implied that the long-run shock in the system for 

Rwanda and Uganda was only dependent on the shocks on the current fiscal deficit and current 

public debt, which would reduce when such shocks would occur. This implied that a monetary 

union could be formed by Tanzania, Burundi and Kenya. 

 

Impulse Response Functions (IRF) 

The impact of the response received by real GDP due to shocks on the inflation rate, public debt 

and fiscal deficit are depicted in Figures 5, 6 and 7, respectively. 
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Figure 5: Impact of GDP Received Due to Shocks on Inflation Rate (IR) 

  

 

Figure 6: Impact of GDP Received Due to Shocks on Fiscal Deficit (FD) 
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Figure 7: Impact of GDP Received Due to Shocks on Public Debt (PD) 

  

The results showed that the impact of the response received by real GDP due to shocks on the 

inflation rate, public debt and fiscal deficit for 8 quarters were convergent as displayed by the 

graph moving towards zero. 

 

CONCLUSION AND POLICY IMPLICATION 

Structural Vector Autoregression utilized four variables: real GDP, inflation rate, fiscal deficit and 

public debt. To examine the extent to which the shocks were synchronized across the region, 

short run and long run SVAR and impulse response analysis were used in the analysis. 

Applying SVAR in the long run, the results indicated that for all the five EAC countries, 

the shocks on the current real GDP had a significant effect on the future real GDP in the long-

run implying that the countries’ business cycles were synchronized with reference to the real 

GDP. The results were the same case with the effects of shocks in the current inflation rate, 

current public debt and current fiscal deficit to the future inflation rate, public debt and fiscal debt 

respectively in the long-run that showed across board that it was significant. 

The results showed that the impact of the response received by real GDP due to shocks 

on the inflation rate, public debt and fiscal deficit for 8 quarters was convergent. This implied 

that the five countries were potential in forming a monetary union as depicted by these empirical 

results. 
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FURTHER RESEARCH 

First, inclusion of the reserve cover since this is one of the macroeconomic convergence criteria 

laid down in the treaty of EAC (2013) could be considered by other scholars. Secondly, 

application of other models such as the welfare effects in order to analyze the feasibility of the 

proposed monetary union in EAC countries could also be utilized in further studies. This can be 

used to analysis the effects of the benefits on the members of those participating in the 

monetary union. Thirdly, since this study did not consider any political analysis since one of the 

motivation for entering a monetary union has been cited as political as observed by other 

scholars such as Buiter (2008) who indicated that governments of countries such as France and 

Germany were motivated mainly by political objectives in their decision to initiate the process 

towards monetary union in Europe. As regards EAC countries, this can be an area for further 

research so as to establish the effect of politics in the formation of the monetary union. Such 

inclusion of structural adjustments can be exploited by further scholars so as to take into 

considerations other dynamics such as political instability of a nation and civil war seasons with 

the view of analyzing the of  monetary union in EAC region. 
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