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Van Arkadie

Historically, in economies for which long series of dataare
available, there has been fluctuestion in the composition of gross
investment within a significent range. The most important element
of potentizl flexibility in the plan will involve residential
construction spending snd the provision of ancillary urban facili-
ties, Provision of urban living facilities is a highly cepital
intensive activity; in the economic development of Europe and
U.S.L. investment in housing involved heavy cumulative investment
althoggh this was also an clement very subject to cyclical instebi-
lity.

The East African econcmies it should be noted, currently have
a very low decrec of urbenization (even for cxample, by Vest Africen
stendards), The cities thet have developed during the rccent
decades havce been built up under considerzble public control over
the standerds of housing. In practise this hass meant that the
housing protlcm has been to some extent "swept under the carpet";
the aesthetic sensibilitiecs of the tom dwellers (mainly European
and Asian) have been satisfied at the expense of the creation of
peri-urban slums beyond the city boundarics, £ policy of restric-
tion of residential housing investment could only be sustained
through the transformation of the density of occupancy of existing
(mididle cless) housing and the acceptance of the expansion of exis-
ting slums both in the cities and in their present peri-urban
location,

Income distribution, savings and peyments flows,

The degree to which domestic resources and foreign exchange
is made avecilable for capital accumulation purposes will depend on
the rate of savings and the pattern of spending.  Any planning
decision to rcise the rate of savings involves the reduction in
resources at the disposel of individual members of the community
for current uses. Insofar as this is echieved by the restriction
of disposable incomes or the shift in income to those groups with
higher propecnsities to save, thc sevings problem is intimately
comnected with the question of income distxibution,

The task is scmetimes presented as involving the substantial
reduction in consumption standards in the interests of some distant
future generation,a postponement of welfarc received for long
periods of time, This is not true; the surprising thing is that,
if the simple crithmetic of the dynamic process is investigated, the
postponement of consumption dinvolved in sustaining high rates of
saving is not of a long duration. This is illustrated in diagreml,
which wes used for illustrative purroses in a discussion of the
perspective growth horizons for the Uganda economy. This diagrem
represents the following simple exercise. The "low growth path"
for product available for current uses is produced under the assuw=—
tion that cepital formation remains at its current low level during
the whole period considered (i.e. gross cepital formetion forms 135
of gross domestic product) while the "high growth" path shows the
impact of & nprogramme to raise capitel formation steadily from its
1963 level to the point where it is 30w of gross domestic product
by 1971. There is no absolute decline in resocurces available for
curient use and by the time the economy has achieved the high
growth rates of capital formation, consumption levels are at the
level which would have been achieved under the low groivth path.

From thet point the high savings effort can be combined with
rates of growis of consumption well in  excess of those which
would heve becn achieved under the low groith programme.

6. Simon Kuznets  "Quantitative Aspects of the Economic Grovrth
of Nations - Long Term Trends in Cepital Formetion Proportions"
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(c) continued dependence on importsz for substantizl
categories of nmonufactured consumer goods and
construction materislsy

In addition there arc importent payments flovs which do not
have their origin directly in trade. TForeign investment has in
the past been an important source of investment funds and as a
result there is a groving flow of investment income accruing to
Ooverseas owners., Also, as was emphasized above, there has been
a considercble outflow originating from the transfers of local
residents.,

Perhops some of the most immedicte preoccupations of policy-
mekers in the future will be concerned with international pay-
ments flow; cquestions of exchange contrcl, forecign aid and the
promotion of foreign investment will demand much of their atten-
tion., The success of such efforts will determine the degree to
which forecign exchange will be a decisive constraint on the plan.
The economies are sadly vulneraeble to the whims of foreign aid
donors and investors, In competing for the attention of foreign
capital the danger existsthat the African countries may bid
against cach other to their mutuzl detriment.

The difficulty of engaging in dcteiled analysis in this
area derives both from the inndequate character of existing
balance of payments data and the need to consider the problem in
the framevork of the world economy, The planners at the moment
tend To assign to foreign aid and inwesiment the residual tasks
not accountcd for by comestic efforts, One eritacal task is to
evaluate the feasibility of the planncd foreign contributlon to
the plan, /lhcn so much secms to depend on shrewd bargaining
skill, it is not clezr how far this cquestion is susceptible to
economic analysis,

It is, however, possible to be much more explicit about the
role of forcign trade. The size of the import bill will be depen-~
dent on the structure as well as the size of domestic expenditures.
It is the kigh import content of investment goods which gives rise
to the potentiality that a foreign exchange constraint may, at
some future datec, be a more serious berrier to the expansion of
investment then the size of domestic sevings., = Thus even if
domestic savings release resources ecuivalent to the value of the
planned investment bill the domestic resources released will mot
be directly applicable to the investment programme, Domestic
savings would have to be raised to the point at which the reduc-
tion in consumption of imports equals the increase in the imports
of investment goods. In this circumstance if there is a consider-
able gap between the merginel propensity to import out of consump-
tion spending and that out of investment spending, it will be neces-
sary to restrict consumption in excess of the desired increase in
cepital formation in order to increase investment goods imports.

A simple example will illustratc the point, Assume the
marginal propensity to import from consumption spending is 0,25
while thet from investment spendings is 0,30. An expansion of
investment of £10 million which wes metched by an equal increase
in domestic saving would result in an increace in investment
goods imports £5 million, a fall in consumption goods imports of
£2,5 million end a net balance of payments effect of £2.5 million,
If the trade balance had to be defended consumption would have to
be reduced by £20 million, which would double the savings burden
and result in 2 deflotionary impact in the domestic economy of
the arder of £10 nillion.
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Table 4. illustrates the strong relationship between ccpiteal
formation and the import bill in East  Africa,  Except for 1961
and 1962 this table shows a more stable relationship betiwreen capi-
tal formation and imports than between either of these and gross
domestic product. The relationship will be influenced by the
composition of investment which can heve an important effect on
the impart bill, projects involving building and construction
giving risc to smaller quantities of imports for a given initial
expenditure than projects involving machinery and equipment pur-
chases,

Analysing the import bill for recent years, it seems that the
impart content of investment spending during the 1958-1962 period
was in the 44-51% range. The evidence for this is set out in table
4 b, The impart content of non-investment spending is much more
difticult to analyse, because of the lack of independent estimates
of consumption. However, as a crude indicator table 4 also shows
imports (other than those used investment activity) as a percentage
of gross domestic product net of capital formation: this propor-
tion moved over a very narrov range (29-30%) during the 1958-1962
period,

From the planning point of view there are two facets of such
structursl rclationships which are of interest., Prograrming for
expenditures must be concerned with the bzlance of payment as well
as the domestic effects in weighing costs., Also the operation of
the plan will begin a process of transformation of this structure.
Longer range planning must be concerncd both with a strategy for
structural change and the effects of such changes, if achieved, on
future planning constraints. In eveluating an investment project
it is necessary to examine the -degree to which it uses currently
scarce fareign exchange on the costs side, while on the benefit
side the future effects of output from the project on imports must
be taken into account.

Import substitution will therefore form an important part of
development strategy. This will be both because the potentisl
inmporvance of the balance of payments constraint makes it necessary
to reduce some parts of the import bill to achieve the expansion in
imports of equipment recuired, and because of a desire to expand
manufecturing output much faster tnan the growth of the rest of the
econony, with reliance mainly on domestic merkets,

The evaluation of the feasibility of new industries should be
based on estimates of the current size of the market, derived from
impart data, combined vith an exemination of the availability of
local resources, As a first approximestion, the degree of protec-
tion offered to existing indusiries might be viewed as the level
which could be awarded new establishments, although an increasing
pace of industrialization might demana higher rates of protection.
Imporrt data has the virtue that it is available in exitremc dot=il.
It should be recognised, howvever, in identifying import substitu-
tion possibilities that the creation of domestic industries will
initially lead to a narrowing of the range of chcice., As rates of
protection rise the consumer wll substitwbe in kiw budget the
limited range of domestic products for the much broader range cur-
rently imparted. The degree to which a potential market may exist,
therefore, depends partly on the degree to which consumers are wil-
ling to substitute one good for enother in the consumer budget in
respense to relative price changes, In the extreme, if consumer
goods imports are virtuslly eliminated through prohibitive tariffs
and quotas the consumer will be forcea to purchase whatever goods
are available on the domestic market - night clubs might become
substitutes far imported cers,
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There should be a step in the investigetion at which an attempt is
made to predict changes in the future composition of demand., Such pro-
duction would be derived from the planned growth in incdmes and estimates
of the demend functions of the various income groups, This is not cur-
rently possible in East Africa, for there is little known regarding cur-
rent consumption habits and even less on vhich to base predictions of
future consumption behaviour.

. In the East Africen case, imports supply such a large pert of domes-
tic consurpiion of menufactured goods that it is not difficult to iden-
tify a considereble list of import substitution possibilities,’ The
single most Luportant possibility for the coming decade lies in textiles
and clothing, which accounted for £24,1 million of the 1961 import bill
(about one sixth of total imports). This represents about 40% of the
gross possibilities for the immediate future - possibly more, as some
commentators might take a more pessimistic view of the range of possi-
bilities, Ecst Africa has already made a stert in developing textiles,
but has probably not developed as far in this direction as many other
African countries, The rest of the possibilities consist largely of
other consumer items (including processed foods and drinks currently
imported), plus building materials. East Africa is already self-suf-
ficient in cement production and has begun production of a number of
other building materials. In the East African ccse, therefore, examina-~
tion of the import bill very clearly suggests an important element in the
rlanning stirategy for the coming period-namely the ambitions and orgenized
development of textiles and clothings, with a view to a fairly swift at-
taimment of self sufficiency.

This suggested priority does, however, indicate some of the dis-

advantages of the import substitution strategy. TFrom the point of view
of low income countries as a group, it should be noted that in the East
African case Indie and Hong Kong are the mejor exporters of textiles to
East Africe, so that part of substitution process will be at the expense
of other low income economies, Also, over the long-run, there is evidence
that textiles @nd clothing have an income elasticity of less then unity.
As a result textile production has grown more slowly than manufecturing
output as & whole during the past sixty years. (Total manufacturing output
grew over three timesasfast as textile production 1899-1959); as 2 gene-
rzl point, it may well be that the industrial possibilities in consumer goods

at the early stages of development will be in those necessities which
figure even in the meanest budget, but which tend to have cuite low income
elasticities, TFinzlly, export possibilities in such goods are poor; what
is true. of East Africa is true eleseghere - these will be the first goods
to be manutfactured domestically and will therefare be widely protected.
Moreover, esteblished exporters in the developed countries have been
losing there overseas marketsin such lines to the extent that they are
able to demand heavy domestic protection for their products,

A crucial factor determining the scope for import subsitution is
the size of the domestic market, Limitations imposed by the size of
market may become more serious as development proceeds and it becomes
necessary to venture into industries whose scale could not be sustained
purely on local demand. Import substitution is therefore strongly
related to the protlem of economic integration. East Africa presents
a good example of both the advanteges and difficulties of economic integ-
ration, The common market has been a success in making possible 2
faster expansion in manufacturing output than would otherwise have been
possible, but the unequal distribution of benefits has been a source of
great stress, Development will not automatically spread itself smoothly
throughout a common market and once one pertner establishes a lead in
the :development of an industrial infra-siructure it will be the most
serious competitor with the mare backward regions,  Arguments for pro-
tection fram competition from abroad will apply a fortiori with respect
to the protcction of the backwara regions Trom the more develoned, which
7. B, Van Arkedie, "Inport Substitution and Lxport Pramotion as Alds to

Industrizlisetion in East Africa, "to be published January, 1965 in East
... .Africen Economics Review.
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have more direct access than overseas competitors and will have
develoned just these industries which the backiward region would
now like to establish, The centrifugal forces within the com-
mon merket are therefore likely to be potent.

Irmort substitution programmes should be' evaluated with exp-
licit consideration of the inter-industy linkages. This is for
four rcasons:

(1) the net impact of an industrial project may be over
estimated if the origin of the imputs is not iden-
tified (i.e. projects resulting in lerge final
aales may result in little domestic value added)

(ii) the size of potential backirard linkages should be
assessed;

(iii) possible input bottle-necks should be identified;

(iv) the net effects of the project on the future
relationship between domestic demand and imports
should be estimated,

For example, the 1961 Survey of Manufacturing for Kenya indi-
cates that for Kenya industry value added was only 38% of gross
satput. Using the same source it may be estimated that about 33k
of the materials used by Kenya industries were imports, These
- figures are averages aggregated over a nurber of industries, If
they may be teken as a rough guide to the marginzl impact of import
substitution it may be expected that net import substitution (i.e,
additional damestic value added) would be not more then 655 of the
gross velue of the new output, Initially, of course, it is likely
to be much less because of the time needed to create facilities to
supely inputs,

At the margin, the feasibility of industrial projects will
depend upon the degree to which protection or subsiaization proves
acceptable, or if the project falls within the public sector, upon
the value accorded to it in comparision with investments in other
Drojects, It would be easy to pose the issues "industry versus
agriculture" or "import substitution versus export promotion" in
polemical terms; from the ploanning point of view, hovever, such
questions arise in more less rather thon either or terms. Pro-
perly the mlanner should be concerned with the optimality as well
as the T'casibility of decisions, Certainly the planning process
would be more susceptible to rational analysis if the assurptions
involved in perticular decisions were made explicit.

For example, primary goods prices have been weaker on world
markcets. in rccent years than have those of medufactured goods,. -
This creates 2o general presumption that the current specialization
in primary production should be reduced, Three sets of specific
information would be nceded to translate such a genersl presumption
into a basis for judging between an asgricultural and industrial
project: -

(i) 2n assessment of the amount as well as the. direc—
tion of future price movements;

(ii) data on the relative physical productivity of the
two projects (there is some productivity differen-

.17 tial which will offset the differential-price
expectationsy; , oo

(iii) a quantitative estimate of the reasonable weight

to be given to the widely held preswumtion that
investment in menufacturing has greater externsl
benefits for future development than agricultural
expansion,
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The terms of trade are important not only for assessments of
project alternctives but also because of tle effect on the overall
success of the plan, The degree of export dependence in East
Africa is shown in table 5, in which exports are shoun as a per-
centage of monetary gross domestic product for the three countries,
1954-1962, The degree to which this represents dependence on a
narrow range or agricultural exports is indicated by the follewing
figures, showing the three most important agricultural exports of

each country as a percentage of total exnorts over the pericd 1960-
1962:

KENYA Coffee ..... 28,8 TANGANYIKA: Sisal....24.0 UGANDA: Coffee 43.0

Teasenunn.. ee 12,5 Cotton...1l4.9 Cotton 33,7
Sisal........ 12,1 Cof'fee...12.53 Tea..., 42
55. 4 56,2 80, 9

Objections to such a degree of export dependence derive both
from the extreme vulnerability to external shocks implicit in this
situation and also from the belief that primary export production
has few external effects in promoting development. The primery
industries provide little forwsrd or backward linkage, as the pro-
ducts are sold as exports with minimal value added beyond initial
processing while inputs into agriculture are still guite simple,

The objection to dependence on primery exports is partly con-
ditioned by the terms of trzde ezperience of recent years., Al-
though it is well knovm that the swings in the terms of trade
take on very different appearences according to the time period
considered, and that there is small evicence of a persistent
swing against primery products over the very long run, the last
decade has provided evidence of the negative swing over a decade or
more, During the period 1954-1960 the loss in income to East
African resulving from the unfevourable terms of trade effect was
equivalent to an economic decline of as much as 1% of monetary
cdomestic product per annum,

Althougl: export dependence of this magnitude is widely con—
sidered undesirzble, it is an economic fact of life and will
remain so for & considerable period in the future., Not only will

the buoyancy of domestic economic activity be highly dependent on
incomes derived from exports, but Bast Africa's ability to import
will be largely dependent on her export earnings.

The considerable difficulties involved in planning estimates of
returns from projects of agricultural expension on an explicit
quantitative basis derive not only from the difficulties of msking
price predictions ia the area, but also from the lack of any satis-
ractory knowledge of the production process which would enable the
physical returns from agricultural investment programmes to be
predicted, Programmes of orgsnized investment in peasant agriculture
imply change in technique from the previously existing situa-
tion in which there were no substantial inputs from outside the
agricultursl sector, This is not true of plantation type pro-
jects (e.g. tea, suger and sisal), however, in which expsnsion
could take place along existing lines with the physical product
being as predictable as for investments in the non-agricultural
sector,

Four general points are worth making regerding agricultural
projects, Prospects for the primary exports of particular econo-
mies carmot be derived simply from an expectation about the general
level of primery export prices; there have always been sharp dif-
ferences in the behaviour of different commodity prices.

8. Dodley Szars, "A Model of Comparative Rates of Growth in the
world Hconomy", Economic Journzl, March 1962.






TABIE T

CAFITLL FORMATICH A¥D GROSS DOMESYIC FRODUCT -
EST AFRICA. 1954 ~ 1962

Year Monctary Gross Gross Capital Capital Formation
Domestic Product Formetion as percentage
& miliion st
1954 286,2 75.7 26.5
1955 320,2 91.7 28.6
1956 337.,3 90.8 26,9
1957 556,6 90.1 25.3
1958 359.8 82.3 22,9
1959 375.7 79.2 2l.1
1960 400.3 85.6 20.9
1961 404.0 74.0 18.3
1962 409.7 75.6 18.5

Sources: This table is based on the official estimates available
in the Annual Statistical Abstracts for Kenya, Ugande and Tenganyika and from
the FEast Afirican Statistical Department's Economic and Statistical Review.
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