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ECONOMIC PROSPECTS AND POLICIES

1. Kenya’s impressive record of economic growth—6.8 per cent
per annum during the first decade of independence—is currently in
danger of erosion. The causes are (1) a price squeeze—import
prices are Tising much more rapidly than export prices, (2) a com-
modity squeeze—we must decrease our imports and increase our
xports, leaving fewer goods for domestic use, and (3) a credit
squeeze—the need and difficulty of borrowing more from abroad to
finance residual deficits in our balance of payments.

2. Tt is difficult to explain the impact of these largely external
events on the lives and standard of living of our people. Kenya has
enjoyed relatively stable prices and growing levels of economic
activity ever since Independence and people are unaccustomed to
the kinds of adjustments now before us. Their concerns are immedi-
ate and pressing—how to buy food in the face of higher prices;
where to find work; where to get fertilizer and seed, and how to
pay for them; how to get produce to market.

3. External prices and the balance of payments seem Very
remote from these practical concerns, but they are not. This paper
attempts to explain how these external events affect our own
development, what policies Government must pursué to cope with
them, and why the understanding and co-operation of all groups
in our society is critical to the success of those policies.

The Outlook for Foreign Prices

4. Preliminary data for 1974 indicate that import prices rose
by 43 per cent (30 per cent excluding oil) in 1974. As we have
very little control over the import prices we must pay, these higher
costs must be reflected in higher prices for the goods we produce.
It is in this way that inflation abroad is “imported” into Kenya.

5. Rising domestic prices lead naturally to demands for higher
wages, rents and profits, increases in which result in further
increases in domestic prices. The spiral which begins so easily in



this way may be exceedingly difficult to stop. Everyone seeks only
justice—to keep even with rising prices—but in these circum-
stances justice in that sense simply cannot be served.

6. In producing our total output sold at home and abroad in
1973, 25 per cent of the inputs came from abroad, the balance of
75 per cent representing domestic inputs of land, labour and capital.
If our foreign inputs go up in price by 43 per cent as they have
in 1974, output prices must clearly rise by 11 per cent (one
quarter of the rise in import prices) just to cover higher import
costs. That increase of 11 per cent in domestic prices provide
nothing for increases in wages, rents or profits. If those are noy.
permitted to rise by 11 per cent in an effort to keep abreast of
the cost of living, domestic prices must rise by another 8.0 per
cent (three-quarters of the rise in domestic input prices) in order
to cover the higher domestic costs of production. Only if output
prices, both domestic and export, rise as rapidly as import prices
can domestic wages, rents and profits apparently keep pace with
the cost of living.

7. In 1974, export prices rose dramatically in comparison with
past experience—by 27 per cent including oil exports, by 21 per
cent excluding oil. Nevertheless, they rose much more slowly than
import prices. The loss in the purchasing power of our exports
must take the form of a reduction in our real domestic income. If
the difference between import and export price changes were small,
increases in productivity might offset the loss in purchasing power,
but when that loss is large, as it was in 1974 and is likely to be in
1975 and 1976, we can only share the burden: it will not disappear.

8. In effect, the average of our output prices, domestic an.
€Xport, must equal the average cost of producing that output in-
cluding both import and domestic costs. If import prices rise more
rapidly than export prices, domestic prices must rise more rapidly
than domestic costs. It is not possible for wages and other factor
Costs to rise as rapidly as the cost of living. That is the essence
of the price squeeze.

9. The situation is further complicated, however, because higher
import prices affect the domestic economy very unevenly. In the
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first place, the dispersion of specific import price increases around
the average increase is itself very large. Consider the following
price changes by way of example.

Commodity Unit Price Percentage
December December Increase
1973 1974
£ £
Crude Oil .. .. ton 13 29 123
Sugar .. .. ton 115 480 317
Wheat .. i s ton 96 113 18
Maize .. o ton 62 76 23
ertilizers .. ton 95 157 65
Vegetable oils - ton 302 488 62
TN .o .. .. ton 3,190 3,150 -1

10. In the second place import price increases are unevenly
diminished in effect as they pass through the domestic economy.
Some, such as price increases on final consumer goods, are scarcely
diluted at all because they enter directly into domestic markets
without processing. Other imports, such as fertilizers and steel, are
combined in greater degree with domestic inputs and the effect of
higher import prices may be considerably diminished in their effects
on retail domestic prices.

11. For both reasons the variation among necessary changes in
domestic prices at both processing and retail levels will be large
and the economy must be very flexible and adaptable indeed to
absorb the uneven impact of changing import prices. In these
circumstances, general price controls are especially difficult to
administer effectively and they may act to prevent necessary
adjustments in the domestic economy from taking place. Thus the
burden of constraint on domestic prices must fall most heavily on
fiscal and monetary policies.

The Commodity Squeeze

12. If we continued to import and export the same quantities of
goods and services despite the growing gap between import and
export prices, We would quickly run out of foreign exchange
reserves. The cost of imports would quickly overwhelm receipts
from exports.
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13. We must in these circumstances curtail the quantity of our
imports in order to save foreign exchange and expand the volume

Similarly, we must produce more coffee, tea, sisal, pyrethrum and
livestock, not so much to increase our standard of living as to

14. Through the policies outlined in this paper, the Government
plans to hold the quantity of imports to an average annual rate of
growth of less than 2 per cent over the next four years. This com-

will not be able to supplement the production we can retain
domestically to a Very great extent with imports from abroad.

Residual Deficits in the Balance of Payments

15. Despite our efforts to adjust the quantities we import and
export, it is likely that the unfavourable effects of external price

16. The deficits for 1974, 1975 and 1976 amounting approxi-
mately to K£35, K£50 and K£60 million respectively, are of
immediate concern. We have drawn down foreign exchange

remaining reserves provide cover for only 2 months of overseas
imports.




17. For 1974, an oil facility credit of K£15.3 million has been
agreed with the IMF, and other credits and grants amounting to
K£4 million have been made available by the EEC, the UN and
ADB (Special Arab Fund). Roughly similar financing is being
arranged for 1975 and in addition a programme loan for K£12.5
million is being negotiated with the IBRD. For later years we hope
to obtain new funds from these sources and others will be in-
vestigated, including the possibility of expanding regular programme
aid.

18. The Government will aim to increase the total of loans
and grants obtained from multilateral and bilateral aid sources
above the targets set out in the Development Plan. The real value
of aid has declined sharply as the cost of development projects has
risen and it is necessary that the volume of aid in money terms
should be increased to finance, if not the same volume of real
development, at least some greater volume than possible with the
original targets. Excluding the special IBRD programme loans,
the revised aid targets will be:—

K£ million
1975]76 1976]77 1977|178
Original Targets .. . .. 43-0 45-0 45-0
Revised Targets .. . e 45-0 50-0 55-0
Increases . a5 .. e 2-0 5-0 10-0

19. The point is that all of these increases in borrowing represent
extra funds we must obtain from abroad to meet the rising cost of
importing even fewer goods than we had hoped to obtain when the
Development Plan was written. Those loans must be repaid out of
future production, and the payments required will represent a fur-
ther cost to us arising from the current instability in international
affairs.

20. The forecasts contained in these paragraphs are subject to
great uncertainty. Indeed, if inflation in the countries with which
we trade is not brought under control, or if in the process of doing
so they slip into serious and prolonged recessions, our costs may
rise more rapidly than we now expect and the markets for our
exports may shrink rather than expand. The certain elements are
the inevitability of adverse effects on the rate and pattern of our
planned development and the need for a programme of austerity
more severe than we have yet experienced.
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The Effects on Development in Kenya

21. 1t is already clear that some of the targets set forth in the
Development Plan are in jeopardy. Indeed, the year 1974 was in
many respects our worst since Independence. The combined effect
of dry weather and rising import prices has dampened our rate of
growth of real GDP to about 4.6 per cent and of real monetary
GDP to 4.9 per cent. Moreover, the extra costs of our imports

in this index—in particular sugar, beef, bread and maize meal—in
order to cover the higher cost of imported materials used in their
production and to maintain farmer incentives.

22. We expect substantial recovery in 1975 with real GDP growth
at 7.5 per cent and further growth at about 6.0 per cent in 1976,
about 14 percentage points less than called for in the Development
Plan. Nevertheless, as we expect the purchasing power we derive
from exports to continue falling—by 10.0 per cent in 1975 and by
7.0 per cent in 1976—we forecast only a small increase in real per
capita income in 1975 and scarcely any change in 1976.

23. Some of our current estimates about future economic per-
formance—really working hypotheses—are summarized in Table 1
in comparison with selected targets from the Development Plan.
It bears emphasis that these forecasts are based on the assumption
that the policies outlined in this paper are vigorously implemented
and that all families, farmers, business firms and governmental
units co-operate fully in the fight to increase production despite the
rising cost of imports.

24. Perhaps the effects of rising import costs on our economy,
as so briefly summarized here, may also serve to emphasize the
crucial role which imports (and exports) play in Kenya’s develop-
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ment. Essential imports permit us to combine with our own domes-
tic resources, materials and equipment which we do not have or
which we cannot produce domestically at reasonable cost. Iron and
steel, crude oil, farm machinery, and chemicals are important
examples. Having access to imports of these kinds enables us to
produce more and to do so more efficiently than would otherwise
be the case. Moreover, we can concentrate our production on goods
we are most efficient at producing and sell surpluses abroad as a
means of gaining the foreign exchange required to pay for imports.

25. Naturally, as imports rise in price, domestic substitutes be-
come competitive with some of them and we seek as well to reduce
our imports of non-essential commodities. Nevertheless, residual
deficits in our balance of payments will remain as noted above and
they will require extra foreign borrowing to finance them. The
alternative would be to cut imports even morc drastically than now
proposed. These further cuts would reduce our ability to produce
for both domestic and export markets so that another round of
import reduction might be required. Moreover, as domestic pro-
duction was curtailed, there is strong likelihood that the nation
would slip into serious recession, as has happened in so many
countries abroad. The policies of Government outlined below are
intended to hold such adverse effects to a minimum.

The Economic Strategy Required

26. The situation we face requires a comprehensive action pro-
gramme but its essential purposes should always be kept before us.
These are:

26.1 To keep domestic price increases to no more than half of
the increase in import prices.

762 To hold wage increases and increases in other non-import
costs of production to less than domestic price increases.

26.3 To restrain imports.
26.4 To promote exports.

6.5 To stimulate domestic production both in substitution for
imports and to support exports.

26.6 To choose policies for our crisis years which in so far as
possible reinforce our longer term objectives of promoting growth,
employment and an improved distribution of income.
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The Control of Domestic Demand and Prices

27. Inflation, as we all know, is a disruptive force because it
distorts economic incentives, confuses the pattern of development,
encourages speculative as opposed to productive activity, and dis-
tributes its burden capriciously and unevenly among the people.
We would seek to contain it for those reasons alone.

28. But because our export prices will not rise as rapidly as our
import prices, it is mandatory that we hold domestic inflation
below world rates as the essential means at our disposal for
redressing our balance of payments problems—to promote exports
and limit imports.

29. The pressures on our domestic resources are great and they
may grow in magnitude. Rising import prices will divert some
demand toward domestic goods, and growing exports will bring
in more income to augment that demand. Yet, at the same time
that demand for domestic goods grows, our ability to supply the
domestic market will be weakened. We will not be able to draw
S0 extensively on the world market for means of production and
a larger share of our production must be sold in export markets.
Our domestic resources will be strained to capacity in the period
ahead. It is, therefore, a matter of urgency that we use our
resources as fully and as efficiently as we can. We must increase
output as rapidly as possible.

30. Despite these pressures on domestic resources we must also
succeed in controlling domestic prices. The principal means for
doing so are fiscal and monetary policies. The growth of Govern-
ment expenditure—its demand for goods and services—must be
reduced from the rates given in the Development Plan to give the
private sector more freedom to adjust its supply capability to
changing economic circumstances; Government revenues will also
be less than indicated in the Plan but must be high enough to fin-
ance essential development and to provide some check on growing
private demand: monetary restraint, including improved guidelines
for credit allocation by administrative means and higher interest
rates, must reinforce fiscal policy. These are delicate policies which,
if employed too gingerly, will fail to control inflation and, if
employed too vigorously, could tip us into severe recession.
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Clearly if recession threatens, monetary and fiscal policies must
be quickly modified to stimulate and supplement private demand.

1. Fiscal Policy: Expenditure

31. There will be of necessity heavy pressure on the private
sector—agriculture, trade, manufacturing and consumer—over the
next several years. This will stem in part from the “price squeeze”
as we try to keep domestic inflation below world inflation, and in
part from the «commodity squeeze” as we try to limit the physical
volume of imports and expand the volume of exports leaving less
available for the satisfaction of domestic demands. In these circum-
stances the increase in Government expenditure must be restrained
in order not to impose either severe contraction or excessive
inflation on the private sector. The development and recurrent ceil-
ings established for ministries for the 1975/76 fiscal year represent
such an effort. So, too, does the revised forward budget, which is
discussed in some detail later in this paper.

2. Fiscal Policy: Taxes

32. The Government must also maintain its revenues at reason-
able levels (1) to finance essential expenditure, (2) to reduce the
need for budgetary support from banks leaving more credit for
private sector use, and (3) to temper private demand for goods and
services toward levels which can reasonably be expected to be
satisfied through domestic production and imports.

33. Significant steps have been taken to increase non-tariff
revenues in the last two national budgets. The income tax has
been made more progressive for those affected by it (@) by reducing
the tax threshold (the exemption limits are now K£720 instead
of K£990 for a family with four children or more), (b) by restating
personal allowances as a deduction from tax due instead of from
gross income, (c) by revising the rate structure, and (d) by abolish-
ing the graduated personal tax. Moreover, the withholding of tax
on dividends has been raised to 15.0 per cent and tax is now with-
held on income payments to non-Kenyan nationals; the corporation
tax has been raised to 45.0 per cent (from 40.0 per cent); and the
sales tax has been raised on beer, cigarettes and tobacco, petrol,
and a number of non-essential commodities.
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34. Our general guidelines with respect to tariffs and sales taxes
can be summarized as follows :

34.1 to raise sales taxes on goods we wish to discourage in both
domestic production and imports.

34.2 to modify the tariff structure toward uniformity, reducing
protective duties on some consumer goods and raising duties on
capital goods, allowing only selected exceptions for infant indus-
tries—and these for a maximum of five years.

34.3 to continue export subsidies at the present level (10 per
cent on manufactures) until experience with them reveals necessary'
modifications in the interest of promoting development.

35. The Government has already initiated discussions with Tan-
zania and Uganda to seek tariff reform along some of the lines
indicated here. Indeed, duties on meat, fish and milk products have
been reduced from 50 to 25 per cent and all duties on raw materials
items have been reduced to a 40 per cent maximum.

36. There are several other tax matters which will engage Gov-
ernment attention during the crisis years ahead. These include :

36.1 The tax threshold.—As domestic inflation proceeds, more
and more families will automatically be brought into the tax net
simply because incomes will rise and personal allowances are fixed
in money terms. Thus, while exemptions now amount to K£720 for
a family of six or more while the average income in Kenya for such
a family is only K£300, the latter figure will rise with inflation while
the former will not.

36.2 Tax effectiveness.—Whereas average taxes on wag
incomes rose from 12 per cent to 20 per cent from 1966/67 to
1970/71, the average tax assessment on the self-employed fell
from 16.6 per cent to 16.0 per cent. The poor record seems mostly
to reflect a combination of tax evasion and inadequate tax adminis-
tration. The staff of Income Tax Department has been expanded
and the organization extended to district level in an effort to cope
with past administrative deficiencies. In addition, expert advice
is being obtained on means for increasing the efficiency of tax collec-
tion. As a result the record of tax collection is already improving
and further progress is virtually assured.
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36.3 Fees and specific taxes.—The prospects for inflation are
such that most Government collections must be adjusted so that
the real revenues collected do not automatically fall with inflation.
Income and sales taxes, being ad valorem in nature already have
this feature built into them. Charges such as game park fees and

vehicle taxes will also be periodically adjusted so that the real taxes
collected are not eroded through inflation.

36.4 The investment allowance.—The possibility of modifying
this allowance is under discussion with Tanzania and Uganda. It
represents a subsidy to capital and therefore encourages the con-
struction of excess and sophisticated capacity at the expense of
employment. At a time when imports must be held to absolutely
essential levels and a reduction in domestic growth threatens
employment opportunities, a determined search for alternative
incentives which promote employment is required.

3. Monetary Policies

37. Obviously we need in the period ahead to seek efficiency not
only in our use of real resources but in our use of money and credit
as well. Indeed, the two are closely related. If we succeed, for
example, in securing the same production with lower levels of
stocks, we not only use stocks more efficiently, but we also need
less money and credit to finance a given level of GDP. On the
other hand, if money and credit runs increasingly to speculative
uses, less of it will be available for productive purposes and a
given supply of money and credit will finance only a lower level of
production.

38. Between 1966 and 1971, the money supply grew at 1.4 times
the rate of growth in monetary GDP at current prices. That
relationship cannot be permitted to carry forward into the years
immediately ahead because (a) we would simply be accommodat-
ing inflation and (b) the decline in our foreign exchange reserves
will tend naturally to constrain the money supply.

39. The prospects are that credit simply will not be as readily
available as it was prior to 1974, even though the Central Bank
has adopted policies intended to provide an annual rate of growth
of 12 per cent in credit to the private sector; and this despite its
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diminished foreign exchange reserves. In these circumstances, it is
essential to ensure that the credit which can be made available is
used wisely and well despite the natural tendency in times of
inflation for credit to be used for speculative purposes. An ineffic-
ient allocation of credit will enable some firms to accumulate
unnecessary stocks on speculation while other firms are unable to
obtain supplies essential to production. The consequence would be
an unnecessary reduction in real growth. That is what we must
avoid at all costs. Thus the means we use to distribute scarce credit
becomes crucial in current circumstances.

40. Normally interest rates perform the function of allocating
credit and they will continue to be the main instrument for doing
so. These will be reinforced, however, through supplementary
administrative mechanisms for allocating credit intended (a) to dis-
tribute credit within Kenya to its most productive uses, and (b) to
encourage the flow of funds to Kenya.

41. The policies of the Central Bank with respect to its adminis-
tration of credit include principally :

41.1 Commercial banks should attempt to increase credit to the
private sector by 12 per cent per annum.

41.2 The sectors to which commercial banks should give priority
in granting credit are Government, export business, manufacturing,
agriculture and tourism.

41.3 In granting credit to the private sector, commercial banks
should give preference to the needs of small businesses.

41.4 For foreign-controlled firms operating mainly in the priority
sectors listed above, commercial banks may lend up to 60 per cent
of the amount of foreign investment depending upon the degree of
domestic participation in ownership; for other foreign-controlled
firms, nil. These limits can be exceeded only with the specific
approval of the Central Bank.

42. Interest rates and direct forms of credit allocation are
mutually reinforcing. The aim of both is to use the available money
supply determined by the level of foreign exchange reserves to
support as high a level of real growth as possible.
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Non-Wage Incomes Policy

43. One important means for restraining pressurc on domestic
prices is to limit the rate of growth in domestic incomes. Changes
in tax structure have already been noted which will have some
constraining effect on corporate and personal incomes after tax
and the rate of domestic inflation itself will diminish the real value
of tax allowances. Moreover, many farmers will find that their real
incomes are directly squeezed between higher import prices for
fertilizers, pesticides and farm machinery and export prices which
show little change. In addition, Government is strengthening tax
administration, as noted earlier, in order to ensure that the self-
employed, particularly traders, pay their fair taxes. The Govern-
ment is also reviewing sales taxes on non-essential goods and will
adjust them as appropriate.

44. During periods of inflation, there is a natural tendency for
speculators to seek income through capital gains, which are not
now taxed in Kenya, in preference to income through production,
which is taxed. Yet it is precisely during such times that increases
in production are essential. In order to discourage speculative
uses of capital, Government will introduce a capital gains tax, the
details to be announced in the near future.

45. In addition, municipalities will soon be authorized to
establish or increase levies on urban property as a means of
ensuring that those who are fortunate enough to own property con-

tribute to the urgent needs for urban services for the lower income
groups.

46. Government also intends to tighten loopholes in present
inheritance taxes so that those who inherit have a stronger incentive
to earn incomes by participating in production.

Wages Policy

47. Tt is equally important that those fortunate enough to have
employment share in the burdens of austerity. The Government has
therefore revised the guidelines given to the Industrial Court. In
doing so, full consideration has been given to (a) the price squeeze
discussed earlier in this paper which requires that wages, other
domestic costs of production and profits rise more slowly than
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domestic prices, and (b) the extent to which prospective increases
in productivity may reduce the impact of the price squeeze.

48. The modified guidelines to the Court will apply until our
balance of payments difficulties are brought under firmer control.
During that period the Court will approve average awards amount-
ing to somewhat less than the increase in the cost of living (net
of sales taxes), a guideline which already takes into account
prospective increases in productivity.

49. In addition, the guidelines, as modified. suggest that in the
interest of equity, most of any average award should go to the
lowest paid workers. Therefore, compensation for cost-of-living

the burden of our needed austerity falling progressively on those
in higher wage categories. It is expected that both employers and
employees will co-operate fully in the administration of these
guidelines.

50. As further protection for the lowest paid workers, Govern-
ment has decided to increase minimum wages to Sh. 130 per month
in rural areas, to Sh. 290 per month in Nairobi and Mombasa, and
to Sh. 240 per month in other towns. Moreover., minimum wage
differentials by sex have been abolished. Thus since September,
1973, the rural minimum has been more than doubled and the urban
minimum has been increased by 65 per cent.

Limiting Oil Imports

51. While we expect oil price increases (o be more moderate in
the future, it is the commodity which has recently risen most rapidly
in price. Our oil imports in 1974 have cost us approximately
K£82.5 million as compared with K£23.8 million in 1973. Deduct-
ing oil exports has left us in 1974 with a deficit in our oil trade
alone of K£30.5 milljon. almost equal to our overall deficit in the
balance of payments for that year.

52. The first and most important means for discouraging the
domestic use of oil s price itself. The full cost of imports must
be passed on to domiestic users. Moreover, for less essential usés

14




of oil, prices must be raised even higher as we have have done in
the case of petrol by raising the tax by 20 cents per litre. This
approach ensures a higher, more discouraging price, and that the
price increase goes to Government instead of increasing the pro-
fits of suppliers. We shall keep this tax under review and adjust it
as circumstances may require.

53. There are also non-price measures which must be pursued.
The most important of these over the long term is the search for
oil substitutes as sources of energy. Geothermal exploration pro-
ceeds in promising fashion and we expect some relief eventually
there. We shall also develop our sources of water power and will
explore the possibility of procuring more power from our partner
states. All of these efforts will reduce our present dependence on
oil as a means of generating power.

54. Non-price measures of more immediate effect are also avail-
able to us. Of these the most important would be a reduction in the
speed limit on major highways from 115 to 100 km per hour. This
change would not only save substantially on our use of petrol but
should also reduce injuries and loss of life on our highways. Tt will
require a substantial enforcement and educational effort, and the
full co-operation of all drivers. Appropriate legislation is now being
drafted.

Limiting Non-Oil Imports

55. The rising cost of imports will automatically induce domestic
users to search for cheaper, domestically produced substitutes, but
that effect alone will not be sufficient to stem the inflow of imports.
Six additional steps will be taken as a matter of urgency.

56. The first measure is to limit our imports of non-essential
items so that the foreign exchange we are able to obtain can be
used primarily for the import of essential commodities. The best
measure available to us is to apply high sales taxes on non-essen-
tials so that borh imports and domestic production are discouraged.
the prices of luxuries are raised, and the Government profits from
the few that are sold. However, in view of current balance of pay-
ments difficulties, it may be necessary to employ quantitative re-
strictions to ensure full use of our domestic capacity to purehase
goods comparable in quality to imports. Voduice
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57. The second necessary measure is to explore systematically
which presently imported essential goods can now be produced
profitably in Kenya following the sharp increase in import prices.
Priority should then be given to promoting the domestic production
of those items which can be produced in existing establishments.
Special protection should not be required.

58. The third essential step is to guard with care our skills and
facilities for repair and maintenance so that the replacement of
capital equipment and durable goods can be postponed as long as
possible. Such enterprises will be given high priority both for com-
mercial loans and foreign exchange allocations.

59. The fourth urgent matter is to ensure that existing productive
capacity is fully utilized before further expansion is authorized. In
particular the possibility of double and triple shifts will be explored
before foreign exchange is granted for new capacity, and deprecia-
tion allowances will be re-examined to see if their modification
would stimulate more intensive use of existing capacity.

60. The fifth step is to continue pursuing a more uniform tariff
with our partner states, and in particular to raise duties on capital
goods to discourage premature replacement and the building of
excess capacity, to encourage a domestic capital goods industry
where profitable, and to stimulate the use of more labour-intensive
methods of production.

61. The sixth essential measure is to discourage hoarding and
the speculative accumulation of stocks which represent non-
essential uses of foreign exchange. Moreover, strong measures will
be taken to prevent the illegal import and export of goods and to
ensure that those involved in such flagrant violations of the law
are brought to justice.

62. Special reference should be made to goods now produced
domestically under protective duties of long standing. Rising import
prices automatically increase the degree of protection so that pro-
tective duties can be reduced as import prices rise. Hence, the
Industrial Protection Committee is reviewing existing forms and
levels of protection and will make recommendations for the orderly
reduction of special protective measures and for future policies with
respect to “infant” industries.
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Promoting Exports

63. A system of export subsidies (10 per cent) on manufactured
goods became effective on 1Ist November, 1974. Our experience
with it will be carefully monitored and modifications will be made
if it is in the interest of development to do so.

64. Growth in our agricultural exports depends primarily on our
pricing and production policies in agriculture and water. These are
discussed separately and more fully later in this paper. Tourism, a
major source of our foreign exchange, also merits separate
discussion.

65. It has been necessary, in order to reserve our production of
some. essential commodities for our own needs and to limit the
need for supplementary imports, to ban certain items, such as
wheat, rice, livestock feed, live animals, and sugar, from export.
The existing differentials between internal and external prices
clearly encourage the smuggling of easily transported commodities
across poorly patrolled borders. Recent adjustments in the prices
of live animals, maize, wheat and sugar should help us to retain a
larger share of our production of these commodities, and indeed
to increase our production. When we have an excess of production
for export, these bans will be removed.

Stimulating Domestic Supply

66. If our policies with respect to imports and exports are vigor-
ously implemented, we expect to hold imports to a modest increase
in real terms over the remainder of the Plan period and to achieve
more rapid growth in our volume of exports. These expectations
are revised very considerably from the Development Plan. The
volume of imports is now expected to grow between 1974 and 1978
at an average rate of about 2 per cent as compared with the planned
rate of 6.7 per cent. Export volume on the other hand, is now
expected to grow at 8.0 per cent per annum from 1974 as com-
pared with the planned rate of 7 per cent.

67. This expected change in the pattern of trade must obviously
have far-reaching effects on our strategy for and pattern of eco-
nomic development. While reducing development expenditure we
must shift its weight toward agriculture and rural development,
toward early maturing and quickly productive projects, and toward
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projects with low import requirements and high employment
potential. The forward budget contained in Tables 2,3, 4and 5
reflects such changes in composition. Even in broad outline this
forward budget differs from that in the Development Plan. Beyond
1975/76 we now project real rates of growth of development
expenditure of 7.8 per cent and of recurrent expenditure of 6.3 per
cent. These compare with planned figures of 12.3 and 11.2 per cent
respectively.

68. The principal changes in the composition of the forward
budget from that contained in the Development Plan (pp. 174 and
176) are:

68.1 development expenditures for the Ministry of Works will
be held to the present level (£20.7m.) and shifted toward rural
requirements;

68.2 development expenditures for water, agriculture and rural
development will continue to grow at faster rates than originally
planned, placing an added burden on the machinery for imple-
mentation in the Ministries concerned:

68.3 the rate of growth of recurrent expenditure in the Ministry
of Education after 1975/76 will be no greater than for recurrent
expenditures as a whole so that recurrent expenditures on education
will by 1980 take no more than 29 per cent of the total recurrent
budget. (The need for this policy change is explained more fully
later in the paper.)

The anticipated effect of these shifts in expenditure and of related
policies on important sectors of the economy are discussed briefly
in the following paragraphs.

1. Agriculture and Water Policy

69. By allocating more development funds to agriculture and
water, Government hopes to increase agricultural production more
rapidly. largely through the small scale farmer, (a) to reduce our
need for food imports (wheat and sugar particularly) and (b) to
increase exports. The diversion of development funds to agricul-
tural projects and credit programmes should show a quicker return
than in some other uses and should require fewer imports for their
fulfilment. '
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70. While development funds may make increased production
possible, they do not automaticaly provide the incentives necessary
to realize production potentials in practice. For that purpose
Government will carefully monitor its pricing policies to assure pro-
ducers a net return sufficient to stimulate supply and to set consumer
prices at levels consistent with farm prices but without the inter-
vention of excessive profits in distribution. The recently announced
pricing changes for wheat and bread, maize and maize meal, sugar-
cane and sugar, and live animals and beef have been necessary for
these reasons.

71. Our discretion over farm prices is squeezed between two
forces —export prices on the one hand and import prices of pesti-
cides, fertilizers, fuel and machinery on the other, neither of which
we can control. We must keep our costs of production competitive
so we can export and yet we must ensure that farm prices are ade-
quate as incentives and reflect the rising cost of imports. As import
costs are rising faster than export prices we have a very delicate
balance to maintain.

72. Domestic prices to farmers for wheat and maize are currently
less than world prices even after the recent price changes. Before
that, the marketing boards for these crops were suffering annual
losses of about £2 and £1 million respectively which were in effect
subsidies to consumers. These losses should now be eliminated and
farmers should be receiving enough for their crops to cover in-
creased costs of fertilizers and to stimulate increased production.

73. Our net oil deficit cost us about £30.5 million in foreign
exchange in 1974. Over approximately the same period (1974/75)
wheat imports will amount to £4.9 million and the value at world
prices of the excess of our consumption over production of sugar
in 1974 exceeded £20.0 million. Clearly our sugar deficit deserves
nearly as much attention as the oil deficit. Therefore, the price of
sugar has been raised not only to stimulate production but also to
discourage demand.

2. Revised Road and Buildings Policy

74. The accelerated expansion of agriculture now envisaged has
also affected development plans for the Ministry of Works. First,
only essential building needs can be met because they are costly,
require foreign exchange and add only indirectly to production.
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75. Second, in order to support the expanded agriculture pro-
gramme, emphasis in road building must be shifted from expensive
major roads to access and feeder roads in rural areas. This modifi-
cation, together with restraints on building, will (@) free substantial
development monies for use in agriculture and water, (b) conserve
foreign exchange, (c) assure the small farm sector of access to
markets, and (d) create more employment opportunities.

76. The major effects of this change in policy are:

76.1 to postpone the planned starting date of all major road
developments not already underway, agreed with donors, or under
discussion with donors (except for the Mukowe Ferry) until 1978/
79, and

76.2 to reschedule with later starting dates and more moderately
paced production schedules, five programmes or projects currently
under discussion with donors.

77. The revised road construction programme (in 1975/76 prices)
will be as follows:—

1975/76 1976/77 1977/78

International Trunk Roads . . 5 3,385 3,835 3,425
National Trunk Roads .. .. 2,650 2,650 2,320
Primary Roads - . .. 4,255 3,552 2,109
Secondary Roads - . i 5,065 4,188 5,406
Minor Roads . . .. .. .. 1,544 2,154 4,049

16,899 16,379 17,309

3. Manufacturing

78. The manufacturing sector faces the most severe adjustment
problems, its reliance on imported materials being threatened by
rapid and often unpredictable increases in prices, the squeeze on
bank credit, and the increasing shortage of foreign exchange. Tt
must in many cases find domestic substitutes for imports and at
the same time maintain the quality of its products, particularly in
export markets.

79. Government assistance with these adjustment problems must
largely take the following forms:

79.1 identifying domestic sources of parts and materials which
can substitute for higher cost imports;
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79.2 ensuring that credit guidelines and the allocation of foreign
exchange promote the productive use of credit and prevent
speculative uses;

79.3 encouraging exports, an important means for doing so being
the 10 per cent export subsidy for manufactures which went into
offect on 1st November, 1974;

79 4 modifying special protection measures taking into account
the natural protection following from higher import prices.

4. Tourism

80. Rising transport costs and prolonged recessions abroad have
already affected the growth of tourism. Tourist expenditure actually
fell by 11 per cent in 1973. While modest recovery is expected for
1974 and 1975, it is not expected that the sector will grow at the
rate of 16 per cent projected in the Plan.

81. With occupancy rates falling and with prospects not as pro-
mising as indicated in the Plan, the need to re-examine and re-
schedule planned development for tourism, including park facilities,
beach hotels and tourist roads, is clear. At the same time, tourist
promotion will be vigorously pursued so that existing facilities are
utilized as fully as possible.

5. Employment

82. We must expect that rising import prices and the credit
squeeze will endanger the competitive position of some firms in
both the domestic and export markets. There may well be redun-
dancies, in which event, firms will be encouraged to share the work
available among those employed before reducing the size of the
work force.

83. The loss of employment opportunities in some sectors should
be more than offset by increases elsewhere. In particular, the
efforts noted earlier to utilize existing capacity more fully should
naturally increase the demand for labour; the acceleration of agri-
cultural and rural development should create significant numbers
of new jobs; the shift of roads development toward rural access
roads should also increase employment; and the new wages policy
in conjunction with the rising cost of importing capital should
encourage the substitution of labour for capital in a wide range of
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industries. Nevertheless, Government is prepared to strengthen
employment incentives should the need arise.

Education

84. Education has been given the highest priority for develop-
ment since Independence. It was essential following Independence
to train Kenyans for high and middle level manpower positions as
rapidly as possible in order to facilitate both economic growth and
Kenyanization. Hence educational expenditures had increased to
K£41 million in 1972/73 from K£13 million (including County
Council expenditures) ten years earlier, and came to absorb nearly
20 per cent of the Government recurrent budget.

85. As the need for continuing the rapid growth of higher levels
of education subsided, increasing attention could be given to the
cxpansion of primary education. School fees were abolished in
Standards 1 to 4 beginning in January, 1974. The reduction in
fees combined with increased enrolments has led the Government
to budget £62 million for recurrent expenditure on education in
1975/76, or about 34 per cent of the Government’s recurrent
budget.

86. This rate of increase in educational expenditure of over 17
per cent per annum cannot be sustained during the years ahead
when total Government recurrent expenditures are expected to grow
by only 7 per cent per annum: in 12 years the entire recurrent
budget would be required for education alone. It has therefore
been decided that the growth in educational expenditure after
1975/76 must not exceed the growth of the recurrent budget as a
whole.

87. Fortunately, the urgency of the need for high and middie
level manpower has diminished considerably since Independence
and the rate of expansion of secondary and tertiary levels of educa-
tion can be reduced toward the requirements for normal growth.
There should be no serious problem encountered in reducing the
growth in expenditure at these levels of education. Indeed, the
difficulties which apparently exist can be traced primarily to pres-
sures to exceed Development Plan targets.

88. The principal problem arises in providing the large number
of primary school teachers needed for the rapidly growing enrol-
ments. In order to do so as quickly as possible and within the
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prescribed budget limitation, it has been decided to take seven
essential steps as follows:

88.1 to establish a staffing pattern in full primary schools of one
teacher per class including headmasters;

88.2 to raise entry qualifications for P.3, P.2 and P.1 teachers
and to establish quotas in each grade. Hereafter promotion will
depend on merit and the existence of a vacancy in the next grade;

88.3 to adjust the in-service training programme to current needs;
to train P.3, P.2 and P.1 teachers in separate colleges; and to
synchronize entry to both training programmes to the quotas which
will be established;

88.4 to apply the wage guidelines discussed above to teachers’
salaries;

88.5 to authorize District Education Boards to collect from
parents Sh. 10 per year per child enrolled in Stds. 1 to 7 to help
defray the cost of school equipment needed to maintain quality of
instruction; the chawke in no case will exceed Sh. 10.

88.6 to maintain the student-teacher ratio at 40:1; and

88.7 to retain school fees in Stds. 5 to 7 for the time being, and
to review their appropriate level periodically.

89. In order to maintain the quality of secondary level education
despite inflation and budgetary constraints, it will be necessary to
adjust school fees. Concurrent with this adjustment, a bursary
system will be introduced to ensure that some of the better qualified
but needy students can attend. Bursaries will be administered by
the Boards of Governors of individual schools.

90. With respect to Harambee efforts, which will continue to be
encouraged, District Education Boards will be more selective in
approving sites for new primary and secondary schools. They will
also direct a larger share of Harambee efforts to the expansion of
existing schools.

Protecting the Consumer .

91. The consumer cannot be fully shielded from the external
events affecting the course of our development. We must concen-
trate our efforts in this regard on carefully selected price controls
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directed mainly at the welfare of those in low income groups, but
ensuring, even in those cases, that supply incentives and import
constraints are given full consideration. It is equally important to
ensure that essential commodities are available in sufficient quan-
tities. The critical role of our farmers is again apparent.

92. So long as fiscal and monetary policies are well defined,
properly managed and carefully monitored, the role of general
price controls is limited. The economic situation we now confront
requires considerable flexibility in the process of adjustment, a
flexibility which is basically inconsistent with general price controls.

The Need for Co-operation

93. The policies outlined in this paper are severe. The Govern-
ment is convinced, however, (a) that they are the minimum required
to cope successfully with the unfavourable external events imping-
ing on us and (b) that their cost in terms of well-being and develop-
ment has been kept as small as possible. Extreme measures, such
as a price or wage freeze or devaluation, have been avoided.

94. Government is also aware of the uncertainty which charac-
terizes the current situation and of the consequent need for
flexibility in establishing and implementing economic policies.
External events and domestic developments are both being carefully
monitored and policies will be modified quickly if it is in the
interest of Kenya’s development to do so.

95. The success of the policies adopted by Government will
depend on the understanding and full co-operation of every Kenya
citizen and resident. With that co-operation, the difficulties before
us should be overcome and we should regain the developmental
vigour which has characterized Kenya since Independence.

Date: 7th February, 1975,
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