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INTRODUCTION

The debate among economists over whether industry or
agriculture should be EIVéh~prior1ty in underdeveloped
countries seeking to increase their rate of ecénomic growth
has lérgel& subsided now after being waged most spiritedly
for a number of &ears after the Second World War.® The
preva;ling orthodoxy. today among Western economists seems
to'be that a,steédy increase 1in agricultural production.-
is a more essential prerequlsite to economic development
than the rapld growth of an industrial sector, This does
not mean that there is no place;fér the development of man-
ufacturing industry in poor, predominantly rural economies,
Rathek 1t s the view that policies in underdeveloped -~
countries which stress mport substitution behind high
tariff walls (ppligies which have been particularly preva-
1ént in Latin American cbuntrieé) have proved disappolnting,

lAn excellent example of the viewpoint favoring emphasis
on industry can be found in Raul Preblisch "Commercial Poli-
¢y in the Underdeveloped Countries," American Economic Re-
view, Paper and Proceedings, May 1959, pp. 251=255, For
the opposite position see Gustav Papanekz "Development Prob-
lems Relévant to Agriculture Tax Policy," Papers and Pro-
ceedings of the Conference on Agricultural Taxation and
Economic Development, Harvard Law School, Cambridge, 1954,
pp. 193-6; Bruce F, Johnston and John VW, Mellor, "The Role
of. Agriculture -in Economic Development," American Ecenomic
Review, September 1961, pp. 571-581, For further views on
thls issue see the other readings and the bibliography in .
the Section on "Industrialization and Agriculture® in Gerald
Meler, Leading Issues in Development Economics~selected
"magﬁrials,and commentary, New York: Oxford University Press,
19 Fe ' i ‘ ’
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‘.'FOr‘econdmistSinke—Belé Balassa such policies havé led to a
| gross misallocation of resoﬁrcés‘withiﬁ 1ndividuai'gountries,2\
It 1s~not our purpose here to become'bogged down in

thls debate on the‘bro%gvifsue;of industrialization vs.
development’through agriculture, Instead the aim is to use
a felatively new tool in international trade theory, the
measure Of”effectivé protective rates, in én attempt to
throw more light on the question of what kind‘of commereial
pdlicy may best be suited to promote econoﬁic growth in
underdeveloped qountries. More specifically we aim to use
the concept of effective protection in a discussion of hpw
Tanzanis (a poor underdeveloped country in East Africa) can
best dewalbplits manufacturing sector, The questions we
shall be attempting to anmswer include (a) shoﬁld the main
emphasis be on import substitution or export promotion;:

(b) what criteria can wé use in deciding Whicﬁgtypes'of
industiies fo attempt to stimulate.through relevant tariff
and'tax policies; (c)‘what types of tariff and tax policies
should be used to achieve (u) and (b); (d) in the light of
(a) and (b) which existing and potential industries should
be favored through relevant commercial policy?

About 96 per cent of Tanzania'skpopulation live in

rural areass; most of them being peasant farmers, laborers

: 2Bela Balassa, "Iptegratibn and Resou¥ce Allocation in
Latin America," in T. Davis (ed,) The Next Decade of Latin T
, Americaﬁxbeyelopment, Cambridge University Press (forthcoming),




on larger farms and es%ates, or herdsmen, Thus-agficulture
dominates the preseﬁt Tanzanian economy,‘and for the fore-

seeable future, at least, Tanzania's economic growth willl'

depend largely on what happens in the agricultural sectcr.,)3

Nevertheless there 1s a small (and in recent years rapidly
growing) industrial sector and it is important that the
growth of this sector takes place in a rational manner,
More particularly, what is needed is a sensible commercial
policy which facilitates the eéonomic use in the industrial
sector of two of Tanzania's scarcest resources, capital

and skilled manpower, What should be avoided is the exper-

lence of the Latin American countries where

With very few exceptions, the Latin fmerican
countries cannot be said to apply a protectionist
poliecy, 1f by this iIs to be understood a systematic
body of measures deliberately designed to permit
and encourage the development of certain iridustries
rationally se}ected within an over-all framework of
objectives established ulider a glven economic de-

; velopment policy. . What did and still does exist is
protectionism, but as the largely indirect result
of ad hoc measures, often adopted, at least initially
or during a first stage, as emergency procedures,
eilther in order to solve balance-of-paymsnts prob=
lems, or under the pressure of other exogenoust fac-
tors. Such measures, temporary to begin with, be=-
came permanent in most cases and more general in
thelr scope, gilving rise to a form of protectionism
which has been characterized by extemporaneousness,
lack of autonomy (since it is primarily motivated
by external causes), extremely high levels and in-
discriminate application, and whose basic objective

3For some statistics on the relevant importance of
agriculture and industry in the Tanzanlan economy see
Chapter I (pages10-12) below,



‘4§ import substitﬁtioﬁ at any cost, regardless of
which Industries it is most expedient to dﬁvelop

and how far the process should be carried,

VWe begin in Chapter I with a description of the Tan=""-
zanian economy, FHere we describe the structure and growth
of the Tanzanian'economyvin recent years especially in the
period since 1ﬁdependence was obtained in 1961, The limited

‘role of manufacturing industry in the Tanzanian economy is
shown by relevant statistics, Also of relevance to our
subsequent discussion'is Tanzania}s place in the East
Africén common market and the extent to which close eco-
nomic ties with neighboring Kenya and Uganda have helped
or hindered the growth of the industrial sector of the Tane-
zanian economy, And we examine these questions in some
detail, Finelly in Chapter I we are concerned with the'
role of Government policy and its impact on industrial dével-
opment to date, .

Chapter II is ﬁevoted to a discussion of the concept
of effective protection; first we present some of the ante-
cedents of the concept as it has -been developed in recent
years; then we explain fully what the concept measures
(given the assumptions necessary for a precise formulation)

and how 1t can be used, Finally in Chapter II we discuss

4Sant1ago HMacarlo, "Protectlionlsm and Industrialization
in Latin America," Economic Bulletin for Letin America;
March, 1964, p. 61, O
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'.some of the possible policy implications of the concept
Chapter IIX contains a critica& review ‘of some of the probe
lems and Weaknesses associated with the concept of effective
protection as well as ;{s possible practical use, We con-
clude that despite serio;;‘&ifflculties associatedeith the
coricept and use, it is a superior measure to théﬁtraditional
nominal tariff (or tax) rate. Chapter IV‘deals with the
applicgtion of the concept to the Tanzanlan case, The meth-
ods used for measuring rates of effective protection for
different industries in Tanzania are explained., The results

obtalned are then interpreted with particular emphasis on

the relationship between effective and nominal rates of pro-

tection,

In Chapter V we discuss variousfcriteria ﬁhich might be
used as possible guidél?nes to the kind of tariff structure
most sultable for Tanzania at this stage of her economic
development‘ We place a good deal of emphasis in Chapter V
‘on the “efficiency now!" criterion, which 1s essentially the
application of static neoclassical analysis to the present
Tanzanian context, In our view the economist's traditional
concern with sgé&city and efficiency in the short run is
much more relevant to a poor country like Tanzania than to
a rich one like the United States, Thus we stress the cri-
teriaﬂwhich are based on the best utilization now of Tan-
zaniat's .scarce resdurces; we give particular attention to

. /‘\\\ :
the "efflclent" use of Tanzania's two scarcest resources,

e
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déﬁi#glwand gkilled méAﬁg;éf; ’we~récogﬁ1;é‘fﬁerlimitatloﬁs
.fdf’this basically static approach, limitations which seenm
éspecially relevant if we are coﬁcerpedeith the generation
of successfﬁl economic development over a long period of
time, And we discuss in detail what the'tariffvstructure
might best be if we emphasized more dynamicjcriteria such

as linkage effects and other more physiological‘factors
emphasized as crucial to the development process by Hirsch-
man and others, However we believe that while these cri-
teria should alwéys be borne in mind, Tanzania cannot afford
to indulge undul&.in policles based on djhamic effects which
may materialize in the future but musﬁ concentrate on
achlieving the best allocation of resources for contemporary
" Tanzania, Throughout our analysis in Cﬁapter V we are con-
cerned with examining the present structure of tariffs in
Tanzania in the light of these different critefia,

Chapter VI 1s focused on one aspect of Tanzanials trading
relations with her East African neighbors; the possibilities
for using the new transfer tax (introduced in the Treaty for
East Africa Co-Qperatibﬁs) as a measure to promote import
substiﬁution within Tanzania, i,e. as a means cf'promoting
‘the growth of industry in Tanzania by the placing of the

equivalent of a tariff on imports from her neighbors, Kenya

5See below, Chapter IT ; pp. b2-4s5 for relevant detailé.
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'kand-Ugénda; As in Chapfgr V, we discuss the usefulness of a

"number oft criteria as guides to the best‘structure of transe

fer taxes for Tanzania at this time, And, as in Chapter V,
we examine the present structure of transfer taxes (imposed -
by the Tanzanian Government at the end of 1967) in the light

of these criteria,



Chapter I
I ' ~

By any accepted measure of e?onomic develépmeﬁt Tan=-
zanial is a poor country, <Per caplta income in'1966.was
estimated to be between 70 and 75 dollars.z' Per capita
electricity generated in 1967 was about_stwh.3 The com-
parable per capita figures for electricity in the same
year in the United States, India,'andergentlna were 6500,

L

75, and 540, In 1965 there were only about 500 African

University graduates in a total African population of more

than 10 million.5

1 . ‘

Throughout what follows Tanzania refers to the mainland —
part only of what is now called The United Republic of Tanzan-
la. The United Republic was formed in 1964 by the political
union of the mainland. (formerly known as Tanganyika) and the
nelghboring island of Zanzibar, As yet economic union between
the mainland and Zanzibar is far from complete, '

o 2The United Republic of Tanzania, Background to the Bud-
get, 1967-68, Dar.es Salaam, The Government Printer, page 12,
This figure 1s probably too high an estimate because the POp~
ulation estimates on which it is based are arrived at by pro-
Jecting the 1957 Census figures using an estimated population
growth rate of 2 percent per year. Preliminary returns from
the 1967 Census indicate that 2 percent is far too low an es-
timate., It appears that the 1967 population of Tanzania is
closer to 12 million than the 10.7 estimate arrived at by the
above procedure.

3Background to the Budget, 1967~68, page 35. , -

: 4Un1ted Natlons, Monthly Bulletin of Statistics, Vol ,XXIII,
No. 3, March 1969, New York, Statistical Office of the United
Nations, 1969, _ 2

'SIdrian .- Resnick, "Manpower Development in Tenzania,®
The Journal of Modern Africen Studies, Vol. 5, No, 1, 1967,
p. 110, '

8
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Not only is Tanzenia poor in*terms of the present level
of production of goods and Eervices and the present stock of
physical and human capital., It 1s also not well endowed with
natural resources, Tanzania’s only major discovered mineral
resources are diamonds (which in 1967 made up Just over 10
percent of the country's domestic exportsé). a fairly large
deposit of coal, and an iron deposit which, unfortunately, is
located in the southwest corner 6f the country, a remote area
poorly served by communications to the mailn centres of eco-
nomic development -and the major ports. Although the popula-
tion density in Tanzania is low (about 12 million people

. 7
1iving in a country of 362,000 square miles ), about 30 ‘
people per square mile, much of the land is not suitable for
cultivation or grazing because rainfall is either too sparse
or too irregular, As the World Bank Mission which visited
Tanganyika in 1959 put it, ’ B o
, © It is a falr generalization that Tanganyika has
a no problem of population pressure analogous to
that of many Aslan countries. ILess than 10 per=-
cent of the land is eultivated, though a consid-
erably larger portion is grazed, However the
figures of population density and land use must
be seen in relstion to the low productive poten-

tial of much of the land, TIn some rarts of Tan-
ganyike there is already land hunger...so that

6Background to the Budget, 1967-68, page 61. Domestie
exports 1s the term used to refer to exports from Tanzania
to countries outside of East Africa, i,e,, it does not include R
exports :gnignzania's two nelghboring countries, Kenya and
Uganda, wnich-form a Common Market with Tanzania, See below
rage~ll, feotnote 15, :

7East African Common Services Organlzatlion, Economic and
Statistical Review; No., 2, March 1962, Nairobl, The East

- African Statistical Department.

{
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»mgasufes-to preveht deterioratioﬁ of land in use
and to increase production per acre are becoming
increasingly uggent.8 '
As already mentiongd, the Tanzanian economy is dominated
’by agriculture. Although the manufacturing sector has grown
at a rapid rate in recent years (from 1960 to 1966 the average
anmmual growth in the net output of the manufacturing sector,
in current pr@ces, vias 16,4 percent;9 at constant prices the
average growth has been estimated to be 11.9 percent per
annumlo), net ogtput in manufacturing made up only 5 percent

of total GDpl

and about 7 percent of monetary GDP in 1966.12
The comparable figuies for 1960 were 2.9 and 4,5 percent

respectively. ©On the other hand total net output of the

8The Economic Development of Tanganylika, (a report of an
Economie Survey Mission to Tanganylka, organized by the Inter-
natlonal Bank for Reconstruction and Development at the Re-
quest of the Governments of Tanganyika and the Uhited Kingdom,)
Baltimore, The John Hopkins Press, 1961, page 12. See also
chapter 4 for a full discussion of the question of land use
and tenure, - .

9

See Table 1.2,

10packground o the Budget, 1967-68, page 11.

11Gross Domestic Product (GDP) rather than Gross National
Product (GNP) is the measure preferted in the official Tane
zanian statistlics because of the relative importance of factor
incomes paid abroad. With the recent nationalization of
industry such incomes may no longer be an important part of
GNP,

: 12At constant prices these shares are even lower, See
Background to the Budget, 1967-68, Table 3, page 1l.

"~
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agricultural sector (1.€., the sum of agricultural net output
ifi the subsistence and monetary sectors) which constituted
61 percent of GDP in 1960, had fallen to 53 percent in 1966,
Of total monetary GDP, agriculture's share was 40,7 percent
in 1960 and 35 percent in 1966.13 of a total of 336,500
persons (i.e,, about 3 percent of the total popﬁlation) in
wage employment 1in 1966, 29,890 (about 9 percent) were em-
ployed in the manufacturing sector, Employment in the man-
ufacturing sector grew by about 10 percent per year between
1963 and 1966.lu This is significant in a period whem em=
ployment in the monetary sector as a whole was falling be-
cause of a sharp drop in the number of those employed for
wages in the agricultural sector.

Another 1mportapt characterist;c of the Tanzanian economy
is its openness. ' In recent years total imports and exportsl5
have been equal to from 40-45 percent of monetar;UGDP (see
Table 1.1)-. As 15 the case with most underdeveloped countrles

Tanzania's exports are largely made up of primary products

while the bulk of her imports are manufactured goods, In

13See Tabie 1.1,

148tatistics-on employment from Background to the Budget,
1967-68, Table 54, page 80.

15To'cal imports are the sum of "net imports" (the term
for imports into Tanzenia from outside East Africa) and
‘"interterritorial imports" {(the term for imports from Kenya
and Uganda); while total exports are the sum of "dofiestic
exports" (the term for exports to countries outside East
Africa) and Interterritorial exports,
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Table 1.1

Major Economic Aggregates for Tanzenla 1949-1966 S
‘ million shillings B
1949 1954 1960 1961 1962 1963 1964 1965 1966 R '

“.GDP 2833 3701 3870 4189 4547  4B37 4880 5455
~Mone%ary GDP 1582 2453 2524 2697 3011 3424 3527 3959
Agricultural o : '

Output | 2256 2282 2485 2787 2805 2651 2919
Manufacturling .

Output 75 109 139 154 156 194 222 271
Total Exports. 403 776 1143 1018 1073 1330 1509 1374 1675
Total Imports 617 756 940 1006 1030 1056 1194 1335 1613
Interterritorial . '

Exports 18 21 46 45 48 68 107 118 93
Interterritorial '

Imports 65 117 184 212 234 2487 314 334 328
Sources: i o A

Annual’ Backmround to the Budget and Statistical Abtrach published
by the Tanzanien Government; The Economic Development of Tanganvika,
report of a World Bank Mission, B@ltimore, The Johns Hopking: Press, 1961,

BT
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1966 nearly 84 percent of Tanzenia’s domestic expoz:ts16 fell

into Section O, "foodstuffs", and 2, "inedible crude®materials",
of the Standard Industrial Trade Classification (s.1.7.C.)
System, Tanzania's major exports in 1966 were cotton (which
made up aboﬁtlzz bercent by value of total exports), coffee
(about 19 percent), sisal (about 15 percent).17 and diamonds

18 made

(about 11 percent). By contrast manufactured goods
up less than 1 percent of domestic exports in 1960 which
share had grown to only a little over 1 percent in 1966.19
Looking at net imports we find thaﬁ in both 1960 and 1966
imports classified under SITC section 6, 7 and 8 made up

about 75 percent of total net imports. Within the total of

l6The pattern of Tanzanla'ts trade with Kenya and Uganda
does not differ nuch from her trade pattern with the rest of
the world i.e, Tanzania imports largely manufactured goods
from her neighbors, especilally from Kenya, and exports largelly
foodstuffs to them, For a detalled description of the pattern
of interterritorial trade in Eamst Africa see P. Ndegwa, The
Common Market and Development in East Africa, Nalrobl, East
Africa Publishing House, 1985, Chapter V,

l7Until the drastic fall in price on the world market in
late 1964, sisal was Tanzania's chief export,

laExports of manufactured goods were calculated by taking
exports in SITC Section 6 and 8 (1i.e. manufactured goods
classified chiefly by materiasl and miscellaneous manufactured
artieles) minus exports of diamonds.

19The figures ir. thls paragraph are based on statistics
in Tables 4, 6 and 7 of I. Resnick's Chapter on "Forelign
Trade and Payments in Tanzania® which 1s to appear in a book
on The Economy of Tanzania to be published for the Department
of - Economics, Univergity College, Dar:es Salaam,
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1mports of manufacturers there was some shift in the relative
1mportance of consumption and 1nvestment goods, 1In 1960 im-
ports of consumption goods (SITC Section 6 and 8 together)
constituted 45 percent of total net imports, ﬁy 1966 the
share had fallen sliéhtly to 42 percent. Net imports of
investment goods (as measured by imports in SITC Section 7)
grew from 29 percent of total net imports in 1960, to 33 per-
cent in 1966, This would seem to be evidence of some import
substitution taking place in Tanzania thoqghtit nust be
pointed out that net imports of consumer gooﬁs still rose by
60 percent between 1960 and 1966,

The statisfics at the beginning of the previous paragraph
are an indlcation of how important foreign trade is in the
Tanzanlan economy,. - A large part of money incomes is earnéd
directly from fhe sale of primary products fot@g rest of the
world and in exchange Tanzanla receives an 1mportant'§hare of
'the goods Eoughf by consumers and investors withinther bor-
ders, Government fiscal policies which affect the exporting
and importing sectors of the economy (or sectors which are
competing with or dependent on imports and exports) are
therefore of crucial conecern to the economic growth of Tan-
zania,

Before gbing on to discuss the recent performance of
tﬁe Tanzanlan economy and the role of Government policy _
towards theggconomy in genersl, and towards industrialization

in particular, it is necessary to look briefly at. (a) the
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'politiéal baqu:ound to TanzaAia's recent economic performance
and (b) Tanzania“gﬂimportant econcmic relétionship with its
East African heighbors, Kenya and Uganda,

After more than forty years (1919-1961) as a Trust ter-
ritory administered by the United Kingdom (first under the
Leégue of Nations and after 1945 under the United Nations),
Tanganylika became independent on December é. 1961, The pé%ﬁ
to 1ndependence in Tanganyika was much smoothér than in most
other Africen cou?tries,. Donminated by one party, the Tap-
ganyika African National Union (TANU), the nationalist move-
ment achleved its major dbjective of political independence
for Tanganyika before the same goal was reached in neigh- ‘
boring Uganda (1962) and Kenya (;963). With the exception
of a brief period after an Army mutiny in Jenuary 196420
(which folldwed'the successful revolﬁtion againsﬁ'the Sultan
in Zanzibar),_Tanzania, since independence, has ﬁeen gléssedd
with relative political stabilié& especlally as compared
with most other newly 1ndepen@ent African countries, . Another
striking characterlstic of the Tanzanian political scene has
been the commanding role played throughout by the President,
Julius Nyerere., Nyerere was the first President of TANU when
it was formed in 1954 and he has dominated the political_scene
in Tanzania ever since. The policies of the Tanzaﬁian'covern-

ment since independence unmistakeably show the influence of

2080 2 brief account see Judith Listowel, The Making of
Tangangika,.London. Chatlio: and Windus, 1965, Appendix I,
bp. Snd Oo
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‘Nyereref§‘own personal thinking,al
-¥While Tanzania'sg recént political devel&pment has beeﬁ

generally characterized by freedom from major political up=-
heavals and by Nyerexe's dominating influence, the Govern=
ment?!s policies on a number of major issues have shifted
significantly since independence. At the time of independence
Nyerere was favorably regarded in the Western world as a
sensible moderate leader of a country pursﬁing a non~doc-
trinaire approach to economlic development. PForeign aid and
private foreign investment were openly encouraged and wel-

comed by the Tanzanian Government.22

Today the Tanzanaian
Government is pursuing whatbis in many ways the most social-
ist type policies of any government in newly independent
Africa south of the Sshara, Iﬁﬂﬁebruary 1967, following the
proclamation of the-famgus Arusha Declaration?3 (in which
Tanzanla®s new pglicies of soclalism and self réiiance were
spelled out), ali the copmercial-banks and most of the major
1;dustr1es were wholly or partly nationalized. Trade with

China and the Communist counfiies of Eastern Europe has in-

creased significantly in recent years.zu Today Tanzania has

Presldent Nyerere's most important speeches have now
been reprinted in a book,Nyerere, Julius Kambarage, Freedom and
unity: Uhuru na umoja; a selection from writings and speeches,
‘1962-55 by Julius K.Nyerere,London,Nairobi:Oxford Univ,Press,1967,

See below, prpgf8-6l, for some evidence of the attitude
of the Tanzanian Government to forelgn owned industry in the
early years of independence, ) »

: - : N
23The/Arusha Declaration and PANU's Pollcy on Socialism

an% Self-Reliance, Dar -es Salaam, The Publicity Sectionm, TANU,
1967, e :

24
. Bee e,g, Background to the Budget 1967-68 pages 6@r63
for the changing composition of Tanzania's forelgn trade,

B
\
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closer diplomatic ties with China than any other African
countfy'éouth of the Saharé. In December 1965 President
Nyerere broke off diplomatic relations with the United King-
dom over the latter's handling of the white Rhodesian aov-
ernment's unilateral declaration of 1ndependence.25 Earlier

(in 1964)> Nyerere had requested the West Germens to withdraw

-2ll forms of technical and economic assistance from Tanzania

because of West Gefmany's insistence that Tanzania follow
the Hallstein Doctrine and not give any form of recognition
to East Germany which already had a consulate in Zanzibar.
Some Western observers have attributed the shift to the
left in Tanzania'’s recent policles to the influences on
Nyerere of the more avowedly Socialist leaders of the 1964
Zanzibar revolution, a numbersof ﬁhom are or have been in
Tanzaniats Cabinet.26 But. probably a greater factor in recent
pdlicy declsions in Tanzania has been the developgént of
Nyorere's own berSOhal thinking: Policy decisions on the
International front can often best be explained in terms of
Nyerere's logical pursuance ofka policy of positive non-

alignment, On the domestic front the shift tc a more social-

ist type economic strategy reflects Nyerere's growing dls-

S -
5In July 1968 formal diplomatic relaticias between the
two countries were resumed,

5 26See particularly the misguided editorial in The
Times, London, of Februaryl3, 1967, entitled "Green Guards
in Tanzanial,

./ﬂ ~o.
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>enﬁhahﬁmént with a,papitalist or elitist typez7 approach to
economic developmenf as well as an attempt to, move towards
his oﬁn ldeal of a more egalitarian non “éxploitlve" typé
society, _

. Tmds is no place to embark on a detailed analysis of |
the- causes of the develépment of Tanzanian Government pbllcy
on major lssues, It is hoped that the importance of the
interaction between political cholces made by the Tanzanian
Government and the development of the Tanzaniah ecoﬁomy will

become gpparent in this chapter,

Bt

) k27The President's disenchantment is probably strengthened
by the fact that the capitalist class in Tanzania is largely
made up of non-Tanzanians, 1i,e; Europeans and ‘Aslans, many
of -whom are-fiot. citizens of “the country.
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Although the E&st~African territories of Kenya, Uganda
and Tanganyika were ruled separatéiy by the British during

28 (the first two as Crown coionies and

the "éolonial period"
the last as a trust territory), there has been a long his~

" tory of close economic cooperation between them. From 1920
until 1966 they had a common currency, the East African
shilling, which was closely 11nked to the pound sterling. In
1923, Tanganyika, although still retaining a separate customg
department, joined an alread& exlsting arrangement between
Kenya ana Uganda whereby the free transfer within East Africa
of all domestically produced goods was agreed upon.29 In

1927 the agreement was extended io Include the free movement
1ntefterr1toria11y of goods imported from outside East Africa,
In practiée sincg the early days of economic cooperation the
three countries have had a common external tariff-on virtually
all imports enteripg East Africa from the rest of the world,
Aléhough there has, until very recently, been no formal commit-

ment to maintaining a common external tariff,30 it has been

28At various times in the recent history of East Africa
there has been serious debate about the possibllities of a
political federation between the three countries, most notably
in the early 1920%s and again at the stage of political in-
dependence in the early 1960%s,

2 .

9Ndegwawu op, cit,, page 85,

0

3 In the most recent attempt at formalizing economic co-
operation between the three East African countries there is
arclause specifying a common tariff: see, Treaty for East
African CO-‘ﬁEe ation Government Printer, Nalrobi, 1967, Arti~

cle 5, page %, See also below, pp.42-45, for a discussion of
some of the major provisions of the new Treaty. ‘

I3
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 the custom for the Finance ministers of the three territories
to consult eaéh other before making changes in tariffs on
specific ltems, This became virtually inevitable once the
countries had agreed on the free movement interterritorially
of goods imported from outside East Africa. Thus "the cus-
tdms union among Uganda, Kenya and Tanganyika...defeloped
into a de facto common market..."31

The other major area of economlc cooperation between
the East African countries has been in the common admini-
stration of certain important services, Here again there
has bee£ a history of close cooperation, From 1927 until
1948 under an advisory body, the Conference of Governgps of
British East Africa, customs tariff, railway rates, the posts
‘and telegraph systems and scientific research activities

were coordin.ategl.32

‘After the Second World War the common
administration was given é permanent constitutional basis
with the setting up of the East African High Commission
wﬁicﬁ administered about thirty services and departments,
During the early years of the:High Commission {which lasted
from 1948 until 1961), cooperation between the three East

African countries was extended, The railway systems were

amalgemated in 1948 and a common rall tariff was introduced:

3 ' o ‘
3 Ndegwa, op. cit.,, page 85, The East African countries
also have jolnt administration of excise and income tax,

. 32For information on the history and workings of cpmmon
services An _FEast Africa see Jane Banfield, "The Structure and
AdministrafiEh»of the East African Common Services Organiza-
tlon," a chapter in Federatlon in East Africa, C, Leys & P,
‘Robson: (eds, ), Nairobi, Oxford University Press, 1965, especi~

“ally pages 39-34.
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the East African Airways. Corporation was established with so
sole reéponsibility for devéloping internal air services;
the Posts and telecommunication administration was made an
independent commercial undertaking;33 and statistical and
research activities were significantly expanded by the High
Commi ssion secretariat in Nairobi,

With the prospect of political independence for all
three countries the High Commission was replaced in December
1961 by a new body, The East Africéﬁ'Common Services Qrgaﬁ-
ization (EACSO), Instead of being ultimately responsible to

_the British Government, as was the case with the High Commis~
sion, the executive of EACSO is responsible to the three
BEast African Goverrnments, In tefms of its major functions
EAdSOAdoes not differ muég*from thé High Commission, A dis-
tinction is usually méde between the self-contained services
administered by EACSO (i.e, those services which ﬁay thelr
own ﬁay like the rallways, East African Airways and the Post
aﬁd Telegraph system) and the non selfcontained services
(such as the Invome Tax and Customs and Exclse Department,
and the Statistical and Research Departments),

One 0ther area where there has been an atfempt at cooper-
ation betweeﬁ the three East African countries has been with

respect to industrial licensing. In 1952 an East African

Pivid., page 32.

TN

-
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Industrial Licensing Coﬁhc;lBu was set up with powers to
detérmihe a 1ist of "scheduled" industries. Licenses to set
up new establishments in these industries are supposed to be
graﬁted by the Council only after the considefation of any
objection by a 1ocallproducer, the object being to protect
manufacturers within the East African common market, At
present there are ten scheduled 1ndusti~ies,35 the 1list having
remained unchanged in the past ten years, In practice the
granting of licenses has become virtually automatic,.

It+1s generally agreed ?hat Kenya has derived grsater
benefits than Uganda and Tanzania from the close economic .
links between the three countries, 'Whetﬁér Tanéania would
be better off today (in ggrms of her échievements of and
potentialities for economic growth), if she had not been part
of the common market is anlinteresting, but of course unan-
swerable question, A more relevant question whié; has been .
of, paramount concérn in Tanzania in recent years is whether
it 1s in Tanzanla's interests to cohtinue these traditionally
close links with her neighbor;. A number of sconomists have
~-tried to measure the benefits and costs of the common market

and the‘common services to each of the three countries,

32"Mea\d.e up of the three prlncipan civil servants of each

of the countries Ministries of Commerce and Industry. See
Investment Opportunities in Tanganyika prepared for the Gov-
ernment of the United Republlc of Tanzania by the Economist
Intelligence Unit, page 59, .

35Cotton-yarn, cotton piéce -goods other ‘then nitwear,
cotton blankets, wcolen piéce goods other than knitwear,
woolen blankets, fabric spun from sof't fibres other than fibres
derived from cotton and flax, steel drums, glasswave, sheet
or window glass and netal Window frames, metal doors, and
door frames,
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The advantage to Tanzania from thg common services have
- been significant, Tanzania has always suffered from a tre-
mendous shortage of trained adﬁinistrati&e personnel, Thus
.the shaping with Kenya and Uganda of a commoh tax collection
administration, a common posts and telegraph service and the
many other services (performed first by the East African
High Commission and then by EACS0) has helped economize on
the use of one of'Tanzanla's scarcest resources?6 Moreover
the operation of some of the self-contained services has
seemed to work to Tanzania's advantage, Professor Hazlewood
has concluded that the intra~Tanzanian sectors of East
African Rallways and East African Alrways are belng subsidized
by the Kenyan and Ugandan sectors, which serve more densely
populated and often moreﬁdevelopéd areas,39

On the other hénd the workings of the common market have
been much less clearly favorable to Tanzania, Tﬁé two main
a?véntages uéﬁally citedlin support of larger free trade
areas belng formed between und;rdeveloped countries ére (1)
the increased investment (both domestic and foreign) which
results from the exlstence of a larger market, presumably pro-

tected by tariffs on goods ilmported into the free trade area

36Though 1t should be pointed out that Kenya has bene-
fitted in a different sense (in terms of greater employment
and income) from the placing of EACSO and all the self-con-
tained services headquarters in Nairobi,

3'?A:rthur Hazlewood, "Economic Integration in' East Africa,"
a paper présented to an International Seminar on Ecoromic
Cooperation in Africa, sponsored by the University College,
Nairobl and The Congress for Cultural Freedom in Nairobi,
13-18 December 1965, page 2,
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.from countries outside the area; mainly because of economics
of scale, 1nvestments which would not have ‘been profitable
to undertake if the market was the smaller one existing in
one country alone; (2) the inéreased trade and speciallzation
that results within the larger common market,

In the case of the East African Common market both of
these favorable consequences seem to have resulted, With
the added advantage of a stable common currency the East
African market as a whole has probably been more attractive
to prospeqpive investors thén would any of the-ihree coun-
tries alone; even though the advantages of a duty-free area
have been somewhat offset by the poor communications and
long distances over much of East Afrlca especially in Tan-
zanla, The advantages of aflarger common market have béen
most evident in more recent years, when with growing incomes
and better communications, East Afriea has seen the~estabe
lishmeﬁt of a number of new industries, manufacturing mainly
cons;mer goods, Certailnly ﬁrade between the three countries
has increased very rapidly, especlally in the post Second

World War period,38

One indicator of the growing 1mportance
of trade within the East African Common Market is fhe in-

creasing share of the three countries total imports that is
coming from theilr partners in the common market, The ratio

of interterritorial to total imports for the three countries

W

38For a,de;ailed description and discussion of the

growth of intercountry trade see Ndegwa, op. cit., Chapter
Iv,
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COmbihed grew fron 17.9 pé;cent in 1956 to 22,2 percent in
196339 and tov25.l percent in 1965“0. Tanzania's exports
to her neighbors grew at an average annual rate of 20.7 i
pervent between 1960 and 196541 while her imports from ' -
Kenya and Uganda in the same period grew at an average rate
of 12,7 percent per 3,rea.r.,L"2
However these statistics are misleading indicators
of the impact of the Common Market on the Tanzanian economy,
Most of t@e industrial development that took.place in East
Africa in the preindependence perlod was centered in Kenya,

particularly around Nairobl. And since independence, él-

though Uganda and Tanzania have attracted a number of new

AL

i)
manufacturing inclust):'-ies,l""3 Kenya remains far ahead in terms
' .

of 1ndustrial,development. Por strong historical and geo-
graphical reasons Nalrobl has long been the financial and

commercial centre of East Africa, It is not surﬁfising

39Ibid., page 42,

Lo ‘
East African Customs and Excise, Annual Trade Report
of Tenganyika, Uzands and Kenya for the year ended 31 Decem-
ber 1965, Commissioner of Customs and Exclise, Mombasa

411965 has been used as the termlinal year instead of
1966 in.order to emphaslze the fast rate of growth; for in
1966 trade between Tanzania and her nelghbors was less than
in 1965 partly becauses of restrictions imposed by Tanzania;
see below, page 39.

] 1"2'1’1'1ese growth rates are derived from the figures in
Table 1,1,

UBSee below, pages 50-~52, for some-detalls of recent
industrial”gPowth in Tanzania,
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country exporfé which fell into SITC Sections 5-9 roée from
32.7 to 48,5 percent., This éontrasts with shares of 11.8
and 9,3 percent in 1959 and 1963 for manufactures share of
domestlc exports (i.e, exports from East Africa to the rest
of the world)‘,L"9 Gliven Kenya's more advanced state of in-
dustrial development it is not surprising that she enjoys
vthe lion's share of interterritorial trade in East Africa.
In each year between 1959 and 1963 Kenya accounted for more
than 60 percent of total interterritorial exports while
Tahzanla'q‘share fluctuated from a low of 8.9 percent to a
high of only 12.8 percent in the same period. On the other
hand in each of the years betwsen 1959 and 1963 Kenya accounted
fbr'less than 31 percent and Tanzania for more than 39 per-
cent of total Lnterterritofzal 1mpofts.50

There are two seeﬁinglx distinct ways in which the
Common Market can be sald to be working to Tanzania?é disad-
vant?ge. The fifst-is in terms of the concept knoun as "trade
diversion“,51 By trade diversion in a common market is meant
the situation where a good whichywas formerly imported from
a non-member country of the common market is now produced
under protectlon in one of the member countries. In East
Africa this type of import substitution has teken place mainly

in Kenya, and Tanzania finds herself purchasing manufactured

Lo

O1p14, ,page 3.
51

This was introduced by Jacob Viner in The Customs Union
: Issue, New York 1950, Chapter IV,

Ibid., page 46, Table IV.3,
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goods from Kenya whlch_shé presuﬁably would have purchased
from outside East Africa if there had beeﬁ no protection and
no consequentuproduction in Kenya, 1If we assume that these
goods Tanzahla buys from Kenya are as expensive as the
equivalent imports from outside East Africa would be after
the levying of customs duties,52 then as a result of the
trade diversion, the Tanzanian Government suffers a loss of
.customs revenue (and foreign éxchange reserves) equal to
the duty foregone on these goods, Because the consumer in
Tanzania payé the same price for his purchase there is no
-gain in welfare to him, To the extent that the price of a
Kenyan good is less than the c¢,i,f. price of imports from

. outside East Africa plus tge import duty, there is a gain
in welfare (really a lower loss 1n‘%elfare‘when compared with
the "free trade" situation) to thé Tanzanian cohsu@gr which
offsets the loss in revenue to the Government, Oné\studeht
of the benefits »i' and costs of the East African Common Mar-
ket in the early 1960ts concluded thatv

Tanganyika bears the largest share of the costs
of import-substitution, both because the value

k3

2One East African economist believes that this is a

realistic assumption, Dharam Ghai, "Territoriszl Distribution

of the Beneflts and Costs of the East African Common Market,"

in Leys and Robson (eds.) op. cit., page 80, However, for a
different view see Alan Roe "Terms of Trade and Transfer Tax
Effects in the East African Common Market: An Empirical Study,"
Economic Research Bureau Paper 68 A, The Economic Research :
Bureau, The gniversity College, Dar es Salaam; see also
Chapter VI, Pp.255256 belo%.

j
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of her imports from the other territorles is

.about 50 percent greater than those of either

Kenya and Uganda and also because the average

protection on her Ainterterritorial imports,

or taxation on foreign competing imports, is

greatest, 5

The fact that the average protection on Tanzania's inter-
territoriai imports 1s greater than that of the interterritor-
ial imports of her neighbors is further evidence (given the
prevaliling tariff structure in East Africa) that Tanzania
exports mainly primary products to her neighbors while im-
porting JJargely manufactured products from them,su
A second way of looking at the workings of the Common

Market as being to Tanzania's dlsadvantage 1s in terms of
investment and emplbyment opportunities lost as a result of
being part of the CommonaMarket. ‘It is possible that if
Tanganyilke had not jbined'the Common Market in the 1920°'s
more investment would have taken place in Tanganyika than
hgs actually 6ccurred‘since then, Moreover the multiplier
effects and external economies in Kenya probanly lead to
caplital, and 1ess,1mportantly“to labor, being attracted to
Kenya from Tanzania. Hirschman has dealt at length with
the possible adverse effects of a closer econcmic unlon be-
tween soveréign units on the less developéd »f the partners

in the union terming them "polarization" effects.55 These

are akin to Myrdal's "backwash® effects experlenced by under-

Y

L
L 3 See Ndegwz, op. cit., Table IV.8 page 57 for detalled
evidence of thls,

55Hirschman A.0., The Strategy of Beonomlic Development,
Yale University Press, New Haven, 19)8 Chapter X, especially
‘pages 187-190. \

SN
¥
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developed couatries as a result of trading with more devels.
oped coum:riesx‘,S6
It 1s worth polinting out that this second way of looking

at the disadvantages which may be experienced by a less
developed partner in an economic union is not reélly a Sep=
arate cost, which is different from the cost incurred as a
result of trade diversion. If we méasure the cost to Tan-
zanla in terms of the customs revenue foregone57 we cannot

t the same time count the cost of investment opportunities
foregofie as a result of the common market, For, if this
investment and import substitution were to take place in
Tanzania behind Tanzaniats own tariff walls then imports
from the fest of thé wordd would decline and the import
duties would again not be received by the Government, Thus
Tanzania's real income loss is meas ured elther in,terms of
the reduction in revenue from lmport duties or in terms of
the cost of inveétment and employment foregone. However it
should be pointed out that Tapzania 1s not indifferent be-
tween these two "measures! of cost., Compensation for revenue
loss would not make up for the national income lost from
foregoné investment since the latter isxvery likely to have

beneficlial "multiplier" and "external economicsh effects,

56Gu1rmza.r Myrdal, Economic Theory and Under-Developed Re-
gions. London, Gerald Duckworth & Co, Ltd., 1957, pp. 27-29,

57 !"\_\ R .
The method used by Ghai, op. cit,
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Of course the common market:cgn‘work in the opposite direc-
tion, i.e. to Tanzania's favor, in the sense of more invest-
ment in import substitution taking place and Tanzania there-~
by being able to lncrease her exports to her nelighbors,

Quite clearly Tanzanlia has lost more than she has galned from
the Common Market over the years in this respect, _gg9ugn/'\
in gene£a1 there must have been some beneficial "spillovér"
or "spread" effects58 on Tanzania resﬁlting from Kenya's
‘expansion.

Over the years a number of commentators have held the
view that Tanzania has not benefited much, if at all, from
the workings of the East African Common Mgfket. Ag early
as 1932 a British expert, 33r SydneylArmitage—smith, advising
his government on Tanganylka's financlal position, took a
gloomy view of Tariganyika's membership 1in the Common Market,
While recognlzing the a priori appeal of closer ecoﬁémic ties
in East Africa o

The idea of a large Eagt African Territory, with-
out customs barriers and open to the free ex-
change of goods, i1s a prior) attractive,.,.59

58The former, "spillover" effects 1s the term Hirsch-
man uses for the opposite of "polarization" effects; the
latter, "spread" effects is Myral's term for the opposite
of "backwash', ‘ -

- 59Report by Sir Sydney Armitage-Smith on a Filnancial
Mission to Tanganylka, 26 September 1932, Presented by the
Secretary of State for the Colonies to Parliament by Command
of. His,Majesyx\gitober 1932, London HMSO 1932, CMnd 4182,
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his examination of the details of intra East African trade

led him to comment that

there is no escape from the conclusion that, ..
the protection afforded to the other territories
has injured both the consumer and the revenue of
Tanganyika and that their injury has been accen=
tuated by the suspended duties...,The loss which
the revenue of Tanganyika has suffered and is
suffering through the exclusion of foreign and
revenue-producing foodstuffs ete,, is not offset
by the advantage to its producers of exporting
rice and ghee _to the neighboring territories
free of duty,-'6

¢//And he went on to recommend

e

«« s that Tanganyika should take steps forthwith
to levy customs import duty at the same rates
on foodstuffs imported from Kenya and Uganda as
.those chargeable on foodstuffs imported from
foreign ports, and cease to deplete her revenue
and impoverish her citizens by protecting the
product of her neighbors,bl

It is interesting that in recent years the views of“the Tan-

zanlan Government have been so strikingly similar to those

; .
of Armitage-Smith, although now the problem is not the im-

balance in the trade of foodstuffs but the imbalance in

the trade of manufactured products.

We do not have the time here to examine fully the his-

torical antecedents of the founding of the East African Com-

mon Market, It does seem falrly clear however that the views

of the white settlers in Kenya in the 1920's had much to do

6°1b‘1d'. . Pages 22, 25,
Ibid,



T T T e R, IR e A ) ST e VIR T L S PR e A,

3

with the British Government accepting the idea of a Common
Market for.the whole of Eaét Africa with protective tariffs

on a number of products, Armitage-Smith's comment that

"there can be no doubt that the Agreement‘foormlng the Con-
mon Market/was conceived and carried into effect on the
assumption and in the hope of mutual advantages and unfettered

62 NN

trade,¥ is less accurate than Jacob Viner?'s reference to

the East African common market as:

eoee8 Striking instance where a territory

Tanganyika/ was brought into a customs

“nion by external authority in order to

provide an expanded field for the tariff

protection of the %ndustries of another

country / Kenys/,
Acting on the advice of the Bowring'Committee, which 1t had
appolnted, the Kenya -Government in 192# introduced protec-
tive tariffs, averaging 30«50 percent, for sugar, timber,
wheat and wheat flour, butter ghee, cheese, ham and bacon.64

These tariffs became relevant to Tanganyika too since she

6
had first Joined with Kenya and Uganda in 1923, 5 Towards

621414, , page 19,

63Viner, op. cit., quoted in Peter Newman "The Economics

of Integration 1n East Africa," in Leys and Robson (eds,) op,
Lk, page* 58,

64Ndegwa. op. ecit,. page

65

See page 19 above,
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- the 'end of the 1920%g a tarlff committee in Uganda complained

" of the poor quality and high prices of Kenya goods being pro-
~duced behind the protective tariff barriers, But they never-
theless récommended the contlnuation of the common market and
the existing tariff structure,66 perhéps because it was
already clear that Uganda with its close geographical and
communicatiéﬁ tles with Kenya benefited on balance from the
workings of ﬁhe tommon itarket, As we saw earler67 Armitage-
Smith, viewing the market from Tanganyika's viewpoint,“took
a less sanguine position, )

The workings of the common market did hot becomé a
controversigl lssue again until the second half of the 1950!'s,
Then a number of factors lgg to renewed concern in Uganda
and Tanganyika that they were not benefiting from ﬁhe Common
Market as much as Kenya, Firstly the slump in export prices
after the end of the Korean War led to the pbst wai?boom
in East Africa Eeing short-flived.68 Secondly, as already
mentioned, Kenya was enjoying an increasing sharé of inter-
territorial trade as a result of her more rapld growth in
manufacturing industries, . Thirdly there was now more aware-

ness in each country of the need to speed up the rate of

66Ndegwa, op. clt., page 95.

67See page 32,

68Uganda in particular suffered from the fall in export

prices, ) R
TN
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- growth and arguments that the common market might be a drag.

~.on development, especially of the 1ﬁdustr1a1 sector, in
Tanzanlia and Uganda, were coming to the fore, Fourth, with
the approach of political independence the individual ter-
ritories were more concerned with the possible inhibition
on indepehdent fiscal policy whichresulted from being part
of a closely 1ntegratéd common market,

The first attempt to satisfy the grievances of Uganda
and Tanzania resulted from the recommendations of a Commis-
sion, (generally known as the Ralsman Commission after its
chairman) set up by the Colonial Secretary to examine the
workings of the Common Market and the Common Services.69
Recognizing that the existing_arrangements worked more to
Kenya's advantage than to Tanzania's and Ugandat's, the Rais-
man Commission proposed a seheme for the redistribuﬁion of
revenue from Kenya to Uganda and Tanzania, Under fhis scheme
each, country contributed L0 percent of net yearly proceeds
from income tax charged on the profits of manufacturing and
finance companies and 6 percent Ef each countrj's net yearly
collection of customs duties_and exclse taxes, 50 percent
of thls revenue was to be distributed to the celf contained

services of E.A,C,S5,0. and the other 50 percent in equal

‘ 69East Africa, Beport of the Economic and Fiscal Commis-
sion, London, Her Majesty's Stationery Office, Cmnd 1279,
1961, . :

n
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parts to the three coﬁntrie's° Since Kenya earned more from
‘company income tax and from custom duties and exclse taxes,
Tanzania and Uganda would contribute much less than Kenya
to the costs of the non self-contained services. Ndegwa
has estimated that in the fiscal year 1962-63 the Raisman
scheme saved Tanzania 6,2 million shillings compared with
the old system of assessing contributions to the cost of
the non self-contained services of E.A.C.8,0, On the basis
of most estimates of Tanzania's tariff revenue for income
loss, the Ralsman formula did not go anywhere near compen=
sating Tanzanla for her loss of customs revenue as a result
of trade diversion in the Common Market, Furthermore the
Dispributable Pool did nothing to attack the root of the
problem, the imbalance 1n Industrial development in East
Africa,

In the early 1960's there was much talk of theU;ossibile
ity oF a politicél féderatiog between the three @ast African
countries, Pngsident Nyerere had even offered to delay
Tanganylka's 1n&épendence untiL.ﬁenya and Uganda received
thelrs in order to facilitate the formation of such a fed-
eration, But the nationalist leaders in the latter two
countries, eégécially Uganda where there was inciplent in-
ternal dissension, were reluctant to commit themselves, In
a political federation with more centrally directed planning

of economic d%gs}opment for the whole of East Africa, Tan-
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ganyika would expect a larger shere of any new investment in
industry than she would expecﬁ to receive under the existing'
common market errangement, When in April 1964, talks on
federation broke down, Tanzania (the union between Tanganyika
and Zenzibar was formed in the same month), by threatening
to withdraw from the common market and to have its own cur-
rency, put pressure on her nelghbors to modify the free trade
nature of the common market so that the imbalance in East
Africa industrial development and interterritorial trade
could be correoted.7q It wae at this time too that Tangan-
yika's first Five Year Plan was belng drawn up in which in-
dustrial development was to recelve important emphasis.71
Largely as a result of Tanzania's pressure the economic
ministers of the three countries formed an Emergency Committee
"to inqulre into fhe meesures necessary'to bring about a
trade balance betwsen the three Fast African countrids,"??
Uganda refused to 1link any discussion on a possible political
federetion with the talks on\trade imbalance, As a result
of the meetings of@this committee the Kampala Agreement
was arrived at by the Minisﬁers at the end of April, Under

the Kauwpala Agreement five methods for correcting the imbalance

70See The Tanganyika Standard, Dar es Salaam, Aprii 8
and 9, for Nyerere's reported positlion at this time,

71 .See below » DB50-53 for more details of industrial
development in ‘the plan period, 1964-1969,

72Kamga1anAgreemen as 1ssued by the Information Service
of the United Republic of Tanganyika and Zanzibar, Dar es
Salasm, 1964, page 1,



. in trade were put forward:

(2) Immediate action with certain interterritorially
connected firms to increase production in a
defiecit country and thereby reduce imports from
a surplus country,

(b) Agreement as to the immediate allocation of
certain major industries.

(¢) The application of a system of quotas and sus-
pended quotas whereby exports from surplus
countries would be progressively reduced, and
local production increased in the deficit coun-
tries according to the building up of the pro-
ductive capacity of the deficit country.

(d) Increased sales from a country in deficit to a
country in surplus,

(e) Early agreement within the East African Common
Market on a system of inducements and allocation
of industry in order to secure the equitable
distribution of industrial development as between
the countries,?3

In addition the Kampala Agreement provided for the for-
mation of a Committee of Industrial Experts to analyse methods
of locating industries in those countries.

Under the first method, (a) abéve, for,correcti;g trade
balagces. four ihdustries (Eobacco, shoes, cement and beer),
which were already operating in all three countries were re-
quested to expand their broductign in order to supply as much
as possible of the demand of each country for those products
out of domestic production., It was estimated that if Tan-
zania ceased té import these products from Kenya and Uganda
the interterritorial deficit of 178 million shillings would
be reduced by 42 mill¥on shillings, Under the second method

(b) Tanzanla was .to be given exclusive rights (under the
RN

—

?BIbid., page 3,



Indﬁstrial Licensing Acts). for the manufactufe of aluminﬁm
foill, circles and plaiﬁ sheéts; wireless radios and parts;
and motor vehicle tires and tubes.7u

But the Kampala Agreement was never properly implemented,
The Kenyan legislature, aware of the effects the agreement
might have on Kenya's flourishing export trade to her East
African partners, dragged its feet over ratification. More-
over polltical relations between Kenya and Tanzania were
becoming somewhat strained at this time. The Kenyan dbvern-
ment viewed with suspicion Tanzania's increasing ties with
China and the Communist countries of East Europe -- during
1964 and 1965 Tanzania had negotiated bilateral trade agree-
ments with Bulgarlia, Czechoslovakia, Federal Republic of
Germany, Poland. U.S.S.R., Yugoslavia, China and North Korea.75
In May 1965 when Tanzaﬁia announced her intention of with-
drawing from'the common gurreﬁcy arrangement76 and “éstabe-
lishing her own independent currency, the death-knell of the
Kaméalé Agreement was soundéd. For one of the éonditions
which the Kenya delegation insisted on in accepting the
Kampala Agreement was the‘continued existence of. a common

77

. currency, "

741b1d.. ﬁages 6 and 7,

Hadley Smith, Industrial Development in Tanzania, Dar
es Salaam, Institute of Public Administration, Unlversity
College, 1966, page 47,

?6Ib1d'._,,~p\a'\§e 83.

' A77Kampala Agreement, op. cit., page8 .
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Meanwhile Tanzania, following what she believed to be
the spirit of the Kampala Agreement. had imposed quantitative
restrictions on a wide range of imports from Kenya and Uganda,
By the beginning of 1966 Tanzania had listed 91 classifica-
tions of imported goods from Kenya and Uganda which require
application for Specific Import Licenses, According to the
terms of the Kampala Agreement the imposition of quotas was
to be formualized by a later exchange of letters but this

has not been done, Smith fqund that Tanzania issues licenses

«+..0nly for monthly periods in accordance with
demand and production to prevent excessively

high local prices and encourage local industries,
Licenses for paints, distemper, enanels, lacquers,
and varnishes below specific prices are not granted,
The import of galvanized iron sheets, aluminum
clreles, coils, sheets and plates and aluminum
domestic wares and household articles is pro=-
hibited, Shirts costizg less than Shs 250 per
dozen f,o0,b, may not bé imported, 1In practice, 8
outright prohibition is used rather than quotas.7

Tanzania's imposition of quotas began to affect interter=
rigorial trade in 1965 and even more sharply in 1966, Tan-
zanla's lmports from Kenya and 'Uganda had grown rapidly be-
tween 1959 and 1964 (at,an average annual rate of 13,9 percent),
Interterritorial imports increased by only 6,4 percent in
196577 and in 1966 they fell below the record 1965 level. But

Tanzanial's exports to her partners which had begun to rise at

78Smith. op. cit., page 83 /-my emphasis?.

79 - :
,"See ggh;g‘l.l.
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ka rapid fate after 1962 (even though they remained sméll 1n.
absolute terms), also fell 1ﬁ 1966 from the record high of
118 ﬁillion shillings 1n.1965.80
A look at the more detailed statistics of the trends in
the exports ¢ and imports of individual items being traded
by Tanzanla with Kenya and Uganda reveals some 1ntep¢sting
changes, In 1960 Tanzania's exports to her partners of
nanufactured gSods (1.e, goods falling under Section § of
the S.I,T.C, classification) constituted only 7 percent of
total interterritorial exports. By 1966 this share had risen
to 36 percent.81 The main increase occurred between 1963
and 1965 when Tanzania began exporting cotton fgbrics, blan-~
kets, corrugated plates, aluminum coils, and footwear, to her
neighbors following the establishmeﬁt of manufacturing plants
in these industries, waever by 1966 ﬁhe growth in inter-
territorial exports of these commoditieé had been ré@ersed.
For cotton fabriés; corrugated plates and footwear the high
was ;eached in 1964; for blankets and aluminum c;ils in 1965.82
On the 1mport‘s1de, the decline in the interterritorial
imports of certain manufagturéd goods began in 1964 and was
markedly -accelerated in 1965. The imports of cigarettes from
Kenya fell from 22.5 million sht%iings in 1963 to 16.5 million

8oAt the same time Tanzania's imports from outside East
" Africa rose by 13.8 percent in 1965,

8J'Resnick, op. cit,, Appendix Table 10c.
Ibid,, Table lla,
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in 1964, 7.3 million shillipgé in 1965 and 3.3.million in
1966, Imports of corrugated plates and sheets fell from a
high of 7.5 million in 1963 to 2.9 million in 1964 and to
only 0.1 million shillings in 1966, Imports of clothing
from Kenya fell oﬁ‘dramatically.in 1966 to 3.6 million
shillings from more than 20 million shillings in 1965.83

The extent to which the falling off of interterritorial
trade in recent years has been due to the restrictions im-
posed following the Kampala Agreement rather than to a pro-
cess of import substitution within East Africa which would
have occurred anyway as firms in industries like cigarettes,
beer, clothing, etec, expanded into Uganda and Tanzania would
require further study. In any event no one in East Africa
was really happy at the prospect of further deterioration
In economic and political relations between‘thé East African
countries, Although Tanzanla had herself 1ntroduc;d the
res;rlctions on‘trade and initiated the breakiqg up of the
common currency system, she valued too much the obvious
benefits that she derived from %he common services, Moreover
if the common market could be modified so as to enable Tan-
zania and Uganda to share more fully in fubure industrial
growth in East Africa the clear advantage of close economic
cooperation could be maintained,

Accordingly in September 1965 the three heads of State

appointed a ‘Commission to examine how economic cooperation in
e

8
3Ib;.d., Table 11b,
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East Africa could be sfrengthened, The Commission, headed
b&«KJeld Philip, an economlist working for the United Nations
and former Minlster for Finance in Denmark,su was glven very
wide terms of reference, Essentiélly it was concerned with
the future regulation of the Common Market and the future
operation o6f the common services. The fruits of the Philip
Commlsslon were a far reéching "Treaty for East African
Cooperation," agreed to by the heads of State in June 1967,
and which came into effect from December 1 1967.85 In the
Treaty relatbns between the three countries were formalized
through the establishment of an East African Community with
the East African Common Market and common customs tariff as
an integral part of the Community.g6

For our purposes, thé most 1nterest1ng aspect of the
new Treaty is the provision for the introduction of a trans-
fer tax on certain goods entering interterrltorialhérade.
Unlike the Kampala Agreement the Treaty bermitqlno guanti-~
tative restrictions, 1l.,e. no quotas, on goods produced in

; 87

on State and exported to a partner State. Instead a

Sl’smth, op. cit., page 94,

5
Treaty for East African Cooperation, printed on behalf
of the East African Common Services Orgahlzations by the
Government Printer, Nalrobl, Kenya, 1967,

Bélbid., Articleg 1 and 5,

87Exception to thls ban on quotas is provided fér in case.
of geheral,ﬁglance of payments problem, see Treaty for East
African Cooperabtion, op. cit., Article 12, pages 8, 9.
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transfer tax';s envisaged as‘one device for preventing fur-
ther 1mba;ance in industrial development and trade in manue
factures within East Africa., This transfer tax is really a
tariff on interterritorial trade and may be imposed on manu-
factured goods by a country "which is in deficit in its to-
tal trade in manufactured goods" with the other two coun-
tries, In addition transfer taxes can only be imposed on
manufactured goods of a Partner cbuntry where the value of
these manufactured goodé does not exceed the defic;t in trade
between the country imposing the tax and the countiry pro-
ducing the goods. PBurthermore, transfer taxes may only be
imposed if at the time of imposition "goods of a sinilar
description are being manufactured ;n that State or are
reasonably expected toAbe manufactureq in the State within
three months of the imposition of the Tax", Finally the

industry within the tax imposing country must have'the

! s capacity to produce in the ensuing year - {(a)

a quantity of goods equivalent to not less than

15 percent of the domestic consumption within that
Partner Sate of goods of that particular kind in the
period of twelve months immediately preceding the
imposition of the tax; or (b) the goods of that
particular kind having an ex~factory value of not
less than 2,000,000 shillings,

The maximum rate at which the transfer tax can be im-
posed is 50 percent of the duty on the same goods entering

x the tax imposing Partnew from outside East Africa, Should
the imposition df. a transfer tax result in "a significant
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de#iation" of trade (i:e. where the country imposing the tax
now tends to import from outside East Africa goods it used k
to import from one of its partners in East Affica), the
country imposing the transfer tax, with cooperation from its
partners, is required to "take measures to counteract such
deviation and.,,.to make such measures effective," PFinally
there 1s provision for the revoking and freezing of transfer
taxes in certain circumstances, A country can request the
Common Market Counc%; to agree to a revocation of the trans-
fer tax on a particular commodity if the tax-imposing country
begins to export (to the other Partner States and to the

rest of the world) 30 percent or more of its domestic Pro-
duct of that commodity, More genera;ly where one State ex-
‘ports to its Partners 80Apercent or more of what it imports
from them in the same year, "that Partner State shall not
thereafter be entitled to impose any new transfer ta;Uor
brlng,any suSpendsd transfer tax into operation; but this
paragraph shall(not affect any subsisting transfer tax," Ale
though no new taxes will be permiéted after 1985 and each

tax may only be applied for a maximum of elght; years; the
entire system will be reviewed in 1972 in order to deter-
mine whether or not it is bringing about the industrial ba-

lance it.is tryilng to promote.88 We shall examine in detail

8

The above description of the more important aspects of
the transfer tax is a” summary of the Article on the tax in
The Treaty, op7 ekt., Article 20, pages 12-18,
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in Chapber VI the implications for Tanzenia of this new
transfer tax.A Will it assisﬁ the promotion of industries

In Tanzania? Can we use the concépt of effective protection
to help 1In choosing those products on which a transfer tax
could most usefully be imposed? Waat other cfiteria,can

be used in choosing which products are sultable for the
transfer tax? These are some of the quesfions we shall look
at in Chapter VI, ‘

Another interesting feature of the new Treaty is the
establishment of the East African Development Bank which will
act as a source of financial and technical assistance for
industrial development in East Africa. At first though (1i.e,
at least for the first ten years), 1£ 1s envisaged as playing
a slgnificant role in correcting the industrial imbalance
among the three countriés. To this end, Tanzania and Uganda
will each receive 38 3/4 percent of its resources and Kenya
22 1/2 percent dﬁring the first ten years of the Bank's op~-

eration.89

With regard Po the future oberation of the common ser-
vices the Treaty ﬁrovidqs for substantial decentralization
of the headquaréers of different branches of E.A.C.S.O.gO
This should meet the long standing oblections of Tanzania

and Uganda, who saw Kenya benefiting through greater em-

893ee the Treaty, op. cit,, Annex VI for the Charter of
the East African Development Bank,
9 0 . : “/\\\\' .
-Ibld.,. Cheptexr XXII.
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'ployﬁent and 1ncome; from the existence of almost all of
E.A.C.5.0.'s administrative opsration in Nelrobi. Tt is of
course too early to say anything about how the new Treaty is
working since it has not been really implemented as yet,

But it 1s somewhat encouraging for the future of East Africa
econémic ¢ooperation that two neighboring African states,
Somalia and Zambla, have expressed an interest in joining
the East African community.91

hy

Mpor a discussion of the possibility of a greater ecow
nomic ‘tiebetw the countries of Eastern and Central Africa
see Ndgewa op., cif,, pages 120-135, 141-147 and Smith, op.

clt., pages 90-~93,
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In tegms of the growth rates for important aggregates
shown in Table 1,2 the performance of the Tanzanlan economy
in recent years appears to have been reasonably satisfactory.92
Mohetary GDP has grown at an average rate of more than 7
percent since 1954, However this average rate masks the
significant fluctuations that have occurred in the annual
growth rate, w1tg agriculture and particularly the export
of agricultural pfoducts playing such a large role in the
Tanzanian economy, exogenous  factors {such as the weather
and the prices of primary products on the world market)
can significantly affect the rate of growth of GDP in any
particular year, Thus in 1961 a severe drought together with
a fall in export prices led to the value of Tanzania's ex-
ports belng reduced zo more than 10 percent below thelr 1960
level, When in 1965 the price of sisal on the worldjgarket
fell gy more than.BO bercent Tanzanla's exports of sisal
fell by 151 million shillings and her total domestic exports
fell by 143 million shillings ox gy gbout 10 percent, even

9zThese Statistics on growth rates must be treated with
some cautlon since they depend on the terminal years chosen,
Given the tendency fcr fluctuation in the output of agri-
culture in Tangania, the choice of terminal years is es=
peclally crucial here, since agriculture is such an impor-~
tant part of GDP in Tanzania, Smith used 1965, a year in
which GDP grew very slowly, as his last year, For growth
rates in the period.1960<65 (which tend to be lower than
for 196066, though not by much for meny measures) see Smith,
op._cilt. page é}gfome of which are reproduced in Table 1,2,

T : o
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Table 1,2

Average Annual Growth Rates for Major Tanzaenian Aggregates
for Selected Perlods from 1949-1966

, Per cent
» : 1949-54  1954-60 1960-66 1960-65
Total GDP L.6 6,7 5.2
Monetary GDP . 7.6 8.3 7.0
Agricultural S EPRY
Output : 4L 3.0
, Manufacturing
OQutput 6.4 16,4 12,5
Exports 14,0 6.6 6.6 2,8
Imports k1 3.7 9.4 5.8
Interterritorial : a .
Exports 3.1 25,4 12,4 20,7
Interterritorial .
Imports 11,9 11,52 10,1 12,7

aThese rates of growth are for the period 1954~1958 be-
cause figures for interterritorial trade after 1958

" are not comparable with those for earlier years, because
beginning in 1959 the value of interterritorial exports
and imports did not include excise taxes or any customs
duties paid, . : '

Sources: See Table 1,1,
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though tﬁeraﬁaﬁtlty'index for domestic exports fell by less
' than 2 percent, '

' As mentioned earlier exports make up a large part of
monetary GDP in Tanzania., Consequently there is a corre-
lation between'changes inAexports éﬂd changes in monetary
GDP, But the fluctuations in monetary GDP are less great
than those in exports, One reason for this has been the
steady growth in the nonagricultural sectors of the Tanzanian
economy, But in addition the growth in agricultural produc-
tion in general has been striking, The marketed output of
the agricultural sector (measured in value terms) grew at
an annual average rate of 6.1 percent between 1960 and 1966,
In the case of seven major cash crops.93 the average rate of
growth in this period was greater than 10 percent per.year.gﬁ
Tanzania was cited in a U.S., Department of Agriculture study
on progress in agricwlture as one of the few underdeQZiéped .
countries in which agricultural production had cogsistently

95

outstripped population growth in the post-war years, One

dlsappointing development in the agricultural sector in the
last few years has been the sharp fall-off in the numbers
employed, In each year since 1961 the numbers of wage earw

ners in the agricultural sector has declined, Whereas more

93 - '
Cotton, coffee, cashew nuts, sugar, tobacco, pyrethum
wheat and groundnuts (for tea it was 9.8 percent a year).
94Backgrqqu;to the Budget, 1967-68, op, cit., page 18,
495Changesy1g Agriculture in 26 Developing Nations 1948
to 1963, Foreign Agricultural Economic Report No, 27, Economiec
Research Service-U.S. Dept. of Agriculture, Washingbton, 1965,
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“than 200,000 were employed in agriculture in 1962, the num-

ber had fallen to a 1little over 126,000 in 1966, Thus even
thpugh emplojment had increased in all other sectbrs, ex-
cepting mining and quarrying, aﬁd construction, the total
number employed for wages and salaries in Tanzsnia in 1966
was more than 17 percent below the 1960 level,96 One factor
leading to a decline in numbers employed in agriculture was
the increase in minimum wages which resulted from minimum
wage 1egislation,97 and which led to increased mechanization
and more efficient use of labor in estate agricultufe, es-
pecially on sisal estates.:g Another factor may have been
the relative decline in estate agriculture {mostly owned by
nonAfricans, many of whom were not citizens) after indepen-
dence, _

The growth rate in manufacturing in Tanzania has been
extremely high since 1960 (the annual average from 1926 to
1966 wgs.lé.h percént). Of course the level of manufacturing

production in 1960 was so low that a high growth rate must

T-he viewed with some caution, Nevertheless the list of new

industries that have been.initiated in Tanzaniz since 1960

is impressive, According to a report of investment oppor-

96The United Republic of Tanzania, Statistical Abstract
196 9 Dar es Salaam, Government Printer, 193?. Table 5 1,
page 140; Background to the Budget, 1967-68, op. cit,

?7see smith, op. cit., pages 15-16.
P

~
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“tunities commissioned by the Tanzanian Government,98

From independence to April 1966 nearly 40 major
new industrial or commercial projects either
started operations or reached an advanced plan-
ning stage, involving nearly 20 industries new
to Tanganyika, The most importent were in the
Tfields of textile manufacture, cement production,
oll and sugar refining, sisal rope spinning and
galvanizing and aluminum rolling,

By 1965 three of these lndustries, galvaninzing and |
aluminum rolling, sugar -refining and textile manufacture,
were the first, second, and fifth largest manufacturing in-
dustries in Tanzania in terms of value added.99 In 1965
two sisal factorles started production as did several fac-

100

torlies for making shoes, shirts and soap, Also in 1965

conétruction began in Arusha on a radio é;;;mbly factory, B
an industry reserved to Tanzania under the Kampala Agreement,
Overall in 1965 the net output of the manufacturing sector
rose by 16 percent in velue terms and by 10.3 percent in

101 In 1966 growth was even faster, the net

real t%rms.
output of manufacturing and processing increasing by ever

22 percent, About two thirds of capital investment in the

8
4 Investment Opportunites in Tanganyika, Prepared for the
Government of the Unlted Republic of Tanzania by the Economist
Intellligence Unit, p., 39.

99The United Republic of Tanzania, Survey of Industries
1965, Dar es Salaam. Central Statistical Bureau, 1967. In-
dustries such as grain milling and sisal decortication (which
are more properly part of the agricultural sector though they
are often included iln the manufacturing sector) have been

excluded in th¥s ranking exercise,

0
1tOBackground Lo the Budget, 1966-67, Dar es Salaam,the

Government Printer, 1966, page 28,

1011114, , page 27.
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industrial sector was financéd from foreign sources, Thirty-
elght medium and large factories were completed, most notably
‘the‘large oil refinery and a cement factory, both in the
Dar es Salaam area, However the largest growth in the nup-
ber of companies reglstering in Tanzania took place in small
factories set up to produce consumer goods particularly
food"prOducts and ready-made garments.102 It is the Govern-
ment's view that '
The manufacture of garments, shirts, footwear,
biscuits, mabches and paper products, has been
stimulated by controls of imports....from Kenya
and Uganda pursuant to the Kampala Agreement but
also to the 1964 East African industrial licensing
of new textile production which has encouraged

the Tanzaninan 1n§8§try and textile using industries
such as clothing, .

The production of textiles Will receive further impetus in
the next few years with the opening of three more large
1ntegrat¢d spinning and weaving mills., The first mill to
use lo;al cotton commenced oberations in June 1968, "It
1s anticipated that by 1970 the total capacity of the Tan-
zanian textile industry w;ll be in,,..excess of half the
projected domestic consﬁmption,"lou

4/ One indicator of recent growth in the industrial sector

has been the sharp increase in certain types of capital

lozBéckground to the Budget, 1967-68, op. cit., page 34,

1031014, -~
' 1OL"Ibid. In 1966 Tanzania's production of textiles was
approximately 15 percent of the total conswaption of textiles
in' the country (as measured by the sum of domestic production
~plus: total imports oi plece goods of cotton and other mater-
ials), - . o '
e e

o

™
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formation since 1963, fhe annual gross investment in mach-
inery more than doubled between 1963 and 1966, This was
accompanied by a rapid growth in the purchase of transport
equipment (in 1966 this was largely because of the need for
trucks to carry fuel to Zambla) and a 50 percent increase in
non-residential building in two years.lo5 As a result the
ratio of Gross Capital Formation (GCF) to monetary GDP (at .
current market prices) exceeded 20 percent in both 1965 and
1966 106 The ratio of 21,1 percent in 1966 1is particularly
significant since this was a year of rapid growth (11,8
percent) in monetary GDP; GCF growing by 12,5 percent., Be-
tween 1960 and 1964 this ratio varied from 14, 5 percent to
19,1 percent the latter in 1961, a year in which monetary
~GDP grew by a 11tt1e over 3 percent, In 1963 gross capltal
formation was less than 5 percent above the 1960 1eve{
having shown a decline in both 1962 and 1963,107

Tpere is evidéncé that in many underdeveloped countries
recent growth in output in manufacturing industry has not
been accompafiled by much growth in‘the numbers employed in
the manufacturing sector, . This is usually thought to be due
to the capital—intenéive nature of modern production techniques

used in most industries, Surprisingly, as the  figures in’

105

Table 48,
1061bid » bage 75, Table 48, The ratio of 21, 3 percent
glven for 1965 in~Fable 48 is incorrect, It should be 20,8 4,

107 1sa,

Background to the Budget, 196768, op. cit, page 7,
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Table 1.3 show, this has not'been the case in Tanzaniaxsince
1963, Between 1961 and 1963 employment in manufacturing
did decline while oubtput was increasing, But since 1963
the increase in numbers employed in manufacturing has been
of the same order as the increase in realvoutput, 1.e. about
30 percent, And in 1966 employment in manufacturing grew
by 16.3 gercent while output(in real terms) grew less quickly,
14,6 percent, These flgures must however be treated with
considerable caution, For firstly the 1966 figures in Table
1.3 are provisional and likely to be revised, thought not -
by much, Secondly, the estimates of real output are even
more unreliable than the estimates of monetary output on
whicn they are based., The latter are subject to the usuval
problem associated with collecting accurate production sta-
tistics in'an underdeveloped country like Tanzania, gnd.the
former are obtalned by deflating monetary output by means
of a price index whicn is itself highly unreliable,
Nevertheless one fact is clear in the Tanzanian case,
In terms of numbers entployed manufacturing has become a
relatively much more important sector, In 1962 manufacturing
accounted far only 5.9 percent of total employment, By 1966
this percentage had risen to 9 percent. Another interesting
point whicn emerges from the figures in Table 1.3 is that
since 1960 output per worker (in value terms) in manufacturing

has been growing\QP about the same pade as average wages



Table 1.3

Indexes of Output, Employmént and Wages in the Manufacturing Sector

Real
Year ~ Output.
1961 a
1962 122
1967 131
1965 144

1966 165

Output at
Current Prilces

100
11l
112
140
160
195

-

19611966

100
89
84
89

- 97

113

100
117
116
130
156
197

1961=100

_ Average Average
Employment Wages Wages' Output

100
129
138
146
158
175

100
125
13
1

162
172

Vages
Output

(%)

81960-1962 averge =100

Sources: Annuel Background to the Budget and Statistical Abstract printed
by the Government Printer in Dar es Salaam,

Pe

s

139
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sbhthat laborts-share of the nét output of manufacturing
industry has remained stabie in this perlod, However wages
have been rising more rapldly than real output per worker,
Hénée one of the causes of the disparity between the growth

in real output.and the more rapid growth in monetary output,
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v
We turn now to examine the nature, role and impact of
the Tanzanian Government's economic policies in recent years,
In particular we shall concentrate on the policy towards
industry, including a detailed look at commercial policy
in the next section, As we have already mentioned, the
Tanzanian Government today pursues ovefall policles which
ére distinetly socialist, Ever since independence the Tan-
zanian Government, like most governments of newly indepen-
dent African countrieé, has paid 1ip service to African
Socialism, Yet the actual content of the Government's poli=
. cies has shifted in the years since December 1961, In the
earlier part of this pérlod the Government'!s economic
policles were directed mainly at achieving a more rapid
rate of growth through the transfo;maﬁion of the country's
economic structure., One clear implicalbion of such a pblicy
was the need for more gmphasis on industrialization, On
introdﬁcing the first five year economic plan to the Tane
zenian Parliament in May, 1964, President Nyerere explained
the rationale for such a policy,
Simply to expand agricultural output would
be to condemn Tanganyika to a positicn of
permanent economic inferiority in the world,
We must have more balance in out economy,
and end this absolute reliance on the prices
of primary commodities, We must have an
industrial base to our economy, Only when
we have achieved this will our future be to

some extent safeguarded,l108
ST

108The United Republic of Tanganyika and Zanzibar, Tan-
-zanyika Flve=Year Plan for Economic and Social Development,
July 1, 196h=June 30, 1989, Volume 1 , General Analysls,
Dar es Salaam, 196%, p, X ,
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‘And, as we shall-see, the Tanéanian Government, until very
recéntly, appeared to envisage an important role for private
enterprise, including private forelgn capital, in the indus-
trialization process, Now, after the Arusha Declaraction,
the key features of the Tanzanian Government’s overall poli=-
cy are emphasis on the rural sector and self-reliance, the
latter implying a much lesser role for foreign capital, both
private and government,

Just before Independence, a Ministry of Commerce and
Industry's booklet designed to inform investors of the ad-
vantages of investing in Tanzania pointed out that, in .
Waddition to rebates on duties on imports, "inducements for
the Investment of capital from outside the country include
the pre-servicing of industrial sites, facility of‘transfer
of c;Bital and profits, research and information facil%}ies."log
And in the first years of 1hdependence the Government con-
tinued this line of trying to attract foreign private cap-
ital, 1In September 1963, the Foreign Investment (Protection)
Act was passed in order to protect, with the approval of the
Minister of Financé, proposed or existing Foreign investment
in Tanganyika, The Bill guarantees for forelgn investors:llo

1, The payment in the relevant forelgn currency
and a transfer out of Tanganyika of full compen-

lo9Conimerce and Industry in Tanganyika, Arusha, Ministry
of Commerce and Industry, December 1961,
nag ‘

»llo"A Bill for an Act to give Protection to certain
approved Forelgn Investments and for matters incidental
thereto! published as & Special Supplement to the Tangan-
yika. Gazetbe, Volume XLIV, No, 32, dated June 14, 1963,

. Government: Printer, Dar es Salaam, '
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sation in the event of the nationalization or
expropriation of the relevant enterprise and

2, The transfer out of Tanganyika in the rele-
vant foreign currency of the profits (after
taxation) of the investment, his share of the
proceeds of sale of the relevant enterprise,
and any approved loan,

In reviewing the progress in the industrial sector
during the first two years after independence the Minister
of Commerce and Industry referred to what he considered
Tanganyika's "satisfactory start" on the development path,
He then went on to appeal for more private investment and
drew the attention of readers to the new Foreign Investment
- (Protection) Act described aﬁgve.

A number of important investors have shown

faith in our stability, and since the num-

bers of investment opportunities tend to

increase, rather than diminish, I hope that

many more will follow:their example, Readers .

of thls Journal will have noted the measures

the Government has taken to encourage ine-

_vestment, notably by the introduction of 111

'Forelgn Investment (Protection) Act, 1963,%
The publication in which these remarks of the Minister ap-
peared was putcut by the Ministry of Commerce and Industry
with potentigl foreign investors very much in mind, It

frequently contains advertisements which read "Tanganyika

Welcomes Investors,"

~

lll"Two Years Old,,.,", by The Hon, C. G. Kahama,
Minister for Commerce and Industry, Tanganyika Trade
Journal, Volume F3~No, 6, Oct,-Dec, 1983, pp, 16-17,.
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In his article, "Two Years Oldg..", Mr, Kahama also

stressed that |

It is,,,.the Govermment?'s general economic

policy to encourage the establishment of

secondary industries devoted mainly to

processing the raw materials which we can

grow or mine in such abundanh quantities.112
To further that policy it was suggested that incentives to
investors include a proposal to extend the scope of the
investment allowance to industries engaged in processing
"local, as opposed to imported, raw materials, and an ine
crease in the rate of investment allowances from 102 tq 20%.113
*Such a policy is in accord with one of the main conclusions
of our study of desirable iIndustrialization strategles for
Tanzania today.114 | b

The encouragement of.private investment in the early

1960's did not mean that the Tanzanlan Government was'zéol
to publ}c,ownershib. But rathgr, as Hadley Smith has pointed‘
out, the Govermment!s support of private enterprise was
based on pragmatic rather than ideaiistic grounds.115 Given

the shortage of indigeneous managers and capital, complete

public ownership appeared impractical., Yet the fact that

e~

2 .
Ibid.

11
3Tanganyika Irade Journal, Volume I, No, 5, July=
September 1963, p. 17.

114

11

See Chepter V, especially Pp, 198-205,

11592. cit., p. %o,
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most private flrms were in the hands of non-Africans gave
added stimulus to any desire for public ovnérship, In
early 1965 the TANU newspaper wrote

The virtual monopoly now held by foreign
firms and minority groups within Tanzania .
must be broken, It must be broken not by -
destroying what exists, but by the policies
adopted in our expansion. Those must be such
that we gradually extend the collectively
owned sector of the economy and thus ensure
both growth itself and the capability of out
economy to sgrve the national interest at

2ll times,ll :

The main method used until 1967 for extending public

ownershlp was th:development corporation, i,e,, ownership
of shares by the Government in development corporations
which own shares along with private shareholders, By 1966
there were at least elght of these, most notably the National
Develorment Corporation, in addition to eight marketing.
boards with corporate status and several public utility
corpor&ﬁioﬁs. Accordiug to a paper given by an official
Tanzanlen representative to the Cairo Symposium on Industrial
Development in Africa: held by the United Nations,

The principal reason underlying the estabe-

lishment of the organization (development

corporation) is not simply to help the

mobilisation of savings,,.nor.,,to confer

on the community a rate of net social

benefits to the community much higher than

the private sector would otherwise do, but
simply to the fact that,..participation

11 iy e
6The Natlohalist, March 15, 1965,
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by the indigeneous population in industries

(and also other economic activities) has

been very insignificant,..and it is thought

that various means have to be devised whereby

the indigeneous people or, on their behalf,

the govermment can participate in various ime

portant industries in Tanzania,ll?

From 1964 until early 1967 the precise role envisaged
by the Government for private capital in the future of the
Tanzanian economy was uncertain, Igraddition the overall
political climate following the leftist Zanzibar revolution
seemed much less faﬁorable to potential foreign investors,
Yet in mid-1964 the then Minister of Commerce and Coop-
.eratives made a statement in which he envisaged a contiﬁuing
and lmportant role for private enterprise,

I am determined to execute effectively Gov-
ernment's policy that cooperatives and other
- Government supported organizations shall ob-
tain a =slice of the commercial cake, but I >
am equally determined that this slice will be
& reasonable one, allowing private enterprise
;o be an active and effective force in the
vital and important role it is being called
upon to play in the development of our
country,118 s
And in 1965 Cabinet Minigters made frequent statements point-
ing to the mahy opportunities for new investments in Tanzania

as well as the confidence which private investors should

117

118 4
Statement by Minister for Commerce and Cooperatives,

Hong J. S. Kasambala, printed in the Tancanyika and Zanzi-
bar Trade Journal, Ne. 9, July-September 19%3. P. 39.

Quoted in Smith, op. ecit., page 38,




63

_ X : : 11 . ,
_have in the=country.l ? The President himself wrote in the

introduction to a Government commissioned study on "Invest-
ment Opportunities in Tanganyika", published in 1966, that

"The promotion of Aftican Socialism is a process which

necessarily embraces private initiative and enterprise.;,"l20

In the Five-Year Plan nearly 50 percent (116 million out of
a total of 240 million pounds) of investment projected for:

the plan period (1964-1969) was expected to come from the

21
private secto;r.l

On the other hand we have already mentioned the firm
' demands from some quarters for greater local management. and
‘ownership of industry., In mid-1966 in a memorandum to the
National Executive of TANU President‘Nyerere clearly out-

lined his owﬁ position on the role of private enterprise.

We wish to build our economy on the basis et
of equality of all citizens, and have
speciflcally rejected the concept of
,creating a class system where one group
of people own the means of production

for the purpose of getting personal
profit and another group works for them,
We have not excluded private enterprise,
and we want people to start their own
productive and commercial undertakings,
But we have said that the emphasis in our
economy shold be on ownership by the
people, through the peoples! own insti-
tutlons, What we are thus trying to do

119See examples quoted in Smith, op. c¢cit., p. 60.

B &
1201nvestment Opportunities in Tanganyika, prepared
for the Government of the United Republic of Tanzania
by the Economist Intelligence Unit, p. 3. '

121 ‘ .

: This includes investment financed by parastatal
- orgainizations such as the Natlonal Development Corpor-
ation, Tanganyika Five~Year Plan, op, cit,, p, 97.

A
~
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Is build public and pflvate enterprise -~ with

the emphasis on the former -- so as to get

the most rapid and most beneficial economic

development,122

In Smith's view Government support of the private sec-

tor was not"very enthusiastic" in the mid-1960's.123 Never-
theless it came as a great surprise to many informed ob-
servers of the Tanzanian scéne when in February 1967, fol-’
lowing the proclamation of the Arusha Declaration, the
Gofernment anmounced its intention of nationalizing all com-
mercial banks and obtaining complete or majority owndership
of most of the largest industrial and commercisal enter=-
\prises (including leading sisal estates) in the econonmy,
In the Arusha Declarationxread at a public meeting on Febru-
ary 5 by President Nyerere, it had been staited that,

The way to build and maintain socialism >

is to assurethat the major means of

production are uander the control and :

;ownership of the Peasants and the .

Workers themselves through their Gov-
ernment and their cooperatives,12h

Y

Yet the nationallzation of the banks on the very next day and
the announcement over the next few days of which flrms were
to be taken over was not expected so soon, After he had

listed the firms-and the areas of the economy which the

122The Standard, Dar es Salaam, June 10, 1966,

4 5]
_QR. ci t L ) .‘ [ ]
124 AR

. The Arusha Declaration and TANU's Pollcy on Socialism
and Self-Reliance, Dar es Salaam, 1967, p. 3,
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N

Goﬁernmeht intended to controi,.the President went on to say
that although '""we have rejected'the domination of private _
enterprise,..we shall continue to welcome private investment
in all fhose areas not reserved for Government in the
Arusha Declaration.,"125 It was the Governments view, and
Minlsters repeated this in the months following, that the
Arusha Declaration improved the climate for private invest-
ment in Tanzania, For now the uncertainty as to which sec-
tors of the economy might be taken over by the State no
longer need exist, It is haprd to believe that individual
investors would take a similar view of the widespread
wnationalizations.

As the title of the Arusha Declaration shows, the two
main planks of the new policy are "socialism" and "self-
reliance", What this means in terms of overall ecénom%p
strategy for the economy is (1) much less reliance on for-
elgn capital, private ér public, and (2) a shift from em-
phasis on industry as the'primum mobile' of the economy to
nuch greatér reliance on the agricultural sector for in-
creased output, As we have already noted, President:Nyerere,
when presenting the first Five Year Plan to the Tanzanian

Parliament, stressed the need for emphasis on industry

25President Mwalimu Julius K. Nyerere, "Public Owner-
ship in Tenzanla," Appendix I to The Arusha Declaration,
_qu 2;1;_-, 'P. 23.
TN

..
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so that ﬁhe'economy could be.transformed from its dependence
on the exports of primary products,126 "This emphasis was
clearly reflected in the investment and growth patterns en-
visaged in the Tanganyika Five Year Plan for 1964-1969,
More than 20 percent of the total gross capital formation
was planned for the processing and manufacturing 1ndus£r1es;
in the private sector the share of investment going to those
two categqries was expected to be about. 33 percent, The
output of manufacturing and processing was expected to grow
at 14,8 percent per year between 1960/62 and 1970 compared
with an envispged average annual growth rate for the economy
as a whpble of 6,7 percent.127 Consequently the share of
pTécessing and manufacturing in total GDP was expected to
increase from roughly 4 percent in 1960-62 to nearly 8 per=
cent in 1970 and m;re than 13 percent in 1980.128‘ As we
have already seen, the output of the manufacturing sector
has grown‘rabidly in the 1960ts, the average annual rate of
growth between 1960 andi 1966 being}51+percent. And in his
Budget Speech a year after the Plan period began, the Mini-
ster of Finance again referred to the importance of industry.

The increasing interest which is being dis-

prlayed in industrial development has been a

most encouraging feature of the past twelve

months, and there are now a number of specific
projects whose planning has reached an ad-

12éSee the. quote on page 37 above,
12?Tangany1ka Five Year Plan, op. cit., , p. 10,

1281bid., P, %
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vanced stage, It is essential that there is
adequately serviced land available, and I -have
therefore earmarked some 885,000 pounds /equal
to about 7 percent of the Govermment!'s capltal
budget/ for site cleavring and serviecing in
industrial areas and for the disposal of
industrial effluent,.129

But in the Arusha Declaration such emphasis on induse’
try is cohsidered to have been a mistake, The following
extract illuéérates well the reasons for the dramatic
shifts away from reliance on foreign assistance and indus-

trialization, which shifts are at the very core of the

2

soclalist rhetoric of the Arusha Declaration, .

The mistake we are making is to think that de-
velopment begins with industries, It is a
mistake because we do not have the means to
establish modern industries in our country,
We do not have either the necessary finances
or the technical know-how, It is not enough
to say that we shall borrow the finances and
the techniclans from other countries to come
and start the industries, The answer to this
is the same one we gave carlier, that we«
-cannot get enough money .and borrow enough .
technicians to start all the industries we
need, And even if we could get the necessary
assistance, dependence on it could interfere
with our policy on Socialism, The policy

of lnviting a chain of capitalists to come
and establish industries in our country might
succeed in giving us allthe industries ue
need, but it would also succeed in preventing
the. establishment of socialism unless ire
believe that without first building capitalism
we cannot build Socialism,130

)

293peechrpx the Honourable the Minister for Finance,
introducing the Estimates of Revenue and Expenditure 1965/66
to the National Assembly, on 10 June 1965, Dar es Salaam,
The Government Printer, 1965, pp. 8-9.

13

oThe'Arusha‘Declaration, op. ¢it., pp. 11-~12,
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We cannot here get into é detailed discussion of the
causes of why the Arusha Declaration came when it did, oOne
reason given in the manifesto itself for the need for more
self~-reliance was that the country would not get the assis-
tance from outside 'that it needed for its development,131
Yet the inflow of private capital and more especially the
private gross capital formation in the first two years of ‘
the plan period were well up to e}cpectations.lj2 Cerpgihly
,Tanzanla received much less foreign aid in 1965, 1966,‘and
1967 than she had expected.133 A large part of the drop in
7 the latter two years was due to the breaking off of diplo=-
“matic relations with Britain in December, 1965 over UDI in
Rhodesia which resulted in the freezing of a 7 million
pound interest free loasn from the British Government, part
of which had already been spent in anticipation, e

It appears that thg%Arusha Declaration was base@,much
more on/t'political? thaﬁ-on purely ‘economic! grounds, More
specifically it appears to have beeq largely the consequence
of the development of the President!s own thinking on the
kind of economic strategy his country needs, He was appalled
by the economic dependence on Britain of her ex~-colontes in

Africa, revealed by their unwillingness to sever relations

131Ib1d;, Pp. 8-9,
132

3 ~
133Aocordingkgs\the Plan, 80 million pounds in the form

of loans. and grants was expected over the five years, Yet
in the first two years, only a little over eight million
pounds had been received by the Tanzanians,

Smith. 22- cit_-t P
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rrover the Rhodeslian l1ssue, This strengthened his belief that
Tanzania should become more self-reliant. ‘Moreover Rene
Dumont's bowk, "False Start in Africa® (which called for
more concern with peasant agriculture), and his own disapprbval
of any signs of the growth of a local ufban elite and
bourgeouisie, were important factors in shaping the Presi-
dent's thinking, These various strands all point to an
economy in which foreign influence and the role of industry
are played down, while the iole of the agricultural éector°
particularly the part played by the masses of peasants, be-
comes much more important,

A good case can be made for parts of the Arusha Declar-
ation on more purely ‘economic?! grounds, @, K. Helleiner,
a leading economist in Dar es Salaam, ohly a few days after
the Arusha Declaration, présented a paper ln which he urged
the Tanzanian Government to give greater incentives to”¥he
agricul?pral sector, Pelnting to the shrinkage'in Z2oVern-
ment«td-government economic assistance throughout tﬁe world,
he argued that Tanzanials best hope\for a rapid rate of
economic growth lay in Inereasing agricultural output, This
was true even though price prospects for Tanzania's major

134
exports were not bright, 3 For, the lack of foreign

13""G. K. Helleiner, "Trade, Aid and Development," The
East African Journal, May 1967,

PN



assisﬁahde, the shortage of a iocal managerial ciass and’
the smallness of domestic markets, were all unfavorable
to the rapid growth of import substitute industries.135
The main conclusion of the present study points in the
same direction, namely that it makes more sense for
Tanzania to concentrate on increasing output in the
agricultural sector and in those industries which use
agriculturaliproducts as their méjdf inputs,

3
L i

1351t was believed in some quarters that because of the
proximity in time of #he Arusha Declaration and Dr, Helleiner's
paper that the latter had been influential in the Govern-
ment's decision, There is no truth in this view, although
after reading Helleinsr's paper some weeks later the 4
President ordered'copies for all his Ministers and Civil
Servants,

DTN
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'The commeréial policy of'the Tanzanian Govermment in
the period since independence has not been as haphazard as
seems to have been the case in most Latin American countries
or at least as Macario has portrayed the commercial policies

136

of these countries, In terms of the statements of Gov-
ermment Ministers (most notably in the annual Budget -er
speeches of successive Ministers for Finance presented to
the National Assembly each June) the Tanzanian Govermment
has clearly been concerned with and aware of both revenue
and protection goals in the setting of tariff and related
tax rates.137 Whether these tax rates have aiways had the
\desired and expected effect, particularly in terms of pro-
tection, is one of the major questions of this study.

In general the need to ralse revenue has been the dom-
inating objective of the Tanzanian Government, It is‘Qardly
unexpected that in an underdeveloped country with priiitive
accounting and administrative.1nstitutions the ﬁse of the
tafiff as a major souwrce of government revenue has a long
and important history, Already back in 1950 a committee
set ‘up by the ColonijdmGovernment to.examine the rising cost

138

of living in Tangzania, in rejecting arguments for a

136
See the long guote of Macario cited in the ITntro-
duction, page . -

13?For detalls see the annual speeches which provide an
excellent idea of how the Government views the progress of the
economy, For example, The United Republic of Tanzanila, Speech
by the Honourable the Minister for Finance introducing the
Estimates of Revenue and Expendifure 1965-66 to the National

" Assembly, on 10 June 1965, Dar es Salaam, The Governmeny:

Printer, 1965,
S T138
-~ The committee was concerned essentially wlth the non-
indigenous population, particularlyV§he white civil servants

¢

in Dar es Salaam, . —

Y
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- reduction of tariffs, observed,

it has to be remembered that the purpose of
customs duties is to produce revenue for meeting
the day-to-~day expenses of Government and that
these themselves rise in sympathy with rising
costs generally, Customs duties are relatively
cheap to collect and if any alterations are made
in the customs tariff which involve any consid-
erable loss of revenue to Goverrment it would
normally be necessary for an equivalent amount
of revenue to be raised by some other form of
taxation,139,

In general there are and have been for a number of
years four types of tariff rates used by the Tanzanian

Government, Firstly most raw materials and capital goods

‘can be imported duty free, Secondly there is a general

]

revenue tariff rate applicable to the imports of many
consumer gocds, Thirdly there are higher rates which are

levied on what are consldered luxury goods, Thus in de-

scribing the general level of customs duties at indepen-

dence thF Ministry of Commerce and Industry stated

The tariff provides for the .free importation
of industrial, mining and agricultural mach-
inery, certain foods, packing materials and
equipment, tractors, electrical machinery not
for domestic use, metals, chemicals and seve
eral other items considered essential for the
development of the country,

The basic rate for other goods is 25
percent ad valorem but a few luxury goods and
toilet preparations are subject to as much
as 66-2/3 percent ,140

lBgReport of the Committee on Rising Costs, Dar es
Salasm, -The Goverament Printer, 1951, page 26,

140
rege 23,

Commerce and Industry in Tanganyika, op. eit.,
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As we point out shortly there’have been a large number of
increases in tariff rates in recent years, Yet this basic
three tier tariff structure is still the major-feature of the
overéll tariff plcture in Tanzania, In addition there is

a fourth class of tariff rates for certain goods, The
tar;ffs on these goods are designed primarily as protective
tariffs and are set at varying rates, usually below the
general revenue rate. This above scheme is somewhat neater
than the real world, For tariffs on consumer goods. ‘pro=
duced 1n East Africa frequently serve both a protective and

a revenue function. For example, the tariff rates on tex-

“tile goods tend to be at the prevailing revenue rate. Yet

this tariff now serves a definite protective function for
the raﬁidly expanding textiié industry.

Since Independence tariff rates have been 1ncfeaseq on
a wide range of imports entering Tanzania from outsideﬂﬁast .
Africa,, In each budget since 1961 the Minister}fqr Finance
has announced increases on a significant number of imports.ll"l
In two iecent years,‘1965 and 1966,nthe Tanzanian Government
found it necessary in April (that is, two months before the

regular Budget) to legislate special measures introducing

higher tariff rates in order to raise more revenue because

141 ' )
For details see the amnual speeches by the Ministers
for Finance introducing the Estimates of Revenue and
Expenditure, op. cit.

TN



the revenues anticipated in the Budget presented the pre-~
ceding June were not materializing, There* have been very
few instances in this period of tariff reductions, The few
that did teke place were usually due to the diséovery of
an anomaly in the existing structure of tariffs. In spite
of the frequent and widespread increaées in tariff rates
between 1961 and 1966 the overall structure of tariffs in
Tenzania has not changed much from what we were describing
above,

The extent and signif;cance of the increase in the
tariff rates in this period can be looked at ih two ways:
Firstly by comparing the overall picture in 1966 with that
in 1961 as presented by the Ministry of Commerce and Fndus-
try &n the statement quoted above; secondly, by examining
what happenéd to the ratio of Government revenues from
import duties to the value of negwimports (that is, imgzrts
into Tanzania from outside East Africa). By 196% the range
of imports that i; duty free had narrowed somewhat as come-
pared to 1961; more foodstuffs are éow subject to duty,
and there are now dutles on a few chemicals and metals
being produced in East Afrieca, The basic revenue tariff
1s now between 30 and 40 percent compared with 25 percent
in 1961; ahd the éd valorem duties on certain luxuries is
now 75 percent, For some items widely consumed in Tan-

zania, such as;mg}g@es, beer; cigarettes, and petroleum

s

products; duties are now levied at rates equal to greater

&
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than 100 percent in ad valorem terms, (The duties on these
commodities are mostly set in specific terms).142 That
these duties have been set so high for revenue raising pur-

poses 1s evident from the fact that the domestic production
143

of these products is subject‘to significant excise duties,
' Table 1.4 shows what happened to the ratio of Govern-
ment revenue from duties to the value of commercial net
importsl44 in recent years, Ih each year from 1960 to 1964
the overall (aggregate) ratio increased and by 1964 it was
double what it had been in 1954, It is seemingly paradoxical
that this ratio did not increase further in 1965 and 1966,
For, as we have seen, these were years of special budgets
when tariff duties on some products were ralsed twice., The
decline in the overall ratio in these years was due to the
fall in this ratio for imports in S,I.T.C. Sections 0, 1,
and 6 (See Table 1,4), Sections 0 and 1 (Food and Beveragés

and Tobacco) and a large part of Section 6 (Manufactured
. i . P

lthor detailed tariff rates see the official Customs
and Excise Tariff Handbook publishedamiually by the East
African Common Services Organization,

1431n Chapter IV below we "correct" for the impact of
exclse taxes on the "true" degree of protection enjoyed by
domestic producers in East Africa, This point is also
touched on briefly in our theoretical discussions in Chapw~
ters IT and III,

144Commercial net imports excludes imports by the pub-
lic sector which are exempt from duty.

TN ‘
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Table 1,4

Duty collected by the Tanzanian Government as a percentage of
value of net commercial imports, 1954 and 1960-1966

S.I.T.C. '
Section 1954 1960 1961 1962 1963 1964 1965 1966

0, Food 3.0 17.2 21,5 22.5 20,7 21,4 20,7 15.0
1. Bever- - ,

ages & 216,8 241,2 233.7 249.0 243,7 258,5 223,9 192.6

Tobacco

2.Crude )

Materials 4,5 2,4 3,0 3.4 7.4 8,1 12,1 13,2
3.Mineral

Fueld,Lu~

bricants, : .

Ete, 21.4 33,8 42,7 62,7 78.9 94,9 103.8 102.6
L, Animal

and Vege~

table Oils :

& Fats 10,0 25.7 26,0 25,2 26.7 5.6 1.1 3.9
5. Chem-

lcals 9.0 7.3 8.4 9.3 10,0 10,5 10,3 9.7
6, Manu-

factured

Goods (Clas~- :

sified) 13,1 25,6 26,6 29,2 31,2 31,6 27.8 133.5
7 .Machinery ‘ )

& Transport . . )

Equip. 6.1 10.0 7.7 9,5 12,3 12,8 12,0 13,5
8,.Misc,

Mfd,Artli- _ .

cles 13,7 28,4 29,8 28,6 30.3 30.8 33.0 29.9
9,Misc, ’ -

Transac-

tions & N

Commod - ]

tieS 1705 37-6' 3800 14’907 4902 5207 52o5 Ll'gnz

Total 15.5 22,3 23,8 27.8 30.0 30.9 28,5 29,4

Sources FEast African Customs and Exclse, Anrual Trade
Reports, 1954 and 1960~1966.
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._Goo&é)vare made up of consumer goods, The fall in the ratio
in Table 1.4 for these sections appears to be an indication
of successful import substitution within East Africa in

the production of commodities like canned goods, textiles,
clothing, beer, matches and tobacco products, Thus, while
the tariff rates on these products has gone up -thelr relative
importance in Tanzaniats total net .imports has declined,

The decline in the ratlo of import duties to the value of
net imports for S.I.T.C. Section 6 is also due to the rapid
growth in the imports of pqrts and manufactured inputs used
in the new industries producing import substitutes, The
former are subject to much lower duties than the latier and
they therefore puil dowm the overall ratio for this S.I.T,.C.
Section, v '

There are two additional aspects of Tanzania's commercial
policy in recent years which are worth pointing out, Itjﬁ
‘has been ghe.policy of the Tanzanian Government f&r a number
of years to grant rebates on duties on goods which are used
as inputs in domestic production, Acéording to the Local
Industries (Refund of éustoms Duties) Ordinancs (Cap 289),
industries which have been scheduled as "approved industries"
can apply for refund of all or part of the duties ﬁaid on
imported inputs. In 1961 there were 13 such "approved in-

145

dustries™, And in March 1967 the Government announced

llﬁMinistry of” Cémmerce and Industry, Commerce and Indus-

try-in Tanganyika, op._cit., page 21,
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the granting of full.-customs duties rebates on raw mateérials
lmported by local industries for use in the manufacture of
products whith are. eventually sold beyond the borders of
East Africa,laé The refunds granted under Cap 289 prior

to that date were not always equal to the full amount of:
the duties paid by the local manufacturer,

In general Tanzania has made little use of quantitative
restrictions on imports, A notable exception to this
occurred early in 1965 when the Government introduced import
restrictions on Japanese goods in a bid to improve the
country's unfavorable trade balance with Japan, which had
reached a record 94 million shillfngs in 1964, The Minister
for Commerce and Cooperatives, Mr, Babu, announced that the
only imports affected were plece goods and synthetic fibres,
But these totalled 75 percent of Tanzania's gross imports
from Japan in 1964, The Government argued that one maj:r
reason for imposing these restrictions was that {ﬁ would
be improper to allow Japan to maintain its lucrative connec-
tlons while efforts were being made %o correct the trade
imbalance between the East African countries.147 To thls
end, in October 1964, the Tanzanian Government haa placed

import restrictions on a wide range of goods imported. from

M4y onthly Statistical Bulletin, April 1967,

17 panzania Trade Journal, Number 12, April/June 1965

page. 16, o

-
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148 A few monﬁhs

‘ali sources including Kenya and.Uganda,
~later some of these restrictions were relaxed and quotas
were set for a anumber of c:ommodfo.t:ies.11&9 These quotas were
used in practice 1arge1y'on items imported from Kenya and
Uganda, but with the introduction of the new Treaty for
East African Cooperation quantitative restrictions on

interterritorial trade were no longer permissible (ie, after

December 1, 1967.)150

; v
1P8Tanzania Trede Journal, No, 10, October/December

1964, page 21,
149

page 28,
150

Tanzania Trade Journal, No, 11 January/March 1965,

See above /pagi#z .



Chapter II
I

The concept of "effective protection" rests on the pro-
position that nominal (official) tariff rates on the imports
of final products do not really measure the protection
offered to domestic producers of the import, While the
tariff rate on the final product is an accurate 1ndicétor
of the "consumption cost" of protection to the marginal
consumerl it is an unreliable and often misleading measure
of the "production cost", In order to measure the Y PIro=--
duction co;t", or proteétion offered to domestic producers
by the tariff structure it is necessary to calculate effec-
tive protective rates for a particular activity, BRates of
effective protection differ from nominal tariff rates in
two fundaméntal ways, Firstly, to measure the effectivé
rate of protection, it is necessary to take into époount
tariffs (and other relevant taxes) on‘inputs as well as those
on the final product. Por a tariff oﬁ an input (or any
tax which raises the domestic price of an input as compared
to its world price) is a tax on domestic producers, Such

taxes lncrease the coists of domestic producers as compared

to the costs of their foreign competitors, Moreover PTo~-

1 .

Harry G, Johnson, "Tariffs and Economic Development:
Some Theoretical Issues," The Journal of Development
Studies, Volume I;’ﬁﬁmber 1, October 198k, page 16,

79
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tection should be measured not in terms of the increase in
the final pflce received by'the'ddméstic producer, but in

terms of the increase in value added made possible by the

tariff‘and tax structure,

The idea that tariffs on inputs should be taken into
account in any discussion comparing the level of protection
between different activities in one country or between
similar activities in different countries has, until very
recehtly, been largely ignored by writers on international
economics, In what is to déte the most comprehensive ar-
ticle on the theoretical aspects of effective protection,
Corden begins by writing tha,t:2

The theory of tariff structure..,allows for

the vertical relationships between tariff rates
derived from the input-output relationships

between products, an aspect until recently
completely neglected in the literature of
international trade theory, - <

In thg iast few years, a few economists, noté%;y Corden

himself, H, G, Johnson and Bela Ba1a3533 have explicitly

zw. M. Corden, "The Structure of a Tariff System and the
Effective Protective Rate," The Journal of Political Economy,
Vol, LXXIV, No., 3 (June 1966), page 221,

3See particularly, Harry G, Johnson, "The Theory of
Tariff Strueture, with Special Reference to World Trade:
and Development," in Trade and Development, Etudes et
Traveux de 1'Institut Universitare de Hautes Etudes Inter-
nationales, No, 4 (Geneva: Libraire Droz, 1965); Bela
Balassa, "Tariff Protection in Industrial Countries: An
Evaluation, ! The Journal of Political Economy, Vol, LXXIIT,
No, 6, December 19§2{\1‘ . :

\\
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developed the concept of effective protection and some of

1ts possible implications énd applications, Prior to that,
lsolated inétances can be found in the literature on inter-
national trade where authors have been aware of the relevance
to protection of tariffs on inputs and the share of final’
price which ig}made up of value added in the production
process, All ;uch references by theorists, as opposed to

an lmplicit awareness on the part of policy makers, have
appeared since 1955,

Corden observes that it is '"not surprising" that one
of the earliest expositions, albeit”brief, of the idea of
méasuring protection in terms of value added was put forward
by J.E. Meade.4 In the chaptex. on taxes and subsidies in

his book, Trade and Welfare, published in 1955, Meade writes

about the concept of effective protection (without putting
a name to it) both in terms of import duties and export

‘duties, Thus, with respect to import duties: .

In passing it may be worth noting that in order
to obtain a correct estimate of the ad valorem
incidence of a duty on any particular commodity
it is very important to define correctly the
commodity which is, in economic fact as opposed
to legal fiction, the subject of the duty,
Suppose that it costs $10 to produce a shirt in
B and to transport it to A, and suppose that, of
this total cost of $10, $4 represents the cost of
producing the necessary raw cotton for the shirt,

uCorden, op. .cit., page 221, footnote 1,

o~
N
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Suppose, further, that raw cotton can be
imported into A free of import duty, but that
there is a $2 import duty on a shirt when it
1s imported into A, so that the market price
of a shirt in A is $12. 1t might appear that
the "ad valorem" incidence of the import duty
on shirts is 20 percent(1 e $2 )
o L] 5,512 - 3152 L

But in fact it is not the production of shirts
including the production of the necessary raw
cotton which is being protected in A, Raw

- cotton can be freely imported into A to be made
up into shirts in A, The whole of the $2 import
duty in A protects the making up of the raw cotton
into shirts, The market price in A of the making.
up of the foreign shirt, i.e, of the shirt less
the value of its raw cotton content, is only $8;
and- thus the "ad valorem" incidence of the duty
on the manufacturing of shirts from raw cotton,
which 1s what is in fact being protected, is 33 1/3 _
peroent‘(i e 52 In what follows

T8 - 32 ). |

when we speak of the "ad valorem" incidence of an
import duty we shall have in mind, unless we state
the contrary, its "ad valorem" Incidence measured
in respect to that commodity or part of a commodity
which it is in fact designed to protect,5

In the case of export duties on the final product wﬁfch,
unlike taxes on imports, are taxes on the domestic prodﬁcer,
Meade use§ aﬁ ldentical example 50 the one quoted ébove
for measuring the incidence of an import duty, There an
ad valorem export tax of 20 percent on the export of shirts
1s truly a "tax of 33 1/3 percent.,..on the export of the

menufacturing processing embodied in the shirt."é Meade

5J, E. Meade, The Theory of International_Policx, Volunme

I: Trade and Welfare, London, Oxford University Press,

——

I
1955, page 157,
6Ib1d.. PP. 1622163,
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goes on to briefly discuss the éffect of subsidies, produc-
tion and consumbtion taxes on the level of the .countryts
forelgn trade as well as on the level of domestic protection
and consumption.?

The earliest use of the term effective protection
appeafs to have been by Ciarence L, Barber, In a paper on
tariffs in Canada, also published in 1955, Barber writes,
"In atteﬁpting to assess the protection given by any par-
ticular tariff rate 1£ is lmportant to distinguish between
the formal or published rate and what I propose to cdll

the tariff's effective level."8 Barber then goes on to

piovide an excellent exposition of what is at the heart of
the theory of measuring the "production costs" of protection
by means of rates of effective protection, Barber points
out that "the effective level of a tariff rate on its 3
finished product may vary widely depending on the propof%ion
“of the fipalﬂvalue of the industry's products that consist
of'raw materials and supplies and on the terms on which

the materials can be purchased."9 Using a simple example

Barber, like Meade, explains how to measure rates of effective

7Ibid., pp. 163 ff,

-

801arence,L. Barber, ,"Canadian Tariff Policy," The
Canadian Journal of Economicés and Political Science,
Volume 21, Number &, November 1955, p. 523,

9Ibid.
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proﬁection. His analysis, containing as 1t does, the two
crﬁclal féctors relevant to effective production, viz, fhe
value added coefficient and the cost of raw materials (as
implicitly affected by tariffs and other relevant taxes)
contains the essence of the approach which has more recently
been refined and made more precise, particularly by ¢orden
and Johnson,
Corden's own earlier work on tariffs in Australia

makes use of the concept of effective protecton, In a 1957
article,lo reviewing the 1929 report on the Australian
Tariff by a committee of economists, Corden points out that
the committee was aware that "removal of the tariff /on
materials or semi-finished products/ 1eads to a fall in
Industrial costs, including the costs of ‘import-competing
and,expor§~industries..."ll Later in the same article
Corden is explicit about the relevance of tariffs on 1npa;s
-without dgvelopiﬂg hls ldeas systematically and without using
the term "effective protection",

The first indirect repercussion arlses when mat-~

erials or semi~finished goods are being protected.

A tariff upon the import of materials has an

effect similar to that of an indirect tax on

materials, Such an indirect tax ralses the costs

‘ of the material-using industries,including perhaps
% import-competing (protected or non-protected) and

1°w. M. Corden, "The Calculation of the Cost of Pro=-
tection," The Economié¢ Record, Vol. XXXIII, No. 64, April
1957, pp. 29-51, A

11

T

Ibid,, page 31.
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export industries, From their point of view
it has the same effect on a rise in money
factor prices, It is an effect sifrtlar to an
appreclation of the exchange rate., It will
lower the volume of exports and raise the
volume and value of imports. Thus it is
possible that some import competing output
needs protection only because its materials
are being protected,l2

By 1962 Corden had become aware of Barber's articles
and the concept of effective protection, 1In Corden's chap-
ter on, "The Tariff," in a book on Australian 1ndustryl3
section (d) is entitled "effective protection ratest,
Having acknowlédged Barber as the first to elaborate the
"distinction between apparent and effective protection”
Corden goes on to propose a férmula for measuring the
effective protective rate (g). . = 1‘_ n

- -1

1 m
a,t+l T b.g+l

bariff rate for the protected product (f,o0,b, basis),

]

where t

q 5 bariff rate for the material (f,o.b. basis),

a = ratio of f.,o.b, price to ¢, 1 f., price for the
protected product,

b = ratlo of f.o0.b. price to e,i.f, price for the
material,

m = share of materlal cost in tptal cost after tariffs

have been imposed,
a and b afe'needed in the Australian case because tariffs:

there are expressed in terms of f,o0.b. price of importssz.

lzIbid., page 22.

: Alex Hunter (ed, ), The Economics of Australian In-
dustrz, Parkville, Melbourne University Press, 1963,
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Where tariff rates are expressed ;n terms of ec¢.i.f. prices,
.és in the case of most countries, a and b are not needed

and t and q are tariff rates on a c.i.f, basis., Corden's

1962 formula for effective rates of protection then simplifies

to This formula is-

g = 1 - M - 1 (2.1)14
1 - m
t +1 q +1

exactly analogous to one of the alternative methods currently
used for calculating rates of effective protection (see
formula 2;FQp 108 below)., The numerator of the first term
represents the value added coefficient after tariffs have
been imposed, the denominator is the value added coefficient
1f there were no tariffs, glven certain assumptions which
will be discussed in detail in section II of this chapter,

For Corden the central point of his seption on effective

protection rates was

.,Vthat if the duty payable on an imported material,
or-one which could have been either imported or ex-
ported, is lower than the duty on the final product,
then the effective protection on the value added in
Australia in the particular industry or process

~_, making the final product must be higher than the

o final apparent tariff rate, Once this is allowed

for one's whole view of the degree of protection
provided to certain Australian industries must
alter,15

Here Corden 1s dealing with an important point which is

relevant {o most, if not all, countries., Countries typically

B : L A Ot UL t ST I S VRIS e I T 1
s 14 S . ‘-x'-»f-.,‘.', (AL AN BN A L T T T % SCH U )
Ibid, TN

oy
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tend to have "escalating" {or whétlJohnson calls "cascads

' 1ngn)16 tariff sgructures i,e, tariff rates tend to rise
with stage of production., The result is that for most
processes effective protective rates are higher than the
nominal tariff rate on the final output of the process, In
other words nominal tariff rates frequently understate the
production cost of protection, We shall return to a de-
tailed discussion of what effective protective rates
measure (see ppyld¥-112below),.

Another author clearly aware of the shortcomings of
nominal tariff rates for measuring the level of protection
was Don Humphreys, Concerned in the early 1960's with the
relevance of tariffs to the relationship between the United
States and the European Commqn Market, he writes:

But in comparing the position of various industries,
the figures we use are misleading for the incidence
of a tariff depends on what proportion of the total
valpe.of its output is produced within the Industry,
as compared with the cost of materials purchased
from other industries; In order to illustrate this
problem, we must assume that the dutiable product
is being imported,l?

This last mentioned assumption is necessary if any pre-

clse measure is to be glven to effective protective rates

6Johnson, "Tariffs and Economlc Developmenf: Some
Theoretical Issues," op., cit., page 19,

17Don D, Humphrey, The United States and the Common
Market, A Background Study. Revised Edition, New York:
Praeger, 1964, pp, “60=61,

Pl Yy
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for different activities in a pafpicular~countfy at a par-
ticular time, For if we assume that products on which an
import duty is levied continue to be imported, it is
reasonable to assume further that the price received by
the domestic manufacturer is equal to the c.i.f, price plus
the tariff, This enable us to estimate the increase in
value added made possible by the tariff structure, 1If, on
the other hand, as import duty leads to complete elimination
of imports i.e, the tariff 1is 100 percent protective then
the/ﬁbmestic price mey be below the c¢,i.f. (world) price
plus the tariff (in other words there i1s "water" in the
~tériff). Humphrey uses a simple example to show that the
lower the value added as a share of total costs of production
the higher the true incidence of the tariff, i,e, the greater
the protection given to domestic manufacturers.18
Secondly he stresses the point that the cost of inputs
affects thie degree of protection and these costs can be
affected by other factors as well as the tariffs on the inputs,
+.sothe degree Of protection needed by a specific
industry is dictated by the changes in costs or
prices of other domestic industries, This inter-
relatlon can be observed in the price of raw cotton,
The protection of cotton manufacturers has been
reduced by the government support of raw cotton of
prices above the world market....
Similarly manufacturers who pay ﬁigher wages

because of higher food costs have had their pro-
tectiqn reduced by the disparity between government

lsxbm. , p. 61, .
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supported farm prices and world market prices,...

All producers who use dutiable imports, or would

use imports under free trade, have less protection -
than it appears unless their tariff is adjusted

to take account of their disadvantage with regard

to materials supply. All producers using petroleunm
for fuel, including rallroads, truckers and electric
power industries, have had their costs increased _
by quota restrictions on imports and by the restric-
tion of domestic production, The imposition of these
artificlal cost increases on domestic industry
involves a competitive disadvantage with foreign
producers who obtain fuel and other materials at
world-market prices,l9

El

While Humphrey is here correctly aware of both the
fuﬁdémental pillars of measures of effective protective rates,
his exposition is ﬁot strictly correct, A producer who uses
a dutlablie import as an input may not have less protection
(as measured by the rate of effective protection), For, as
will be shown more precisely below, as long as the bariff
rate on the final output exceeds the welighted average 6f
tariffs on inputs, the rate of effective protection enjoyed
bj the producer will be gréater than the nominal tariff rate
on his product, ~

In an article similar to Corden's 1957 review of the
Australian Tariff ﬁarry Johnson commented on an official

. report on the Canadian automotive industry carried out for

20

the Canadian Government by Dean V, Bladen, As in the

19
. 20

Ibid., p. 68.

Harry G, Johnson, "The Bladen Plan for Increased Pro-
tection of the Canadtan Automotive Industry,” A Review Arti-
ele, " Canadian Journal Jf Economics and Political Science,
Volume 29, Number 2, May 1963, pp. 212-238,




90

case of the Australian inquiry the,Commlssioner was aware of

P

the relevance of tariffs on inputs for the competitive

position of:Canadian car manufacturers,

In pointing to the fact that the Canadian auto-
mobile manufacturer is burdened with higher
costs as a result of the policy of protecting
parts” manufacturers, the Commissioner is recog-
nizing an element of economic inefficiency and
inequity in the granting of free entry to com-
pleted vehicles from Britain., To the extent
that their costs are ralsed by parts protection,
Canadian automobile manufacturers are in effect
belng taxed to support the parts manufacturers,
and equity in competition as well as efficlency
would Indicate the imposition of an offsetting
tax on imported British vehicles, 21

Johnson in the same article concludes a discussion of
the effect of a reduction in tariffs on inputs with the

somewhat sufprising remark that "This is of course only a

particular example of the well-known principle that reducggon
of the tariff on an input increases the effective protection
'df the outp’ut."22 Johnsonts view that already by 1963
"effective protection! was a well-known concept runs counter
to the proposition put forward at the béginning of this
section‘i.e, that tariffs on/inputs were by and large ignored
until very récently by writers on international trade theory.
It would be interesting to examine the textbooks on inter-

national economics published in the late 1950's and early

2livid., page 216,

22 - '
Ibid., pp. 218-219,
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1960's to see’ng many of them discuss the effect of tariffs
on inputs onxfhe level of protection, let alone mention the
term "effective protection".. In an arEicle published towards
the end of 1964 Johnson himself uses the term "implicit
protection" rather than "effective protection”, and tells '
of "the degree of protection accorded to processed of
production" as "the rate of protection of value added, as

it is sometime terms..."23

3Harry G. Johnsdn, M"Tariffs and Economic Development-
Some ‘Theoretical I§§ug§é The Journal of Development Studies,
Volume 1, number 1, October 196K,
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In the pést policy makers and industrialists have fre-
quently shown more awareness than theorists of how tariffs
on inputs can affect the level of protection}given‘to a
particular production process, In 1955 Barﬁér commented
on the surpriéing number of recent reductions in duties
on raw materials imported into Canada, He attributed these
changes to "the sophlsticated tariff expert [ﬁhg? ﬁo longer
seeks to have the tariff on his product increased but tries
instead to obtain duty reductions on parts and components
that will increase his iﬁduétry‘s effective protection."zu
As mentioned earlier the committee of economists which in
1929 examined the Australian tariff referred to the reduc-
tion in costs resulting from‘the removal of tariffs on in-
puts, though they did not develop the idea further,

In Johnson's view, "The complexities resulting from,z,
<%h1§7...dua1 role of tariffs have long been recognized in
tariff legislation, and exploited in tariff bargaining,
though not always with a clear undgrstanding of the 1ssues."25
Many countries, (Tanzania being one),26 have provisions for

2%

Barber, op, cit., p. 529,
2sJohnson, "The Theory of Tariff Structure, with Speciay
Reference to World Trzde and Development," op. cit., pp, -
13-14, '
26 ’
See above, Chapter I, page 76 .

) ,/A\\
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‘remission of import duty paid on materials, parts and equip-

" ment which contribute to the output of a commodity, whose

domestic production is considered important., Thus, for
example remission or "drawbacks" of tariffs may be allowed
where the imports are used in the production of goods sub-

sequently exported. However, as Johnson points out,

Where the purpose of the tariff on inputs is pro-
tective, its imposition ralses a problem for the
policy-makers, since by taxing the process em-
ploying the input the tariff may destroy the
market for the product it seeks to protect., To
avold this, it 1s usually necessary to grant a
tariff also to the product ln whose production
the protected input is used; such a tariff is 2
primarily "“compensatory® rather than "protective",
in the sense that it seeks to offset the compe-
titive disadvantage imposed by the tariff on the
input rather than to .grant a competitive advan-

tage, 27

In the Report of the Royal Commission on the Canadian Auto-
28 ’

motive Industry which was revliewed by Johnson in the
“article rgferred'to earlier, the.Commission's case’for a
Canadian tariff on imports of British automobiles is based
on the need to offset the tariff on pérts production, For
the latter puts the Cahadian car manufacturer at a compe-

titive disadvantage 3f British automobiles are allowed in~

to Canada duty free, A good example of a "compensatory!

27Johnson, "The Theory of Tariff Structure," op. cit.,
page 14,

28Report, Royal Commission on the Aﬁtomotive Industry,
Ottawa: The Queer's RBrinter, April 1961,
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“tariff necessary to offset the higﬁer cost of an input to
domestic producers is phe duty President Kennedy imposed on
the imports of cotton textiles at a time "when U. S, sales
of raw cotton in the world market at prices below the
supported domestic price encouraged forelgn manufacturers
to manufacture textiles from U, S, cotton to export to the
u, s. market."29
Countries can also increase the effective protection

enjoyed by domestic manufacturers of inputs by incorporating
in their tariff legislation provisions by which duties are
applicable to goods of a type produced domestically. This
1s done by the system of '"content protection" whereby, ac-
cording to Johnson,

+o.free entry of componénts 1s allowed providing.

a certailn proportion (by value, and sometimes

by weight) of the final product is produced domes- -*

tically; the consequence is to increase the pro-

tection afforded to that part of the product that

1s domestically produced by .transferring to it

the protection that would otherwise have to be

shared with the imported part,30

Although the major objective of the General Agreement

on Tariffs and Trade (GATT) is to lower barriers to inter-

national trade 1ts policy of encouraging the reduction of

29 .
Johnson, "The Theory of Tariff Structure," op.cit.,
page 14,
30 .
Ibid., page 15,

../‘\\'
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[

dutieés on final products at the same time as it allows coun-
tries to reduce the duty on parts and components frequently
has the oppdsite effect. For countries choose %o widen

the effective degree of protection they give to their indus-
tries by concentrating on the reduction of duties on inputs,
By lowering their tariffs on inputs countries are often
thought to be lowering their protective barriers for the
height of their Barriers 1s usually measured in a "rather
nalve fashion,"31 l.e, by weighting tariff rates by import
volumes, By such a méthod the measured degree of protection
will be reduced as the imports of materials and semi-fin-
ished goods (on which there is low or zero duty) are en-
couraged and the imports of finished goods gthe production
of which now enjoys higher effective protection) are dis~
couraged,

On the other hand, tariff rates are usuvally structuredx
without any consideration of the consequences for the effec-
tive rate of protection. Barber's view of Canadian tariff
exXxperts is thqt while they "are undoubtéﬁlyxgwaye of the
distinetion I have made between the effective and apparent
level of protection provided by a tariff rate", this distinc-

tlon is rarely raised in Canadian tariff discussion.32 He

31Ib1d.

2
3 Barber, op., eit., p. 524,

TN
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citeé examples of debates on tariffs in which mention is

made ofv“effective proté&ction” or its equivaleﬁt nor is

there any attempt to measure rates of effective pfotection.33
In most countries tariffs are introduced on an ad hoc

basis as a result of bressures for protection from 1nterestéd

groups, Rarely has there been any kind of systematic study

to examine the level of protection for d}fferent activities,

With the growing acceptance of the concept of effective

protection in recent yéars. studies of rates of effective

protection have been carried out for a number of countries,

But_Barber’s suggestion, made in 1955, that investigations

on monopoly in Canada "should include as a matter of course

a calculation of the effective level of protection provided

by a tariff"Bu i1s still relevant to more general studies

on commercial policy. e
!

~ 331pad,

Mbia., . 525.

TN
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III

This seotion will contaln a comprehensive description
of the ooncept of effective protection as itjgas been for-
' mally developed, Pirst, the formula for measﬁring rates
of effective protection will be explained, with the assump—
tion necessary to its use spelled out, Then follows a
discussion of what such rates of effective protection measure
and mean. We then introduce refinements to the analysis,
For example, what are the effects of non-traded goods or
exchange rate adjustments on the}concept and measure of
effective protection rates? Another modification we shall
examine is the idea of measuring the effective protection
of total value added, Finally we shall relax certain of
the assumptions made at the outset

The nresentation in this section follows closely that
adopted by Corden in his article "The Structure of a Tariff.
System and the Effective Protective Rate"35 Alithough other
'economists, particulﬂtly Johnson and Balassa, have been
leading proponents of the usefulbess of . the concept and
have used effective protection widely in recent theoretical
and empirical analyses of trade and tariff questions, Cor=
den's work stands out as the first and thus far only really

thorough comprehensive theoretical treatment of the concept

35Corden "The Structure of a Tariff System and. the
Effective Protective Rate," op, cit,

,/‘\\
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and its more important ramifications,
. A@/@lready stressed, i1f we are interested in the ﬁfo-
"tection glven to an economic activity, tariffs on inputs
and Input coefficients are relevant as well aé tariffs on
inal products, For Corden, one major advantage of measures
of effective rates of protection over nominal tariff rates k
is that the former allow us "to discover the resource=- 5
allocation effects of a tariff structure...".36 This is
because resources move between economic activities and thus
what 1s crueial is not the additioh in the final price of
a commodity made possible by the tarifffstructure, (as
measured by the nominal tariff rate under certain assumptions),
but the increased cost of production or increased returns
to factors of production, i.,e, the increase in value added
in the economic activity that is made possible by the tariff
structure as a whole, The latter, as we shall see shortly,..
ls given by the formula for the rate of effective protection;
' If we make thé followiﬁg rigorous basic assumptioﬁs:
(1) the physical input—output coefficients are fixed
for all non-primary inputs
(2) the elasticities of demand for all exports and
supply of ail imports are infinite
(3) all tradable goods remain traded even after tariffs

and other taxes and subsidies have been imposed so that the

1nterha1 price of each importable is given by the c¢.,i.f.

31p14., page 292,
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price plus the tariff (i.e, there 18 no "water" in any of
the tariffs) ‘ |

(4) the government pursues appropriate fiscal and mone~
tary pollcles so that full employment is maintailned

(5) all tariffs and other trade taxes are non-discrim-
inating as between countries of supply and demand,

Then it is simple to show that the rate of effective pPro-
tection is given by the formula 21
By = ty - aij &

Y3

t; 1s the ad valorem tariff rate on the product of
adtivity J,

(2.2)37

where

ty is the ad valorem tariff rate on input i i

it gotiviie,

ajy 1s the input coefflcient for non-primary input

1 in industry J under "free trade" conditions, i.e.
where there are no tariffs and other taxes affecting
traded commodities,

and v, is what the value added coefficient would be in
f}ee trade (the "free trade" value added coefficlehnt).

But the rate of effective protection, Ej,
! . ~
+e.1s8 the percentage increase in value added per
it in an economic activity.which is made possible
by the tariff structure relative to the situation
in the absence of tariffs but with the same exchange
rate, 38

37Ibid., pp. 222-223, Corden, as in his earlier work,
uses g; to denote the rate of effective protection (see
formul& 4,2, page 223 of the cited article), Ve choose
henceforth in this study to use Ej to denote rates of
effec¢tive protection, )

38

Ibid., page 222. ’

S
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In other words, Ey = _2!v§~zl;, where v{ is the value
added coefficient in industry J in tﬁe post-tariff situation,
1.e. the "observed" or "actual' value added coefficient, It
is easy to show the equivalence of the tyo formulae, If

we assume that the "free trade" (c.i.f.) price of the pro-
duct of industry j is unity, then vy =1 -5 aij;land*gs
1+tj-~Z' 2y 4(1 + %)

=1+t Faij Eaijti

kong as assumption (3) holds, vi

Thus v} - vi=1+ty zf 13 —:Z ay t - (1 -Eg aij
= -7 213%
and v,j' - vj - tj"—g aijti
Y3 1 -5 ay (2.3)

The first term of the numerator of the right hand side
represents the increase in value added per uhit of domestic
output in activity Jj made possible by. the tariff on the
final product, The second term of thg numerator measures
the 1ncrease§ costs to activity j of its inputs resu;ting
from the tariffs on these inputs. Thus the whole numerator
measures the net increase in value addedEper unit of output
made possible by the tariff structure,

If, following Cerden we were to consider the simple case
where there is only one input in activity J, then formula
(2.3), which Cordén calls the "key" formula39 simplifies to

. t
iy = tj - a5 (2,4), From formula (2,4) a
1-ay5 ‘

P
39Ibid.,
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number of implications follow, the most Important of which

are that
E,2 t.ast = ¢
J< 73 J< 1
and SEI - 1
‘Stj 1~ aj j
5E) - a1y
5ty 1~ 2;
5 Ej - bty oty 1o

b3y y (1 =232
Where there is more than one input in the production of

activity j, ti is replaced by a weighted average of the tariff

on inputs, i.e, by 2 233%  and E. 2 t, as t > Zaijti
. S By g < 3 J< 5iEyy

From formula (2,4) it is clear that Ej Wwill be negative
where aijti‘> tj. A negative rate of effective protection
indicates a tax on the domestié production in an activity

' Soes st
J. PFor if ij’i >t the tariff structure
> 813 J

results in the costs of inpﬁts in activity j increasing by
more {relative to world prices) than the price of the final

product of activity 3. An obvious case of negative effective

‘protection gccurs when there is no tariff on the final pro-

duct but there is a tariff on one or more of the inputs,

As mentioned earlier, for_most countries tariff rates are

Lo
Ibid.,

ey
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higher the later the stage of which the commodity enters the
“production process, Because of this escalation of tariff

rates, for most activities therefore ;3 a
' ij i

“l aji j
and rates of effective protection of the actlvlty are higher
than the nominal tariff on the product of the activity, We
"shall examine the implications of fhis-for commercial policy
in the next section of this chapter.

We can readily introduce export subsidies and taxes
into the formula in order to m%asure effective protective:
rates in export industries, given our original assumptions,
Since an export subsidy raises the price received by the
domestic producer (and the domesbic price of the product)
relative To its world price (assuming demand for the export
on the world market is infinitely elastic), the subsidy is
the equivalent of a tariff, On the other hand, an export
tax: on the f%nal product of an activity is a negativg tj
since it lowers the price received by the domestic producer
and also the domestic price of the produ&t below world
prices, But an export tax on an input increases effective
protection since it 1s a subsidy on the input under the
assumption that the Jomestic ‘producer of the input charges
the domeétic user of the input the same price he receives
for the input when it is exported i.e, the world (f.,o.b,)
p?ice less the export tax, This last case is of particular

/‘\\\
relevance in underdeveloped countries like Tanzania where



103

the processing of primary products is a potenpially signi~
ficant growth point in the econonmy and'where primary pro-~
ducts are frequently subject to export taxes,

A production tai on final products has the same effect
as an import subsidy or export tax; 1t reduces effective
protection by lowering the price receilved by the domestic
producer below the market price, But production (excise)
taxes on inputs while reducing effective protection for
the activity producing the input have noeffect on effective
protection in the using activity, which buys the input at
the market price which 1s not affected by production tax,
since -supply of the input from the rest of the world is
perfectly elastic, By contrast, consumption taxes on final
products do not affect effective protective rates since
they are levied on both imports énd domestically produced.
goods, Consumption taxes on inputs, however, have the
same effect as tariffs on inputs since they raise the costs
of inputs to éhe using industry and ﬁherefore reduce ;ffec—
tive protection rates for users,

Thus in our formulae t. should be redefined to
represent the net effelt of the tariff or export
subsidy and any vproduction tax on activity is

while t3 nets the tariff or export subsidy on
input i with any consumpiion or export tax on i

t.hl

As Corden points out, it is also important to remember that:

the effective protective rate for a product is not
influenced by tariffs on inputs into its inputs,

e

. lIbid., page 224, =

vt
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- —One need go only one step downward in the input-
output structure. For example, a tariff on raw
cotton, while it reduces effective ‘protection
for spinning, has no effect on the ‘effective rate
for weaving, To the weavers only the cost of
yarn matters, and that is determined by the
glven world yarn price plus tariff. 42

- As already stressed, given the assumptigps listed on
pages 989, the rate of effective protection measures the
percentage increase in value added made possible by the
structure of tariffs and relevant taxes, Or, as Basevi
puts it,

the effective rate of 'protection afforded a parti-
cular domestic industry by the tariff structure
can be defined as the maximum proportion by which
" the value added per unit of output by primary
resources empleoyed in the domestic industry can
exceed the value they would add if all inputs .
entered duty free.43 :
In other words, the effective protective rate measures
the extent to which the remuneration of domestic primary
factors (in particular for our purposes, labor and capital)

. ' i
.can be increased because of the structure of tariffs and

relevant taxes., VWhat is being compared, as Bausevi stresses

%)
Ibid,, page 223,
L
3Giorgio Basevi, "The United States Tariff Structure:
Estimates of Effective Rates of Protection of United States

Industries and Industrial Labor," Review of Economiecs and
Statistics, Volume XLVIII, Number 2, May 1966, pp. 148-149,

TN
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An-the above quotation, is the remuneration of domestic
factors after tariffs and taxes havé"been»imposed, compared
with what they would earn if there were no such tariffs and
taxes, The latter situation I shall refer to as the "free-
trade" situation,

The assumption that input coefficients are fixed makes
the comparison between the post-tariff and the free-trade
situation simple to carry out in practice, i,e, the for-
mulae discussed above can be readily used, As Johnson
points out, this assumption, which lies at the heart of
the Leontiefr input-output system is "not usually employed
in conventional tariff theory" because it

1s generally considered to be too restrictive
Tor most analytical purposes, since it assumes
constant costs and ignores all possibilities

of substitution between,..inputs of commodities
and original factors in production but it is
useful for bringing out the main points raised
by the present problem, il

While thp assumption about fixed input coefficients is
clearly necessary for a simple application of the formulae
for measuring rates of effective protectibn, there appears
to be some confusion in the literature as to what is meant
by fixed input coefficients, More precisely the question

1s what are the coéfflicients that are assumed to be fixed?

In Chapter III the implication of this uncertainty will be

unJohnson. "The Theory of Tariff Structure with Special
Reference to World Trigg\and Development," op, cit,, page 10,

~-
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»

explored ‘in depth., Here it is suffictent to touch only
briefly on the difficulty,

We can éither assume.that the input coefficients. that
are fixed are "standardized® coefficients which are the same
for different countries, Thus Johnson writes, "That it is
Important to note that throughout the analysis the basic
technological input-output relationships are assumed to be
the same in domestic and in foreign procluc.tii.on..."‘L"5 Baléssa
used this interpretation in -his study of effective protec-
tlon in six industrialized countries when he took as his
standard input coefficients those of the Benelux countn:'ies.’""6
He defended his choice on the ground that the input-output
structure of the Benelux countries was litt¢e affected by
commercial policy since for the most part these countries
followed policies of free trade, More rigorously, such a
policy would be justified, according to Balassa,

if the countries in question have identical
prodiuction functions with unitary substitution
elasticitles in all industries, or if inter-
country differences in efficiency are neutral
in the sense that production function differ
only by a multiplicative constant, Under
these assumptions differences in the relative
prices of inputs would not affect the coeffi~
cients. 4?7 .

fthe alternative assumption about what input coefficients

usIbid., page 11,

6Ba1assa,‘"Tariff Protection in Industrial Countries,"

op. cit, .

.,

“71v14,, page 578.
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to take as fixed is less restrictive than the first, In this
approach the coefficients considered fixed are the actual
input coefficients observed in the country under study,
In other words it is assumed that, if for a particular
industry (activity) tariffs and taxes were removed, the
physlical input coefficients would remain the same in the
gfree trade" situation (for the particular industry) as
they are in the observed post-tariff situation, It is this
second approach which BésevrAUSes in his study on rates of
effective protection for the U.S.A. He writes that the
"relevant purpose for welfare analysis" of measuring rates
of effective protection "is to calculate the difference
between the return to domestic primary resources when
protected and what they would get if tariffs were eliﬁi_
nated..."48

In order to calculate this difference in practice the
second ("derivgd“) approach is much easler to apply, For,
which fixed input coefficlents common to domestic and foreign
production are to be used? It is much sim%ler to work with
‘the coefficients observed in the country being studied and
to assume that physical input coefficients would not be

changed if tariffs and relevant taxes were removed, With

48
Basevi, op. cit,, page 149, footnote 6,

NS
=N
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the exception of Balassa's work, studles.on effective pPro-
tection in a given country have been based on the "derived"
approach, The "derived" approach necessitates the use of a
variant of the formulae for rates of effective protection
discussed above, The "free trade! valué added coefficient
for an activity has to be derived from the observed value
added coefficient by correcting for the effect of tariffs
and taxes on the prices of inputs and the final product on

the basis of assumption (3) stated on page 98 above,

i . s
From Vi - vy !
- 3 N
Ej = vj = o 1
it follows that v3
B = l - 1 . (205)

1+t -2 liii
where a&j is the "post tariff" input coefficient for input i
in activity i, i.e, the actual or observed input coefficient..
in the country under study, , '

| (2.5), 1¥%e the earlier formulae, is based on the
asgumption that the domestic price of the .product of activity
J 1s vnity. Basevi found that it was more convenient to
.work with aggregative flgures so that multiplying the numer-

ator and denominator of (2,5) by the dollar value of the

output of activity j at domestlic prices we have

j 6
- : - 1 o
Ej = 5 - Mij (2.6)
1+t j/\‘——_i—.——-
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which is the formula Basevi used.ug, Here S'j is th?”dollar
value of the output of activityﬂj, Vg’is the dollar value
added in the démestic production of Jj at domestic prices
and My j is the déllar value of the material input i1 used

in the domestic production of J at domestic prices,

0

As Basevi notes,5 formula (2,5) is identical %o the

original formula put forward by Corden in 1557 (see'page 85
above) except that Corden hég to correct for the fact that
Australian tariffs are calculated on an f,o,b, basis,
Ell'sworth, in discussing a paper by Soligo and Stern
on rates of effective protection for industry in Pakistan,51
explains what implication the use of the "derived™ approach
and formula (2.5) or (2,6) has for any neaning that can be
attached to rates of efrfective protection

The whole purpose of the computation /in formula
(2,5) or (2,617 1is not to discover what the
factors in the,,.industry would be paid in the
absence of bLariffs, but what they could be paid,
And this the procedure of division tells us, by
converting domestic values with protection into
vhat those values would be without protection,,,
all the compubtation tells us is Gthat if a par-
ticular set of duties on a single finished pro-
duct and its inputs is removed, the sum:= available
to renumerate the factors in the,,,industry that
accounts for the value added will be such and
such an amount., 1In contrast, the problem of what

49
Ibid,, page 149,

0
5 Ibid,, page 150,

51Soligo, Ronald, and Joseph J, Stern, "Tariff Protec-
tlon, Import Substitution and Investment Efficiency," Pakistan
Development Review, Vol. V, No, 2, Summer 1965,

o
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the factors would be paid under free trade con-
ditions presupposes complete free-trade —-- that
is the abolition of barriers to trade on all
commodities, not just a single one,52

Ellsworth's position is thus that the rate of effective
protection {(as the percentage increase in value added in an
ractivity made possible by the tariff and tax structure) is
only applicable in a partial equilibrium sense i.e, as
applied to one activity under the assumption of fixed coef-
ficients,

Corden, however, draws much broader conélusions firom
a more general application of measures of effective protec-
tion rates for a given country, The calculated rates of
effective protection for each activity producing a tradable
product are ordered on a continuous scale thfough zero,

According to Corden: A

The scale summarizes the total protective-rate
structure, Assuming normal non-zero substitu-
tion elasticities in production, it tells us

the direction in which the structure causes -
resources to be pulled as between activities
producing traded goods, Domestic production
will shift from low to high effective-protective
rates..,.if fovr activities producing traded
goods can be ordered along a scale A, B, C, D
in ascending order of effective rates, we can
say that the output of A must fall and of D
must rise and that resources will be pulled

from A to B and from A and B to C; but without
.mere preclse Information about production-
substitution elasticities, we cannot say whether
the ~outputs of B and € will rise or fall, 53

SZP. T, Elléworth,"lmport Substitution in Pakistan-Some
Comments, "Pakistan Developient Review,vol, VI, no, 3,Autumn
1966, p. 405, :

SBCorden,'"The Structure of a Tariff System,“op.cit.,p,224,
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Thus the "produgtion effect" (resource allocation effect)
depends 'on the scale of effective rates end on production-
substitution elasticities." 1In Chapter III we shall criti-
cally analyse the validity of Corden's broad claims for the
concept of effective protection,

Corden’s general conclusion about the movement of ree-
sources between activities is based on the assumption that
all inputs and outputs in activities A, B, C, and D are
traded goods, i.e, "that there are no non-trade inputs
(for example, electricity or services) in traded goods,"
We now introduce non-traded goods into the analysis and
assumé further that non-traded goods are produced only in
activities where all inputs are non-traded. The effective
rate of protection in the latter activities will (like the
nominal tariff rate) be zero if the prices of non-traded
goods are not changed by the protective structure. Then

Some resources would move from N (non-traded
cactivities) into activities which obtain .
.positive effective rates and towards N from .

activities with negative effective, rates,

Similarly, some consumption would be diverted

toward N from products with positive nominal

rates and in the reverse direction where

nominal rates are negative (for example, export

taxés), 54

But there is no reason why, even under the restrictive

assumptions of the previous paragraph the prices of non-

M1bid., pp.224-225.

TN
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tfaded goods should remain ﬁnchangéd, For the gffect of

the protective structure on the demand for a particular
non-tradable is not likely to exactly offset 1£s effect on
the supply of the same non-tradable, Positive nominal
‘tapiff rates or export subsidies on finished traded goods
will divert demaid from the goods to substitute non-traded
goods, On the other hand ", ..primary factors will move

from the non-~traded sector in general into protected traded-
goods industries (and also into industries producing those
non-traded inputs which are indirectly protected)."55 It
full"emﬁfbyment of all domestic factors is to be maintained
(assumption (4) on page 99 above), either prices of non-
traded goods will have to be changed relative to prlces

of traded goods or the exchange rate will have to be altered
in order for the supply of and demand for non=-tradables to
remain in equilibrium,

If we reyove the assumption that (1) al1 1nputs\on'
activities producing vradables are themselves tradables and
Ehat (i) in activities producing non—tréﬁables, all inputs
- are non-traded geods, there is a further effect on the
relative demand for different types of non-tradables,
"...positive total protection of traded goods leads to

additional demand for non-traded inputs; those non-traded

551bid,,,page 226,

56 :
5 Ibid., page 2257~__
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ihputs'inténsive in the protected indiistries will rise in
price relatively to the general price level in the non-
traded sector."57

The fact that prices of non-traded commodities will
be affected by the protective structure leads Corden to the
view that non-traded inputs should be treated like primary
domestic factors in the theory of effective protection and
not like traded inputs, Balassa and others in their empir-
ical studies on rates of effective protection have treated
non~tradable. inputs like tradable inputs i,e, the input
coefficlents for the former are additional aij's in the
term‘EZéijti in formula @R) with the associated t; = 0,
This is consistent with the idea that the effective pro-
tective rate means the percentage_increase in &alue added
(as conventionally defined) in a particular activity made
possible by the prote;tive structure of relevant tariffs
and taxes, quever, such an épproach‘is incorrect, aqcording
to Corden if the purpose of calculating rates of effective
protection is to "shed light on the direction of the Te-
source allocation effects of a protective structure.®

The crucial point here is that non-traded inputs, uniike
traded commodities, are not in perfectly elastic supply if
we assume fuil enployment of all domestic resources in the

economy under consideration, If a particular activity has

j

,57lbléq. page 226,
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é'felatively high rate of effective protection, resources
will be attracted into this activity, 1If this activitf is
an intensive user of a non-traded input, the demand for
that input ﬁill increase, Since the supply of this non-
traded input is not perfectly elastic, the price of this
input (e,g, electricity services) will rise relative to
the general price level .in the non-traded sector, (Unless,
of course, as a consequence of the overall protective
structure, the net demand for this input in all othér‘
activities falls more than the increase in demand for it
in this particular activity.) Such a price rise is like

a tariff on the input and thus reduces the effective pro-
tection enjoyed by the activity using this particular non-
traded input, As Corden puts it:_ '

The essence of the distinction between traded
and non-traded inputs stems from our assump-
tions (2) and (3) (infinite foreign-~trade
elasticities; trade in tradable products remains
after protection)., Thus a tradable input is in
infinite supply to an industry, and the price of
each individual traded good is given (szpart from
the effects of taxes and subsidies),. If non-
traded inputs were also in infinitely elastic
supply, they could indeed be treated like traded
inputs, But in the absence of unemployment and
eXcess capaelly a user industry can obiain extra
non~traded inputs only at increased cost, and some
part of the inerement in the price of the final
good on account of the tariff will not increase
value added per unit but will raise the price of
the input, The tariff protects not only those
primary factors but also those non-traded inputs
(and hence their factors) which are intensive in
the usling industries, But the effects on the
brimary factors and the non-traded inputs cannot
be separated out;” Wnless there are two inputs
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only and one is in infinitely'elastic supply so
that its price does not rise when the price of
the output rises, it is impossible to distinguish
the effective protective rate for different Inputs,
For each product one can talk only about a single
effective rate for all those inputs combined which
are not in infinitely elastic supply to the industry.
If there are traded inputs in those non-traded goods
which are themselves inputs in traded goods indus-
tries, the matter becomes more complicated, Only
that part of the value of the inpwt which is value
added by primary factors directly and indirectly
that is, via non-traded inputs into these non-
traded inputs and so on should be treated, 58
However, this latter approach, which Corden favors, is
not necessarily a reliable guide for determining how' the
tariff structure affects the flow of resources, In Chapter
III we shall discuss some of the weaknesses of the theory
of effective protection, In particular, we shall show {see
pages 135-142 ) that further assumptions are necessary if
Corden's general claims about the stfucture of rates of
effective protection determining the flow of resources are
to-be unambigu9usly valid, As Corden himself points out
(in the sentence we have emphasized in the above quote)
we cannot separate out the effects on the brimary factors
from those on the non~traded inputs, If we agree that what
1s crucial for resource movements is what happens to the
rate of profit (i.e. the return to capital) ia different

activités, then we need to be able to separate out the effects

581014, , page 228,

————

TN ~
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on the different primary faétors as Well as to distinguish
tﬁe effect on primary 1npufs from that on non-traded inputs.
More specifically we need to know what happens to the rate
of return on capital if we are to reach any definite con-
clusions about the effects of the tariff structure on re-
source allocation,

In practice it is much simpler to assume that all in-
puts (including) non-traded goods) are in perfectly elastic
supply. Then the rate of effective protection, as the per-
centage increase in value added, measures the protection
glven to domestic primary factors directly employed in the
activity concerned,

One of the consequences of any protective structure
may be external imbalance 1i,e, sqrplus or deficit in a coun-
try's balance of payments. Such an external imbalance
(which could, of course, result from other causes) could be
tackled througp a change in the exchange rate., As Balassa
points out, changes.in»the foreign exchange rate aré usually

e

only considered in terms of their effects on the balance of

59

payments, But devaluation or appreciation of a country's
currency in terms of other currencies alters the price rela-

tionship between non-tradable and traded goods and this

Bela Balassa, "Inteégration and Resource Allocation
in Latin Amexrica," in T, Davis (ed.) The Next Decade ‘of
Latin American Development, Cambridge University Press
{forthcoming)., :

. “’/-.\\

~
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affects the degree of protection offered to activities
producing or using tradable goods, For example, a 20 per~
cent devaluation of a country's eurrency is the equivalent
of a 20 percent subsidy on all tradable inputs and products,
i,e. the equivalent of a 20 percent tariff on all imports
and a 20 percent subsidy on all exports, On the other hand,
in relation to non~-traded goods an exchange rate appreciation
is the equivalent of a uniform ad valorem import subsidy
(negative tariff) on all importables and the equivalent of
an’ export tax on all exportables. Corden goes on to assert
that an exchange-rate appreciation
T +..provides a uniform rate of negative effective

protection for all tradables,.,/and/,..nust be

régarded as an integral part of the effect of

a protective structure, If the appreciation were,

for example, 20 percent, all tradables with an

effective rate of less than 20 percent will, in

8 sense have been taxed in relation to non-

tradables, If we subtract 20 percent from all e

effective protective rates as previously calcu- .

lated, we obbain a scale of net effective Pro-
tective rates,60 : :
/

The correctness of Corden's assertion here depends on
two other assumptions, wamely that all 1nﬁuts are non~traded
and that we are measuring the effective protection given to
domestic primary factors and non-traded inputs taken together
as Corden himself indicates, If these two conditions hold

effective rates become identical to nominal rates. However,

60 '
Corden, "The Structure of a Tariff System and the
Effective Protective Rate," op. cit., page 225,
TN
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if all inputs are not non-traded and if we are measuring

the effective protection given to domestic primary factors
'~alone, then an exchange rate appreciation of 20 percent will
not necessarily lead to effective protective rates in each
activity being reduced by 20 percent. The precise change

In the rate of effective protection for a given activity
Brought about by an appreciation (or devaluation) now
depends on (a) the relative tariff rates on the output and
input(s) og each activity and on (b) the size of the value
added coefficient as well as on the extent of the apyeciation
(or devaluation),

?he rate of effective protection on value added measures
the protection offered to all primary factors taken together.
It 1s the percentage increase in the earnings of the primary
factors directiy employed in the activity concerned if we
g0 agalnst Corden'’s advice and treat all non~primary ihputs~*’
as aij's in formula (2,2) whether the inputs are traded or
not; If, howéver, following Corden, we treat non~-traded in-
puts like primary factors and obtain value added by summing
all indirect contributions by primary factors through non-

traded inpu’cs,61 the rate of effective protection measures

l"If there are traded inputs in these non-traded goods
which are themselves inputs in traded goods industries, the
matter becomes more complicated, Only that part of the value
of the input which is value added by primary factors directly
and indirectly (that is, via non~traded inputs into these none-
braded inputs, and so on) should be treated like a primary fac-
tor and so included in value added in the protected industry.
In: other words, ideally We.should go down the input-output
structure until one reaches a traded input, and to obtain
value added for our formula, all direct econtributions by pri=-
mary factors- should be gwmmed with all indirect contributions
by primary factors through non-traded inputs., In the summation
process, tradable inputs(even though they may be produced domesg-
tically)should be treated us leakages," Ibid,,p.228,ftnt. 5.

N,
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the percentage increase in payments to primary factors
throughout the economy, '
Now the general concept of effective protection can be

modified in order to measure separately the protection given

to two primary factors taken together, or even, under certain

agsunptions, to one\primary factor alone. Thus,‘ﬁf &Z
assume that one primary factor is in perfectly elastic sup-
Ply we can calculate the effective protection given to the
othér two primary factors., For the price of the primary
factor which is in perfectly elastic supply can be taken as
given and this factor can be treated 1like any (tradable)
material input i.e, its input coefficient becomes another a3 3
in formula( 2,2),Then the rate of effective protection will
measure the increase in the returns to the otﬁer twbﬁprimary
factors. Thus, if we assume capital is In perfectly elastic
supply, we can calculate the effective protection given to
land and labor. If we assume .that there are only two pri-
mary factors and that one is in perfectly elastic supély

(or that two out of three of the primary factors are in
perfectly elastic supply), we can calculate the rate of
effective protection given to one factor alone, Thus, 1if
labor and capital are the only two primary factors and we
assume that labor like all material inputs is in perfectly.
elastic supply (we can treat the labor input coefficient

as another aij) t,e. its price is given, we can easily mod-

T ,
ify formula( 2.2 )in orde; to calculate the effective rate

P
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of protection gi#en to capital in different activities, In-
stead of vj in formula (2,2) we now have kj which represents
the "free trade" monetary return to the primary factor cap-
ital in activity j for each unit of J produced, assuming

the price of the final product of j to be unity. Then

tj -jg 23 3ty measures the effective rate of protec-
K
tion for capital in industry j, i.e. the percentage increase

K.j=

in the return to capital per unit of output as a result of
the tariff and tax structure,

Oon the other hand, we can assume that capital is in
“perfectly_elastic supply and then calculate the effective rate
of protection of labor in alternative uses., Here the price
of capital is given; more preclsely the returns to capital
per unit of outpﬁt in each activity is fixed and capital

cén be treatedlis another (tradable) input, i.e, another aij
b5 =2 B13fy

. 1

of protection'62)' measures the percentage increase in pay-

the LJ = » (what Basevi calls the "labor-rate
ments to labor made possible by the structure. of relevant
tariffs and taxes, where 1j is the 'free trade' labor input
coefficient, i.e. the payment to labor per unit of output

in activity j. in the absence of tariffs and taxes., As

Corden points out,

ZBasevi, op. cit,, page 150,

-
-~ \\\
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+o«Tixed physical input coefficlents must be
assumed for all those factors in infinitely
elastic supply which a¥éa be grouped with the
. tradable materials,./Whereas/ Our earlier assump-
tion of fixed input coefficients was necessary &
only for the tradable materials and not for other
inputs or each primary factor separately,63
Thus, when calculating the effective protection of la-
bor, we have to assume that the piiysical input coefficient
for capital is fixed; and when calculating the effective
protection of capital that the input coefficient of labor
is fixed,

Basevl was the first to develop and use this modifica-
tion of the general measure of rates of effective protection.
He calculated effective rates of protection of labor in .
different Industries in the United States on the assumption
%hat "capital, as well as material inputs, is 1nternationa11y
mobile and{that labor is the only 1mmobile factor."64 Basevi.
Justifies this, quite reasonably in our view, as "being a
good description of the United States situation.,." He then
goes on to claimrthat the assumption thét capital is infer-
natiénally mobile i,e, that capital is in perfectly elastic
supply is "especially relevant to problems of economic
development," However, for many underdeveloped countries
and certainly for Tanzanlia, it is much rather a case of capi-

tal being a scarce factor, In such cases, it is more reason-

able to assume that labor is in perfectly elastic supply,

6300rden, "The Strucgpxg‘of a Tariff System,"op.cit,.,p.231,

64
‘Basevi, op. eit,, p. 150,
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"

‘As Corden puts it, "The case when labor, or some types of
labor, are in 1nfinitely elastic supply ﬁay be relevant for
some underdeveloped countries."65 In Tanzanla there is a
minimum wage for unskilled labor determine by law, If the
legal minimum.wage exceeds the "free.market" price for un-
skilled labor then we have the equivalent of a tariff on
labor, exactly analogous to a tariff on any input which is
inpperfeétly elastlic supply, Conceptually, it would seem

to make sense then in the case of,a country like Tanzania,
to treat unskilled labor as an input in perfectly elastic
supply, and to then calculate the effective protection given
to capital in different industries by the existing structure
of tariffs and taxes, In Chapter III we shall discuss-some
of the conceptual and practical difficulties 1nv61ved in
trying to calculate rates of effective protection of capital:
Tor different activities in an underdeveloped economy like
.Tanzania,

In the last ;art of this section we consicer briefly
the implications for the concept of effeotive‘yrotection
(and its practical application) of relaxing somz of the
assumptions adopted thus far. One important assumption to
our analysis thus far has been that the physical input co-

efflcients for all material (non-primary) inputs are fixed

65Co:r:'den, op. elt,, pz.231,

- ..
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ese coefficients are not affected by the tariff struc-~
r to put it another way, these éoefffcients are the
the free trade as in the post tariff situation,
one sense this is a highly unrealistic assumption,
of the major consequences of imposing tariffs is
in the relative prices of various inputs (including
inputs). 1Irf there 1s substitutability between inputs,
rice changes should result in changes in the input
lents, including the substitution of primary for
1 inputs (and vice versa), gs well as substitution
non~-primary inputs,
t, Corden argues

the calculation of effective rates is designed

to indicate the direction in which resources will
be pulled by the tariff structure. It should not
incorporate the effects of these resource shifts,
Therefore, the effective rate can no longer be the
actual percentage rise in returns per unit to the
primary factors (and non-traded inputs) resulting
from the tariffs, since that depends partly on the
substitution effects which have actually taken
place, . Rather we want to know what the rise in

the rate of return to a factor is before any re-
sources move in response to this rise, Hence, the
effeetive rate should be the percentage rise on the
return to the primary factor which would result if
there were no substitution between inputs and hence,
if there were no change in the input coefficient,
It follows that the ideal calculation should use
the input coefficlent of the free-trade situation;
the formula which we have been using remains the
correct one,..66

wever in practice it is generally not possible to know

the "free trade" coefficients. We either have to start with

66

o~
~~
~-

Ibid., page 234.1
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the observed post tariff coefficients and work backwards
from‘these or 'borrow' coefficients from a country where
tariffs, taxes and other restrictions on trade do not unduly
affect the pattern of resource use. The Tirst method we
shall call ﬁhe "derived" approach, the second the "direct®
method. éome of the conceptual and practical difficulties
encountered in either or both methods will be discussed at
length in Chapter III. Here we are concerned only with
the direct effect (bias) that these approaches have on our
input coefficients and hence on measures of rates of effective
protection. If we use the "derived" approach, i,e, use the
physical input coefficients of the protection situvation, there
1s no a priori reason why these coefficients shopld be equal
to the "free trade" coefficients., For as we have stressed
above, one of the likely consequen@es of protection is a
éhange in the relative price orf inputs and hence substitution
between inputs. What then is the effect on measures of rates
of effective prb%ection of using this "derived" approaéh?
Corden has proved the "surprising" result that .

calculations of effective rates which use the

data of the protection situation will always

tend to overstate the effective rates if there

1s any substitution from primary inputs toward

material inputs or vice versa, and, of course, ’

unless other errors are offsetting.67

This conclusion does not hold 1ﬂ-¢J =ty (i.e. the tariff

on the output is equal to (a) the tariff on the Input where

6?Ib1d., page 235. RN
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there 1s only one input, or (b) to a weighted average of
the tariffs on the inputs where there is more than one

i
of effective protection in activity J is equal to the nominal

tradable input in activity Jj). For where tJ = t, the rate

tariff on both the input and the output, i,e, it does not
depend on the value of input coefficients.

' In the case of the "direct" approach, i.,e, where co-
efficients are borrowed from another country, it is not
possible to predict a priori the effect on rates of effective
' prétection of a bias in the "borrowed" coefficlents]  Phe)
direction of '"error" in E‘j (the effective protective rate
in activity j) derends on whether t‘,‘j 1s greater or smaller
than ty as well as on the direction of "bias" in the input
coefficients,

Less can be sald about the implications of relaxing the
other assumptions which lie at the heart of the concept of
effective protective rqtes. The assumption (assumption
~on page 98 above) that there should be no "watsr! in any
tariffs i.e. that all tradable goods should contigue to be
traded even after tariffs and either taxes have been imposed
(which implies that domestic prices are equal to world prices
plus tariffs) is not crucial in theory. As long as we can
measure that part of the tariff which is utilized we can
find relevant yalues for the tJ's and ti'S in our formulae,

For what we are interested in is the changes in domestic
'S
)
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prices of inputs and outputs caused by the tariff and tax
system. 1In practice we need detailed price data in order
to be able to compare the domestic prices with the "free
trade" prices of comparable commodities. In this connection
there 1s also the problem of the extent to which these differ-
ences between "post tariff" and "free trade" prices reflect
tariff and tax rates., This leads to a consideration of
another basic assumption., Namely that the export-demand
and import-supply elasticities are all infinite. For if
they are not prices will not vary according to the level of
tariffs and taxes as we have been assuming. Rather part of
the tariff and tax will be absorbed by the suppliers of
\1mports and exports, As Corden stresses, removing this
last assumption

presents conslderable difficulties.../Tor/...when

the inelasticities are less than infinite, the

effective-protective~rate concépt strictly inter-

preted appears to break down, But perhaps if the

. elasticitles are generally close to infinite, the

calculation’ of effective rates and the derivation-

of various conclusions from the calculations are

justified as reasonable approximations.§8

This last point is particularly valid in the case of a
small country like Tanzania whose imports of different com-
moditlies make up a tiny fraction of world sales and whose

exports (largely primary products) are sold in highly com-

petlitive markets.

681b1d., page 236, ,
N

“~.
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v
Does this relatively new concept of effective protec-
tion have any 1mportan£ implications for commercial policy?
According to Humphrey,
The principle /of effective protection/ carrles no
implication as to whether protection is desirable
or undesirable, except in the sense that some
people may feel that low tariffs are more trouble
than high tariffs.69
At face value this statement appears perfectly valid, How-
ever it 1is hecessary to bear in mind that the concept of
effective protection has been developed entirely within
the context of the orthodox Western theory of international
trade, That is, the anaiysis 1s carried out in static terms
with the éxplicit or implicit objective being the maximi-
zation of efficlency and welfare in the present time period,
To put it another way, the exlsting production functions
are taken as given, and it is assumed that international
speclalizatlon should be guided by the present structure of
‘comparative advantage, This is ﬁot“the place to indulge
in a debate on methodology; more specificallykwé are not
concerned here with the question of whether the blas towards
free trade is Anherent in the assumptions and methods of
orthodox Western international trade theory., Suffice it to

point out that the theorists who have paved the way in the

development of the theory and applicatlion of effective

69Humphrey. op. ¢it,, page 63,
: e

..



128

protéctioﬁ (Johnson, Corden and Balassa) are all vigorous
proponents of fewer rather than more restrictions to free
trade. In Chapter V we shall discuss the possibility of |
using the concept of effective protection as a tool in a
more dynamic analysis of the problem of industriaslization
and development strategy in underdeveloped countries,

The literature on effective protection has made much
of the point that the.existence of escalated (caséading)
tariff structures 1n most countries leads to rates of effec~
tive protection being much higher than nominal tariff rates.
A cascading tariff structure 1s one where nominal tariff
rates tend to increase with the degree of processing,

‘Therefore for most activities, tariffs on outputs tend to

be higher than tariffs on inputs ;ﬂ a ti and
Le. &y ij )

P ®
consequently effective rates tend to be higher than nominal
ratesﬂ The finding of high rates of effective protection in

/ ) .

many countries (largely as a result of "cascading" tariff
structures) provides powerful ammunition for those who argue
that tariff and tax structures in these countries lead to a
great distortion and waste in resource allocaiion, Thus
Balassa found that for Argentina rates of effective protec-
tion for most manufactured goods exceeded 100 percent; "i.e,
the remuneration of domestic factors is more than double of

value added in a free trade situation."70 Balassa then went

TN
-

. 7OBalassa, Integration and Resource Allocation in Latin
America, op. cit,, page 17,



on. to

Balassa claims further that "there is some evidence that
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point out,
This excess may be due to inefficiencies in
domestlc operations or to excessively high

profits per unit of output, In the first case,
the difference represents the cost of protection,
in the second, it gives rise to a redistribution
of incomes in favor of the entrepreneur. VWhile
there are indications that firms in Argentina
follow a policy of low turnover and high profit
margins, it can safely be said that, in manufac-
turing industries where effective tariffs exceed
100 percent, the cost of protection accounts for

a substantial part of the excess of the remuner-
ation of domestic factors over value added in the
free trade situation. A further source of ineffi-
clencies in resource allocation is found in the
observed differences in effective tariffs in
industries producing import-competing-goods, 71

esent system of protection benefits industries pro-

ducing non-traded goods (chiefly construction) in Argentina

—————

"and that there is consequently an incentive for luxury

produc

tion, particularly in housing;"72 He suggests there-

fore a reduction in tariffs together with a devaluation of

the Argentina peso (whiqh Balassa assumes to be overvalued

anyway), Then tHere would follow:

a reallocation of resources from import competing
To export industries, As a result, a larger

amount of importables would be obtained for the

same amount of exportables through forelazn trade
than through domestic transformation, iloreover,
reduction in the implicit tax may permit in indus-
tries producing differentiated commodities to engage
in exporting activities,?3 ,

711b1a., pages 18-19.

7
7

21bid., page 20.
3Ibid., page 19, T

[y
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; According to Corden, the fact that effective rates of
protection tend to be higher than nominai rates "is the
attraction of escalated structures to protectionists: the
degree of protection provided to industries is not so
obvious."74 A good example of this 1s the high rate of
effective protection provided to processors of raw materlals
in the Common Market countries. While nominal tariffs on
the processed products of raw materials like sisal-and
various oil seeds are low, the absence of a tariff on the
raw material itself together with a low value added coeffi-
clent result in high rates of effective protection on value
added in-the processing stage.?5

The concept of effective protection as a better measure
of the protection afforded an activity, (particﬁlarly when
we are considering relative protection by rankin2 activities
according to rates of effective protection) enables theorists
~and policy makers to have a clearer picture of the protective
effects of the ﬁériff and tax structure: In most countries
tariffs and taxes are imposed in an ad hoc fashion and policy
-makers have little idea of the overall structufe as it may
affect respurce allocation, The position in many of the

Latin American countries, which is not untypical of under-

N
7“Corden, "The Structure of a Tariff System and The
Effective Protective Rate," op., cit,, page 229,

75See below, Chapter V for a more detailed discussion
of this point, P

.
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developed as well as developed countries? structure, has been
described very well by Santiago Macario; whom we quoted on
the same point in our Introduction,

With very few exceptions, the Latin American
countries cannot be said to apply a protectionist
policy, if by this is to be understood a systematic
body of measures deliberately designed to permit
and encourage the development of certain industries
rationally selected within an over-all framework of
objectives established under a given econonmic
development policy, What did and siill does exist
1s protectionism, but as the largely indirect re-
sult of ad hoc measures, often adopted, at least
initially or during a first stage, as emergency
procedures, elther in order to solve balance-of'-
payments problems, or under the pressure of other
exogenous factors, Such measures, temporary to
begin with, became permanent in most cases and

more general in their scope, giving rise to a

form of protectism which has been characterized by
extemporaneousness, lack of autonomy (since it

1s primarily motivated by external causes),
extremely high levels and indiscriminate: applica-
tion, and whose basic objective is import sub-
stitution at any cost, regardless of which in-
dustries it is most expedient to develop and how
far the process should be carried.?76 e

In Chapter Vv below we shal; discuss in detail alterna-~
tive éommercial‘policy péssibilities which fit in with differ-
ent types of industrialization strategles, :One possible aim
of commercial policy could be to attempt to equalize effec~
tive rates of protection in different activities, except
where special reason dictated higher or lower rates for a
glven activity, Such a policy would answer the criticism

of Balassa that widely divergent effective protective rates

768antiago Macario, "Protectionism and Industrialization
in Latin America," op. et€>-. '

_—
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lead to serlous misallocations of resources, Hoéwever the
~problem remains of what this "normal® targeﬁ; equal rate of
effective protection should be, Balassa in thée case of
Argentina argues for lower effective rates than those he
found in his study., The question of how high %6 set tariffs
end taxes belongs in a discussion of the more geneéral preb-
lem of how much protection is needed at any particular time
in a country's economic development. We shall turn to‘this
question in Chapter V when we discuss alternative develops
ment strategies open touPanzania,

Within the context of the broad aim of equalizing effeas
tive rates of protection it would still be possible té siiba
sidize infant industries (or other specially selected in=
dustries) by setting tariffs and taxes so that thesé indigs
" .tries are protected by effective ratesvhigher than the nowr,
Even the most ardent advocates of free-tradeé accept the idea
that infant industries may need protection in the initial
stages, For Balassal L

The learning process in new industries provides
an argument for protection on infant irdustry
grounds, ,{However/.,,in cases where the infant
industry argument is applied, one should make
clear the cost of thils protection to the
national economy,?77

Corden makes the interesting point that the historiesl

development of tariff systems in many countries irndieate

77Ba1aésa,'Integration and, Resourcé Alloccation in Latin
America," op. cit,, page 20, h
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high initial rates of effective protection followed by a
lowering over time of these rates, Thié 1s a different view
from that of many historians who, looking at nominal rates
only, have concluded that tariffs have actually increased
over time., The usual historical pattern has beén for a
country in the early stages of industrial development to
start by importing ready‘finished products free of duty and
carrying out final processing or assenmbly behind a tariff
wall. With the low value added in this situation finishing
industries are afforded high rates of effective protection,
As development proceeds and the country moves backward into
earlier productive stages, tariffs tend to be extended
backwards as well, The result is to lower the effective rates
glven to the earlier finishing industries at thé same time
as providing high effective rates fo the newer industries,
Thus at each stage infant industries have been protected, An
interesting historical-questionvis the extent to which such
a pattern has o;curred in different coéﬁtries; and secondly
the extent to which policy makers have beenKCOnscious of the
"true" protection, as measured by effective protective raées,
being given to different activities, Certainly one can hardly
quarrel with Corden's suggestion "that historians of commer-

cial policies and of industrialization should calculate

effective rates,"

TN




. Chapter III

There are a number of questions concerning the concept
of effective protection and its application to real world
situations which seem to throw doubt on the precise meaning
that can be attached to effective rates of protection found
for different industries in a given country. The -advocates
of the use of rates of effective protection as measures of
the 'production! cost of tariffs have put forward two main
propositions which we shall examine in detail., The first
assertion is that the scaling (or ordering) of economic
activities (industries) according to the effegtive rate
at which the activity is protected "tells us the direction
in which the structure /[ of tariffs and relevant taxes/
causes resources to be pulled as between activites.., Do-
mestic production will shift from low to high effective
protedtion rate'activities."l That is, domestic produc-
tion will shift in this manner if we are comparing the situ-
ation when the given structure of tariffs and taxes exists
with the situation if there were no tariffs etc, and no
change in the exchange rate, 1,e, the "free-trade" situation,

(given of course the original assumptions on which the

7
Corden, "The Structure of a Tariff System and the
Effective Protegtive Rate," op. cit., page 224,

13-
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“theory is based). The second main proﬁosition is that pos-~
itive rates of effective protection indicate "the percentage
excess of the remuneration of domestic factors over value
added in the free trade situation, This excess may be due
to inefficiencies in domestic operations or to excessively
high profits per unit of output,"2

There would appear to be important additional assump~
tioné which are necessary for the uhambiguous validity of
the first proposition. 1In order for resources to move in
the direction that Corden predicted, we would have to make
the further basic assumption that in the "free-trade" situ-
ation the rates of return per unit of invested capital
were the seme in different activities, Consider a simple
case where the pre-tariff rates of return on invested cap-
ital are not the same in two activities, Say in activity
A the "free-trade" return per unit caplital invested was 5§
~ percent while in activity B it was 10 percent, If the
structure of tariffsvand relevant taxes was such as to
provide effective protection of 100 percent %o activity A
and 50 percent to activity B Corden would predict that
more resources would tend to be employed in activity 4
and less in activity B in the post-tariff situation than

in the free-trade case, But is this necessarily so?

2Balassa, "Integration and Resource Allocation in
Latin America,"” op. cit., page 18,

TN
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At first sight the answer seems to be clearly in the
negative, For what is'relevant to the direction of resource
flow is the scale of absolute returns per unit of capital
investe@ in the post-tariff situation, and not the scale
of percentage increases 1ﬁ returns to.capltal made possible

3

by the tariff structure. Let us assume for the moment that
there is only one primary factor of production, capitel,

in bbth activities, A and B, Then it appears that as a
result of the given tariff structure the rate of return on
caplital will have increased to 10 percent in activity A

and to 15 percent in activity B, Clearly B is still to

be preferred to A and there seems to be no reason why
resources wouvld move from B to A.4 But there is yet a fur-
ther assumption which 1s hidden in the above reasoning,

The rates of effective protection of 100 percent and 50
bercent in activities A and B respectively will result in
equivalent increases In the returns to capital invested
only if we assunk that there haé been-no increase in the use
of capital per unit of output in both activities. This is
not necessarily the case, Rates of effective protection

measure the percentage increase in the remuneration of

3My attention was first drawn to thls point by Ben
Massell in an unpublished note on the concept of effective
protection written while he was Director of Economic
Research at The University College, Nairobi,

ustrictly speaking we would also need to know what
caused the pre-~tariff rate of return to be higher in
activity B and whether thifs.cause operates with the same,
more or less force after protection,
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domestic factors, This increase.can reflect an increase in
the rate at which factors are pald or an increase in the use
of factors employed per unit of output. Thus in 6&? éimple
case where capital is the only factor, an effective rate

of protection of 100 percent does not necessarily mean

that the rate.of return per unit of capital invested has
doubled as compared to the rate in the "free-trade" situa-
tion, Part of the increase in the returns to capital may

be payments to extra capital employed per unit of output,
thus reducing the increase in the rate of return per unit

of capital luvested (profit rate) to below 100 percent,

- If we drop the assumption that there is only one pri-
mary factor used, the direction of resource flow as & result
of the tariff structure would seem to be even more indeter-
minate, Let us assume that there are two primary factors,
labor and capital, Now a glven rate of effective protece-
tion can bring about a wide range of possibilities, Any
combination of one or more of the folTowing four effects
might result: (a) an increase in the capital.per unit of
output used (the capitel input coefficient), (b) an increase
in the returns per unit of capital used (i.e, an increase
in the profit rate), (c¢) an increase in the input of

labor per unit of output (the labor input coefficient),

(d) an increase in the payments to each unit of labor used

(wage rate),
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N The rate of return on capital 1nvésted (the rate of pro~-
fit) and not the profits per unit of output determines the
direction in which investors will direct their capital,
and hence the direction in whiech resources move. What
happens to the profit rate (b) above as a result of the
tariff structure depends on the extent (if any) to which the
other three possibilities, (a), {(c¢), and (&), resuvlt from
the tariff structure. One situation in which the percen-
tage increase in the profit rate would be unambiguously
equal to the effective rate of protection is if (i) there
is no 1hcrease in the aﬂount of capital used per unit of
output aﬁd if (ii) the share of value added going to cap-
ital (and hence the share going to labor) remains unchanged,
Thus 1t appears that there are at least two further .
.assumptions necessary if Corden's conclusion sbout the di-
rection in which resources move according to relative sizes
of rates of effective,pfotectioﬁ in different activities
is to be always valid; Firstly the rates of(return to
capital in the "free-tfade" situation must b; equal in all
activities, Secondly percentage increases in the rates of
profit in any activity as a result of positive rates of
effective protection must be equal to the rate of effective
protection in that activity, which is unambiguously the case
only if conditions (1) and (ii) above are satisfied,

How reasonable are thoge additional assumptions? The

*
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assumption of equal rates of return on capital in all activ-
1tieé in the "free-trade" situation implies that all activities
would be equally efficient or equally inefficient if there
were no protection at all, There is no reason why this should
be the case, Neither of conditions (1) and (1i) stated

above (both of which are necessary to the assumption that
increases in profit rates be equal to rates of effective
protection) appear to be in the spirit of the application

of the theory of effective protection, From the manner in
whiéh Balassa states theé second main assertion, it is clear
that he considers an increase in the use of primary factors
(in particular an increase in the use of capital) as a pro-
bable consequence of positive rate of effective protection

in an activity; i.e, condition (i) is not regarded as likely,
An increase in the remuneration of domestic factors may "be
due to inefficiencies in domestic operations or to exces=* o
sively.high profits per unit of output." What is meant by
inefficiencies here is clearly an increase in the input

per unit of output of one or more of the primary factors.
Parenthetically it should be pointed out that such ineffi-

ciencies and high profits per unit of output are not mu-

tually exclusive, For an Increase in the use of capital
per unit of output which leads to higher returns to capital
per unit of output is a case of both "inefficlencies" and
Héxcessively high profits per unit of output.® Though,

quite clearly, part of thémbercentage increase in value
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added made possible by the tariff strubture will have to go
towards an increase in the rate of profit if the activity
is to remain more attractive to investors than it was in
the “free trade" situation,

Corden himself anticipated any criticism about what
actually happens to profit rates as a result of the tariff
structure, We reproduce an important admission of his

which we also quoted at length in the previous chapter,

eeosthe calculation of effective rates is
designed to indicate the direction in which
resources will be pulled by the tariff
structure, It should not incorporate the
effects of these resource shifts, There-
fore, the effective rate can no longer

be the actual percentage rise in returns
per vnit to the primary factors (and non-
traded inputs) resulting from the tariffs,
since that depends partly on the substitu-~
tion effects which have actually taken
place....Bather we want to know what the
rise in the rate of return to a factor is
before any resources move in response to
the rise., Hence, the effective rate should
be the percentage rise in the return to the
primary factor which would result if there
were no substitution between inputs and
hence, if there were change in the input
coefficient,5

Thus we can conclude that the ranking of activities
according to effective rates of protection will not tell us

for certain, a priori, in which direction resources will

Scorden, op. cit., p. 228,

TN



move as compared to the "free trade" situation. However,
an increase in the rate of effective protection_for_an‘M,
ihdifidﬁai édtivity 1é likeiy, ceterié paribus, to maké that
activity relatively more attractive to capital, This is
especlally the case if we can assume that such an increase
in the rate of effective protection will result in little
or no increase in payments to labor. In the case of under~
developed countries where the supply .of unskiiled labor
tends to be highly elastic, wage rates are not likely to
g0 up as a result of increased demand for labor in a
pgrticuiar activity., Moreover it is reasonable to assume
from the experiences in many underdeveloped'countries that
the input of labor per unit of output will not piée when
effective protection increases, In additionlgif the pro-

portionate increase in capital used per unit of output is

less than the proportionate increase in the rate of effective
protection, the‘;ate of profit in the activity will be
increased and hence the activity will become relatively

more attractive to investors, \

For economies which are largely centrally owned and/or
directed what happens to profit rates is not directly rele-
vant, The central authorities can redirect resources where
they choose. However, explicitly or implicitly they are
likely thereby to: be changing rates of effective protection,

If increased ocutput for a/giyen activity can only occur at
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a loss (assuming fixed prices for final brpducts end inputs)
‘the central authorities will have to subsidize the acbtivity
and thereby increase the rate of effective protection for
that activity. Or they may choose to increase the price
of the output in order to cover costs or producﬁion and
again they wil; be increasing the rate of effective pro-
tection,

The metnods that have been used in practice for measur-
ing effective protection for different industries in a
given country raise further guestions as to the exact
meaning that can be attaéhed to observed rates of effective
protectiohl The difficulties arise largely from the pProbe-
lem of having to find suitabie "free-tradet input coeffi-
clents, Thus far, two methods have been adopted, which can
usefully be termed the "direct! and "derived!" methods,
Balassa, in his study of effective protection in six indus-
trialized countries took the input coefficients largely
' from the input-output tables for Belgium and ?he Netherlands
"because they had nil or low duties on most coﬁmodities...
and hence the distortion in input-output relationships, due
to the existence of duties. is relatively small’i6 Rates
of effective protection were then calculated directly from
these coefficlents, These rates of effective protection
then measure the percentage increase in velue added made
possible by the tariff strgg&g?e. if materidl input coeffi-

cients((in physical as well as in value terms) are the

6Ba1assé. "Pariff Protection in Industrial Countries, Ah

Evaluation," op, cit.
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same in the post-tariff situation as they would be in an
tefficient" unprotected activity, There éppears to be a
conceptual difficulty involved if we compare this first
method with the method used‘in most of the studies on
effective protection, such as Basevi'ls of the U.S.A.,7
Balassat's on Argentina,BSoligo and Stern on Pakistan,9 and
our own study of Tanzania, This second method involves
deriving "free-trade' coefficients from the observed co=-
efficlents in the post-tariff situation, If we assume

that (1) material input coefficients are the same in the
"free-trade" as in the post-tariff situation, and (ii) that
ail goods-continue to be traded in the post=tariff situ~
ation,(i,e, no "water" in the tariffs) so that the domestic
prices of goods are equal to the c,i,f, price of the inport
plus the tariff, the derived "frée—ﬁrade" inpub coefficients-

are glven by

’
a; .. - .
=
2y il 4 1 ; (3.1)
where al. is the "observed" (post-tariff) input coefficient

1
Tor input i in activity j in the country concerned, However,

?Basevi, op, cit.

8Balassa, "Integration and Resource Allocation in
Latin America," op. cit, .

9Rona1d Soligo and Joseph J, Stern, "Tariff Protection,
Import Substitution and Investment Efficiency," The Paki-
stan Development Review, Vol, V, no, 2, Summer 1967, pp.
259-270, PN ’
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we do not actually need to calculate these since we measure

effective protection by means of the formula

~

/
E -"3""3 —v:?‘
j B -1
Vs Y3

where v"ié the "observed" value added coefficient in ac~
tNiW’L

vj is the "derived" free-trade value added coefficient,

tj is the tariff on the final product of activity J,
and ty is the tariff on the input i1, and the price of the

final output of activity § is assumed to be unity.

Here the "derived" input coefficients (the aij's) are
eonceptﬁally quite distiﬁct from fhose used by Balassa in
his study on six industrial countries.l1 Thex are not
"efficlent" input coefficients but coefficients derived from

the actual coefficients (the a{J's) observed in the post-

Yrormula (3.2) is thus an alternative to formula (2.3)
presented in Chapter II, the former being the formula to
use when the "direct" approach to measuring rates of effec-
tive protection is used, the latter when the "derived!
approach 1s used,

llBalassa, "Tariff Protection in Industrial Countries,
An Evaluation," op. cit. .~ _
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tariff situation in the country being studied, What rates

of effective protection measure if this approach is used is

the maximum proportion by which the value added
per unit of output by primary resources employed
in the domestic industry can exceed the value
that they would add if all imports entered free
of duty,12

Or as Ellsworth stresses,

The whole purpose of the computation is not to
discover what the factors in the processing
Industry would be paid in the absence of tariffs,
but what they could be paid. And this the pro-
cedure of division tells us, by converting domes-
tic values with protection into what these values
would be without protection....all the computation
tells us is that if a particular set of duties on

a single finished product and its inputs is removed,
the sum available to remunerate the factors in the
processing industry that accounts for the value
added will be such and such an amount, 1In contrast,
the problem of what the factors would be raid under
free trade conditions presupposes complete free
trade ~- that is, the abolition of barriers to trade
in all commodities, not Jjust a single one,1l3

As Ellsworth points out, thesé "derived" input coef-
ficlents are likely to be higher than if we used "direct"®
("efficient") coefficients from some other country as Balassa
did, This is especially true in those activities where pro-

tection is greatest, For as a result of the subslidy provided

to an industry by the tariff structure the domestic activity

12
13
P, T, Ellsworth, "Import Substitution in Pakistan--
Some . Comments," Pakistan Development Review, Volume VI,
No, '3, Autumn, 1966, pp. 395-407,

Basevi, op. cit.

I



146

can indulge in wasteful use of material inputs, This is a
different kind of inefficiency from that meant by Balassa
when he asserted that positive rates of effective protection
"may be due to inefficiencies in domestic operation." What
Balassa was referring to was the posslible inefficient use
of primary resources, labor and capital, as a result of the
tariff structure,

4A wasteful or inefficient use of material 1npuﬁs means
that the aij's used in the "derived" approach will be higher
than if the "direct" method were adopted. One consequence
of higher aij's is lower derived free-trade coefficients
for if one. or more aij's are upward biased the second term
in the denominator of the first term of the right hand side
of equation (3,2) will then be higher. In some cases vy

(the denominator of the first term in equation (3,2)), may

Y
£

even turn out to be negative and the second term will be
larger than the first., This is more likely in cases where
the tariff on the’final product tJ 1s high and therefore

1 - is low and where the observed value gdded(1 - aij)
i1s low to begin with, A negative derived value added coeffi-
cient would imply that at world (free-trade) prices the cost
of material inputs in domestic production is so great as to
exceed the wofld price of the final product,

Ellsworth has argued that where negative or very low

‘derived! value added coefficlents are obtained for a par-

ticular activity, rates of’g??ective protection have no
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meaning, A negative value added coefficient (i.e. a negative
denominator in the first term of formula (3.2) for rates of
effective protection) will yield a negative rate of effective
protection. But negative rates of effective protection are
supposed to indicate a tax on domestic production for they
reflect situations where the value added coefficient made
possible by the tariff and tax structure is less than the
value added coefficient in the free trade situation, i.e.
vjis less than vj and therefore, Ej =_§%_ -~ 1 1s less than 0,
Thus, according to Ellsworth, negative rates of effective
protection, which result from negative derived free-trade
value added coefficlients, are 'spurious' and should be dig-
carded.14 Basevi, like Ellsworth, considers such‘negative
derived free-trade value added coefficients as Yabsurd"
and distinguishes

those cases in which the effective rate of pro-

tection,,..becomes negative because the denom-

inator is negative (absurd result), from those

in which it becomes negative becsuse of the

overwhelming tax-affect of the tariffs 'on inputs

(true case of negative rates of protection),l5

But are such "spurious" negative derived free-trade

value added coefficients really absurd? They are the result

of applying a certain formule and they indicate that if

14
Ibid., p, %01,

15Basevi. op. cit,, p;,&?O.
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tariffs and relevant taxes were removeé,uthe cost of none~
primary inputs used in domestic production (assuming fixed
input coefficients for these inputs) would be greater than
the woild price for the final output, The negative Ej's
that they yield show "one extreme of protection; the sub-
sidy implicit in protection not only pays for primary fac-
tors of production in the industry but must pay for parts
of its costs of inputs as well."16 We can also distinguish
"genuine" cases of negative effective protection from those
"spurlious" cases which result from negative derived value
added céefficients becéuse of the different range of
possible“values for EJ in each casé. In the case where
there is genuine negative effective protection 71<Ej<0,

v
since v.)v! and therecfore, 0<~~j_ {1 and -1<E, (=3 -1 {0,
3773 V3 J v _

In the cases where there is a ﬁegative derived value added
coefficient vj<0 and therefore v_.5.'(0 and EJ<-1

Ellsworth claims that rates of effective protection,
obtained where the derived free trade value &added coeffi-
cient is very low but still positive are also absurd and
should be discarded, Wasteful!" use of material inputs, i.e,

higher a; j's will lead to lower value added coeffidients.

g —

1 Stephen R, Lewis, Jr. "Further Notes on .the Notion
of Implicit Protection and Its Measurement in Pakistan: W
Unpublished,
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Then the derived free trade value added coefficient

a

vy = 1 -}5 1J will tend towards zero, i.e. the
1 + tj 1+ ty :

denominator of the first term in formuls (3.2) for EJ will

-tend towards zero and E, will be very high, It should be

J
noted that higher aij's also lower the numerator in the

first term of the formula for Ej. If tj = ti (or ty = a
welghted average of ti's where there are tariffs on more
than one input then any upward bias in ay j will lead to
the numerator and denominator falling by the same fraction
and Ej will then be unchanged. It is simple to show that

if t; is greater than a weighted average of the t s, E
J > i

J
17

wlll be larger the larger are the aij's.
Another possible reason for low or negative derived
value added coefficients is a high tariff on the final out-
pﬁt resulting in a low derived world price for the final
output given by the first term (If%‘ng in the denominator

of the first term of the formula for E,, formula (3.2).

3’
This will be especiélly the case if there is "water" in the
tariff oa the final output of an activity (i.e. if the
domestic price of the output is equal to less than the
"world" price of the output plus the tariff). For then

I—%-EE— wlll be less than the "free trade: price and

17See Corden, "The Structure of a Tariff System," op,
cit., p. 235 for a rigorous proof,

AN

e
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1+t + t Eﬁ T + ti will again be downward biased and tend
to be very low or negative, Here we have the strange situ-
ation that as tj becomes larger"and larger, a polnt will
be reached where the denominator of the first term iz <€ 0 in
formula (3.2) and hence Ej will change from being large and
poesitive to being negative, Basevi's view of this is that

A _consplcuous consequence of this approximation

/[ the derived approach/ is that effective rates

of protection.,.are not, as they should be, a

continuously rising function of the tariff rate

on output, On the contrary, at a critical point,

when the denominator becomes zero, the function

vanlishes asymptotically and switches to negative

"values, This is clearly an ebsurd result,18

Soligo and Stern in their study of effective rates of

protection in Paklstanl9 use & slightly different formulia
which has some merit in dealing with the difficulties which
Ellsworth and Basevi find with negative and low derived
value added coefficients, In calculating rates of effective
protection. instead’ of comparing the increase in value added
to the free trade value added, they compared the increase

to the observed value added, Thus, for them rates of effec-

tive protection were given by the equivalent of E3 = vj - VJ
vl

J
v .
instead of by Ej =3 %, Now Ej =1 - I% instead of
— v
Vi

18Basevi, op, ¢it,, p. 150,

19801130 and Stern, op. cit,
ey

e
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v ]
-l =1 and E} can only be £ 0 if v

, > v! which is the Y"genus
v

J J

ine" case of negative effective protection, If "derived"

o

vJ is very low, E3 will tend towards 1 and if vJ is negative

E3 beqomes 1.
But even with the Soligo-Stern variation of the formulae

the problem remains of how to iank rates of effective pro-

tection when derived value added is negative or very low.

If we rank according to absolute values of E; an activity

with a very low positive v, which 1s heavily protected will

J
be ranked lower than an activity wlth a negative vj. Thus,
for exémple; for activity 4, vj may be 0.05 and v3 = 0,6
while for adfivity B, vj may be -0,05 and v5 = 0,05, Then
! v
for A, E, = '3 =1 ~ 295 = 0,875, while for B it will
J T B ;
05 )
- be 1 + Lag = 2,0, It is certainly not clear that the per-

centage increase in value added made possible by the tariff
and tax structure 1s greater for B than it is for A, Perhaps
all we can conclude’is. that where "spuriously" negative

or very high rates of effectlive protection are found, this

is a sign of "probable! inefficiencies in the use of mater-
ial inputs (Ellsworth type inefficiency). FRowever, in
activities where value added is in any case low (e.g. in
assembling or "finishing" industries) rates of effective
protection are likely to be high just because v5 {and also
vJ) is low to begin with, Thus.where v

TN

S

is low or negative,

J



152

measured rates of effective protection whether measured by
Ej or by E3 must be treated With extreme caution,
IIT

When discussing the relevance of measures of effective
protection to underdeveloped economies one criticism which
is frequently raised centres around the assumption of fixed
input coefficients, It is argued that one of the main
ingredients necéssary to the process of economic growth
is the introduction of more up-to-date techniques of pro-
duction in differént industries, This implies a change in
the industry's production function and hence in its input
coefficienté, What then is the use of assuming fixed input
coefficients if we expect these coefficients to change,
There are two main lines of defense in enswer to this criti-
“cism. The first, adopted by Corden, we have already referred
to (see the long quote on pgyllo of this chapter), Corden's
position i's that rates of effective\protection only indi-
cate the direction in which resources will tend to be pulled
as compared with the free trade situation and tﬁat such
rates do not and should not 1n¢orporate the effects of the
resource allocation, But Basevi and BalassaZ?® deduce wel-
fere conclusions from observed rates of effective protection.

Thus for Basevi the "relevant purpose for welfare analysis®

2OBalassa, "Integration and Resource Allocation in Latin

American," op, eit., p. 6. .

i~
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of measuring rates of effective protectioh "is to calculate
the difference between the returns to domestic-primary
resources when proteeted and what they would get if tariffs
were eliminated,"21

The second defense of the assumption of fixed coeffi-
cients rests on the view that such an assumption is in fact
.not too unrealistic, In a comparative study of capital
output ratios in eight different countries at different
stages of development, Bhattfs provisional conclusion was
that "contrar& to theoretical expectations the cepital
intensity 6f the industries of an underdeveloped economy
does not seém to be significantly lower than the capital
intensity of the corresponding industries of at least some

22 1% s more difficult to

of the developed economies,"
argue that labor productivity is the same in comparable
industries in different countries, W, A, Lewis mekes a
good case for the view that labor ﬁroductivity is generally

lower 1in underdeveloped than in developed economies.23 But

21Basevi, op. cit., p. 149, footnote 6,

22
Bhatt, V. V. "Capital-Output Ratios of Certain In-
dustries: A Comparative Study of Certsin Countries," Beview
of Economics & Statisties, 36, 1954, p. 311,

2
3w A. Lewls, Report on Industrialization in the Gold
Loast, Government Printing Department, Accra, 1953, pp. 1-3,

TN
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: we do not really have to prove that input poefficients.are
.constant over national boundaries. Rather we are concerned
with the constancy of these coefficients, especially for
primary inputs, for a partieular industry within one country,
and this may not be such a highly unrealistic assunption,
Even if we cannot accept the realism of the assumption of
fixed coefficients we must agree with Johnson that this
assumption 1is useful for bringing out the main points

raised by the concept of effeétive protection.24 In fact
this assumption is indispensable to any attempts to measure

effecfive‘prctective rates in practice,

24
Harry G. Johnson, "The Theory of Tariff Structure with
Special Reference to World Trade and Development," op, cit,

SN
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Chapter IV
I
In this chapter we describe the methods wused and results
obtained in our attempt to measure rates of effective pro-

tection for different manufacturing activities in Tanzanisa

for the year 1966, When this study was initially carried

out in mid-1967 (for the Hconomic Research Bureau at The
University Coilege, Dar es Salaaml) there were no statistics
for industrisl production in Tanzania which we considered

both sufficiently reliable and up-to—date.2 Thus it was

1
The results of the initial research .were first presented
at a seminar of the University College, Dar es Salaam in
July 1967; and also as one of the continuing series of
research papers putout by the Economic. Research Bureau,

- Bffective Protection in Tanzania, ERB, Paper 67.8. A re-

vised version of that paper under the same title is to be
published in the June 1968 issue of The East African Eco-
nomics Review, This chapter is a further revision and
extenslon of those papers, :
!

2'I'he first survey of industrial production in estab-
lishments throughout Tanzania was carried out in 1958
(Tanganyika, Survey of Industrial FProduction, 1958, Dar es
Salaam, East African Statistical Department, Tanganyika
Unit, 1960) and covered all establishments employing five
or more persons, The next survey was a census of industrial
production relating to the year 1961 (Census of Industrial
Production in Tanganyika 1961, Dar es Salaam, Centrsl Statis-
tics Bureau, 1964) and covered all industrial establishments
in Tanzania irrespective of slze, A further census was
carried out in 1963 but the results were never published,
The returns which were collected only by postal questionnaire
turned out to be far too incomplete (especially among smaller
establishments) and too unrelisble (questions often were
obviously misinterpreted),

./,\\\

& .-
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decided to use Kenyan statistics (as expiained below) as the
basis for the study.

It has been suggested that we should carry out our
analysis for the whole of East Africa rather then for Tanzania
alone. There is much merit in this point of view., For, as
we have seen, the East African economy is fairly well inte-
grated, In spite of the restrictions on interterritorial
trade in recent years it is still, by and large, a free trade
area with a common external tarifr. Moreover, as we have
also seen, there have been, and still are (as provided for
in the new Treaty for East AfricaB), attempts to coordinate
to a certain extent industrialization policies in the three
countries, Nevertheless we felt that it makes more sense
to consider protection and industrialization strategies for
Tanzania alone, Firstly, even though external tariff rates
for goods entering the three East African countries are,
for the most part,, identical, there are significant differ-
ences in excise taxes and more especially in export taxes,
The latter are of particular relevance (as we shall see
later in this Chapter) to estimates of rates of effective
protection for processing industries, Secondly, and more

" importantly, the three East African countries are indepen~

3See above, Chapter I, pages 4245, for a description of
the transfer tax and the East African Development Bank which
are the two measures under the Treaty which aim to promote
balanced industrial developgggt.
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dent sovereign states pursuing their own'overall policies
with diverse objectives which lead to different specific
‘measures being needed and taken, Thus the nationalization
of important parts of the Tanzanian 1ndﬁstria1 sector fol-
lowing the Arusha Declaration of February 1967 has not only
made Tanzania a much less likely prospect for private for-
elgn investment than Kenya. It has also opened up policy
options to the Tanzanian Government which are not available
to its counterpart in Kenya, where private enterprise domi-
nates the industrial sector. Hence, to the extent that our
purpose here is to recommend speclfic policies to be followed
we would need to bear in mind the overall strategy being
pursved by the Tanzanian Government as well as particular
options open to it,

A question that arises in this connection and which we
do not deal with in this dissertation concerns Tanzania's
freedom of action in changing tariff ratés. In Chapter V
we shall be suggesting that certain changes intariff rates
are needed if certain policy objectives are to“be realized,
Now as the customs union works in East Africa it is conven-
tional for the governments of the three countries to agree
on tariff changes before they are effected, This, of course,
limits the freedom of the Tanzanian Government to pursue

its own indeperident tariff policy.

P
~
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Towards the end of 1967 the results of the latest sur-
vey of industries in Tanzania were published.u This sur-
vey was based on production in 1965 and was carried out un-
der the direction of a United Nations expert., There appears
to be no major reason why the results of this last survey
should not be considered reasonably accurate, given the
usuval difficulties of obtaining reliable statistics of in-
dustrial production in underdeveloped countries, However
the published results are not sufficiently detailed to
enable us to compute a further set of estimates of rates of
effective protection for different manufacturing activities
in Tanzania; a set which would be directly comparable to
the restults obtained in our original study, But‘in the
latter part of this chapter we shall_use the statistics
published in this latest survey of industrial production
5

in Tanzania” to aid in the analysis of our original results,
L t.Betause of the lack of adequate production statistics
! .

for Tanzania the results published in the 1963 Kenya Census

4The United Republic of Tanzania, Survey of Industries
1965, Dar es Salaam, Central Statistical Bureau, Ministry
of Bconomic Affairs and Development Planning, 1967,

5See particularly table 4,73,

P
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of Industriel Production were used as theAbasis for esti~
Vmating "free trade" input and value added coefficients,

The first assumption here is that production functions as
well as the earnings of primary factors for different in-
dustries are similar for the two countries, Furthermore
with Kenya and Tanzanis having very similar tariff struc~

. tures for goods entering the East African Common Market from
outside (as well as similar excise and other sales taxes

for most industries) it seems reasonable to assume that any
changes in the input-output structure caused by the tariff
and tax structure would also be similar in the two countries,
Thus the "dérived" free trade input and value added coeffi-
cients obtained from the Kenyan Industrial Censusélare taken
as the relevant coefficients for most industries in the basic
formula for calculating rates of effective protection,

The results obtained in the Kenya Census of Industrial
Production, while spbject to the uéual weaknesses associated
with statistics of industrial production in undgrdeveloped
countries, seem reasonably reliable. Response from firms
was consldered "very good!" and non-response was thought not
to have seriously affected the reliability of the results,
For 25 of the 32 industries covered in this study the

statistics on purchases, production, and sales published

6Republic of Kenya, Kenya Census of Industrial Production
1963, Nairobi, Ministry of Economic Planning and Development,
Statistics Division, 1965, -
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in the Kenya Census were the starting poinﬁ Tor the caglcu-~
lation of rates of effective protection. For the other
seven industries {(all processing industries, not directly
covered in the Kenya Census) élternative sources were used
as indicated in the notes to table.4.1,

The method used for calcylating rates of effective
protection in the 25 cases mentioned above is a more com-
plicated version of the derived approach described in Chap-
ter III (pagelll4) where effective protective rates are given
by Ej =‘%:i£?;fij ai‘ 1 which was formula(3.2) in

+t‘j 2.1..;%1..
the previousfbhapter,? One reason for adopting a more com-
pPlicated version is that we are deriving our coefficients
from 1963 input-output data while we wish to calculate rates

of effective protection for 1966, In addition relevant
tax rates for Kenya and Tanzania are not identical for all

industries,” As a result of these two factors the t;'s and

7If we use aggregate data instead of taking the price
of the output as unity as in formula (3.2) above, we obtain
the formula used by Basevi (op. cit,, page Y i.e,

E, = V3
O N Y
1l + tj 1+ t1

(2.6)

See chapter II, page 109, for an explanation of the symbols,
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tJ‘s which go to change the value added cdefficient in

" Tanzania in 1966, i.e, which affect the rate of effective
protection, In'other words the numerator in the formula
above no longer represents the actual value added coeffi-

clent in Tanzania in 1966, The required formula is given by

66 :EI 66
t - ai i
B, = J V‘j, J (4.1)8

' 66
where ’c.j is the 1966 Tanzania tariff rate {net of excise
duiy)9 on the output of industry J in ad valorenm
terms,
t?s is the 1966 Tanzania ad valorem tariff rate on
invut 110

and 83 ; 1s the "free trade" input coefficient for input
i into industry J and is given by
1
aij
Y -3 I ‘
1 4+ &4 11
By = T (4.2)
T+ £63 ‘
. 63 J
where tj is the 1963 Kenya teriff rate (in ad valorem
terms) on the output of Industry J (again
net of excise duty)

and £.63 is the 1953 Kenya tariff rate (in ad valorem
terms) on input i

8

This formula is identical to the general formula, (2.3),
derived in Chapter II, except that here we have specified
the dating of the tariff rates.

9An excise duty is a tax paid by domestic producers
and 1s not levied on imports. For a discussion of the
treatment of incirect taxes in estimating rates of effec-
tive protection see Chapter II, pages 103-104,

10For inputs we do not subtract the excise duty from
the tariff rate since the domestic producer (i.e,, the
purchaser of the input) has to pay a price equal to the
¢.1.f, price plus the tariff -Pate.

1
lAgain, with the exception of date specification, this

‘1s identical to .a formula already used i.e, formula(3,1);
see Chapter III. ’
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Vj is the "free trade" value added coeffiéient for industry

J derived from the Fformula
n

Vs dergp 121 T — (4.3)
" 1
1+ E?a
N
66 ‘ 81 J 6
o - jz; i—:fixtrj?ﬁé
=1 . i =
Thus  Ej = 1+ £97 (4.4)
Tre— - 2 Hi
1+ tj i T+t
1
IT?‘E?E“‘
In practice the computations are simpler if we multiply
the numerator and denominator by 1
1 + t§3
8 °
1+ i
Then Ej = i= — (4.5)
2 ____J_ —
iy 6 Z 1+ 3?
i=

This formula was used to estimate the rates of effective
protection in the 25 industries already mentioned., For these
industries value added coefficients are glven by the ratio
of value added to gross production, the relevant Tigures
being obtained from Appendix Table I of the Kenya Census of

Industrial Production.l2 In some cases the Industry

12
Op. ecit., page 102, .

—_—
.
~.
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classification used here (see Taﬁle 4,1) does not correspond
exactly to that used in the census. Where g particwlar
product in an industry is of special interest in Tanzania
(e.g. where production of this product as an import substi-
tute has been begun in recent years or where this product
makes up an importani part of the overall industry produc-
“tion) the industry has been reelassified under the product
name. Thus we have "matches!" instead of “other wood pro-
ducts", "biscuits'" instead of "bakery", "radlio and TV
assembly" 1nstead of Yelectrical machinery', "insecticides
and pharmacgutical products" instead of "miscellaneous
chemicals", ‘

Input coefficients for the major inputs in different
industries {i.e. those inputs for which the input coeffi-
ciént was larger than 0,01) were obtained from the ratio
of purchases of the input by the industry (given in the
Kenya Cenéus of Industrial Production) to the gross output
of the industry. Tariff and exclise rates for Kenya in
1963 and for Tanzania in 1966 were taken from the 1963 and
1966 Customs and Excise Tariff Handbooks.13 Where the
tariff is specific, the unit cost of the import was calcu+.

lated by dividing the value of imports by the volume of

lBEast African Customs and Excise, Customs and Excise
Tariff Handbook, August 1963; East African Common Services
Organization, East African Customs and Excise, Customs and
Excise Tariff Handbook, Septémber 1966,
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imports from fitures in the Annual Trade Réports of Tangan-
yika, Kenya and Uganda.14 The tariff rate was then calcu-
lated by dividing the speg¢ific tariff by the unit cost of
the import.h The tariff rates for differént industries in
Tanzania in 1966 are shown in column 4 of Table 4.1 under
the heading "nominal eiternal tariff,n

-In the cases of a few industries which include the
production of a number of distinct products, tariff rates
for the different products had to be averaged to give an
industry tariff rate, Most important among these were the
textile‘andvclothing industries where tariffs are speci-
fied in detail for different types of textiles and clothing,
The diffioultvaith using own imports of specific products
ag welghts, in order to obtain a weighted average of tariffs
‘for the industry as a whole, is well known. Such a welghtet
average is likely to be downward biassed since the produc-
tion of commodities. for which tariffjrates are high is often
being protected and therefore imports of the com@odities
are reduced, while imports of the commodities on which there
are low or no duties, are likely to form a higher percentage
of total imports (by value) than the percentage of domestic
consumption they constitute, Therefore where we needed a

1k .

Hast African Customs and Excise, Annual Trade Report
of Tanganyika, Uganda and Kenya, Commissioner of Customs

end Excise, East Africa, Mombasa,

-
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welighted aVerage for any t?B of th we useaAas welghts
estigates of domestic consumption = value of sales from
domeétic production plus imports; the figures for these
latter two terms were taken from the statistics given in
the text of the Kenya Census of Industrial Production, For
oud tié's and t§6's we had no detailed figures of Tanzanian
‘domestic production; the statistics now available in the
1965 Survey of Industries are not sufficiently detailed

for the purpose of weighting., Thus we resorted to using
66'
'i: S

the value qf net imports as our weights for t?é's and t
in order to get a weighted average,

For a few processing industries producing primarily for
export a different procedure was used for estimating rates of
effective protection, These industries are marked byilfoot-

. netérnuk in Table 4,1, Here the domestic producer is “"effec-
tively" protected through an exporf tax on the main input,
i,e, the faw materidl being processéd. Such export taxes are
a Torm of protection to domestic producers if they allow
domestic producers to obtain domesticelly produced inputs

at a lower price than their foreign competitors have to pay
(ignoring of course transport costs), This would be the

case given our basic assumption that the demand for the
country's exports is pérfectly elastic, For then the pro-

ducer bears the full burden of the export tex and we assume

that he accepts the world pri@egless the export tax from

»
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domestic buyers (processors),15 For Tanzania, whose exports
of primary products (with the exception of sissal, where
Tanzania's exports account for roughly 30 percent of world
demand) constitute such a small part of the world market - il
it is.reasonable to assume that demand for these exports is
perfectly elastic, For these processing industries the rate

of effective protection is then given by
rl

X 8... = a.
Ey=_T¥ 3= ¥

v

t
371 (4.6)

J

where x_-is the export tax as a percentage of the r,o.b,
value of the input of the raw material being
processed

and aij is the input coefficient for the raw material,

The sources for the "free trade" input and value added

‘coefficients for the six processing indﬁstries Indicated

by fostmdtdg are given in the rfootnotes to Table 4,1, Rates

of effective protection for these industries were then cal-

culated from formula éb.a), and are given together with the

effective protective rates for the other 25 industries in

column (6) of Table 4,1, In Table 4,1 and all subsequent

tables rates of effective protection are given as percentages

l.e. as Ej x 100,

151n the case of most of Tanzania's ma jor exports there
is a marketing boasrd which buys up the crop, sells most
on export markets and a small amount in certain cases on
the domestic market, _
P

e
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The estimates of "free trade! input aﬁd,value added
coefficients (the latter are given in column (2) of Table
L,1) obtained from the derived approach must be treated
with considera@%e caution, Pirstly, the original input
coefficients calculated from the Kenya Census of Industrial
Production are liable to error, Even though the response
from firms was_considered "very good" this does not mean
the statistics reported were very reliable., Secondly, if
there is "water" in any of the 1963 Kenya tariffs then the
derived coefficient for "free trade" value added will be
subject‘to error because the t?B's and th's used in for-
mulae (4, 3) éhrough (4.6) will be too high. Because of
these difficulties an alternative figure for the observed

value added coefficient was assumed‘;gr.a number of indus-
.tries; in some cases alternative input coefficients (a{j's)
were also assumed, Thus a second set of estimates of rates
of effective protection was obtained;l6 The results from
plugging these alternative figures into formulae\(&.3) and
(k.6) are given in column (7) of Table(k.1),

Clearly the two sets of figures obtained for rates of
effective protection in Tanzania must be regarded as subject
to a wide margin of error, The difficulties in obtaining

accurate estimates of rates of effective protection reinforce

The alternative "free trade" value added coefficients
obtained from plugging the alternative coefficients into
Tformula (3.4) are shown in column™~(3) of Table 4,1, The
‘sources of the-alternative coefficients used are indicated
in the footnotes to Table 4.1,
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the view (discussed in Chapter ITI) that 1ittle meaning can
be attached to the precise measures of effective protection
shown in columns (6) and (7) of Table 4,1, Nevertheless the
ranking of the industries according to the rates of efrective
protection (as shown in Table 4,2), as well as the rough
order of the rate for each industry provide the basis for
some useful comments on the present protective structure in

Tanzania,

N “
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- FOOTNOTES TO TABLE 4.1 | ¢

al

No alternative waé used because the derived figure was
considered satisfactory.

Lower value added and higher input coefficients were
assumed based on guesses,

Higher vz=lue added based on unpublished 1966 estimates,
Lower value added based on unpublished 1966 estinmates,
Higher value added based on guess,

Lower value added based on Uganda Government, Survey of
Industrial Production, 1963, Statistics Division,

Higistry of Planning and Community Development, October,
1965, :

Value added taken from H. G, Johnson, U. S, Economic
Policy Towards the Less Developed Countries: a
Survey of Major Issues, Washington, Brooking's, 1966,

Outright guesses,

From Nicholas G, Carter, An Input-Output £nalysis of the

Nigerian Economy, 1959-1980, a working paper for the
School of Industrial Management, Massachusetts Institute
of Technology, August, 1963,

Protection on najjor input as measured by export tex as a
percentage of f,o0,b, price of the primary product which
is the major input, .

The nominal external tariff is taken as zero here because
production is largely for export and therefore import
duties offer no tax protection,

Export tax of 3% on product of industry.

Import duty less excise tax,

Although there is an excise duty on sugar this is not

deducted from Import duty because price of sugar is
government controlled,

From formula Ey = Xy 834~ (see note on column (6);
,. ; v; el
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r. Based on value added figure in column (3).

S,

The tariff on the main input, radio spares and parts,

has been taken as 12%%, not the nominal rate of 30%,
because a refund of any duty exceeding 123% was allowed
by the Ministry of Industries according to the provisions
of Local Industries (Refund of Customs Duties) Ordinance,
(Cap. 289),

Higher coefficients for the ma jor inputs were used,
based on the estimates of the 1966 World Bank Mission
to Tanzania,

EXPLANATORY NOTES TO TABLE 4.1

How column figures were obtained:

(1)

(2)

Kenya value added coefficients for 1963 were obtained
from the Kenya Census of Industrial Production, 1963,
Nairobi, Ministry of Economic Planning and Development,
1965. In some cases industry classification here does
not ccrrespond to that used in the census, Where a
particular product in an industry is of special interest
in Tanzania it has been presented on its own, e.,g.
matches from "other wood products" industry, biscuits
from "bakery" industry, radio assembly from "electrical
machinery" industry, insecticides, pharmaceutical pro-
ducts aend cosmetics from “"chemical" industry.

In order to derive "free trade" value added figures (as
well as "free trade" input coefficients) the following
formula was used:

: 1
a .
Pree trade value added coefficient Vé = 1+t§3 §i1+t§3
T i

63 1+.t2‘.;3
where tﬁ represents 1963 Kenya tarifrf J
& on products of industry j,
t13 represents 1963 Kenya tariff on input §
* in industry j, and
85 j represents the input coefficient of § in
industry J in Kenya in 1963,

Tariffs on inputs were congidered only when the input
coefficient was greater than 0,01, In the case of
certain processing industries not specified in the
Kenyan' census free trade yalue figures were taken from
alternate sources as indicateéd in footnotes g., h,, and
1. dbover,



(3)

(&)

(5)

" (6)
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Alternative free trade value figures were used where

1t appeared that the figures derived from the Kenya
census were not very reliable, The footnotes indicate
the source (if any) of the alternative value added
figures used ~ one major source used was the unpublished
report of the World Bank Mission which visited Tanzania
towards the end of 1966,

Nominal external tariffs for Tanzania in 1966 were

taken from the Customs and Excise Tariff Handbook for
1966, published by East African Customs and Excise.

When the tariff is specific, the unit cost of the import
was calculated by dividing the value of imports by:

the volume of imports from figures in the Annual Trade
Report of Tanganyika, Ugande and Kenya for the Year

ended 31st December, 1966, published by the Commissioner

of Customs and Excise in Hombasa, The tariff rate was
then calculated by dividing specific tariff by the unit
c.i.f, cost of the import, Where there is more than
one  tariff in an industry, an average tariff rate was
calculated, as described in Section IITI,

Nominal Tax Protection is the nominal protection given

to the domestic producer from import duties, excise
duties and export taxation on the final product, An
excise tax pald by the domestic producer has the opposite
effect of an import duty since it reduces the price
received by the domestic producer, Where there is both

-an import duty and an excise tax the nominal tax protec-

tion is given by the import duty less the excise duty,
Export taxes on final products lower the price received
by the .producer and therefore have negative protection,
i,e. they are a tax on the domestic producer, Export
taxes on inputs, however, are a form of protection to
domestic producers if we assume that they allow domestic
producers to obtain domestically produced inputs at a
lower price than foreign competitors, This applies
particularly to industries processing primary products
and the nominal protection is shown here as the per-
centage reduction in the price of the primary product
(which accounts for a large share of the total inputs
in most processing industries) as a result of the ex-~
port tax, The use of this measure is indicated by
footnote j.

Effective protection which takes into account taxes on
inputs as well as those on final products is measured
by ‘the followlng formula:

66 //‘\_,‘:\ 66
E, = t; - ZI 215 b5
i v]
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where Ej is the effective rate of protection industry j

where t?é is the 1966 Tanzania tariff rate (net of

excise duty)on the final product of activity j
tgs is the 1966 Tanzanian tariff rate on input i

a{, 1s the "free trade input coefficient of
J input i in industry j derived as follows:

a.
al! = i3
ij 1+ t§3
1

1 + t§3

and v! = "free trade" value added coefficient in
industry j as obtained for column (2), from

- | .
Vi T 114;?3—“ L 1 +it163

In the case of industries (mainly processing of pri-
mary products) where the meain input is a primary product
which is subject to export tax effective protection is
given by:

N 1
E, = ~3%j
.j v'l
J
vhere x. is the figure in colwmn (5) i.e. the 1966
Tanzanian export tax as a percentage of
the f,0,b. value of the input

a'_ s here are bdsed on the assumption that

TJ  primary input mekes up from 70-90 percent
of total inputs, and that there are no
other important inputs,

(7) Effective protection here is obtained using the
same formula as for column (6) except that alter-
native figures for free trade value added and
free trade input coefficients have been used as
indicated in the footnates to the figures in
column (3).
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The following points emerge from an examination of the
results obtained from effective protection rates in the 35
industries as shown in Tables 4,1 and 4,2,

1, From Table 4,2 it is fairly clear that the ranking
of effective protective rates obtained from the "derived!
method (column 1) does not differ much from the ranking
oﬁtained when alternative coefficients were used for s&me
industries (column 2), The rank correlation coefficient
between these two sets of rankings is 0.92., For only six
industries (paints, bicycle tyres and tubes, dairy products,
sugar refining, biscuits and radio assembly) does the ranking
differ by more than 5 as between column 1 and column 2. .
Five of these six industries have a ranking of 17 or'higher
"in both sets of effective protection rafes, the exception
being biscuits with a ranking of 19 in column (2)., (See
also point 5), It thus appears that.the accuracy of the
figures used for inpﬁ%-output and value-added coefficients
is not crucial in this case in determining the réhking of
effective protection rates for different industries.

2, - The rank correlation coefficient for column {1)
with column (3) (nominal tariff rates) and for column (2)

with column (3) are 0,70 and 0,75 respectively.17 Thus it

17For Pakistan, Lewis and Guisberger cite a rank correla-
tion coefficient of 0,78 between nominal tax protection and
rates. of effective protection,~Stephen R, Lewis, Jr. and
Stephen E. Gulsberger, "Measuriug Protection in a Developing
Country: - The Case of Pakistan," The Journal of Political
Economy . (forthcoming).
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appears that taking effective rates of protection rather
than nominal tariff ratés yields a someﬁgat different pic~
ture of the structure of protection of industry in Tanzania,
But there are only a few industries which show a markedly
diffefent ranking for nominal tariff rates from the ranking
of both measures of effective protection rates. Thus clothing,
wattle bark extract, meat products and soft drinks are much
lower on the effective protection rate scale than on the
nominal tariff rate scale, The tariffs on imports of wattle
Abark extract and meat products are not relevant as measures
of protecﬁion because the bulk of production in these indus-
tries 1s for exbort. Therefore the relevant "nominal' ex-
ternal tariff is zero. Inputs in the production of sof't
drinks are subject to high duties, This, together with the
négatiVe effect on effective protective rates of the excise
duty on mineral waters, results in a negative rate of effec-
tive protection, The affectivé protecﬁive rate for the
clothing industry is consdierably higher théﬁ the nominal
tariff rate, But the difference is not as great as\in the
case of most other industries high up on the scale because
of the high tariff rate (73 percent) on textiles, the main’
input in the clothing industry. Tanning and leather, and
metal products rank significantly higher in the effective
protective rate scale than they do on the nominal tariff
xrate scale, "This is mainly due/tgxthe low or zero tariffs

on major 1npﬁps,used in these industries, In addition, the
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expoft tax on hides and skins of'nearly 3 peréent offers
additional effective protection to the tanning and leather
goods industry.l8

The rank correlation coefficients between columns (1)
and (4) and between columns (2) and (4) are 0,88 and 0.92
respectively, i.,e, higher than those ﬂetween nominal tariff
rates and effective protectlon rates, which is to be expected
since the figures in column (4) (called here "nominal tax
protection®) take into account other relevant taxes on final
products as well as the nominal tariff rate on the final
products, In the case of processing industries the nominal
tax protection, for purposes of rough comparison is taken as
the export tax on the main input, which usually makes up a
considerable part of the value of production,

3;' In all but four industries effective protective rates
are higher than or roughly equal to the nominal tariff rates,
Of the four ekceptions,rthree (wattle bark extract, meat
products and soft drinks) were discussed aboﬁe (see%point 2).
In the fourth, the manufacture of sisal cordage and rope,
production is mainly for export and therefore the relevant
rate of import duty is zero, In most industries the effec-

tive protective rates are considerably greater than the

18 .

We are assuming here the domestic user has to pay the
world price less the export tax -~ see above,. page 165 for
the assumption underlying this assumption - also footnote 15,

: TN



TABLE 4.2

RANKING OF NOMINAL AND EFFECTIVE TARIFF RATES

177

"Derivedt HAlternative"
Effective Effective Nominal Nominal
Protection Protection External Tax
Rates Rates Tariff Protection
(1) (2) (3) (&)
Tobacco 1 1 1 1l
Matches 2 6 2 3
Paints 3 11.5 13.5 11
Bicycle Tyres

& Tubes L 13.5 17 14
Textiles 5 7 6 .6
Cosmetics 6 3 5 5
Dairy Products 7 13.5 13.5 11
Sugar Refining 8 2 L L
Beer 9 L 3 2
Canned Frult & .

Vegetable 10 o} 13.5 11
Biscuits 11 18 13.5 18,5
Soap 12 8 10 18.5
Clothing 13 15 7 7
Tanning & Leather 14 10 20.5 16
Footwear 15 11.5 9 9
Metal Products 16.5 16 23 21
Radio Assembly 16.5 5 8 8
Furniture and

© Fixtures 18 17 20.5 16
Glass Products 19 19 20.5 16
Groundnuts

(crushed) 20 20 31.5 27
Cotton Seed 01l 21 24 31.5 22
Paper & Paper 1

Products 22 25 25 24
Insecticides 23 21 31.5 30
Coffee Processing 24 22.5 20.5° 25.5
Cashew Nut

Processing 25 22,5 31,5 25.5
Cement 26 26 26 28
Groundnuts

(edible) 27 27 31.5 23
Castor Seed 0il 28 29 31.5 31.5
Slsal Cordage ’

& Ropes 29 28 24 30
Sisal & Jute Bags 30 30 31,5 30
Pharmaceutical

Products 31 31 31.5 34,5
Printing &

Eublishing 32 o~ 32 27 31.5
Wattle Bark o

Extract - 33 33 13.5 34.5
Meat Products 34 35 13.5 33
Soft Drinks” 35 34 18 22
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nominal rates, For the non-processing 1ndustries this is
mainly because in East Africa duﬁies on most raw materials
and other inputs are either zero or very low., In recent years
ad valorem tariffs on most finiéhed goods entering Tanzania
Trom outside East Africa have been around 40 percent with
lower rates on intermediate goods and generally free raﬁés
-on Eépital equ;pment. For S.I.T.C. Sections 2 (Crude Mater-
ials), 5 {(Chemicals) and 7 (Machinery and Transport Equip~-
ment) the ratios of customs duties paid to the c,i.f., value
of imporits have been between 10 and 25 percent, The same
ratio for S.I.7.C. Section 6 (I‘anufactured Goods - classified =)
and 8 (Miscéllaneous Manufactured Goods) fluctuated between
25 to .50 percent from 1962 to 1966.19

Thus the level of protection of capital and labor used
" in Tanzanian industry is mudrhigher than indicated by nonm-~
inal tariff rates, which exceed 100 percent in only two
1ndustrieé, tobacce 'and beér. Howeﬁer, compared with most
Latin American countries nominal tariff fates in Tanzania
are low, In Argentina, for example, of twenty-four indus-
tries listed by Balassazo nine.had nominal tariff rates
greater than 100 percent, ‘However, the difference in effec-

tive protection rates between the two countries is not so

19-
See Chapter I, pages72-76 , for more details on
recent changes in tariff rates.

2O-Balassa, Integration gndggesource Allocation in Latin
Anmerica, op. cit., Table 2,
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striking, In both countries about half the iisted industries
were estimated to have protection rates greater than 100
percent.21

L4, Efrective protective rates in Tanzania are generally
highest for import substitute industries producing non-
durable consumer goods though paints (ranked 3) and bicycle
tyres and tubes (ranked b) are two industries high up which
do not fall under such a classification., The protection
offered to "import substitute" industries is generally much
greater than that given to processing industries using
domesticélly produced primary products, Notable exceptions
are the cannedbfruit and vegetable industry and textiXe
industry, The latter is a potentially important user of
Tanzanien cobton, but production of textiles will in the
fbreséeable Tuture be almost entirely for the domestic market,
unlike processing industries such as sisal rope, sisal bags,
cashew nut brocesslng and wattle bark‘extract where produc~
tion is or will be largely for export. 1In the Arggntinian
case the ranking of industries by effective rates of pPro-
tection, was found to be textile, clothing and shoes, foods
and beverages, metals, rubber, chemicals, other industries,
electrical machinery and%appliances, paper and paper board,

vehicles and non-electriecal machinery.22 An interesting

211biq.,

22Ibid.,‘page 17. ' o

—r
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comparison with Tanzania is provided by the‘tobacco industry
in Argentina, for which the effective protective rate was
estimated to ge negative, By contrast, the effective protec-
tion rate for textile production was found to be greater

than 1,800 percent.23

The estimates for effective protective rates in the
processing industries in Tenzania given in Table 4.1 may
be too low, The calculations were based on the assumption
that the domestic producers received the primary product
import at the f,o.b. export price less the export tax., How-
ever, doﬁestic prices of these products, as set by the
National Agriéultural Products Board (N,A,P.B.) may in fact
be lower than indicated by the above method of estimatioﬂ.

In addition, certain domestic processors may be further
‘Subsidized through getting the primary product at special
'prices below the domestic price set by the K.A.P.B.

Effective protective rafes for iﬁport substitute indus-
tries, given in Table 4,1, may also be undérstateg, for with
the exception of the radio assembly industry (see footnote
(s) to table 4.1) no account hés been taken of the use of the
provision which allows certain industries to apply for re-
bates on duties paid on imports of inputs. Firms in "approved

industries" can apply for refunds of import duty under Local

23

1bid,, Table 2,
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Industries (Refund of Customs Duties) Ordinaﬁce (Cap, 289),
In 1966 firms whichwwWere grented refunds included those manu-
facturing textiles, chemicals, baper, metal products, enamel-
ware, fishunets and;blankets as well as the firm assembling
radios,

On the other hand it may be argued that the effective
protective rates given in Table k,1 are too high for a .number
of impért substitute industries, because the prices of
domestically produced goods such as beer, cigarettes, matches,
fruit juices, shoes, ebc., are considerably lower than the
prices of similar imported goods. However a significant part
of the price difference may reflect quality differences,

Even where this is not so and therefore our original third
-assumption (that domestic prices equal import prices plus
the tariff)24 does not strictly hold, effective protective
rates would still be high enough to enable efficient firms
to earn high profits or irafficient firms to survive,

For sixteen of the first seventeen indﬁstries‘in Table
4,1 effective protective rates are 95 percent or higher in
both columns (6) and (7). (Thé only exception ig "biscuits"
for which the effective protective rate is 54 percent using
"alternative" coefficients whereas it is 166 percent using
the "original" coefficients (see footnote (t) to Table 4,1).

In these industries therefore labor and/or capital are re-

2u’See ab%ye'Chapter Iz, pa§€\§8x
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celving considerably more than they would haﬁe,under "free
trade" conditions, assuming of course that the input co-
efficients (as measured in value terms) for all non-primary
inputs remain the same in the post-tariff situation as they
were in the pre-~tariff situvation, In any event firms in
these industries should either be earning substantial profits
or else they are operating inefficiently or ;% well below
full capacity,

Systematic statistics on profit rates in Tanzania are
not avallable, Therafore what we have done is to estimate
profit rétes for different industries on the basis of data
in the Tanzanian Survey of Industries for 1965, Table 4,3
shows the rankings of those industries for which statistics
were available, firstly according to profits per shilling.
df output (column 1}, and secondly according to profits per
shilling of depreciation {(column 2).25 The industries are
listed in order of their ranking acoofding to estimates of
rates of effective protection given in Tabie 4.1.h From
the figures in Table 4.3 there clearly appears to be no
close correlation between rates of effective protection and
profit rates.

Since the statistics on which our profit rates are based
are somewhat unreliable (statistics on depreclation are

unreliable even in the most developed economies)} the best we

25 O .
SSee the footnotes to Table %,3 for the exact sources
of  the data _on which these rankings were based.
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can do here is supplement these rankings witﬁ impressions

and Tacts about individual industries.

Before looking at the figures in. the 1965 Survey of
Industries, and then estimating the profit rates, we were
under the impression that profit rates were high in the
beer, tobacco products, footwear and meat processing indus-

tries.26

Yet according to Table 4,3 profits were negative
in the tobacco products industry.27 And the rankings of

the other three industries are not strikingly high although

' beer is ranked fourth and footwear elghth according to the

profits/oﬁtput ratio, One reason for beliving profit rates

in these induséries were high is that each of them was
dominated by one 6r more firms with large modern factqries
until the Government takeover in 1967, Of the four indus-
fries,'three (beer, tobacco and footwear) enjoy high rates

of effective protection, On the other hand, for the fourth,
the meat processing industry, the rate‘of effective protection

1s estimated to be negative., Yet from published data in 1966,

26
In an article which covers roughly the same ground as

this Chapter and which was submitted prior to the publication
of the 1965 Survey results we wrote "It is well known that

the major producers of beer, tobacco products, footwear and
meat products earn high profit rates on invested funds," See
Dudley Kessel, VYEffective Protection of Industry in Tanzania,"
The East African Economic Review, Volume 4 (lNew Series) no, 1,
June 1968, page 11,

2
7We might attribute this strange statistic to the
unreliability of production statistics in Tanzania,

N
~
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RANKIHKG OF INDUSTRIES BY DIFFERENT MEASURES OF PROFIT RATES

s Rate of
Effective Profits Profits

Industry Protection Output Depreciation
Tobacco 1 25 , 25
Matches® 2 13 17
Paints 3 1 1
Bicycle Tyres & TubesP® L 3 14
Textiles 5 10 3
Cosmetics® 6 16 . 5
Dairy Products 7 23 23
Sugar Refining 8 9 20
Beer 9 4 19
Canned Fruit & Vegd 10 14 9
Biscults 11 21 18
- Soap 12 19 12
Clothing 13 7 L
Tanning & Leather 14 22 2
Footwear 15 8 16
Metal Products - 16 5 15
Furniture & Fixtures _ 17 6 3
Paper & Paper Product¥ 18 11 20
InsecticidesC 19 : 17 6
Cement 20 20 11
Sisal Products 21 2L 24
Pharmaceutical

Productst 22 18 7
Printing & Publishing® 23 12 21
Meat Productsd 24 15 1g

2

Soft Drinks . 25
N

Notes: a, Based on statistics for "wood products", industry
b, Based on statistics for "rubber products" industry
¢. Based on statistics for "miscellaneous chemicals!

industry )
d. Based on statistics for "food products" industry

Source: The United Republic of Tanzania, Survey of Industries
1965, Dar es Salaam, Central Statistical Bureau,
Ministry of Economic Affairs and Development
Planning, 1967,

TN
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the firm of Tanganyika Packers (vhich is in éffect the meat
processing industry of Tenzania) earned profits, before
taxation, equal to 33 1/3 percent of net assets,28 We have
no idea of the profitability of the one match factory in
Tanzania but the frequent complaints about thé quality of
domestically produced matches seems to indicate that the high
level of effective protection (over 200 percen5 by both
estimates in Table 4,1) is cushioning inefficiency, if not
profits as well, In Table 4,3 "matches" is ranked 17th

and 13th according to the two measures of profit rates, But
these rankingé are really not relevant because the figures
are for the "o%her wood producté” industry as a whole and
the match factory was not yet in full ozeration in 1965,

By contrast with the firms supposed to be earning high
ﬁrofits, discussed above, there are other firms in industries
with high rates of effective protection, which are not doing
well profitwise, some even incurring iosses. One of the two
large sugar refineries in Tanzania received a subs;dy from
the Government, Profits earned by the other firm are esti-~
mated to be low despite an estimated rate of effective pro-
tection of about 200 percent as a result of a high Government

2
controlled price for sugar, 9 The factory producing aluminum

28
A plausible explanation here could be the monopsomnist
power ‘that Tanganyika Packers obviously has in the purchasing
of cattle from farmers in Tanzania7

29 BS . T
Here the Tirm's "rigging" ofincome flgures in order
to avoid tax is a possibility,
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-products in Dar es Salaam has been running at alloss even
though the effective protection rate is estimated at'95
percent for the metal products industry, This may well be
a case of teething problems in the initial staées of pro-
duction,

While effective protection rates should be a good.
guide to the possibilities for high profits and/or ineffi—
ciency in an industry, clearly a more detailed study of
‘individual irdustries is necessary. Such factors as the
size of the market and the availability of raw materials, to
mention just two, are important in determining ﬁotential
profit rates, For example, the recently opened cashew nut
processing firm in Dar es Salaam encountered a number of
difficulties in the early stages of operaﬁions. As pointed
out above it was helped by the N.A,P.B, reducing the price
of nuts bought by the firm, Consequently, of course, the
rate of effective proteétion enjoyed by the firm was thereby
inereased. However, there remains a problem undetedted by
our somevhat mechanistic approach here, The quality of the
nuts bought by the firm is not as good as expected because
of an inefficient system of buying cashew nuts presently
operating in the south of Tanzania, Instead of 40 percent
of the nuts being used by the firm being of the highest
quality the percentage has turned out to be considerably

TN
lower. . e
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o IIT
T We have already referred to the diffioulty‘of obtaining
accurate estimates of rates of effective protection for Tan-
zania given the unreliability and paucity of industrial
statistics in East Africa, But there is a further problem
we have not yet considered, How reasonable are the basic
assumptions (necessary to estimating E‘j from formula 4, 1) in
the Tanzanian case? These assumptions were listed in sec-
tion III of Chapter II (see page 98 ). The first assumption,
- that the physical input-output coefficients are fixed for
all non-primary inputs, is crucial to the whole effective
protection approach and we cannot question it here, The
second assumption (that the elasticities of demand for all
exports and supply of all imports are infinite) is reaéonable
enough in our study given the fact that Ténzania is such
a poor country and that her major exports (with the exception
of sisal) make up a very small- part of . total world supply.

With respect to th; third assumption (i.e., that there
be no "water" in the Tanzanizn tariff so that domestic prices
are equal to world prices plus the tariff) there is more
room for doubt, In some cases the price of an import sub-~
stitute produced in East Africa is considerably lower than
théf of the eguivalent import, Thus, as pointed out earlier,
our estimates of effective rates of protection for the acti-
vities producing these goods would be too high, But, as was

also mentioned earlier, part of thé\price differential could
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be due to quality differences. Fortunately, for our pur-
poses, outright quotas on imports are few and far between

in East Africa.BO For the existence of quotas might lead

to domestic prices of importables being higher than the
world'price plus the tariff, thus raising "true" effective
protection above the estimate we would obtain Trom rlugging
the tariff rate on the final product into tj in formula 4.
What is needed here is a detailed study comparing the domes-
tic prices of import substitutes with the world (“free trade")
price of the equivalent good, However very little along
those lines has been done thus far in East Africa,.

The fourth basic assumption is that "the government pur-
sues appropriate fiscal and monetary policies so thap full
employment is maintained," The problem of unemployument in
,8 dualiktic economy like Tanzania is not really susceptible
to the appropriate "fiscal and monetary policies" normally
envisaged for developed countries, However the question of
undervaluation or over-valuation of a country's currency
can be considered to fall under the heading of mohetary
policy. The currency of many countries is overvalued at the
official exchange rate and a substantial part of the tariff

level in such countries becomes a substitute for official

30Though in April 1965 the Tanzanian Government did im-
pose quotas on imports from Japan in an atiempt to reduce
the large and growing trade deficit which Tanzania had

with Japan, (Smith, op. cit.;f\{'63).



188

devaluation of the currency. In such cases,

We should try to correct measured levels of
protection,...Since a failure to do so greatly

roverstates the level of. protection the industry. ol

: ~is receiving relative to what is might receive oy
under "free trade' or some approximation thereof,

This problem does not seem to be particularly relevant to
our Tanzanian study. At least until the recent British de-
valuation of the pound the Tanzanian shilling did not appear
to be significantly overvaiued. Although Britain is one of
her most important trading partners, Tanzania did not follow
ﬁhe British devaluation,

The fifth basic assumption is that Y"all tariffs and
other trade taxeé are non-discriminating between countries
of supply and demand." For Tanzania this is valid only if
we assume that Kenyan and Uganda exports to Tanzania are
beiﬁg produced in the same domestic market as equivalent
Tanzanian products, Given the basically common external
tariff structure this condition will obtain if (i) we assume
further that there are no trade barriers within East Africa,
and (ii) if the third basic assumption is broadly true for
the prices of manufactured goods produced in Kenya and Uganda,
i.e. the prices of these goods are equal to the world price
of comparable imports plus the external tariff. As we have

seen, neither (i) nor (ii) strictly holds in the Tanzanian

31

Lewls and Guisberger, op, cit,, page 28,
AN

N
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case, We shall be dealing with the latest type of barrier
to interterritorial trade in Chapter VI when we discuss the
transfer tax and its potential implications for vates of
effective protection and industrialization possibilities of
Tanzania,

In their interesting study on measuring protection in
Pakistan, Lewis and Guisberger have gttempted to adjust
their estimates of rates of effective protection where they
consider the basic assumption to be not strictly :._.applica-
Vble. Thus they made us of facts on direct price comparisons
for various goods in Peskistan and in international trade in
order to correct levels of protection where (1) tariffs are
redundant and overstate the level of protection implied .by
the tariff structure and (11) "quantitative restrictions,
nbt'tariffs, are the effective determinants of domestic prices
of some goods, so that tariffs understate the level of pro-
tection affordéd to the ﬁndustry."BZ On the assumption that
the official exchange rate was eroded they have assumed that
it "would have to be raised by‘at least 50 percent in order
to come close to an appropriate exchange rate, if one simul-
taneously lowered tariffs by & considerable amount."33 They
then go on to attempt an answer to the question "At the more

appropriate exchange rate, what rate of tariff or subsidy

3ZIbid.. page 2,

Pl Ny

331bid., page 29,
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woﬁld be required to keep domestic prices as they are’now?"Bu
Theilr finding was that after allowance for currency over-
valuation the average rate of effective protection for
Pakistan industries was 25 percent rather than 85 percent
as implied by the original study of Soligo and Stern.

Perhaps the most interesting section of the Lewisg-
Guisbérgef pa@er is that which deals with the "special prob-

35

lem of non-traded inputs," In chapter 11 we discussed
Corden's objection to the treatment of non-traded inputs sinm-
ply as inputs with zero tariff rates. Lewis and Guisberger
eaccept this as well as Corden's view that it is more logical
that non-traded inputs should be included in value
added and the implicit rate of protection to the
two combined. should be calculated: /Since/ higher
returns permitted by tariffs on output would be
shared by primary factors and by producers of
those inputs not subject to international price
competition, i,e, non-traded goods.36.
In the Appendix to their paper Lewis and Guisberger use
!
four different methods in order to estimate adjusted rates
of effective protection along the lines suggested by Corden,
Each of these methods involves a different way of deflating
the value of non-traded inputs (%all other sexvicesn37? in
the Pakistan input-output matrix) while only the last two
combine deflated values of ﬁon—traded inputs with value - .°

added.38 The rates of effective protection obtained using

3M1via., page 33. 351v1d., ppit22-27 and Appendix
: : pp. 10-13.
36 37 g
Ibid., page 23, Iblid,, Appendix pp. 10-12,

8 ,
? See:above, Chapter II, pp.111-116,
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these adjustments are considerably lower than fhe unad justed
rates for Pakistan; the average given by these methods being
between 40 and 60 in each case, as opposed to the unadjusted
average of 89.39 However, the rankings hardly change at all,
This fall is only to be expected since we are no longer
assuming that there are no tariffs on these non-traded inputs,
i.e. the extent of cascading implicit in the tariff struc-
ture has been reduvced, To put it another way, the cost of
these non-traded inputs has gone up as a result of the tariff
. étructure and therefore, the increase in value added is

lower since‘the implied "free trade'" value added is now
higher.ao Once again becasuse of the lack of adequate data

we have not found it possible to try these adjustments in

the Tanzanian case,

!

39Lewis and Guisberger, op, cit., Table 3.
ko : )
Another reason for deflating non-traded inputs in the
Pakistan case is that the input-output table is made up at
market prices i.e, it includes trade and transport mark-ups
which "are lumped into the deliveries to the producing sec-
tor from "all other services! and "since we wish to compare
the value of domestic output with c¢.i.f. or f.o.b, values
of’ comparable products, the domestic trade and transport
margins should be removed from the inputs and from the
valve of output", (Lewis and Guisberger, op. cit., p. 24),
However, Lewis and Guisberger do not explain whether they
remove these margins {estimated at 2/3 of the value of the
input of "all other services") from the value of output
in 811 four methods used in the Appendix, They do in the
first method which is described im-the text,



Chapter V
I
Cen the results for rates of effective protection ob-
tained in the previous chapter be of any assistance in for-
nulating rational commercial poliecy in Tanzania? Mére gen-
erally, can the concept of efrfective protection be of use
in discussing the kinds of tariff and tax policies that
should or could be employed by underdeveloped countries?
To the expent that we agree that rates of effective protec~
tion provide a better measure of the protection offered
to different activities than do nominal tariff rates,l the
answer to both questions is yes. The question that we then
turn to is how can we use the concept of ‘effective protection
1ﬁ deciding what tax and tariff policies should be used by
underdeveloped countries in general, gnd by Tanzania in par-
ticular? Thé answer, in éimplistic terms, is that the tarifr
and tax policies should be such as to result in relative rates
of effective protection which are in accord with the relative
levels of protection desired for different activities, This
is of course true only if we assume that the sole aim of
tariff policy is the protection of different industries to

varying degrees, In many underdeveloped countries import

1For & discussion of the relative merit of nominal and
effective ratés as measures of tRe.cost of protection, see
Chapters II and III.
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duties are the single most important source of government
revenue and hence revenue requirements are frequently the
most important objective of tariff policy, In what follows
we shall, for the most part, ignore the revenue objective
and concentrate on the aim of protection., However, we
shall from time to time examine the possibility of a tarifr
structure which attempts to satisfy both objectives,

Thus, the rate of effective protection is only a tool
(a measuring rod) for the rational implementation of certain
desired policies, What we shall be concerned with in this
chapter aré different possible policy strategies open to
underdeveloped cbuntries; their relative merits in general
and more especially in the Tanzanian case., Moreover, what
1s most relevant here are the implications. of these different
poiioies for rational tariff and tax policy. In terms of
specific recommendations on possible tariff and tax changes
it may not appear to be directly of much use to disucss al-
g:rnative "ideal type" development strategies, For }n
practice there is already a given tariff structure and a
given level and distribution éf industrial development,
Nevertheless, the general strategies may act as guides to
the kinds of changes in tariffs and taxes needed to help

move towards the desired pattern of development,

2See especially pp, 4-5, 9-10, ,
N

R
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The “"“fficiency Now" Criterion:3 One widely held view

amongst. Western economists today is that attempts by under-
developed countries to speed uvp economic development through
policies whlch place most emphasis, growth in the industrial
sector have largely failed, One strand to the general posi-
tion of this school of thought (which has been gaining an
incféasing number of adherents in recent years) is that the
use of high tariffs on manufactured goods in many underdevel-
-oped countries (particularly those in Latin America) has
resulted in gross missllocation of resources, Plagued by
small domestlc markets and inefficiencies in production in
new industries, these countries?! growth rateé have been |
seriously impaired. And the tool of effective protective
rates provides further ammunition for this argument, For

if Balass&atls study of A:c'gen’cinal‘L can be taken as representa-
tive of the general situvation in underdeveloped countries,
then mainly because of éscalated tariff structures, rates of
effective protection tend to be much higher than nominal
tariff rates.5 Thus Balassa argues that the misallocation

of resources as comparé&ito an hypothetical free~trade

31n the Introduction to this dissertation we briefly
give our reasons for emphasizing this criterion so strongly
in this section,

Balassa, "Integration and Resource Allocation in
Latin America," op, cit. ‘

5A1though Pakistan is an eigﬁﬁle where escalation does
not appear to. be so widespread., See Lewls and Guisberger,
op. ecit., ‘
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sltuation is much greater than appears to be the case from
an examination of nominal tariff rates salone, Moreover, for
a specific activity nominal tariff rates may be an erroneous
indicator of the real protection which the activity receives.
There is another important implication of the effect
of.escalated'tariff structures on rates of effective pro-
tection, Most_developed countries have low, if any, tariffs
on unprocessed primary products imported from underdevelopéd
countries, But they do have tariffs on processed primary
‘products. While the nominal tariff rates on these processed
products ére rélatiVely low, because there is no tariff on
the unprocessedhproduct, the "true protection® given to the
processors of these raw materials as measured by the rate
of effective protection is considerably higher.6 Thus these
rélatiVely low tariffs provide the domestic producers in‘
the developed world with a significant competitive advantage
over processors in the underdeveloped 6ountry which pro-

duces the primary produot.7

It is difficult for processors
in underdeveloped countries to get started and/or ekpand
their activities, Lately there has been a good deal of

support among economists and policy makers for the lowering

6See Balassa, "Tariff Protection in Industrial Coun-~
tries," op. cit., and Basevi, op. ¢it., for estimates of the
differences between nominal and effective tariff rates for
a number of processed products entering various industrialigzed
countries, '

?To the extent that the prééaﬁt»becomes lighter as a
result of processing and to the extent that this loss in
welght 1s reflected in lower transport costs for the pro-
cessed product, the processors in the country where the
primary product originates have an offsetting advantage,

%
3

Y
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or eiiminating of these fariffs.’ An alternative approach
i1s for the underdeveloped countries to subsidize thelr own
processing industries in order to offset the tariff protec~
tion enjoyed by processors in the countries with the largest
markets for these primary products, We shall return to
this point below in connection with our discussion of
possible changes in the present tariff and tax structure
in Tanzania,

One logical starting point for a tariff and tax policy
Based on the "efficiency now!" criterion is a system with
no tariffs er taxes which subsidize or discriminate against
domestic producefs vis-a~vis foreign competition, But even
the most ardent "free traders" would admit the need forA
some modification of this ideal, Pirstly using the infant
1ndﬁstry'argument, temporary tariffs for.certain newly
beginning industries may be advisable, Moreover, as we
have already pointed out, for most underdeveloped countries
" import duties are the major source of government revenue.
Since for administrative and other reasons it is difficult
if not iﬁpoesible to increase femenue significantly from
other taxes, import duties in the short run will have to
remain an important source of revenue,

A more practical way of attempting to satisfy both the

revenue and the "efficlency now" criteria might be as follows:

,.»/\\‘
—
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Find a level of effective protection for all acfivities such
%hat a certain amount of revenue from import duties is
assured, In other words, given a certain level of revenue
that has to be raised from import duties, the objective would
Be to set tariffs and taxes so that (a) the effective rate
of protection is equalized for all activities and (b) the
given level of revenue fromximport duties and other relevant
taxeé is attained,

The equalizing of the effective protective rates at
some level greater than zero in different activities is
not as “efficient"8 as having no tariffs at all., But this
method will still‘lead to resources being directed to the
most efficient activities if we can assume that

(1) relative efficiency is reéiected in profit rates;

‘(ii) profit rates determine allocation of resources;
(iii) profit rates in different industries are the same
when there are no tariffs.9

The kind of tariff structure we are talking about hege wohild
then result in the country specializing in those activities
which reflected 1ts present comparative advantege, A policy
which calls for no tariffs or low tariffs on industrial pro-
ducts has frequently been criticized on the grounds that it
condemns the underdeveloped countries to their present

"inferior" position as peasant producers, However, a priori,

8As the term is generally usgd 17 micro- and international
trade . theory.

9See Chapter ‘I1II1, pp.l354for a critical discussion of -
the importance of thése assumptions to the theory of effec-
tive protection,
{

p.

YN
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we ‘cannot know what precise structure of tariffs.the cri-
.terion suggested here would lead to. One likely result is
that tariffs on inputs in import substitute industries would
be higher while tariffs on the outputs of these industries
would be lower, For the elasticities of supply and demand
for imported inputs are likely to be very low especially
in the.short run, This is because of the unavailsbility of
substitutes either in the form of other inputs (where we
assume fixed input coefficients such substitution is impos-~
siﬁle) or in the form of increasing domestic production of
these 1nputs.‘ What we are saying here is thgt more revenue
from import dutiesAcan thus be raised from higher tariffs
on intermediate and capital goods. And thus less revenue .
will have to be raised from import duties on .final goods,
especially consumer goods, What this implies for the level
of tariffs on these consumer goods will depend on the domes-
tic elasticities of demand: for and supply bf these goods,
The "efficiency now" criterion seems particularlyire1e~
vant to the present Tanzanian context, For Tanzania, as we
have seen in Chapter ;. is a classic example of a poor under-
developed country with a small domestic market whose ma jor
resources are its land and people, Admittedly, prospects in
the near future for favorable trends in the world market
prices for Tanzania's major exports are not bright, Never-

theless, Tanzania's best hope for swecessful development



199

lles In rising money incomes in the rural sector where the
bulk of the population lives and works, Such rising incomes
can only be achieved through increases in production, given
the poor prospects for price increases.lo
The implications of this view for tariff and tax poli-
¢y relating to industrislization strategy are clear. Firstly,
unduly high protection for import substitute industries
should be avoided, For such protection leads to resources’
being attracted into these industries which will then be
characterized by high profits and/or inefficiency: Moreover,
such protection leads to high domestic prices. Where this
means higher prices for consumer goods, there is a consequent
lowering of real incomes in the rural sector and probably
a lowering of incentives to increase output among peasant
producérs. In the second place those industries which use
as important inputs the products of Tanzania's rural sector
should be encouraged especlally where they are or will be
producing largely for export, The most significant of these
industries in this latter category include various food \
processing industries and the éisal rope, cordage and twine
industry.
The results obtained 4in our study of effective protective

rates in Tanzania would seem to indicate that the present

10For a well argued and documented statement of this
view, 'see G, K, Helleiner, "Trade, A%g.and Development,"
The East African Journal, May 1967, \7 "N«
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tariff structure daés not systematically pay attention to
the "efficlency now" criterion, Firstly, tﬁere is a wlde
range of rates of effective protection (from over 500 for
tobacco to negative rates for four 1ndustries).11 “his
probably results in a good deal of inefficiency and misallo-
cation of resources, Does it make sense to subsidize inef-
ficient manufacturers (e,g,, of matches and metal products)
prodﬁcing for a small domestlc market and at the same time
enable efficlent enterprises in heavily protected. industries
to make large profits?

With respect to import-substitute versus export-oriented
industries, the present Tanzanian tariff structure is heavily
biased in favor of the former, Of the ten industries with
the highest estimated rates of effective protection11 oﬁly
one, canned fruit and vegetables, can be considered s poten-
tial export-oriented industry, Certainly & number of these
industries use Tanzanian products as ma jor inputs, most
notably the rapidly growing textile industry, But a number
of industries lower in the rankings are more obviousfy geared
to production for export,

It has been argued that the development .of import sub-
stitute industries provides a better strategy for industriasl-

ization in East Africa than the promotion of export industries.l2

11See Table 4,1,

12See, for example, Brian van~Arkadie, "Import Substitu-
tion and Export Promotion as Aids to Industrialization in East
Africa," The East African Econonmic Review, Vol, 1, New Series,
1964,




201,

TABLE 5.1

NOMINAL AND EFFECTIVE PROTECTION IN SELECTED RROCESSING
ACTIVITIES IN THE EEC AND UK

Commodity Nominal Protection Effective Protection
EEC % UK. % EEC 2 U.K. %
Rope, Cordage,

Twine 16,0 15.0 ho,0 37.3
Processed Coffee 25,0 3.5 4s,0 3.0
Leather 7.3 14,9 18.3 3k.3
Leather goods,

other than shoes 14,7 18,7 24,3 26.4
Shoes 19.9 24,0 33,0 36,2
Plywood : 15,0 17.5 32,5 38.7
Meat Preparations 23.8 11.1 46,1 15,2
Pishery Products 22.0 12,7 35.8 21.4
Tinned Fruit and |

Fruit Julces 21,0~42,0 0.3 20,0-100,0 0
Groundnut 0il 17.0 15.0 140.0 80.0
Cottonseed 0il 10,0 10,0 34,0 34,0
Soybean 0i1 10,0 10,0 160,0 88.0
Coconut 0il 15.0 15,0 150.0 . 66.7

Source: G. K. Helleiner, "Approaching the EEC,V Africa
Revort, April 1968, Table 3, page 40,
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The establishing of domestic manufacturers of béer, cigar-
ettes, low~priced shoes and textiles,” all products for which
there is a substantial domestic market, constituted the "ear-
ly" and “easy" stage of import substitution, The newer im~
port substitute industries include the manufacture of cement,
aluminum products, biscuits; the refining of oil; the assem-
bling. of vehicles and radios, The wisdom of concentrating
on these industries may well depend on a number of factors
we have not yet discussed; e.g., the availability of foreign
cépital and enterprise for a particular industry, the im-
portance of Ekilled labor, the minimum size plant that is
economic, the impértance of location, etec, Some of these
factors will be considered later in this chapter,

However, the point that needs stressing here is that
the Tanzanian government should be giving more consideration
to the encouregement and promotion of industries processing
primary producté for export where the liﬁits of the market
" are not so obviously a factor, What is relevant~herekis a
factor already discussed on pages 195-196 above; thatkis, the
high rates of effective protecfion given to processing in-
dustries in those countries which are the chief markets for
Tanzania's major products, Table 5,1 shows the effective
protective rates for selected processing activities in the
EEC and the U.X, Helleiner has estimated that the following

export duties for primary product§/ap§ necessary if Tanzania's
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processing industries are to be able to competé with pro-

'cessors in EEC countries:l3

sisal 21 percent
processed coffee 30 percent
groundnut oil 19 percent
castor oil 9 percent
cotton seed oil 15 percent

From column (5) of Table 4,1 we find that in 1966 the
export duties in Tanzania for these five products were 1,5,
10, 7.5, 1 and 17 percent respectively. Thus, in four of
the Tive industries the existing export duties were well be-
iow the level needed to put Tanzanian processors in a com-

petitive pdsition, ceteris paribus, with their European

counterparts.]'LL ' The subsidy given to these industries need
not take the form of increased export taxes on raw materials
which might result in lower prices for the farmers. Instead
it'Would probably be preferable for the subsidy to be "hidden"
through the NAPB and other marketing boards which could sell
the primary products to the processing firms at much lower

prices than these products fetch on the world market,

b3

13Helleiner. "Trade, Aid and Development," op, cit,
Helleiner 1s making the same assumption we made earlier 1i.e,
such export taxes will result in the price paid by the domes-
tic user of the raw material being less than the price on the
world market by an amount equal to the export tax,

For a discussion of some other factors which make it
difficult for processors in an underdeveloped country like
Tanzania to compete with their counterparts in more indus-
trialized countries see W, Arthur Lewis, Report on Industri-
alization in the Gold Coast, Government Printing Department,
Accra, Gold Coast, 1953, reprinte An Gerald M, Meier (ed,)
Leading Issues in Develooment Economiecs, New York, Oxford
University Press, 1964, pp, 322-325,
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Where wouvld the government raise the extra‘revenue to
subsidize export processing industries? One possibility
might be the lowering of import duties and the raising of
exclse taxes on heavily consumed items like beer, cigarettes,
textiles, sugar, etc, These measures would be consistent
with a policy more closely geared to the Wefficlency now!"
eriterion since the result would be a reduction in the
existing high rates of effective protection given to the
activities manufacturing these products. Whether such tax
cﬁanges would result in increased revenue would depend (if
we analyze it in‘purely static terms) (a) in the case of
lower import dutiés, on the domestic elasticities of supply
for these products, together with the elasticity of demand
for imports, as well as for the domestically produced equiva-
1en£} and (b) in the case of higher excise duties increased
revenue would depend only on the domestic elasticity of sup-
ply, if we continue to‘éssume thét domesfic prices are egual
to "free trade" world prices plus the import duty, iﬂe. that
the supply of Tanzania's imports is perfectly elastic‘.l5 It
we consider the situation in more dynamic terms, we would
expect the ralsing of excise taxes to lead to a greater in-
crease in revenue than the lowering of import duties, For

the process of import substitution in many industries is

15See Chapter I, page 126 for a discussion of the
necessity -of this assumption.to the.theory of effective pro-
tection; and Chapter II, page 126 “forthe validity of this
assumption in the Tanzanian case,
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already well under way and domestic production will expand
even if domestic producers find themselves recelving lower
prices for their products.16 The use of higher excise taxes
can be seen as a method of siphoning off excessive profits
vhich efficient firms can earn as &a result of the high rates
of effective probtection which their activities enjoy. 1In

any event these types of change in Bx rates would be expec—

ted to lead, ceteris paribus, to a reduction in resources

being invested in import-competing industries and to more
resources being available for export-oriented industries
as well as for agriculture.

A less radical policy which could be implemented immed-
iately would be for the government not to encourage further
import substitution through import duty rebates for tariffs
on inputs,other Tiscal concessions and ready licensing of
new factories, Now that the government has écquired a share
in many of the most profitable manufacturing enterprises in
Tanzania, the profits from these enterprises could be used
{probably by the National Development Corporation -~ ﬁDC) to
promote a strategy of more reliance on export processing in-
dustries. Given a change in the pelicy of the developed coun-

tries towards preferential treatment of imports of manufactured

160n the basis of our assumption, the price received by

the producer is equal to the "free trade! world price plus
the import suty less the excise tax,

TN
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and processed primary products from underdeveloped countries,
Tanzania might be able to develop more export-oriented indus-~
tries like the important meat products exports of Tanganyika
Packers, However as Helleiner pointed out when commenting
on the high rates of effective protection given to domestic
producers in the Common Market area and the U.K. on the pro-
cessed products listed in Table 5,1,

In the immediate future, the most important items

in this category for East Africa are probably

sisal rope, cordage, and twine; leather and leather

products; and fruit juices and tinned fruit, par-

ticularly pineapples. East Africa's ability to

increase exports of these items is not very great

in the short run, but the effects on investment

in processing facilities could begin to be felt

fairly quickly, The potential for sisal processing .

activities is of particular interest, Free entry

to o major market like the EEC could well provide

a substantial boost to the severely depressed East

African sisal industry, enabling it to compete 17
- more effectively with the new synthetic substitutes,

Paul Clark has suggested that:18

a. Industrialization /in East Africa/ should
proceed in a sequential pattern, from tearly! in-
dustries, which are comparatively economical with
the present income level and complexity of the Y
economy, to 'later! industries, which become
economical only over time as the present situation

changes,

b, Public tariff, tax or service subsidies
which are provided to stimulate initial investnent
In 'early' industries should become unnecessary
as these industries become established, and atten~
tion shifts to 'later! industries, -

/
/

l?G.K. Helleiner, “Approaching ;hg'EEC,ﬁ Africa Report,
April 1968, page 38, T

8
, z Paul Clark, "Some Reflections on Planning Import Sub-
stitution in East Africa," a paper presented to the annual

meeting of the African Studies Association; Bloomington, In-

diana, November 1966,
{

N,
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¢, Some 'early'‘industries should over time
become sufficiently efficient to penetrate export
markets, so that export expansion can complement
import substitution as the basis for continuing
industrialization,

Realizing the importance of tariffs for revenue pur-
poses, Clark comes up with the interesting idea that there
should be a 'basic revenue" tariff rate applied to all im-
ports, including capital equipment, In addition he suggests
the possibility of supplementary protective rates which
would be based on "estimates of the effective protection on
value added afforded by the standard nominal rates," Ini-
tially, such supplementary rates would not be levied on inter-
mediate goods, "but the clear policy should be to offer
supplementary protection in the future, as 'later! industries
producing these goods become more economical and as tearly!
indusﬁrieé using them become established sufficiently to
stand the reduction of their tariff subsi;iy."19

The neatness of ClarK's logical schema has great sppeal,
Moreover, as it would be applied initially, his schema
would take inte account the need to maintain or increase
revenue from tuariffs and other relevant taxes as well as
paying attention to effective rather than nominal rates, The

idea of having a revenue tariff for all intermediate goods

would, ceteris paribus, reduce the existing rates of effec-

tive protection for most, if not all, activities producing

TN

191454,
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‘consumer goods, This is because present tariffé on inter-
mediate goods are low or zero, There would now be more
revenue raised from duties on intermediate goods since the
pfice elasticities of demand and supply for most capital
goods in Tanzania are very low, if not zero. To raise the
same total revenue from import duties, less revenue will

now be needed from duties on consumer goods. This does not
necessarily imply a lowering of duties on consumer goods

for such a lowering might result in a greater than propor-
tional increase in imports and hence an increase in revenue
from import dutiés on these goods, The overall effect

would depend on wﬁat was happening to domestic production

of the same commodity and hence to receipts from excise
taxes, assuming of course that there is an excise tax on
this‘particular commodity, 1In general the decreased reliance
which would be placed on revenue from duties on consumer
goods under Clark's schéma would give mofe flexibility to the
"kinds of tariffs and other taxes that could be placed}on
consumer goods. It seems reasonably cerbtain that policy
makers would then be able to concentrate more fully on one
important goal of rational tariff policy; i.e., a tariff
structure which yields a desired structure of effective rates
of protection, This would be especially truve if one of

the goals of policy in Tanzania today was less diversity in

PN

-,
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rates of effective protection, in particular 1oﬁer rates of
effective protection for many import substitute industries,
On the other hand, on two major counts, Clark'!s schema
appears to be less relevant to the present Tanzanla context
than fhe kihds of policy changes recommended in our dis-
cussion above of the Yefficiency now" criterion., Firstly,
the ldea of protecting "later" industries is not likely to
be "economic" in general as long as ‘'anzania remainsg a
predominantly poor agrarian economy, though there might be
sbecial situations, where, for example, foreign capital
is readily available -~ the TIPER o3l refinery.in Dar es
Salsam being a cése in point, Secondly, as already men-
tioned, the types of export industries for which Tanzania
can expect to find a ready market are more likely to be
proééssing industries than the "early" import substitute
industries which Clark appears to have in mind in section

¢ of his schema reproduced above,
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The Labor Intensive and Related Criteria

As we have repeatedly stressed, in Tanzsnia as in many

other countries, capital (including human capital in the
form of skilled labor) is in short supply while unskilled
labor is relatively plentiful., A sensible strategy for
industrialization policy would thus svem to aim (i) at
maximizing employment for unskilled labor and/or (ii) at
utilizing the scarce resourcses of casitsl and skilled labor
where they are most productive, In theory there are various
ways in which we might use the concept of effective pro-
tective rates in an attempt to formulate tariff and tax
policies which would aim at satisfying either or both of
the above criteria,

. In order to direct (or attract) capital (and skilled
labor) to the most labor intensive industries we could aim
at a tariff structure which resulted in the effective rate
of protection of capital (and skilled labor) for a particular
activity being positively correlated with the degree of labor
intensity in that activity. However, such a tariff struc-
ture will not necessarily at the same time satisfy the cri-
terion of maximizing the productivity of capital and skilled
labor, For the moment we shall concentrate on the first
criterion, i.e., labor intensity. MNore specifically we shall
examine the extent to which the present Tanzanian tariff and

//\-\‘
T
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tax structure satisfies this eriterion in the manher suggested
‘in this paragraph. Then we shall look at the feasibility

and desirability of introducing into the present tariff and
tax structure changes which would make this structure adhere
more closely to the criterion of‘labor intensiveness,

As we have shown in Chapter IIZO there is no problem
in theory with calculating rates of effective protection for
one primary factor only, soilong as we assume the other pri-
mary factors are in perfectly elastic supply., Basevi esti-
mated rates of effective protection for labor in different
activities in the'U.S.A. on the assumption that capital was
in pexfectly elastib supply and could therefore be treated
as another input for which there were no tariffs, quotas or
taxes which led to its domestic price differing from the
worldlprice. But there are problems when we try to put
the theory into practice,

The first difficulty stems from the use of the "derived"
methods to estimate "free trade® capital input coeffic{ents.
The rate of effective protection of capital in any activity
is the percentage increase in the returns to the primery

factor capital made possible by the tariff and tax structufe,

1 -~ k !
It is measured by: Kj = Eg____l x 100 = Ei - x 100
ks X

where kj (:1 ‘zgaij - j)21 is the observed capital

20
- See especially pages 119-122. Py

~

21 .
See-Chapter II, page 120 for an explanation of the
notation, )
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Input coefficient: in value terms in activity J, aﬁd,kj is
the "free trade" capital input for activity j. We need,
therefore, to have an estimate of the "free trade! capital
input, Since we have no direct estimate of k‘j we have to
resort to the "derived" method described in detail in

Chapter III, Using this method, KJ is given by

.Kj'= ~I—%;E3_ ~7S'7I%%JE{" - 13. The problem here is
that in practice kj may often turn out to be very small (or
even negative). This leads to very high or negative rates
of effective protection of capital, The problem of inter-
preting these estimates is akin to the problems discussed in
Chapter III in connection with very high or negative rates
derived for the effective protection of value added as a
whole, In the case of the effective protectién of capital
we are even more likely to get high or negative estimates
vbecause in estimating k we have to subtract the labor input
coefficlent from the valué éf output as well as the other
inputs subtracted in order to estimate "free trade" valie
added, In the Tanzanian case (i,e., using the statistics
of the 1963 Kenya Census of Industrial Production) kj esti-
mated by the derived approach, turned out to be hegative
in 8 out of 28 activities.

The second difficulty has to do with the assumption
that ‘labor is in perfectly elastic supply and that its price
fi.e., the wage rate) is equivalent ﬁgmzfs‘"free trade'" price;

i.e., thatythe waée rate would be the same if there were no
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tariffs or relevant taxes, This is clearly not realistic.
'Kenya has had a minimum wage law since 196422 which has
undoubtedly maintained wage rates above the supply price

of unskilled labor. More importantly, as discussed at

length in Chapter III, increases in value added coefficients
made possible by positive rates of effective protection are
likely to result in higher returns paid to each unit of
labor, For these two reasons it seems that we should consider
the "free trade" wages for different types of labor to be
lower than thez observed wages and therefore the "free trade"
labor input coefficient to be lower than the observed labor
input coefficient. We decided to assume that wages in Kenya
in 1963 were on the average 25 percent above this free mar-
ket level, That is, there is the equivalent pf a 25 percent
tariff on -the input labor, Consequently, when we are esti-
mating the free trade capital inputs coefficient for activity
Js» we have to subtract I%%F.from'V- and not lj. The result

J
is a higher "free trade" capital input coefficient than if
we had not made this adjustment to wage rates. Parad&xically
then, applying this kind of an adjustment to the wage rate
lessens the first difficulty arising from low or negative

"derived" free-~trade capital inputs., However, even after

22
Republic of Kenya, Economic Survey 1965, Nairobi,
Ministry of Economic Planning and Development, May 1965,
page 53.
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makiﬁg this adjustment the "derived" free trade capital in-
put coefficients for seven of the‘eight activities mentioned
above were still estimated to be negative. For the eighth
activity, bakery broducts, the capital input coefficient,
after the adjustment, was estimated to be .004, which resul-
ted in an estimate of 3500 for the rate of effective protec=-
tion of capital for that activityl

Another difficulty follows from our assumption that it

is capitel and skilled labor which are the scarce factors,

Therefore we should be maximizing the effective protection
of capital and skilled labor, taken together, in those in-
dustries which use skilled labor most intensively. But the
statistics on industrial production and industrial employ-
ment in Kenya and Tanzania do not satisfactorily break down
labor iﬁputé between skilled and unskilled labor, As will
be explained below we did try to distinguish between skilled
and unskilled labor on the basis of the distinction between
saiaried and wage employees used in the Tanzanian Survey: of

23

Industries as well as the distinction between tadministra-
tive" and “operative" used in the 1963 Kenya Census of
Industrial Production.zl\L This is not satisfactory however

since many skilled workers (for example, mechanics) may work

3'I'he United Republic of Tanzania, Survey of Industries
1965, op. ¢it,, Table 16,

4 o
2 Kenya Census of Industrial Production 1963, op. cit.,
Appendix Tables 8.and 9,
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for wages or be classified as operatives while unékilled
white collar workers may be classified as saléried or admin-
istrative employees,

Because of these difficulties we decided not to con-
centrate on estimating effective rates of protection of
capital (and unskilled labor) for different activities but
instead. to compare labor intensity with overall rates of
effective protection, i,e,, effective protection of total
value added, We did make rough estimates of the effective
profective rates of capital (using the adjustment for wage
rate§ described above) Tor those activities for which the
deri;ed capital coefficients were not negative or very
small, The ranking of these activitles according to the
effective protection of capital was on the whole not very
diffefent from the ranking according to rates of effective
- protection of total value added as shown in Table 4,2 in
Chapter IV.25 ‘ ;

The other major empirical problem associated with‘the
labor intensive alternative concerns the choice of a méasure
for labor intensity, A number of alternatives were con-~
sidered; the most important among these being the ratios:

total employment, total employment and total employment where
- capital input value of output value added

ZSSuéh differences in ranking are largely accounted for
by the fact that the effective rates for capital alone that
are ‘estimated were based only on 19@3\§enyan data using
Basevi's Tormula .(see Chapter 1I, page }08) whereas our esti-
mates for effective protection of value added as a whole de=-
-+ 'pended on 1966 Tanganian tariffs as well as the Kenyan indug-

trial statistics for 1363,
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total employment would most suitably be measured by manhours
per year where the denominator was measured by the ammual
value of capital input, total output and value added respec~

26 One variation on the above th%ee ratios would

tively.
be the use of the annual labor bill instead of total employ-
ment as the numerator, 8ince we are really concerned with

the maeximizing of the "economic" employment of unskilled la-
bor we could use a measure of unskilled employment rather

than total enmployment in the numerator. Moreover, since we

are interested in the economizing of skilled labor as well

as capital a relevant ratio here would be _unskilled employment.

cost of capital and
skilled labor input

We used the statistics from the surveys of industrial
‘production in Kenya in 1963 and in Tanzania in 1966 in ordér
to raﬁk different activities by labor intensity according
~ to these various ratios., Because of the difficulties of
obtaining meaningful breakdpwn of the extent and cost of
employment according to skilled vs. unskilled labor, we

5
concentrated on figures for total employment for our numeraior.

26 ' -

If we assume a linear homogeneous production-function
then these three ratios will move together and there will be
no differences in the ranking of industries by these ratios,
Primarily as a statistical check we used all three ratios
in our analysis as can be seen from Table 5.2,

2?The figures for employment in the Kenyan Census refer
to numbers -employed on 31 December 1963 and are not therefore
necessarily ‘proportional to total manhours per year, Although
it is not explained, the figures for employment in the Tan-
zanian Survey probably also refer to hugbers employed on a
gpecific date in 1965,
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This is more suitable than the value of 1abor"input'(as
'measured by total labor costs) since what we are concérned
with here is maximizing employment,

One: guestion worfhvconsidering is whether ideally we
wish to maximize employment per unit of output, employment
per unit of capital or employment per unit of value added.

If we accept labor intensity as the most important criterion,
i.e., if we wish to maximize employment rather than output
or value added we should concentrate on the employment/cap-
ital ratio since capital is the scarce factor and we wish to
direct it to those uses where it will create most employment,
Since we continue to assume constant physical capital and
labor input coefficients, this means capital should be direc-
ted to those activities whereItheféﬁployment/cgpital ratio |
is highést, -The implication for tariff and tax policy is
that effective rates of protection should tend to be highest
in those activities where thg employment/capital ratio is
highest,

In colum (2) of Table 5,2 we have ranked 25 activi%ies
according to the size of the employment/capital ratio for
Kenya in 1963; the activity with the highest value of the
ratio being ranked first and the activity with the lowest
value being ranked last, In column {(3) we have carried out
the same procedure based on the statistics from the‘1965
Tenzarian Survey of Industries, The rankings in column (4),

P
NG

which are also according to the size of eﬁployment/capital
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Sources for Table 5.2:

Colum (1): Table 4.2
Columns (2), (5), (7): Republic of Kenya, Kenya
Census of Industrial Production 13963, Nairobi,
Ministry of Economic Planning and Development,
Statistics Division, 1965,
Column (3): The United Republic of Tangzania,
Survey of Industries 1965, Dar es Salaam, Central
Statistical Bureau, Ministry of Economic Affairs,
and Development Planning, 1967, Tables.8 and 30,
Column (4): Vassily Leontieff, "Factor Proportions
- and the Structure of American Trade Further Theo-
retical and Empirical Analysis," Review of Economics
and Statistics, Vol, XXXIII, No, 4, November 1956,
Appendix ITIT,

S

coét ratios, are based on-statistics for the U.S.A. used

by Leontieff in his well known article on "Factor Proportions
and the Structure of American Trade."28 Here employment is
measured by man years and capital cost by the "direct cap-
1tal coefficient." We thus have three independent measufes
of 1£bor/capita1 ratios for most activities, There is a
good deal of similarity in the rankings of particular acti-
vities by these  three dif@erent measures, Spearman's rank
correlation coefficient for the rankings based on the Kenyan
and Leontieff statistics, i.e. between columns 1 and ﬁ, is
0.313. The rankings for theée columns differed by nine or
more for only six of the twenty-Zive activities., In Table

5.2 we also have rankings of the 25 activities according to

the employment/output and employment/value added ratios for

28
Wassily Leontieff, "Factor Proportions and the Struc-
fure of American Trade: Further Theoretical and Empirical
Analysis," Review of Economics and” Statistics, Vol. XXXVIII,
No. 4, Kovember ‘1956, pp. 386-408,
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Kenya in 1963 (coumns (5) and (7) respectively) and for the
employment/output ratio based on Leontieff statistics (column
(6)). We again concentrated on Kenya rather than Tanzanian
statistics because the breakdown by activity is more detailed
for Kenya and corresponds to the actlvity breakdown for rates
of effective protection used in Chapter IV,

"We have consolidated these various sets of rankings in
a manﬂer which is intended to make interpretation and applica-
tion simpler. The results are shown in the columns on measures
of labor intensity in Table 5.3 i.e, columns (2), {(3) and (4),
What we have done-here is to give a single classification
to each activity fer each 6f the three countries according to
the relevant different rankings of labor intensity in Table
5.2, Thus, for the textile industry we have one classifica-
tion for Kenya, one for Tanzania and one based on the Leon-
tieff stétistics for the U.S7&> Instead of using a numerical
ranking we have chosen a three way léttered system of classi-
fication, Thus, the labo£ intensity for a particular activity
in one country was classified A 1f the industry tended“to be
in the top third of the activities as ranked by labor inten-
sity; a classification of B indicates that the activity is
in the middle third according to labor intensity, and a C
. classification indicates the activity is among the least
labor intensive activities in that country, When the differ-
ent measures of labor intensity in a g;ven country resulted

/

.\‘/" .
in markedly different rankings for~e~particular activity this



activity is classified .in Table 5.3 by a combination of
letters e.g. BC for dairy products, metsl products and cement
In the U.S,A, Thus, according to the labor/cepital ratio,
these activities are classified as B; while according to the
labor/output ratio these activities are classified as C,

In Table 5.3 column (1) we have also classified the
different activities according to their estimated rates of
effective preotesction as found in Chapter IV and as shown
in Table 4,1, Here a classification of A indicates a rate
of effective rrotection greater than 100 percent; a B clas-
sification effective protective rates of 20 to 100 percent;
-and a C classification rate of less than 20 percent., Ve
have chosen this less exact type classification in Table 5.3
because (a) the precise rankings are based on sich shaky
statistiés and {b) in the case of one indicator based on
more than a single numerical ranking, it seemed more appfo-
priate to use a broéd represeﬁtative classification rather
than a precise average which could be misleading snd cover
up differences between individual rankings for a single ac-
tivity in a given country,

The question we now turn to is how the labor intensities
in various activities compare with the rates of effective
protection in those activities, On examining Table 5.3 we

Tind that the 11 most lubor intensive activities (i.,e. those

2N
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with at least one A and two B's)29 have effective raﬁes of
protection which are greater than 100 percent, Of the other~
four, two (furniture and fixtures and paper products) have
effective protective rates of 58 and 26 percent respectively.
The remaining two are the cord, rope and twine industry,

with an effective rate of 1 percent and the printing and
publishing industry with an effective rete of -1 percent,

If we apply the labor intensity criterion alone, the
rate of effective protection in these last two industries
shéu&d clearly be increased, We have already seen that if
Tanzania 1s to develop a sisal processing industry which
can compete efficiéntly with producers in the developed
economics of Western Europe, it will need a higher degree_
of effective protection., The printing and publishing indus-
try 6h the other hand provides a good example of why we
should not mechanistically apply the labor intensity cri-
terion without regard for other factors., For even though
1t is labor intensive, the printing and publishing industry
may well not be an industry to'which additional resour;es
in Tanzania should be directed. The market for its product
is extremely limited in a country like Tanzania where illit«
eracy abounds., Moreover the need for skilled labor may be

: 30
high in the printing and publishing industry, and too muth

2
9These industries are indicated by a single asterisk in
column (9) of Table 5.3.

30
See pages. 230~-31 below and column (7) of Table 5.3 for
more details on 8killed labor reguirements in different industries.

TN
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emphasis on such an industry would be undesirable in Tanzania
where skilled labor is scarce, We shall discuss below some of
these other factors which need to be taken into account,

Of the eight least labor intensive industries listed in
Table 5.3,31 five (tobacco, paints, rubber products, beer and
soap) enjoy rates of effective protection greater than 100
percgnt, According to the labor intensity criterion these
industries should be enjoying little or no protection rather
than such significant protection., But in three of these in-
dustries (tobacco, teer and soap) at least 75 percent of the
raw materials they use are products of Tanzania, (And the greater
the degree of labor intensity in the production of the major
raw materials used in these industries the less crucial is
the labor intensity in these industries,) In the other two at
least L0 percent of the raw materials used in the manufacture
of each of the products of these industries are indigeneous.32
Moreover, these are obvious import substitute industries
since their products are impértant items in the bu&gets of
poér people; items for which the income elasticity of demand
tends to be high, Even where the aim of tariff policy may
not be to give these industries significant protection, high

tariffs on their products will, of course, have large revenue

31That 1s those industries which have at least one C
and two B'& in columns (2), (3) and (4) of Table 5.3 and
which are ‘indicated by a double asterisk in column (9).

. 3zFrom data in an unpublished Exercise on Import Sub-
stitution, Dar es Saldgam, 1967, The 1hdustrial studies and
evelopment Centre of the Minlstry of Industries, Natural

Resources and Power,
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bearing effects where they do not result in much import-
substitution.

Where there is no disparity between an industry's ranking
according to labor intensity and that according to its rate
of effective protection, our policy recommendations based on
the labor intensity criterion are similar to those based on
the Yeffficlency now" criterion, For according to both
criteria the effective protection of an industry should be
reduced if it is not labor intensive but enjoys a higher than
averége rate of" effective protection, On the other hand,
where an activity is labor intensive, but has a low rate of
effective protection, the call in both cases is for a higher
rate of effective protection, However, the objective of
labor intensity requires a more drastic change.in tariff rates
for these activities than does the "efficiency now" criterion/
For, in the latter case, the desired rate of effective pro-
tection for each activity is, some "gverage" or "agreed" rate,
But according to the labor intensity criterion, activities
which now have lower than average rates of effective prGEeCﬁ
tion, should now have higher than average rates of effective
protection; %ES’ ce versa in the case of activities which
are not 1abof intensive but have higher than average rates
of effective protection, Where there is no significant
disparity between ranking according to labor intensity and

ranking according to the rate of effegpive protection (asz
TN,

e
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in the case of the wood products and cement industites) the
tariff rates for the indsutries in question would appear to
be appropriate especlally if change in other tariffs do not
markedly affect these rankings.,

In terms of the labor intensity criterion the present
tariff and tax structure in Tanzania is not very satisfac-
tory. ?he rank correlation coefficient between column 1
and columnz 2 of Table 5,2 (i.e, between rates of effective
protection and labor intensity based on the employment/
capital ratio from the Kenyan data) is .047, TFor nine of
the twenty-five activities the absolute size of the differ-
ence in rankings between those two columns is larger than
ten, 1If we consider also the export potential of different
labor intensive33 activities the tarifrf and tgx structure
appearé even less satisfactory, Of the ten most labor
‘intensive industries (i.e, the first ten industries in
colunn (2) of Table 5.2) the four with the most potential
for expanding sales in export markets are probably coriage,
rope and twine, canned fruit and vegetables, tanning an&
leather goods.Bb Yet, these rank 22, 9, 13 and 24 in terms

of rates of effective protection. Unfortunately we do not

33The importance of this in the Tanzanian case was

stressed in our discussion of the "efficiency now" criterion,

see above, pp.l194-209,
34He11einer. "Approaching the EEC," op. cit., page 38,

P
-
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have estimates of labor intensity for a number of processing
'industries which were included in our study in Chaptér Iv
of rates of effective protection in Tanzania. As we have
already pointed out, in terms of export potential, these
industries have promising possibilities.

The labor intensity criterion has much appeal and
seems to be relevant to Tanzania today, Like the "effficiency
now" criterion it is in accord with an "economic" or Yeffi-
cient" use of Tanzanla's resources on the basis of the present
endowment of these resowrces and the present structure of
production., But, gs has already been mentioned, to mech-
anistically apply thHe labor intensity criterion would be
to ignore other important factors, Thus, for example,
according to the labor intensity criterion, the furniture
and fixtures industry should have a higher degfee of effec-
tive protection than it does in Tanzania today; for it is
clearly among the most laboa intensive industries and yet
it ranks only sixteenth in terms of rates of effective pro-
tection,35 But is there any point in directing more rei
sources to this industry if the market for its products
is limited both at home and abroad or if the industry's
demand for skilled labor is relatively higher than that of

other industries?36

35See Tables 5.2 and 5,3,

3Co1unn (7) of Table $:3 indicates that the skilled
labor requirements of the furniture 1ndustry are above average,
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Obviously then there are a number of other factors (cri-
.teria) which must be taken into account in any discussion of
ealternative industrialization strategy options, We shall de-
vote the rest of this section to a brief examination of the
more important of these criteria, focusing on their relevance
to the present Tanzanian content,

On criterion which is really a variation of the 'efficiency
now" criterion and which we would expect to yleld similar pol-
icy suggestions as the labor intensity criterion is the mar-
ginél productivity of capital criterion, In the literature
on investment ciiteria in the underdeveloped countries, this

37

criterion has received much attention. The objective here

B?JJ. Polak, "Balance of Payments Problems of Countries
Reconstructing with the Aid of Foreign Loans," Quarterly
Journal of Economics, February 1943, pp. 208-240,

AE,Kahn, "Investment Criteria in Development Prozrams,*®
Quarterly Jouymal of Economics, Februvary 1951, pp. 38-61.

, H, B. Chenery, "The Application of Investment Cri-
tgriz," Quarterly Journal of Economics, August 1953, pp.
76-96. ' '

W. Galenson and H, Léiﬂenstein, "Investment Criteria,
Productivity, and Economic Development," Quarterly Journal
of Econonies, February 1957, pp. 343-370, N

O, Eckstein, "Investment Criteris for Economic
Bevelopment and the Theory of Intertemporal Welfare Eco-
nomics, " Quarterly Journal of Economics, Februvary 1957,

pp. 50-85.
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is to maximize gross output (or value added) throuéh,inm
vesting capital where it is most productive, In terms of
the kind of approach we have been using in this chapter,

the aim would be to give the greatest effective protection
to those activities where the ratio of output/capital or
value added/ capital was highest. In columns (5) and (6)

of Table. 5.3, we have classified our 25 industries according
to two measures of the value added/capital ratio, The clas-~
sification in column (5) is based on data from the 1963 Ken-
yan industrial Census and thatrin column (6) on the total
fixed capital requifements given by Bohr, who was using
1946-47 data from Australia and 1939 data from the U.S,a. 30
In these two columns a classification of A indicates low
capital requirements, i,e, a high value added/capital ratio,
and a éiassification of C high capital requirements,

As we might expect, there is an extremely close corre-
spondence between the degree:of labor intensity and the
capital requirements in a given industry, the correspondgnce
being in the form of negative correlation, i,e, the amount
of capital needed per unit of value added tends to be low
in those industries where labor intensity is high., This
is the equivalent of positive correlation between the value

added/capital and employment/capital ratios., The great

38K A.Bohr, "Investment Criteria for Manufacturing In-
dustries in Underdeveloped Countries, "~Review of Economics
and Statistics, Vol. XXXVI, no, 2 (Nay 193LY, 157-166,




similarity between the classificétions in Table 5.3 of
columns (2), (3)-and (&) on the one hand and (5) and (6)
on the other are evidence of this correspondence, The
only exceptions to this close correspondence are on the
one hand the textile, wood products, and cordage, rope
and twine industries where the capital requirements per
unit of value added are greater than would be indicated
by the degree of labor intensity, and on the other hand
the soap and paints industries where the capital require~
ments are less than their relatively low degree of labor
intensity would seem to indioate.u~~
Another criterién whiéh is definitely relevant in the
Tanzaenian case is the skilled labor requirement for differ--
ent industries. We have already stressed that-skilled labor
is one 6f the factors of production which is in short sup-
ply in Tanzania,. Column (7) of Table 5,3 classifies the 25
industries aocordihg to skilled'labbr requiréments. Following
our usual three divisional convention, those industries which
need skilled labor least (and are therefore moskt "efficient®
in the Tanzanian context) are classified A, those which need
akilled labor most being classified C, The classification
here is also taken from Bohr who based his classification
oﬁ the ratio of professional persons, skilled workers and

foremen to total employees for the U.S. in 1930.39 In terms

P1via, :
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ﬁofvouﬁwgnglysis thus far, the interesting cases that emerge
from the classification in column (7) of Table 5.3 are (&) .
the tobacco, beer and dairy industries,uo which are not
labor intensive at all, yet have lbﬁ skilled labor require~
ments and at present enjoy high rates of effective protec-
tion;'(b) the furniture and fixtures, and printing and pub-
lishing industries which are highly labor intensive, have a
high demand for skilled labor and have low rates of effec-
tive protection and (c¢) the wood products anﬁ textile in-
dustries which are also amongst the most labor intensive
but are classified as B in terms of skilled labor require-
ments and enjoy high rates of effective protection,

Yet another criterion which is usuvally considered rele-~
vant in the case of underdeveloped countries 1s the balance
of payments effect, Here wé are concerned with the impact.’
on the country's balance of payments of expansien in differ-
ent industries, One way of comparing the balance of payments
effect between different ﬁndustries would be to try to
measure the impact of a unit of capital investment inseach

1]
1ndustry.4lﬁ'we can usefully differentiate between the direct

h Particularly the first two whvch were among the
earliest import substitute industries in Tanzania,

4IWe ‘are again working on whe assumption that capital
',is the*key*scarce,factor and that therefore, we wish to
~adl 1ta111n such a way ‘that our criterion is best
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and indirect effects of such invéstment and expansion of
output on the balance of payments, By the "direct" éffeots
we mean the consequences for the balance of payments that
are traceable to what is happening within the industry it-
self, Firstly there is the possible "positive" effect on
the balance of payments which occurs if output in the indus-
try concerned replaces imports in the domestic market (i.e,
it therelis import substitution); or if output in the indus-
try’is exported, This positive effect may be offset by a
second direct effect which results when the industry con-
cerned uses imported inputs, In a country like Tanzania
which does not produce much in the way of capital goods,
this is an important factor. By "indirect" effects we mean
the conseguences to the balance of payments of any multi-
plier éffects following on the investment and expansion in
the industry concerned, Where this investment results in
increased income and employment these indirect effects are
likely télbe significantly negative especially in a country
like Tanzania where imports constitute a large share of the
supply of many consumer goods.r

In practice when comparing talance of payments effects
between different industries, it woulz be simpler to assume
that the indirect (multiplier) effects to not vary much from

42

industry to industry and then compare industries on the

42C1early this is not a realistie sunption since the
indirect effects will depend on the & ‘ﬁbyment/capital ratio,
the types of workers employed and the relative share of labor
~din-the value added as well as on the domestic inputs used

by the industry,
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basis of the direct effects on the balance of payménts. In.
terms of this criterion the most favored industries wouwld
bekthose which had the greatest positive (or least negative)
effect on the balance of payments per unit of capital invested,
Thus, our aim would be to give the highest effective pré-
tection to those industries which had the greatest positive
(or least negative) effect on the balance of payments, Ve
have not attempted to measure the balance of payments effects
for different activities in the Tanzanian case because the
industrial production statistics do not indicate in suffi-
cient detail :the import content of different inputs, And
secondly, Tanzania at presenti\does not appear to have any
balance of payments problems.br3 Though a continued rapid
growth of the industrial sector may resuvlt in a8 continuéd
expansion in the import of capital goods which together with
unfavorable world prices for Tanzania's exports could lead
to a substantial balance of trade deficit and possibly a
balance of payments deficit in the years shead, .
Apother criterion which is usually considered to be
particularly important in undefdeveloped countries revolves

around the relationship between the size of the domestic

bBIn 1966 Tanzania was estimated to have a favorable
overall balance of Shs 192 million in her balance of pay-
ments; furthermore "the balance of payments continwued
favourable threugh the first half of 1967% {Background
to the Budget 1967-68, op. cit., pp. 70-71).

PN
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market for a particular product and the minimum plént size
for which production of that cormodity can be economically
carried out, In Chapter VI, where we are mainly concerned
with the possibilities of Tanzanian production substituting
for imports from Kenya and Uganda, we shall look at this
question of the relationship between the size of the Tan-
zanian market and the minimum economic size of prlants in
different activities,

As we have stressed repeatedly, any practical consid-
eration of this question of what type of industrialization
strategy is best suited to a particuvlar country at a par-
ticular time must take into account a number of different
criteria, One study done recently by the Ministry of In-
dustries in Tanzania under the direction of a U,N, expert
provideé an example of a 'multifactored! approach with one
factor being singled out for special consideration, In
what was called an "Exercise ,on Import Substitution the
first step taken was to divide items (commodities in the
Annual Trade Report) into three categories according to \
the extent to which the raw maﬁerials used in production
were indigenous. Column (8) in Table 5,3 is based on the
results given in the Ministry'!s study. A classification
of A in column (8) indicates that 75 percent of the total
raw materials used in the manufacture of the products of
that azctivity were of indigenous orig%gk\g B classificatiqn
.Andicates that the share is at least ko péfcent and a classi-

fication cf C that less than 40 percent of raw materisls are
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of indigenous material, In the C type industries the addi-

‘tional stipulation was made %hat these nust be labor inten~

sivé industries.

The author of the Ministry study then listed eight

additional criteria which were termed "important reguisites

.../Which/.,.should be borne in mind" in the exercise on

import substitution. There wereu

1.

There should be maximum use of national resources
by way of raw materials, intermediate products
and labor,

Products required in large and continuously
increasing quantity or value, so as to make

the industrial vndertaking an economic uit,
should only be considered. In doing so, the
projected demands in the future and the possible
changes in the pattern and structure of the
economy should be Xkept in view,.

Agriculture input industries, sgricultural
support industries, and agricultursl processing
industries should be very carefully considered
for import substitution.

Industries which may lead to the creation of
other ancillary and feeder industries may be
encouraged particularly in the field of agri-
culture, building materials and selected
fields of consumer goods,

The limited availability of technical know~how,
trained labor and management in the country
should be treated as a limiting factor and in
suggesting the use of foreign techniczl know-how
and personnel, the effect on foreign exchange
resources of the country, the viability of the
enterprise and the finished cost of the product
will need consideration,

Industries and products selected for manufacture
in the country should as far as possible be ex~
port earning, while accelerating the process of
growth at the same time, R

Ll

Op, cit,
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7. The important role that small scale industry
can play in the dynamic process of industrial-~
ization, particularly in the field of consuner
goods should not be overlooked,

°.8., - Notwithstanding the above, industries and

products based almost totally on imported
raw materials but fWhich/ have large value
added in fabrication and production and
constitute items of essential consumer
goods may also be classified under groups
A, B, or C,

This list of criteria is an excellent summary of many
of the important factors which must be considered when looking
at the question of alternative industrialization strategiesf
in a country like Tanzania, Of these elight additional cri-
teria we have already.in this chapter discussed or mentioned
at least five, i.e, (1), (2), (37, (5) and (6). Numbers (4)
and (8) will be referred to in the next section, While this
list is Teasonably comprehensive, the Ministry'é study makes
no attempt to go into. the relative importance of the differ-
ent criteria for Tanzania nor does it offer any guidelines
as to how these criteria may Be used in a more precise way
to choose between alternative industries, One of the ma jor
purposes of this chapter is to tackle these two questions

in a more rigorous fashion though clearly we are not able

to come up with very precise answers,
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The main criticism that can and has been levelled at nost
of the criteris we have discussed #hus far is that they are
related to a static analysis of the economy, The "efficiency
now", the "labor intensity", the Uproductivity of capital®,
the "skilled labor" criteria (to.mention the most important),
are all based on the assumption that the present endowment
of resoufces aﬁd the structure of production are given and
unchanging, To put it another way, none of the approaches
used when following these eriteria. comes to grips with the
heart of the problem they are supposed to be tackling,
namely, the question of how to transform an underdeveloped
economy from stagnation into sustainedvand modernizing growth,
We have already referred to this alleged weakness in connec-
tion with the assumption of fixed input coefficients (i,e.
a given production function) in the theory of effective pro-
fection,45 as well .as at diffprent points earlier in this
chapter, In a recent article Timothy King has concluded
thet the approacly based on "investment criteria® has lesé
relevance to the problems of underdevelopment than an approach

based on "development strategy".46 As King admits this last

45See Chapter III, pp.

néTimothy King, "Development Strategy and Investment
Criteria: Complementary or Competitive," Quarterly Journal
of Economics, Vol, LXXX, no, 1, February 1966, pp, 108-120,

TN N
~
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term is derived from the title of Hirschmants book,'The
. 238
L7

Stratesy of Economic Development, In this work Hirschman

provides a highly persuasive, provocative and productive

statement of a position which is critical of the "invest-
ment ériteria” and other "static" approaches to econonmic

development,

Drawing heavily on psychological thought, Hirschmen's
analysis of the development problem leads in places to very
different policy suggestions from those we have arrived
at thﬁs far., Hirschman argues that we should not be con-
centrating on the sd—oalled obstacles to development such
as scarce factors like capital or entrepreneurship. Rather
we should be concerned with "the nature of the development
process...ﬁZHQ?:..the pressures and tensions it creates
z%hicn?:do not necessarily frustrate it, but can be made
to help it along."u‘8 What is important then is the way
in which factors of production are combined and used and
not how much of each is available and therefore can and
will be combined in given ways., For example, it is the
ability to 1nvést rather than the availability of capital
which is one key to the development process.ug In The

Strategy of Economic Development Hirschman comes up with a

47Albert O, Hirschman, The Stratesy of Economic Devel-
opment, New Haven: Yale UniverSity Press, 1958,

8
& Ibid,, page 210,

—~
T TN e
-

ugsee particuiarly Ibid., pp. 35-40.
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number of conclusions which are directly relevant to,our
study of investment strategy.

Hirschman is a strong advocate of underdeveloped
countries concentrating on capital-intensive methods of
production in certain industries, Given the premise that
labor productivity is generally lower in underdeveloped
countries than in more developed countries it is wiser
to concentrate more on machine~paced and "process-centered!
industries than on operator controlled and "output-centered"
1nduétries.50 This is because labor productivity is then
more & function of the efficiency of the machines than of
the guality and discipline'of the work force. Another reason
for favoring capital-intensive industries according to
Hirschman lies paradoxically enough in the greater need for
maintenance in these industries,

.« underdeveloped countries may well make a sur-
prising success of ventures with a complicated
technology which must, be maintained in top working
order, It is in these industries that the
maintenance habit can be acquired and from there
spread to the rest of the economy, On the other *
hand, the "simple" industries which the poorer
countries are often admonished to set up first
may be precisely those that will exhibit a strong
tendency to deterioration, For while here lack
of maintenance does not have immediate drastic
consequences (and is therefore likely to be in-

dulged in), it does in the longer run have a 51
serious adverse impact on efficiency and morale,

SOlp—j:.g‘.'! ppu 11'!'5_11‘,’9-

17p . .
511bid., page 142, Py
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However, Hirschman is not in favor of capita1¥intensive
methods of production being introduced in all growing indus-
tries., 1In industries where there is already a flourishing
handicrafts (small scale) sector,

It would probably be wasteful for such an economy
to invest its scarce capital resourcés in dupli-
cating lines of production that are already being
carried on, even though inefficiently. A better
use for capital would almost certainly be in the
establishment of new-product industries, But in
such industries capital-output ratios are 1likely
to be typically high whereas they tend to be com-
paratively low in industries that would produce
goods and services similar to those turned out

by existing small-scale operators,

In other words, the most efficient use of capital
in underdeveloped countries is not in capital-
intensive industries qua capital-intensive; it is
in industries that open new products horizons

for the economy and these industries are likely
to be more capital-intensive than others with
which the country can dispense for the time
-being because the needs served by them are
‘satisfied by existing handicraft and cottage
industries.52

Examples of the latter are the furniture, shoes, apparel,
bricks, basket, some metal»wbrking as well as parts of the
food processing and construction industries. On the other
harnd, industrial processes which are bound to be capital
intensive include chemicals, petroleum refining, basic iron
and steel, cement, pulp and paper, "but also.,.many modern
consumer goods, from radios and light bulbs to toothpaste
and aspiring." Then there are some industries where capital-

intensive methods of production prevail even though there

~

52 . :
-Ibid.,, page 131,
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exists a flourishing "primitive" sector, "The classic-
example here is, of course, the textilé industry, particu~
larly spinning.“53

It is interesting that the pattern of industrialization
in Tanzania has tended to follow the prediction and prefer-
ence of Hirschman, Thus, recent years have seen the estab-
lishment of tne Tiper oil reiinery and the cement factory
in Dar es Salzam, the radio assembly plant in Arusha and a
number of integrated textile mills.54 These capital-inten-
sive factories have been largely financed by foreign firms
who are familiar with: these modes of production, Of course,
following Hirschman's édvice laads to rather different poli-
cy suggestions from those arrived at in section III of this
chapter where the emphasis was on labor intensity and low
capital output ratios.

- Hirschman makes much of the importance of linkage effects
in the development pfocess. The two Basic typés of linkage
55

effect are:

pedatinad

linkage effects, i.e., every non-~primary economic
activity, will induvce attempts to supply through
domestic production the inputs needed in that
activity,

1. The input-provision, derived demand, or backward

2. The output~utilization or forward linkage effects,
l.e,, every activity that does not by its nature
cater exclusively to final demands, will induce
attempts to utilize its outputs as inputs in
some new activities.

531vid., pr.129. oo

 Stgee above, pp.'51—52 . for details,
550p, eit., p. 100.
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' Underdeveloped economies generally have weak linkage
effects because of the overall lack of integration and inter-
dependence between different sectors of the economy. Thus,
Hirschman argues, it makes sense for such countries to con-
centrate on industries with high linkage effects since these
industries will induce production in these industries which
supply them with inputs and/or in those industries which
they supply.

Hirschman accepts the scheme Tollowed by Chenery and
Watanébe56 who classify industries by their extent of back-
ward and forward linkage, Thus, "intermediate manufacture”
contains those industries Tor which both backward and forward
linkage is high57; "final manufacture" those industiies
with backward linkage high and Torward linkage low; "inter-
mediatelprimary production" includes those sectors with high
forward linkage and low backward linkage; and "final primnary
production" those sectors where backward and forward linkeage
are both low, Hirschman then ranks the industries withig
these four classifications according to their degree of back-
ward linkage,58 for as we shall see shortly Hirschman makes
a good case for backward:linkage being more important than

forward linkage for underdeveloped countries in the early

' 56Hollis B, Chenery and Tsunehiko Watanabe, "International
Comparisons of the Structure of Production," Econometrica,
Vol. 26, no, 4, October 1958, pp. h92-493.

57“high" being defined as above éﬁé%ége and "low" below
average,
58

Op. git., pp. 106~107,
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stages of industrialization. The measures of linkage éfe
fects are taken directly from the results for intefdependence
in production given by Chenery and Watanabe.59 Backward
linkage is measured by the average of the ratios of inter-
industry purchases to total production for Italy, Japan and
the United States, and forward linkage by the average of
the ratios of interindusfry sales to final demand in the
same three countries. The results for the first two classes
of industry (intermediate and final menufacturers) are given
in Table 5.4,

As Hirschman points out the above ratiosg are only "very
rough indexes of the poténtial linkage effects that might
be introduced into non-industrial economies by specific in-
dustrial sectors."éo A more comprehensive measure which
takes into éccount the indirect effects of an increase in
final demand (i,e. the repercussion on all sectors as a
result of this increase) can be found from the inverse of
the input-output matrix. This approach was developed and
used by a Danish economist, P.N. Rasmussen, who called the
measure %hower of dispersion."61

Now, as Hirschman stresses, the greater importance of

backward linkege in underdeveloped countries follows from

59

_Q'El E_j;__tl, P- 493:
60

Op, c¢it., p. 108,
61

P
P.N. Rasmussen, Studies in Inter—SécEBTal Relations
Copenhagen, Einar Harcks, 1956,  p, 141, "Unfortuantely the
empirical -studies included in the book do not do Justice
to Rasniussen's' very interesting analytical tools because of
excessive aggregation, Thus, all manufacturing is brought
together in a single sector." (Hirschman, p, 108).
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the fact that
Industrialization ean of course start only with
industries that deliver to final demand, since
ex hypothesi no market exists as yet.for inter-
mediate goods, This means that it will be
possible to set up only two kinds of industries:
1. Those that transform domestic or imported
primary products into goods needed by
final demands;
2. Those that transform imported semi-manufac-
tures into goods needed by final demands, 62
‘The first of these two types, the processing industries
{(textiles, iron and steel and pottery) are always important
in the industrialization process. During the Industrial
Revolution they were the only option open since there were
no ‘earlier! developed countries from which manufactured
goods could be imported, It is this second type, the
finishing industries (such as "converting, assembly and
mixing plants, the pharmaceutical laboratories, -the metal-
fabribating industries," ete,) which are today often sig-
nificant in underdeveloped countries.63 These industries
are attractive because they only require a small smount of
capital investment and their main inputs are imported parts
whose supply is guaranteed, <he recently opened radio
assembly plant in Tanzania provides a good example of such
an industry. While singing the praises of these "enclave

import industries" Hirschman argues that they are less

desirable than the "intermediate" or "basich industries

62 .
.eit., p, 11L, )
63 TN

5
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whose products are distributed as inputs through many other
industrial sectors besides %1§9 going directly to final
demand,

In any event Hirschman suggests as a hypothetical
strategy for capital ‘formation (and thus for the pattern
of industrialization) in underdeveloped countries, the max-
imization of backward linkage effects and the conconitant
capltal formation through~the manipulation of final demands,
This will necessitate some interference with the growth
pattern of consumption through tariffs, excise taxes and
subsidies.65 Hirschman's emphasis on manipulating final
demand eppears to be different from our use of effective
rates to influence the pattern of industrialization, But
the major objective is to influence production., And the
pattérn of final demand is a key element in shaping the
pattern of production,

In more specific terms'Hirschman is advocating emphasis
on those industries vhich have the greatest backward linkage

effects, especially those with large forward linkage effects
$

-
as well, ih
Thus those industries high up oﬂ the 1list of iatermedf
iate manufactures in Table 5,4 would be the most favorable
according to Hirschman's criterion, The ranking of these

intermediate manufactures happens to be highly correlated

TN

641bid., p. 118. |
65 '

Ibid., p. 115,



246
TABLE 5.4

RANKING OF LINKAGE EFFECTS FOR "INTERMEDIATE! AND WFINALY
HANUFACTURES

Intermediate Backward Forward
Manufacture Linkage® Linkage”
Iron and Steel 1 2
Nonferrous lietals 2 1
Paper and Products 3 3
Petroleum Products L 5
Coal Products 5 6
Chemicals 6 k
Textiles 7 7
Rubber Products 8 8
Printing & Publishing 9 9
Final NManufacture

Grain 1iill Products 1 1
Leather and Products 2 3
Lunber and Wood Products 3 2
Apparel L 10
Transport Equipment 5 6
Machinery 6 5
Nonmmetallic Mineral Products 7 L
Processed Foods 8 8
Shipbuilding 9 9
Miscellanesous Industries 10 7

Source: A, Hirschman, The Strategv of Economic Develonment,
New Haven, Yale UanerSLty Press, 1958, pp, 106- 1u7

TN
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with their capital intensity and so Hirschman is again‘
arguing for capital intensive methods of production. How-
ever, if we look at the ranking of the "final manufacture"
industries the correlation with capital intensity does not
appeaf to be as great -- the leather products, woed products
and apparel industries have relatively low capital require-
ments and relatively high labor intensity according to

Table 5,3,

Hirschman's emphasis on linkage effects provides us
with yét another criterion for attemrting to choose an in-
dustrialization strategy. How much welght should we give
to this criterion in the Tanzanian case? Linkage effects
are always important, yet we do not believe that further
expansion of capital intensive industries is the correct
path to ﬁursue at this point, It is true 25 we pointed out
earlier that a number of capital-intensive industries have
been started in recent years, , For the most part these have
been established with the aid of foreign capital and foreign
management, To the extent that the Arusha Declaration an&
the policy of self reliance discourage private foreign capi-
tal, there will be less opportunity for further expansion
along these lines, Furthermore, the shift to more emphasis
on agriculture which is implied by the Arusha Declaration
and self reliance adds weight to our earlier argument thet
Tanzania should place emphas1s on processing induvtrles which
use as inputs’ the outputs of Tanzanian agriculture a_d then

exportrthelr own products, These industries may frequently
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employ fairly capital intensive methods and they could be
good exampleé of backward linkage at work if their devel-
opment acts as a spur to increased production in the agri-
cul tural sector,

Hirschmant's criterion based on linkage effects taken
by itself is just another criterion which can be put into
the "investment criteria" bag, In this sense Hirschman's
epproach does not appear to be any more dynamic than our
other critefia. But the concept of linkages by tracing
through interindustry effects does broaden the approach,
Horeover, if we consider Hirschman's book as a whole with
its emphasis on the dynamics of the development process
rather than on the static mechanics of efficiency now or
labor intensity, we might agree with King's conclusion
that if we had more accurate predictions about the nature
of the development process, the development strategy
approach would in general be more relevant than the older
investment criteria approach because "it quite deliberately
intends, by altering the values of sonme variables, to lea&

. ' 6
to change in the values of a great many more."6




Chapter VI
I

As we pointed out in Chapter I, there has been
growing concern in Tanzania in recent years about the im-
balance in industrial development within East Africa,
Much of the growth of industry has taken place in Kenya
and this hés been reflected in a widening trade imbalance
(particularly in manufactured goods) between Kenya and
T;nzania.l We also described some of the measures which
have been introduced in an attempt to correct this
imbalance {(i,e., to promote more industrial development in
Tanzania and Uganda) -~ notably, the abortive Kampala
Agreement, then the quotas imposed unilaterally by Tan-
zania on imports from the other two countries, and most
recently (under the new Treaty for East African Co-oper-
ation), the transfer tax and the East African Development
Bank, 2 '

What we shall be concerned with in this chapter is
the transfer tax, As we have seen,3 the transfer tax is
essentially a tariff which can be levied on a wide range

of manufactured goods being imported by one East African

country from another., More specifically we shall be looking

1
See Chapter I, page:26,
2see Chapter I, pages UL2-46, .

3See Chapter I,lpagema. -~

249
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at various ecriteria which could be used in deciding which
industries Tanzania should try to protect from Kenyan com-
petition through the imposition of a transfer tax, A
priorl we could view the transfer tax as an attempt to
fulfill one or more of the following objectives:

1) the raising of revenue for the Tanzanian Government

2) bromoting industrial development in Tanzania

3) increasing Tanzania's national income,
Given that the transfer tax can only be levied at one half
the rate of the external tariff (i.e. the tariff on goods
entering East Africa from outside the Common Market), and

only on interterritorial imports whose value does not

exceed Tanzania's trade deficit with Kenya and Uganda, the -

transfer tax is clearly not a potentially large source of

revenue for the Tanzenian Government, (Assunming Tanzania

could levy transfer taxes at an average rate of 20% against
the full value of its trade &eficit with Kenya and Uganda -~
150 million shillings in 1966 ~ the annual revenue would

be of the order of only 30 million shillings, i.e., less
than 5 percent of the Tanzanian Government's regular
recurrent revenue in fiscal year 1965/66.LP To the extent
that the_imposition of the tax permits the expansion of

Tanzanlan industry at the expense of Kenyan and Ugandan

4Background to the Budget, 1967-48, ob. cit., page 88.

VAR ;
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Industry, revenuve from the transfer tax will of courée.fall,
both because the duty collections from smaller imports will
fall and because fesulting reductions in the trade deficit
will lower the aggregate value of permissible transfer tax
applioations.
The possible impact of a transfer tax on the level of
real national income in Tanzania can take place in two ways;
Ifirstly through what may be called the "price" or consump-
tion effects; secondly, through produvction effects which
result'when Tanzanian production replaces Kenyan imports,
Price effects are takén to occur where there is no sub-
stitution of Tanzanian\production for Kenyan inports, Here
the impact on Tanzanials nationgl income depends upon
whether the transfer tax results&in an increase in the
prices péid by Tanzanian consumers on goods subject to the
transfer tax.5

!

We shall assume throughout that there is no increase
in Tanzania's imports from outside of East Africa at the °*
expense of Iimports from her East African Partners as a
result of the imposition of a transfer tax, i.e., we are
assumning that Tanzania in cooperation with Kenya and Uganda
1s successful in carrying out the provision of the Treaty
which stipulates that measures must be taken to prevent
a "significant deviation of trade away from goods coming
from and manufactured in the Partner State whose goods are
subject to the transfer tax, to goods imported from a
foreign country," (Treaty for East African Cooperation, op,
cit,, Article 20, Section 17).



- 252

Assume first that prior to the imposition of a trans-

fer tax the price in Tanzania of an import from East Africa

was 1éss than the price of the corresponding import from
outside East Africa by at least the equivalent of the
transfer tax measured in "specific" value term36 (ihe
domestic Tanzanian price of the import from outside East
Africa being assumed to be equal to the c¢.i.f. price plus
the external tariff), In this case it would appear that
the transfer tax would be borne by the Tanzanian consumer
since it would be reasonable to assume that the price of

the interterritorial import (or its equivalent produced

domestically in Tanzania) will be raised by the full amount

of the transfer tax., In this case the imposition of the
transfer tax does not affect the level of real nétiqnal
income in Tanzania through "price" effects, With respect

to the Kenyan (and Ugandan) imports what is involved is

I
a transfer of income {and hence the command over resources)

from the private to the public sector; with respect to any:

\

price inereases on products manufactured in Tanzania the
transfer of income is from the consumer to the producer,
It shouvld be borne in mind that at this point we axe not

considering the effects on Tanzanian national income of

+

Ve are ignoring hiere the "tricky" problem of any
significant -quality differences between imports from oub-
side East Africa and “"corresponding" gogdsg produced in
Bast Africa,  We may.well ask why thef& wolld be any such
price differences if there were no qﬁality differences,

!
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any possible increase in production in Tanzania as a reéult
of the t{ransfer tax, (See below, pages 257 - 26}, for a dis-
cussion of such "production" effects.)

Let us now assume, by contrast, that prior to the
imposition of the transfer tax the price of an import from
East Africa into Tanzania is already =qual to the domestic
price of the equivalent import from outside East Africa,
Then it would appear that the transfer tax will have to be
borne by the East African (i.,e, Kenyan or Ugandan) pro-
ducer who will be able to maintain his sales in the
Tanzanian market only if he accepts a price equal to the
domestic price reigning in Tanzania less the transfer tax,
There is however a problem associated with this possibility.
Accordihg'to the Treaty, manufactured goods produéed in
one Partner State cannot be transferred to another Partner
State “"at a price lower than their true value if such
transfer is likely to prejudice’the production of similar
goods by that other Partner State or retard or prevent the °

establishment of an industry to produce such goods in that State,

7Treaty for East African Cooperation, Article 20, Section
23. The Treaty then goes on to specify that a price lower
than the "true value" would be one which is less than:

(i) the comparable price, in ordinary trading conditions,
of similar goods destined for domestic consumption in the
State in which they were produced; or

(ii) the comparable price of similar goods on their ex-
port to.a foreign country in ordinary trading coniitions; or

(11i) the cost of production of the goods in the Partner
State where they are produced, togetheF With reasonable addition
in-yrespect of distribution and salesCcosts and profit, "(Sec, 24),

1

7
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But, as we have seen, the Treaty also does not permit a
"deviation" ¥ trade, i.,e., & shift in Tanzanian imports
Trom within East Africa to the rest of the world, This
would surely result if the price of an East African import
In Tanzania was raised above the price of an equivalent
external import. Thus we shall assume in our anlysis that
the Kenyan of Ugandan producer bears the burden of the
transfer tax in this case, Therefore we are implicitly
considering this case as one not "prejudicing" the produc-
tion of similar goods in Tanzania, Even if our assmotion
does not hold, production in Tanzania is not likely to

be rprejuvdiced." For, in order to correct any "deviation'
in trade, the Tanzanian Government might resort to raising
the external tariff thereby raising the domestic pfice~

of the external imports and in practice further favoring
the‘Tanzanian producer,

In this second case (i,e. w%ere the transfer tax re-
sults in no increase in the price of imports from East
Africa after the imposition of a transfer tax) the readl
income of Tanzania can be considered to have increased by
the value of the transfer tax for each unit imported, The
consumer in Tanzania pays the same price as before but part
of the price (equal to the transfer tax) is now payment to
the Tanzanian Government instead of to the East African

s
producer. There is thus a transfer o@ffhcaﬁé-from the
-
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Kenyan or Ugandan producer to the Tanzanian 5overnment ﬁhich
now has a greater command over both domestic resources
(which should bereflected, ceteris paribus, in increased
output in Tanzania if there are unutilized domestic resources
which can be brought into production) and foreign resources
{since, ceteris paribus, there will te an improvement
in Tanzanié's balance of payments equal to the revenue
collected from the relevant transfer tax).

In practice the "price" effects from a transfer tax on
a particvlar commodity may be a combination of the two
situations analyzed above, This would follow if, prior
to the imposition of the transfer tax the price of the
import from the rest of East Aftice is less then the price
of tﬁe equivalent import from outside East Africé by an
amount less than the equivalent "specific" value of the
transfer tax imposed. Then the burden of the transfer tax
willl be shared by the Tanzaniag consumer and the East
African producer. The closer the pre-transfer tax price *
of the East African product is to the price in Tanzania
of the "outside" import, the greater will be the share of
the burden of the transfer tax falling on the East African
producer and the greater the increase in Tanzania's national
income which results from the Y“price! effects of the transfer
tax,

.
Thus far in the. present sibudy wﬁrﬁéve made the assumption
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that the prices of all goods produced in East Africa {(and
also imported into East Africa) were equal to the c¢.i.f.
price of the equivalent outside import plus the external
tariff,8 In a detailed empirical study of commodities
traded 1nterterritorially Roe found that this assumption
is not valid for a significant number of such commodities.
in the case of more than 40% of commodities for which
price. comparisons were made, he found that the prices of
Kenyan exports to Tanzania were actually lower than the
c,i,f, price of the equivalent imports into Tanzania from

9 .

outside East Africa,. (We should bear in mind, however,
that no account was taken of possible significant differ-
ences in quality, which could be important, as already
pointed .out in Chapter IV).lO Thus if we accept Roeld
findings, it would appear that for the majority of the
commodities imported from Kenya’intowTanzania‘the burden
of any transfer tax from pricé effects will fall largely

on the Tanganian consumer. Thus the increase in Tanzania's

8See above chapterILpage598~99.

Alan Roe, "Terms of Trade and Transfer Tax Effects in
the East African Common Market: An Empirical Study," op.cit.,
p. 8. The main implication which Roe draws from this result
is that the burden of the Common Market on Tanzania in terms
of lost national income is less than indicated by Ndegwa and
Ghai who measured the loss by multiplying the external tariff
rate by the value of interterritorial imports(See above, Ch.I,
footnote 54). Roe's study glves support to Hazelwood's critique
of the Ndegwa-Ghai assumption; see Arthur Hazelwood,"The East
African Common Market: Importance andqﬁ?ﬁepts," Bulletin of
the Oxford University Institute of/Economics and 3Statistics,
August, 1965, :

10.. : .
See above, page 181,
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real income which results from these "price" effects of the
transfer tax will be less than the product of the average
transfer tax and the value of her imports from the rest of
Bast Africa, That is, less than the estimated potential
increase in annual revenue of 30 million shillings from
the transfer tax (see above, page 250 ).

But the main purpose of the transfer tax, as the
Treaty makes clear, 1s not to raise income in this sense, *
but rather to bring about a more rapid rate of industrial
growth, The first paragraph of the Article in the Treaty
dealing with the transfer tax reads:

As a measure to promote new industrial devel-
opment in those Partner States which are less
developed industrially transfer taxes may, with
the zim of promoting industrial balance between

- the Peartner States, be imposed,... in accordance

with and subject to he conditions and limitations
imposed by this Treaty.ll

The guestions most relevant to the effects of the intro-

1
duction of a transfer tax are therefore (a) whether it will
lead to more industries being set up in Tanzania and/or
more rapid expansion in already existing industries; and (b)
whether any such increase in the industrial growth rate will
help promote the rate of economic growth in Tanzania in the

long run, A priori it seems probable that increases in

prices of Kenyan and Ugandan exports to Tanzania (resulting

llTreaty for East African Cooperatl&q, _p cit,,
Article 20, page 12, J
. -
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from the imposition of the transfer tax) will stimulate
expansibn of préduction in Tanzenia in those industries
already in existence, and also speed up the beginning of
production in some industries where production does not
yet exist; especially if we assume little "deviation'" to
imports from outg;de Bast Africa, 1In this connection it
is interesting that the Tanzanian Government has been
exerting strong moral suasion, apparently with some success,
on its producers not to raise prices on goods subject to
transfér taxes, Thelr aim. here is, of course, to raise
Tanzanian output at unchanged prices to replacé production
from the Kenyan sourcé.l2
Resnick, with the aid of a study done by the Continental
Allied Corporation on the possibilities for import substi-
tution in Tanzania, concluded that in 39 out of 52 industries
(for which Tanzania's interterritorial exports in 1966
exceeded 600 million shillings) prodﬁction was already in

existence or "the market is known to be large enough to

13

justify their establishment.” If the Tanzanian Government
wishes to stimulate induvstrial development itself it could
use the revenues from the transfer tax to that very end.

However, it is paradoxical, if not ironie, that the Tanzanian

121 am indebted to G. K. Helleiner who raised this
point in private correspondence,

131 Resnick, Foreign Trade and f/ymght in Tanzania,
op. cit., page 85, . ‘e

(-
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Government has chosen to restrt to the widespread use of

1k only a year after the introduction of

the fransferJtax
the Arusha Declaration which implied a shift in emphasis
from the industrial to the agricultural sector in econonmic
policy objectives in Tanzania.15

‘Whether the promotion of industrialization through
import subsfitﬁtion with respect to Tanzania's interterri-
torial imports will stimulate Tenzanials economic growth
in the longer run depands on a number of factors., Cne
important consideration, especially in static or short-run
terms, is the immediate opportunity cost of employing more
resources in the industrial sector. If the factors used
to increase industrial output afe relatively scarce (if
their market prices tend to reflect their marginai pro-
ductivity in alternate uses) then any shifting of these
factors from alternate uees would invelve a reduction in
Tanzania's real national income/in the short run; we are
here following the conventional static efficiency arguments
for free trade, This is especlally the case where the
transfer tax resuvlts in higher prices paid by Tanzanian

consuners for the produects being protected, 1In the case

(discussed earlier) where the Kenyan or Ugandan producer

lL"See below, footnote 17, for more details,

fimqe Arusha Declaration and TAHyigf?mi;cy on Socialism
and Self Reliance, op. cit. C{ ‘
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bears the full burden of the transfer tax (and thus the -
prices paid by Tanzanian consumers do not rise), there is

no reason why more resources would be shifted to industrial
production unless the Govermment used the revenues from

the transfer tax to subsidize particular industries. ﬁere,
however, successful subsidization would lead to a fall in
Tanzania's interterritorial imports and thus to a fall of
revenue and must be justified therefore in terms of possible
beneficial dynamic effects which will bendiscussed below.
Earlier we stressed the scarcity of capital and skilled

16

labor in Tanzanla, Any shifting of these factors (con-
sequent upon the imposition of a transfer tax) from an
activity which could compete with East African rivals under
free 1nterterritorial trade would involve a reduction in
real income, To be justified in static efficiency terms
this loss in real income would have to be offset by any
gain from employing previously idle resources (such as
unskilled labor) whose opportunity cost would be much below
the market rate.

The possible dynamic effects on production and real
income from the imposition of a transfer tax are more varied
and less predictable, To the extent that scarce resources
such as capital and skilled labor are attracted from Kenya

(as a result of more opportunities behind a transfer tex

uwallﬂ)‘Tanzanian growth should benefi%{’\&gainst such a

16See particularly Chapter V, pages 210-214,
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-potential gain must, of course, be weighed the disincentive
to foreign capital coming into East Africa, as a whole, now
that the common market is split into smaller parts,

The familiar dynamic arguments for protection rest on
the possibilities for economies of scale, external economies
and the learning process over time. The last two of these
could be sighnificant in the present Tanzanian context and
their realization would go to reinforce and increase any
incentives for outside capital and skilled manpower to flow
to Tanzania, But in a country as poor as Tanzania, with |
its relatively small population, the possibilities for
economies of scale are not likely to be great in most
activities. Rather, the duplication of industries in East
Africa is more likely to prevent the benefits of economies
of scalé wﬁich would follow from specialization within the
whol common market, Thus the impositiqn of transfer taxes
could lead té higher ﬁrices (and/or lower profits), with
detrimental effeects on efficiency and growth in esch of the .
East African countries, The Tanzanian Goverrment's recent
decision to levy btransfer taxes on =z vide range of imports

from Kenya and Uganda17 will cexrtainly not aid any trends

17On December 1, 1967, Tanzania levied transfer taxes
on 45 categories of interterritorial imports, All these
taxes were made to gpply to imports from Kenya; fifteen of
them being applicable to imports from Uganda, (Roe, ov. cit.
page 11}, _
’ TN
y

<
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towards specialization of industrial production within

.

East Africa,

The transfer tax may result in some speeding up of
Tanzania's industrialization, as well as in an increase in
her exports to her neighbors and a reduction in her East
African trade deficit, Nevertheless, a good case can be
made that alternative arrangements to modify the workings
of the common market would have been more in Tanzania's

interest., This point of view has been very well expounded

by Helleiner who wrotel8

.. .Whereas anarrangement which freed Tan-
zania to use its external tariff independently
and permitted it to redirect its imports from
Kenya to other sources could have immediately
raised Tanzanisn income, the provisions of the
present Treaty will serve immediately to lower
1it.19 While the maturation of infant industries,
the exploitation of external economies, and per-
haps other "dynamic" factors assoclated with
the new industries may eventually produce higher
Tanzenian incomes than would have been possible
under previous arrangemerits, these gains could
as well have been obtained through the use of
direct subsidies or the erection of an indepen-
dent tariff, The potential gains accruing from
economies of scale could have been preserved
even under the latter system through limited
commodity free trade arraizements. Alternatively,
if a freer flow of intra-East African trade was
desired, a free trade area agreement would have
preserved these gains from scale economies and
at the same time provided Tanzania with the incone
gains arising from the redirection of its imports,

18
G.K.Helleiner, "Some Hasty Thoughts on the Transfer
Tex," unpublished paper, Daer es Salaam, 1967, pp. 6-7.

~ _19Helleiner here .appears to be Eésuning that the imposi-
~tion-of a transfer tax will result in an increase in prices

paid by Tanzanian consunmers~the first case we discuzsed above-
see page
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However, arguments about the pros and cons of the
transfer tax as a measure for promoting industrial devel-
opment are academic at this stage, for the transfer tax
has already been imptemented, We therefore confine our-
selves in the remainder of this chapter to the narrower
gquestion of which industries should be most protected through
the transfer tax, i.e, what criteria should we use in
choosing the industries to protect through the transfer tax.
As in Chapter V we take the general position that the
transfer tax should provide the greatest effective prbteo—
tion (vis-a-vis Kenyan andngandan producers) for those
activities in Tanzania which best fit the criterion or
criteria being discussed.zo Before going on to consider
the types‘of criteria which might be applied in choosing
and/or evaluating the present structure of transfer taxes
in Tanzanié we shali look first at (é) the proﬁlem of how
to measure rates of effective,gwotection afforded by a
glven transfer tax and (b) estimate rates of effective
protection afforded to Tanzanian industries from the present
structure,.

How do we measure the rate of effective protection

enjoyed by a Tanzanian producer (vis-a-vis his Kenyan and/

zoAs in much of our treatment of effective protection
with respect to tariffs and taxes affggting Tanzaniats trade
outside East Africa we are ignoring £ne potential effect
~of different tax policies on Goverﬁﬁent revenues,
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or Ugandan rivals) from a given fransfer tax, bearing iﬁ
nind that prior to the imposition of the transfer tax these
rivals were producing inside a common market area? As be-
fore, the rate of effective protection measures the per-
centage increases in value added made possible by the tariff
and tax structure, A transfer tax imposed by Tanzania
allows the Value'added coefficient for a certain activity

in Tanzania to exceed the equivalent value added coefficient
in Kenyagrd Uganda if we make certain assumptions which we
shall specify shortly.21 Thus the rate of effective pro-
tection resuvlting from a transfer tax measures the percentage
by which the value added coefficient in Tanzania exceeds

the value added coefficient in the same activity in Kenya
and/or Uganda after the imposition of a transfer tax by
Tanzanié, ‘

More pr601sely, if we assume (a) productlon conditions
in the three oountrles vrior to the transfer tax were
identical 2 i,e, a1l input coefficients, all input costs
and @11 final prices were identical, and (h) the input co-~
effidients for all non-primary inputs are fixed i,e, the

sare in both the pre- and post~transfer tax situations, then

21 .
© These assumptions are similar to those made when

measuring effective protective rates which result from ex-
ternal tariffs, See above, Chapter II, pages 98-99,

21n order to estimate rates of effective protection
in our .study of Tanzania's tariff and tax.structure we
made."the assumption that production co ofditiong in Kenya
??3 ggnzania were the same, See above, Chapter IV, pages
- O.'



265

the rate of effective protection enjoyed by activity J in
Tanzenia vis-awvis comparable activities in Kenya and/or
Usanda is given by E5 = Vtj -]ij x 100 where Vtj

Vkj
represents the value added coefficient in Tanzania after

the imposition of the transfer tax, VkJj represents the
value added coefficient in activity j in Kenya (or Uganda)
after the iﬁpoéition of the transfer tax.

In the situation where the transfer tax results in
Tanzanisn prices going up by an amount equal to the "speci-
fic" equivalent of the transfer tex (the first case dis-
cussed above on page 252 ), it is easy to show that the rate

of effective protection for activity j is given by

1 ST gl
gro= by -7yt x 100 . (6.1)
K. vk

where t3 is the ad valorem rate of the transfer tax on

the product of activity J, ti is the ad valorem transfer
!
tax on input 1, a{h is the input coefficient for input i

used in activity j and the pre~transfer tax price of the
product of activity j is assumed to be unit'y.23 t; represents
the inerease in price which can be received by the Tanzanian
producer and still enable him to compete with his Kenyan

and Ugandan riﬁals; j; a{ﬁta represents the increase in the

cost of irnputs used by the Tanzanian producer as a result

of any transfer taxes on his inputs. Therefore tj ~§3 aist{

TN,

S . N .
23This is the identical approaﬁﬁ used above in Chapter
III; see formula (3.2), pagelh#.
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represents the increase in the value added coefficient
made possible by the structure of transfer taxes., Now in
this case, where the transfer taxes are borne fully by
the Tanzanian consumers of products on which the transfer
tax is levied, it is reasonable to assume that the value
added coefficient in activity j in Kenya (or Uganda) is
not affected 5& any transfer tax imposed by Tanzania,

The Vkj will be the value added coefficient in Kenya {and
Uganda) both before andafter the imposition of any transfer
taxes. Hence Ej in this case measures the percentage by
which value added in Tanzania is greater than value added
in the seme activity in Kenya and/or Uganda,

In this case Ej also measures the percentage increase
in value added in activity j in Tanzania as a result of the
transfer tax‘if we maintain our earlier assumption that
production conditions in Tanzania prior.to the imposition
of the transfer tax were identica& to those in Kenya and
Uganda, For then Vkj represents the pre-transfer tax value
added coefficient in activity j in Tanzania, If we assume
further that the transfer tax structure and consequent
positive Ej s do not result in ineffieient use of non-prinary

24
inputs of the Ellsworth type (i,e. the input coefficients

24See Chapter III, page 145 for a discussion of this
possible type of inefficiency,
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for non-pripary inputs in Tanzania are not affected by
transfer taxes), then the higher prices in Tanzania made
possible by the transfer tax structure must result in
higher profits and/or inefficient use of capital ahd/or
labor in Tanzania - i,e, in greater payments to labor
and/or capital perunit of output.25

‘Since most of the manufactured goods imported by
Tanzania from her East African neighbors are final consumer
products (i,e., very few of them are inputs), it is reason-
able to>assume that in most activities there will be no
transfer taxes on inpuﬁs.26 In such eases the rate of
effective protection frém a transfer tax imposed on the

Tinal product of activity j reduces to

E! = f’_fl (6.2)
J Tkj

In the case where the Kenyan or Ugandan producer
bears the burden of the transfer tax in having to accept
a lower price for his product iffhe wants to sell it in
Tanzania (the second case discussed earlier on pages 253-255"
above), the measurement and interpretation of Ej is not so
simple, The reduction in the price received by the Ke=nyan

(or Ugandan) producer in actlvity j will lead to an equiva-

lent reduction in value added in Kenya (or Uganda) if we

-

ZSSee Chapter III, pgs, 138-140, for & detailed dis-
cussion of this point,

6 TN
One..notable exception here would Be Lhe clothing in-
dustry, for a transfer.tax has been l&vied on one of itsg
major inputs, textiles.
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continue to assume that input coefficients for all non-
primary inputs are fixed (in value as well as in physical
terms), According to the terms of theATreaty the transfer
tax ie calculated on the basis of the price asked by the
Kenyan or Ugandan exporter.27 Thus if the price of the
final product of activity j is_to remain at unity in Tan-
zanla after thé imposition of a transfer tax of tj then
the Kenyan {or Ugandan) seller will now receive I_%ffj for
his product instead of 1 as in the pre-transfer tax situa-

tion, The reduction in value added in Kenya will then be

equal to the reduction in the final price, i.e. 1l - T%ET =
t. 0
1+%_ . ~~The post-transfer tax value added coefficient in
J
activity j in Kenya which we denote be Vﬁj will then be

equal to Vkj - T?%T .
J

value added coefficient in activity j in Tanzania exceeds

Now the percentage by which the

that in Kenya (or Uganda) is

Bl = 3
J .
x 100

VKD - TRy

if we assume that there are no transfer taxes on inputs,

Ej is @ measure of the improvement of the competitive posi-
tion of the Tanzanian producer vis-a-vis his KXenyan {and/or

Ugandan) counterparts, but it no longer measuvres the

27Treaty for East African Cooperégggﬁxégg. cit,
, . - J E b
—

—
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lperﬁentage increase in value added in activity J made
possible by a transfer tax, For, in this latter case there
will be no change in the price of the final product in
Tanzania (and alsc in the prices of inputs, given our
assumptions), Thus there will be no change in the value
added coefficient in industry j in Tanzania, However, to
the extent that the Tanganian Government uses any revenue
from transfer taxes to sﬁbsidize this industry, there will
be an improvement in the prospective size of profits and/or
labor retﬁrns per unit of its output.

E}' 1s comparable to E3 in that both are a measure of
the improvement in the cémpetitive position of production
in activity j in Tanzania vis-a-vis competing production
in Xenya or‘Uganda. (Note that where t3 is smsll, particu-~

larly where t!'4 Vkj, Ej'——» E3, lMore formally, E3'-—% El
J

3
as t1—> 0, i.e. %) Ak - O 1
J t I+t I+t 7 TR

Thus, if we rank activities according to E3 and/or ES' we
will obtain some indication as to how revenues might shift
from a pFe-transfer tax situvation to a post-transfer tax

situation.28

28For a discussion of the reliability and relevance
of effectlive protection rates as indicators of possible
resource shifts see Chapter II {especially pages 124-26)
and Chapter III (especlally pages 152-154 )a



Table 6.1

Tanzanian Transfer Taxes and Rates of Effective'Protection for "Selected" Industiries

Kenya Value Transfer Babte of Effective Ranking by Effec- Ranking by
Added Coeffi- Tax Rate Protection from tive Protection Effective Pro-

Furniture & PFix-

tures

Glass Products
Paper & Paper

Preducts

cient, 1963 (%) Transfer Tax(%) from the Transfer tection frem
Tax External Tariff

Industry (1) (2) (3 ‘ (&) (5%
Matches 0.43 100 233 1 2
Tobacco 0.40 50 125 2 1

- Dairy Products 0.23 20 37 3 7
Misc,Chemicals 0,28 15-30 60-100 4 62
Biscuits 0.30 13 60 5 9
Paints 0.31 18 58 6 3
Textiles 0,35 20 57 7 5
Soap 0.34 18 53 8 10
Bicycle Tyres 0.35 17 ko 9 L
Clothing 0.30 20 Lo 10 11
Beer 0.66 25 38¢ 11 8
Footwear 0.40 15 37 12 12
Metal Products 0.34 L0-15 30-15 13 13

0.45 10-15 25-30 14 1L
0,61 15 25 15 15
0.42 7=10 20 16 16

7/

I/ .
Notes: (a)

(b)

(c)

Sources:

Based on effective rate for cosmetics in column t1) of Table 4,2,

Based on assumption that input coefficient of textiles in the
clothing industry is 0.40 and using formula (6.1),

This is probably too low because 0,66 appears to be an nusuvally"
high value added coefficient - see text, page 275,

Column (1):
Column (2):
Column (3):

Column (5):

Table 4,1, column (1),
Roe, :op. cit,, Appendix Table III.

From formula (6.2), E! = t! _ column (2)
J.ﬁxlOO~mXIOO,

(see text, pp, 268-269% )
Table 4,2, column (1),
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To estimate rates of effective protection affored to
selected industries in Tanzania by the recently imposed
transfer tax we use the formula E3 = Eii;3 x 100 where

67 Vi
tj measures the percentage rate at whiph the Tanzanian
Government levied a transfer tax on the products of indus-
try Jj in December 1967 and Vi? represents the value added
coefficient for industry j in Kenya in 1963.29 We are
assuning in the above formula that (:) there are no transfer
taxes on inputs in these industries (with the exception of
the clothing industry as explained in Tootnote to Table
6.1), and (b) that Tanzanian consumers bear the full amount
of the transfer tax in the Fform of increased prices for
imports from Kenya.and Uganda or their domestically pro-
duced equivalents.Bo

Table 6.1 shows estimztes of the rates of effective
protection for 16 industries (wh9se products are subject
to tranéfer taxes) obtained from the above formula, For

similar reasons to those discussed in Chapter IV31 these

estimates must be treated with extreme caution. Thers is

29See Chapter IV, pages 159-60, for an explanation
of why the figures from the 1963 Kenya Census of Industrial
Production are regarded as the most reliable for estimating
value added coeificients,

3oThe empirical evidence Tor such an assumption is
based on Roefs findings already discussed above on page 256,

-~

318ee Chapter IV, pages 179-181, "~
. - / !

-
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the additional problem here of what happens to the domesﬁic
price of a product subject to a transfer tax given that
there may not be a full "price" effect as we have assumed
in (b) above in the previous paragraph, A less than full
"price" effect may also occur if the Tanzanian producers

do not raise their prices by the full amount of the trans-
fer tax, and‘as already indicated the Tanzanian Government

32

has been urglng them to keep their prices down, lever-
theless, it seems reasonable to assume that the rankings
given in colvmn (4) of Table 6.1 are reliable indicators
of the relative protection afforded to different activities
by the transfer tax. The ranking of these 16 industries
by effective protective rates arfforded by the transfer
tax are stiikingly similar to the ranking for the éame
industries on the basis of effective protection against
competition from outside East Africa {as shown in column
(5) of Table 6.1), There are oniy three industries where
the rankings in celumn (4) differ by more than 3 from the
rankings in column (5)., These are the dairy products,
biscuits and bicycle tyre industries, and for none of
these is the djifference in ranking greater than 5,

We turn now to consider the question of what criteria

the Tanzanian Government should use in choosing which

32

See above, page 258, P
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'industries to protect through the transfer tax. Finally
"we go on to examine the structure of protection from the
- present transfer tax structure in the light of some of
these criteria,
The ceriteria which Tanzania should employ in choosing
which products should be subjeet to a transfer tax and
® how high the tgx should be in each case are, for the most
part, the same criteria as those which should govern the
choice of industries to which any other form of protection
is offered, Thus, following our analysis in Chapter V,
the greatest effective protection should generally be given
to those activities which i)-are most labor intensive and/or
have a low capital-output ratio, i1i) lead to the greatest
linkage effects, though we should bear in mind,.as Resnick
points out, that:
...,thése linkages must not simply be teohnical.;.
but must be economic ~ in that it is or becomes
possible and profitable to establish the links.
in the country - in order for the effect to be
felt, Thus, for example a product which has a
high import content, even though the linkages \
may be great, will eontribute less to growbth thsn
products with lower linkages having less import
conteht, 33
iii) lead to external economies especially greater possibili-

ties for learning so that unsklilled laber may be upgraded,

. In addition to these generally applicable criteria

- op:-cit., page 83.



274

there are considerations which have special importance for
a transfer tax and import substitution strategy within East
Africa, As far as possible Tanzania should avoid invest~
ment in new industries which would duplicate already
existing Kenyan capacity and which would thereby prevent
the attainment of economies of scale within East Africa as
a whéle.

Bearing in mind 211 the above meﬂéioned criteria, Tan-
zania should, ceteris paribus, apply transfer tax protection
to those commodities where her terms of trade losses as a
result of the workings of the East African common market
(1;e. the common market prior to Decembar 1967) were‘greatest.
More precisely, effective protection should usually be
greatest for those activities where the annual value of
Tanzanlia's interterritorial imports of the product{s) of that
industry multiplied by Tanzania's external tariff rate on
thét product (in ad valorem terns) 1s'greatest.34 Before
turniﬁg to a consideration of how well this particular
criterion is presently being met we examine the existing
structure of transfer taxes in terms of the other criteria

mentioned above,

34The assumptions, implicetions, and relevance of
this criterion will be discussed more fully below when
we  examine the present transfer tax strﬁgggﬁe_in the light
of this eriterion (see pages 281 ff, ),
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From Table 6,2 it is clear that there is a strong
negative correlation between the rankings according to
rates of effective protection afforded by the present
structure of transfer'taxes (shown in column (2)) and
labor intensity (as shown in column (3)).35 Of the nine
industries receiving the greatest effective protection
from transfer‘taxes only two - matches and textiles -
are labor intensive, And of these two the production of
matches in Tanzania is not really labor intensive. The
reason 1t is classified A is that this measure is based
onrdata for the industry ."other wood products" as a
whole.36 The transfer tax is levied on matches only and
in Tanzania matches are now produced at a modern plant
which is not highly labor intensive, On the other hand
of those seven industries receiving the least effective
protection from transfer taxes three {(clothing, furniture
and fixtures, and paper and paper’produots ) are labor
1gtensive and another three have an intermediate degree of
labor intensity, The rate of effective protection for
beer shown in Table 6.2 is probably too low (see footnote

c to Table 6,1) and thus it is a further case of an industry

S 35Following the notation used in Chapter V (seevpage 220)

a high degree of labor intensity in an industry is denoted
by A, while a low degree of labor intensity is dencted by C,
intermediate degrees of labor intensity being dercted by B -
see the Tootnotes to Table 5.3 for the sources of measures of
labor intensity on which this classifigéfion‘fs based,

-
36See~Chapter V, Tables 5.2 and 5.3,
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Table 6,2

Ranking by Transfer Tax Rates, Effective Protection Rates
and Relevant Criteria for Selected Panzanian Industries

Ranking.: by Ranking by Labor Linkage Prevalent
Transfer Tax Effective Intensity Effects Size of

Protection Establish-
from Trans- ¥ ment
fer Tax
(1) (2) (3) (&) (5)
Back-For-
Industry ) ward ward
Matches 1 1 A - - -
Tobacco 2 2 c - - Large
Dairy Prod, L 3 c 8 8 Small
Misc, Chen, 7 L c 6 L -
Biscuits 8 g A 8 8 Medium
Paints 9 6 C 6 4 Large
Textiles 5 7 A 7 7 Medium
Soap 10 8 c - ~ None
Bicycle Tyresll 9 c 8 8 Large
Clothing 6 108 A L 10 HMediup
Beer 3 112 C - -~ None
Footwear 12 12 B L4 10 NoneP
Metal Prod, 14 13 B 2 1 NoneP
Furniture &. '
Fixtures - 15 14 A 3 2 Small
Glass Prod, 13 15 B - - None
Paper & Pa-
per Prod, .16 16 A 3 3 Medium

Notes: - (a) The "true" ranking for clothirg should probably
be lower while that for beer should be higher -~
see footnotes a and ¢ to Table 6,1,

(b) 1Inthe Tanzanian context the prevalent size of

establishments in these industries tends to be
at least medium, if not large, given that ‘modern'
plants have been or would probably be built in
these industries.

Sources: Column (3): Roe,"Terms of Trade and Transfer Tax
Effects in the East African Common Mar-
ket," op. cit., Appendix IIT.

Column (3): see Table 5,2,

Column (4): Hirschman, The Stratezy of Economic Devel-
opment, pp. 116-117, :

Column (5): K.A, Bohr,!'Investment Criteria for Manu-

facturing Industgiés in Undexrdeveloped
Conntries,' op, cit,
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»with a low labor intensity being given significant effec=
tive protection by the present level of transfer taxes,
Overall then, the present structure of'transfer taxes is
highly unsatisfactory in terms of the labor intensity
criterion,

The classification of linkage effects given in dolumn
(4) of Table 6,2 is taken directly from that given by
37

Hirschman and used earlier in Chapter V, Following Res-
nick's suggestion referred to above (see page 273), this
classifiéation needs to be significantly modified when
applied to Tanzania at least with respect to short run
sonsiderationg. For givén the limited extent of industrial-
ization in Tanzania the usual linkege effects in certain
industries are not likely to have any significant inpact

in the domestic economy, Thus for example, the backward
linkages in the metal products industry in Tanzania is likely
to be very low in Tanzania, even ‘though it has a very high
ranking according to Hirschman's classification, which is
based on a study of industrialized nations. For, in Tan-
zania there is now no extraction and processing of primary
metals other than gold or diamonds nor is there likely to

be in the foreseeable future given the smallness of the
domestic market and the lack of adequate transportation

to the iron and coal deposits in the SouthWest region of

/'\.\\
~

3?Hirschman, op, c¢it., pp. 116-1;77‘i
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the countr& near the Zambian border. The backward 1inkages
in footwear in Tanzania (ranked U4 by -Hirschman's classifi-
cation) are potentially signifiéant if production is to be
mainly of leather shoes, Bubt if production continues, as
1t is now, to be mainly of cheap rubber shoes then backward
linkages are likely to be small given that rubber has to be
imported,

There are however a number of industries where the
major raw material is domestically produced, most notably
tobacco, textiles, and clothing. Here, of course, backward
linkages are important and a good case can be made for
emphasizing these industries, a case which has already been
developed in Chapter V.38 These industries are presently
ranked 2, 7, 10 respectively according to rates of effective
protection brovided by the present level of transfer taxes.

In terms of the criterion of size, the present structure
of transfer faxes appeérs fairly’satisfactory. especially
if we agree that the limited size of the Tanzanian market
makes it desirable to give greatest protection to those in-
dustries where the "prevalent" (optimal) size of establish-
ments is small, Of the ten industries most heavily pro-
tected by the present structure of Tanzenian transfer taxes

only three (tobacco, paints, bicycle tyres) typically have

8
3 See pages 195~196,
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-large size establishments, There is as yet no productioh
of bicycle tyres in Tanzania. It appears that this is a
case where it would be unfortunaté if the imposition of a
transfer tax speecded up the initiation of production in a
particular induspry. For Tanzania imports a significant
quantity of bic§£1e tubes and tires from Kenya and Uganda,39
The establishient of a bicycle tire factory in Tanzania
in the near future would lead to unnecessary duplicatiocn
within East Africa,

In connection with this last point it is important

to note that in the 16 industries which we have been exam-
ining in this chapter some production already exists in
all but one of them - the above mentioned bicycle tire in-
dustry. However, the classification we have used here is a
fairly broad one and there are important sectors of these
industries where there was in mid-1967, as yet no production
in Tanzsnia. Thus, in thenﬁmetai products" industry there
was no‘production of steel doors and windows or of metal
furniture; in the "glass products" industry no production
of glass bottles; in the 'miscellaneous chemicals" industry

Lo

no production of perfumes an&*cosmetics. But we should

bear in mind that according to the terms of the Treaty for

391n 1966 of total imports of bicycle tires into
Tanzania over 80¥% in value came from Kenya and Uganda,

ll»O TN

Resnick, op. cit., Table 18, S O



280

East African Cooperation

A Partner State may impgéeﬁa transfer tax

upon manufactured goods only if at the time

the tax is imposed goods of a similar descrip~
tion are being manufactured in that State or
are reasonably expected to be manufactured in
the State within three months of the imposition
of the tax, i1

Furthermore "in the reasonable expectation that the manu-
facture of such goods will commence within three months, "
the industry producing these goods in the tax imposing
country must have within a year the capacity to preduce
(a) a quantity of goods equivalent to not less
than fifteen percent of the domestic consumption
within the Partner State of goods of that par-
ticuvlar kind in the period of twelve months
immediately preceding the imposition of the
tax; or
(b) goods of that particular kind having an ex-
factory value of not less than two million
shillings, b2
According tolﬂesnick, for all of the products mentioned at
the beginning of this paragraph, the Tanzanian market is
large enough to absorb any output which would be sufficient
to satisfy this last mentioned provision of the Treaty,uB
As we mentioned briefly earlier (see page:274 ), a

criterion which appears relevant to any discussion of the

Treaty for Bast African Cooperation, op. cit., p, 13,
“21vi4., p. 14,

uBResnick, op. cit,, Table 18,
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structure of Tanzanian transfer taxes has to do with the
changing terms of trade between Tanzania and her neighbors
as a result of the workings of the East African common
market prior to December 1967, We choose to call this the
"recovery of terms of trade criterion," We stressed in
Chapter I (see particularly pages 31-35 ) that Tanzania
long viewed the East African commonh marketvas working to
her disadvantzge, As a consequence of being less indus~
trialized than Kenya Tanzania finds herself buying goods
from Kenyan industries which shelter behind the common
external tariff that exists in East Africa. It is largely
as a result of this view that the transfer tax has now
emerged as the main tool for reducing Tanzania's imbalance
of trade in manufactures with Kenya,

As we also saw in Chapter I (pages 28-30 ) economists
have attempted to measure the cost of the common market to
Tanzania in terms of the national 4income (or loss of revenue
from import duties) foregone as a result of Tanzania buying
goods from Kenya or Uganda instead of importing these same
goods from outside East Africa, or imstead of these goods
being produced in Tanzania behind a tariff wall which in-
cluded duties against imports from Kenys as well as from the
rest ofvthe world, This economic "loss" to Tanzania can

alternatively be viewed as a "terms of trade" loss in the
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“sense that in Tanzania prices of goods imported from Kenya-
are higher than they would be if East Africa and therefore
Tenzania had no tariffs on the products at all,

For an individual product imported from Kenya the
annuval terms of trade loss to Tanzania wouwld be equal to
the annual value of Tanzania's imports from Kenya multiplied
by the external East African tariff on that product (measured
in ad valorem terms) if we assume that in Tanzania the
price of this product is equal to the "free trade" world
price for that product Plus the East African tariff, The
studies by Ghai and Ndegwa, referred to in Chapter I ( see
pages 29-30), which dealt with the question of measuring
Tanzania's losses from the common market, made this sim=
plifying assumption, Later we shall relax this assuMption
and consider fhe implications for our study, On the basig
of this simplifying assumption it is simple to calculate
the annual terms of trade loss to Ténzania in 1966 for each
of the sikteen industry categories we have used thus far
in this chapter,.

Given our assumption here, if Tanzania imposes a trans-
fer tax on a product equal to one half of the external tarirfr
on that product (which is the maximum under the new Treaty),
she will be recovering one half of this terms of trade loss,

For the imposition of a transfer tax will result in the



283

transfer tax being borne by the Kenyan or Ugandan manu-
facturer,® The recovery to Tanzania will be accounted for
by an increase in Tanzanian Government revenues, This is
the second pure case we discuessed earlier in this chapter
(see pages 253-255), i.e., the situation where there is no
"price effect! in Tanzania as a result of the impoéition
of a traunsfer fax. What is involved here is a transfer
of imcome from the Kenyan (or Ugandah) manufacturer to
the Tanzanian Government,

In assessing or deciding on the appropriate transfer
tax structure for Tanzania it seems to us that the potential
terms of trade recovery is a valid and most important cri-
terion, As we have already mentioned this criterion can
be formulated more precisely as foliows: Tanzania sﬁould,
ceteris paribus, levy transfér taxes in such a way as to
maximize her recovery Trom terms of trade losses that resulted
from the workings of the commcn ma;ket prior to the intro-
duction of the transfer tax,

Table 6,3 gives an overall picture of how well the 3
present structure of transfer taxes in Tanzania satisfies

this criterion with respect to trade with Kenya.uu Column

uTransfer taxes have also been imposed on imports into
Tanzania from Uganda, The number of industries covered(eight)
is lower than in the Kenyan case and the value of imports in-
volved is considerably less., We conduct our analysis here in
terms of ‘imports from Kenya only but the considerations and
the conclusions apply in.much the same 2@y to the use of
transfer taxes on imports from Uganda, <
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(5) shows the "actuval' recovery of terms of trade losses,
This is obtained by multiplying the value of Tanzanian im-
ports from Kenya in the industry in 1967 by the actual
transfer tax rate imposed by Tanzania in December 1967 (i.e,
by multiplying column (2) by column (4)). Column (6) shows
the difference, if any, between the maximum potential re-~
covery (i.e, if'Tanzania levied the transfer tax at the
maximum posgible rate) and the "actual' recovery., In nine
of the eighteen industries transfer taxes have been levied
at (or very near to) the maximum rate, 1In only four of the
remaining nine industries is the difference between the
potential annuval recovery and the "actuwal' annual recovery
significantly large; that is, larger than 500,000 shillings.
These four industries are tobacco, textiles, beer, and
paper and paper products,

From the total figures for columns (5) and (6) in
Table 6.3 it would appear that the Tanzanian Government
has not made the fullest use of the transfer tax from the
point of view of recovering terms of trade losses to Kenya,
For the total annual Y“actual! recovery of terms of trade
loss is 19.1 million shillings while the unrealized annual
recovery is 9,3 million shillings (see Table 6,3}, That
is, the present structure of transfer taxes appears to
yield only two thirds of the total potential recovery of

/\{A\;
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Table 6.3

"Actual" and “"Unrealized! Terms of Trade Losses from the

Transfer Tax

External Transfer 'Actual *Terms

285

Industry Interter- Unrealized
ritorial Tariff _Tex RBate of Trade Re- Terms of
Imports covery(Shs, Trade Re-
from Kenya 1000) covery(Shs,
1966(Shs,1000) 1000)

{1 (2) (3) (&) (5) (8)
Matches 302 200 100 302 -
Tobacco 3 540 300 50 1 770 3 540
Dalry ‘Prod, 9 640 Lo-50 20 1 928 -
Misc,Chem® 7 340 20-75 10~30 1 940 h20
Biscuits 2 180 37.5 18 3 924 -
Paints 1 060 37.5 18 191 -
Textiles 6 820 73b 20 1 364 1 200
Soaps 1 082 Lo 18 195 -
Bicycle

Tires 1 200 36 17 204 -
Clothing 2 100 60b 20 L20 210
Beer 8 760 100-150 25 2 190 2 190
Footwear 12 140 30 15 1 821 220
Metal Prod, 8 960 30 10-15 1 060 300
FPurniture &

Fixtures 2 480 30 15 372 -
Glass Prod, 2 360 43 15 354 120
Paper & Pa- .

per Prod, 14 700 30 7-10 1 080 1 1hs
Total for
All 16 In-

84 664 .19 115 9 345

dustries

Notes: (a) This includes toilet preparations, plastic foam, )
other articles of plastic and suitcases of vulcanized

fibre,

(b) These tariff rates are based on the specific amounts

levied,
products in both these

The alternative "ad valorem" rates for most
industries are 40 percent,

Sources: Column (2): Hast African Customs and Execise, Annual
Trade Report of Tanganyika, Ugzanda and
Kenya for the year ended 31st December
1966, Hombasa, Commissioner of Customs
and Excise, -
Column (3): See Table 4.1,
Column (4): Alan Roe, op. cit., Appendix, Table 14,
—~ \{’/\\ e

/
—
—



286

terms of trade losses, Furthermore one could argue that
these numbers underestimate the gap between actual and po-
tential recovery. There are a number of productg which
Tanzania imports from Kenya whichﬁare eligible for the
transfer tax according to the terms of the new East African
Treaty; yet the Tanzanian Government has chosen not to
place a transfer tax on these items, Among the more impor-
tant of these are meat and meat preparations, butter, in-
secticides and disinfectants, leather, manufactures of
wood, cement, bars and rods of iron and steel, metal con-
tainers for transport and storage, and crown cor]r«:s.b(5 We
have estimated (on the basis of 1966 interterritorial trade
statistics and 1966 tariff rates) that if the Tanzanian
Government were to levy transfer texes on the import of
these items from Kenya at the maximum possible rate, the
additional recovery of terms of trade losges would be

about 5 million shillings. '

In practice however the maximum potential recovery of .
terms of trade losses from the transfer tax are likely to
be considerably less than is indicated by the sobve discussion,

As we have already stressed, the measures of terms of

trade savings shown in Table 6.3 are based on the assumption

451n the case of Tanzanian imports from Uganda there
are analogous products on which no transfer tax has been
levied, The more important of these are bisculits, soaps,
bars and rods of iron znd steel, Jembes (ho€S)h,. and
enamel holloware, ) /
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that the pre-~transfer tax prices iﬁ Tanzania of imports
from Kenya are equal to the prices of equivalent imports
from outside East Africa, However, according to Roe's
study, mentioned earlier, this is frequently not the case,
For many products Roe found that prior to December 1967
the price in Tanzania of a Kenyan good to be considerably
below the pricé of the 'equivalent' product imported from
outside East Africa. In such cases the imposition of a
transfer tax should not result in as much recovery to Tan-~
zania of terms of trade losses as would appear to be indi-
cated by the figures in columns (5) and (6) of Table 6.3,
For now the Kenyan (or Ugandan) producer should be able to
pass on part of the transfer tax to the Tanzanian consumer
in the form df higher prices, In certain cases the imposi—
tion of a transfer tax could result in no recovery of terms
of trade loss, More precisely, this could occur where the
price of the Kenyan good in Tanzania was less than the post-
tariff price in Tanzanla of the "equivalent" import from
outside Fast Africa by an amount equal to or greater than
the specific equivalent of the trans%er tax levied,

But, as we have mentioned a few times before, there is
a real problem in attempting any cgmparison of the prices
of Tanzania's imports from outside East Africa with the

prices of Yequivalent" goods manufactured within fast Africa,

. ‘!P’\~‘
Y ~
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" Because the quality of goods imported from outside is fre~.
quently considered to be superior to East African products
(as evidenced By the willingness of Tanzanian consumers to
pay higher prices for the former) the method of direct price
comparisons, on which much of Roe's study is based, is open
to serious question, Moreover, what is pertinent here is
that even if the prices of certain Kenyan products in
Tanzania are less than the prices of "equivalent" imports
from~outside East Africa, Kenyan producers will still have
to bear most of the burden arising from transfer taxes on
such products, as long as Tsenzanian consumers are willing
to pay more for non-East African products, Largely for
this reason we have chosen not to attempt to modify the num-
" bers which are presented in Table 6.3 =znd which form.the
basis of owr analysis here,

The question of quality differences appears to be of
some use in throwing light on the final gquestion we wish
to consider here, As we mentioned earlier, for four of
the sixteen industries classified in Table 6.3 the Tanzanian
Govermment in December 1967 chose to levy transfer taxes
at less than the maximum possible rate, These four industries
are tobacco, textiles, beer, and paper and paper products,
Why did the Tanzanian Government choose not to levy the

maximum possible transfer tax on these products? In trying
/'\\

o i
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to answer this question we are led into a brief discussion
of a broader and more fundamental question, What criteria,
if any, does the Taﬁéanian Government seem to have adopte@
in dec;ding which industries to protect (and how much pro- ‘
tection to give each) by means of the transfer tax.

There appear to be two possible reasons (which are not
mutually exclusive) why transfer taxes were not levied at
the maximum rate on the products of the first three of
the four above-mentioned industries (i.e. tobacco, textiles
and beer), Pirstly, if the quality of these products manu~
factured in Kenya is considered by the Tanzanian consumer
to be lower than the quality of comparable products manu~
factured outside East Africa then a higher transfer tax rate
might well hgve resulted in a sharp reduction in Tanzanian
.imports of these products from Kenya, For a high transfer .
tax would resuvlt either in the prices of the Kenyan products
being raised in Tapzanié or in the Kenyaﬁ producef being
forced to accept a much lower price for his export to Tanzanig.
From elther or both such developments there could arise an
increase in Tenzania's imports from outside Edst Africa and/
or an increase in Tanzanian production, The former is not

permitted by the terms of the East African Treaty.46 The

6Treaty for East African Cooperation, op. cit.

T

/
-
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latter might not be possible in the short run, although it
has to appear possible according to the terms of the Treaty.u7
If the Kenyan producers could bass on all or most of
the transfer tax in the form of higher prices to the
Tanzanian consumers they are more likely to continue trying
to expand their sales in Tanzania, On the other hand, if
they have to abeorb most or all of the burden of the transfer
tax themselves they would probably become much less inter-
ested in the Tanzanian market snd try to sell more in Kenya
and Uganda as well as outside FEast Africa, Why might such
developments be of concern to the Tanzanian Government? Here
we are led into a discussion of the second possible reason
for the Tanzanian Goverrment's decision not to levy transfer
taxes at the maximum rate on the products of these inqustries.
The Tanzanian Government, like most governments in
underdeveloped countries, is highly concerned with raising
revehue to finance its growing currgnt and capital progranm
expenditures., As in the case of formulating and implementing
policy on external tariffs so also with the setting of trans-
fer tax rates the Tanzanian Government appears to have the
need for revenue very much in mind, Hence perhaps an impor-

tant reason for the decision to levy transfer taxes on beer,

47 Tviq,

e
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cigarettes and textile goods at less than the maximum
possible rate, As long as Tanzania cannot rapidly expand
its supply for the home market in these products there is
no point in levying tariffs and/or transfer taxes at rates
which might lead to a reduction in revenue, While the
price elasticity of demand in Tanzania for these products
(beer, cigaretfes, and textiles) is probably fairly low,
since all three are in some sense 'necessities' to the
typicai Tanzanian consumer, this elasticity may be greater
than one because these three commodities make up an impor-
tant part of the consumer!s overall meagre budget, In
addition the Tanzanian Government has to bear in mind that
large increases in the prices of these 'necessities! would
hardly be popular with the public, -

1t appears that the reason for not levying transfer
taxes at the full rate in the case of the fourth product,
paper and paper produvets, is similér to the last point dis-
cussed in the previous paragraph, The major import from
Kenya in this industry is exercise books used by school chil-
dren, The Tanzanian Government not surprisingly appears
unwilling to increase unduly the cost of education, a 'good!
so treasured by the masses as well as the President himself,
Oour analysis here may also help explain why certain products
clearly eligible for the transfer tax have been omitted from

TN
the 1list of those products subject to hq/traﬂgfer tax, As
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we mentioned earlier the most significant of these are
meat and meat preparations, butter, insecticides and dis-
infectants, leather, manufactures of wood, cement, bars
and rods of iron and steel, metal containers for transport
and storage, and crown corks, Meat products are an
importaent Tanganian export. It would hardly make sense
to try to profect the thriving Tanzanian neat products
industry and thersby divert potential exports to a small
domestic market at higher prices to the consumer, Of the
remaining products listed only butter and manufactures

of wood are not primarily inputs into the production of
other goods., Perhaps after all the Tanzanian Government
was nolt unawsre of the fact that tariffs on inputs lower

the effective protection given to domestic producefs!LL8

48This point is also relevant to the transfer tax on
textiles which is a major input in the clothing industry
and for which, as we have seen, transfer tax rates were
levied at less than the maximum possible ggﬁe;
Y \~,\_
/
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1263, Nairobi, Hinistry of Economlc Planning and
Development, Statistics Division, 1965.

Treaty for Hast African Co-operation, MNasirobi, East
African Common Services Organization, 1967,

Kampala Agreement, issued by the Information Services of
the United Republic of Tanganyika and Zanzibar, Dar
es Salaam, Mwananchi Publishing Co, Ltd,, 1964,

Uganda Government, Survey of Industrial Production 19613,
Statistics Division; linistry of Planning and
Community Development, Entebbe, October 1965,

3. Articles,

Balassa, Bela, "Tariff Protection in Industrial Countries,
An Evaluation,' The Journal of Political Economy,
Volume LXXIII, Ko, 6, December 1965,

Barber, Clarence L,, "Canadian Tariff Policy," The
Canadian Journal of Bconomics, Volume 21, No, 4,
November 1955, !

Basevi, Giorgio, "The United States Tariff Structure:
Estimates of Effective Rates of Protection of United
States Industries and Industrial Labor," Review of
Economics and Statistics, Volume XLVIII, lio, 2,

May 1966,

Bhatt, V.V,, "Capital-Cutput Ratios of Certain Industries:
A Comparative Study of Certain Countries," Review
of Economics and Statistics, Volume XXXVI,

Bohr, K.A., "Investment Criteria for Manufacturing In-
dustries in Underdeveoped Countries,!" Review of

Economics and Statistics, Volume XXXVI, No, 2, May 1954,
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Corden, W.M., "The Calculation of the Cost of Protection, "o
The Economic Record, Volume XXXIII, No, 64, April 1957,

s "The Structure of a Tariff System and the Effective
Protective Rate," The Journal of Political Econowv,
Volume LXXIV, No 3, June 1966,

Ellsworth, P,T,, "Import Substitution in Pakistan - Some
Comments," Pakistan Development Review, Volume VI,
No, 3, Autumn 1966, pp, 395-407.

Farley, Noel J.J., "Some Aspects of Government Policy
for Economic¢ Growth in a Small Economy: A Case
Study of Ireland 1948-1960," Yale Economic Rssayvs

Helleiner, G.K.,, "Trade, Aid and Development," The East
Afrlcan Journal, May 1967,

» "Approaching the EEC," Africa Report, April 1968,

Johnson, Harry G., "The Bladen Plan for Increased Protection
of the Canadian Automotive Industry, A Review Article, "
Canadian Journal of Economics and Political Science,
Volume 29, No, 2, HNay 1963.

"Tariffs and Econcmic Development: Some Theoretical
Issues," The Journal of Development Studies, Volume 1,
No, 1, October 1964, e

s "The Tﬁeory of Tariff Structure, with Special
.Beference to World Trade and Development,® Trade and
Develooment, Etudes ét Traveux de l'Institut
Unlver31telre de Hautes Etudes Internatlonales, No, 4,
Geneva, Libraire Droz, 1965,

Kessel, Dudley, "Effective Protection of Industry in
Tanzanla " The East African Economic Review, Volume
4 (New Series), No, 1, June 1968,

King, Timothy, "Development Strategy and Investment
Criteria: Complementary or Competitive,® Quarteriy
Journal of Economics, Volume LXXX No, 1, February
1966, pp. 108-120,

Leontieff, Wassily, "Factor Proportions and the Structure
of American Trade: Further Theoretical and Empirical
Analysis,” The Review of Economics and Statistics,
Volume XXXVIII, No, 4, “November 19§§}~Rp/mga6—bdg
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Lewis, Stephen R.J., and Guisberger, Stephen E., "Measuring
Protection in a Developing Country: The Case of
Pakistan," Journal of Political Econony (Forthcoming),

Boe, Alan, "Terms of Trade and Transfer Tax Effects in
the East African Common Market: An Empirical Study,"
Economic Research Bureau Paper 68,4, The Economic
Research Bureau, The University College, Par es Salasam,

Soligo, Ronald, and Stern, Joseph J., “Tariff Protection,
Import Substitution and Investment Bfficiency,"
The Pakistan Developnent Review, Volume V, No, 2,
Summer 1965, pp. 249.270,

Van Arkadie, Brian, "Import Substitution and Export
Pq motion in East Africa," The East African Zcononic
Review, Volume 1, (New Seriles) 196k,

4. Books and Pamphlets

The Arusha Declaration and TANU's Policy on Socialism and
Self~-Beliance, Dar es Sglaam, The Publicity Section,

TANG1967,

Hirschnman, A.O., The Stratesy of Economic Developnent,
New Haven, Yale University Press, 1958,

Humphrey, Don D. The United States and the Common Markét,
A Background Study, Revised Edition, New York: Praeger,
1964,

Hunter, Alex (editor), The Economics of Australian Industry,
Parkville, Helbourne University Fress,, 1963,

International Bank for Reconstruction and Developument,
The Economic Develooment of Tensanyvika, Baltimore,
The Johns Hopkins Press, 1961,

Johnson, Harry G, Economic Folicy Towards Less Develovped -
Countries, Washington D.C,, Brookings Institution, 1967,

Leys, C., and Robson, P, (editors), Federation in BEast
Africa ~ Opportunities and Problems, sairobi, Oxford
University Press, 1935. *

Heade, J.E., The Theory of International Economic Policy,
Volume II: Trade and Yelfare, London, Oxford University
Press, 1955,
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x I
selected materisls and comuentary, New York, Oxford
University Press, 1964,

 Heler, Gerald M,, Leadine Issves in Development Economics‘-'

Ndegwa P., The Common Harket and Development in East
Africa, hairobi, East Africa Publishing House, 1965,

Nyerere, Julius Kambarape, Freedom and unity: Uhuru pa
vmoja;s; 2 selection from u“ltlngs and speeches, 1962~
65, by Julius K. Eyerere London, Nairobi, Oxford
University Press, 1967.

Rasmussen, P.N,, Studies in Inter~Sectoral Relations,
Copenhaoen Einar Harcks, 1956,

Smith, Hadley, Industrial Development in Tangzania, Dar es
Salaam, Institute of Public Administration, The
University College, 1966,

Viner, Jacob, The Customs Union Issue, New York, 1950,
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