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ABSTRACT

The paper examines the performance record of 17
agricultural parastatals, from independence to 1984, Data
is presented showing capital invested, liquidity and gearing
ratios, private and social returns to capital, real unit
costs and real consumer and producer prices. Firms are
classified as to which ones have had serious preblems with
cost control or social rates or return, and when those

problems developed. About half of the firms currentlv
weraltng are considered 'good' performers. The data show

that for most firms cost control problems preceded financial
problems, and that pricing policies have net been a major

cause of parastatal financial problems. Since 1976 several

firms have developed severe financial problems, while before

1976 no firm had such severe problems. Efforts to restore ecest
eontrol after serious problems developed have rarely succeeded.
Current policies of government are aimed at increasing central
government control of all aspects of operations of all parastatals,
a strategy which is not likely .to succeed.
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1., Purpose of the paper

The purpose of this paner is to report the results of a
study of the rerformance of parastatals in the agricultural
sector in Kenya, from independence until 1984, This paper
is the first set of results from a larger study, covering
approximetely 40 of the largest parastatals in Kenya.l The
aim of the research is to uncover what factors make for
successful parastatal performance. A study was inade of the
performance of tiis group of firms over the 22 year périod
since independence. The purpose of the present paper is to
present the results of the first stage of the research: the
analysis of comparable financial date for 17 agricultural
parastatals., A considerable volu,me of information which is
anecdota! or specific to particular firms has also been
gathered, but it has not been possible to integrate and
present most of it here.

The organization of the paper is as follows. First
there is a short theoretical discussion of how performance
of parastatals should be studied. HNext follows a discussion
of the data base compiled. Then follows a section which
describes the results., This section begins by giving a
descriptinn of investment in the agricultural parastatal
sector., Then follows empirical discussions of two important
acpects of parastatal performance, social rates of return
and efficiency, Next the information on rates of return and
efficiency is integrated with information on trends in

producer and consumer prices to answer the question "Who
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benefits from parastatal operations?” This section is
organized to consider all four performance indicators, one
firm at a time. Finally, the results are summarized and
policy implications are discussed.

2. What is performance?

2.1 Theoretical background

The term performance is ambiguous and must be defined,.
Parastatals serve many interest groups.2 Yhat is viewed as
good performance by some of those interest groups may
conflict directly or indirectly with what is viewed as good
performance by other interest groups served., If one
surveyed all those affected by the rarastatals under study
and asked for a rating of their performance, one could
receive contradictory answers. This conflict of interests
which revolves around parastatals is one of the most

\
important factors in influencing their behavior. It is
central to the story of parastatal performance, and not
something that should be ignored by taking averages, or by
deciding on one simple "social welfare function.”

In a nutshell, the role of parastatals is to create and
distribute surplus value. The ni;jor claimants on the
surplus value they create can be categorized in four groups:
the suppliers of the nrocuce they process and distribute,
the consumers of that produce, the state as owner of the
capital which allows them to operate, and the managers
through whose hands everything passes. Performance of
parastetals must then be discussed in terms of how

successfully surplus value is created and to whom it
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accrues,
Given that performance must be discussed in such

multidimensional terms, can one speak of "good" performance

1

and "poor" performance? Are there generally accepted norms

by which parastatals can be judged? The author has used two
axioms to guide the discussion. They will be stated now and
used implicitly in the rest of the paper.

The first axiom of desirable parastatal performance is
that managers have no legitimate claim on surplus value
created beyond the opportunity cost of their labor. It
follows then that parastatals should be managed efficiently.
Firms where real unit cost margins rise steadily due to
managerial corruption or incompetence are poor performers.

The second axiom is that each firm should, on average,
over the years, pay its own way. If a parastatal
consistently makes losses which must be financed from the
public treasury, it is failing in its job of surplus
creation, Its operation is a drain on the economy, and it
can be considered a poor performer.

Beyond these two axioms there is much room for
disagreement, A firm which makes high social returnss to
capital exhibits one kind of success, a firm which paays its
agricultural suppliers handsomely is successful in a
different way, a firm which provides goods to wanancthi at
reasonable prices, succeeds in yet a third way. There is
room for disagreement on what tradeoff should be made

between these aspects of performance. In what follows the
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actual tradeoffs made will be documented, but readers will
be left to judge for themselves the desirability of the
results.
2.2 Discussion of data base

The parastatal sector ltas been defined to include those
firms which are supported primarily, or supposed to be
supported primarily, through salies of goods and services.
This definition rules out lirge numbers of statutory boards
which have educational, re&gulatory, research, or regional
development functions, and are supported primarily by grants
from government. The paper covers a sample of 17 firms
which have functioned in the agricultural sector since
independence. The firms are listed in Table 1. . Not all
have functioned simultaneously, new firms have been created,
and some firms have been reorgani:ed into other firms. The
study has focussed on those parastatals which buy and
process agricultural commodities. Tius the Agricultural
Finance Corporation, while it deals with agriculture, has
been omitted, and will be included later when the results on
financial parastatals are presented. Simijarly, the
Agricultural Development Corporation will be included with
other firms which hold multiple subsidiaries. Within the
limits of this definition of the agricultural 8ecior, the

sample of firms is virtually complete.3 Data for 245 out of

272 firms-years has been assembled.
The study has relied almost exclusively on data from the

audited annual accounts of the parastatal bodies themselves,
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TABLE 1 FIRMS INCLUDED IH THE SAMPLE

YEARS OF OPERATION MISSING
SINCE INDEPENDENCE YEARS
Chemelil Sugar Co. 58-84 68-72
Coffee Board of Kenya 63-842 84
Cotton Lint & Seed HMarketing Brd 63-84 84
East African Sugar Industries 66-04 66-71,84
Horticultural Crops Dev. Auth. 67-84 67-71
Xenya Cooperative Creameries 63-84
Kenya Meat Commission 63-84 83,84
Kenya Tea Development Authority 63-84
Maize Marketing Board 63-66
Maize and Produce Board 67-80
Mumias Sugar Co. 73-34
National Cereals and Produce Brd 30-84
Nzoia Sugar Co. 79-84
Pyrethrum Marketing 3Board 63-84 78,81,82
South Nyanza Sugar Co. 80-84
Uplands Bacon Factory 63-84,
Wheat Board of Xenya 63-80

Notes:

a. Before 1971 the coffee industry was handled by 2 firms,
the Coffee Board of Kenya and the Coffee IMarketing Board.
In 1971 the latter was merged into the former., For
comparability of presentation the accounts have been merged
for previous years.

b. Most of the actual functions of the Wheat Board were
carried out by the Kenya Farmers' Association on an agency
basis., Before 1972 the heat Board accounts presentesed only
the accounts for its own administrative costs, and e:xcluded
trading results, Therefore, most of the tables pres.ent data
only after 1972,

supplemented by data from government publications such as
the Statistical Abstract. The annual reports were oblhtafned
mainly from the Government Investments Division of the
Ministry of Finance, the Kenya 'Wational Archives, the
Central Bureau of Statistics, with a few reports obtained
directly from the parastatals themselves, or from the
Inspectorate of Statutory Boards. It is likely that more
complete coverage could be obtained if sufficient time were

invested in contacting the firms themselves, but where
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attempted this has generally proven to be a frustrating and
unfruitful approach. The author also conducted interviews
with managers of several of the firms. The interviews
provided interesting insights into the perceptions of
managers about the problems confronted by their firms, as
well as information about particular events or institutional
changes, which helped in the interpretation of the published
data on which the paper primarily relies.

There are obvious weaknesses in the use of annual
accounts as the major data source, and they merit comment
here. First, the accounts are by and large-oriented to
meeting reporting requirements of the various statutes,
including the Companies Act, under which the parastatals
function, Thus their purpose is to satisfy legal accounting
requirements, not to give the sort of data economists would
most prefer to see. Sometimes the results reported may vary
dramatically from economic reality. ¥For example, many
varastatals hold shares in other fir=as, some of which have
performed poorly. Although the assets of these subsidiaries
may be largely eroded away by accumulated losses, the shares
continue to be carried on the books of other parastatals at
cost, thus distorting the picture ~iven of the parent firms.
Another example involves problems of inflation accounting.
It is normal accounting procedure in Xenya to list assets at
cost less depreciation. Where there is significant
inflation going on in capital goods markets, which there has

been during some of the time since independence, this can
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result in underprovision of depreciation and overstatement
of rates of return,

Fiscal reporting years differ between the firms, and
it is for this reason, combined with problems of missing
data, that aggregate figures for the sector are not given in
this paper. The firms vary dramatically in the level of
detail in which they report. Some list their assets, costs
and revenues in great detail along with other data such as
employment levels and output levels, while others give the
barest summary figures.4 The quality of the data varies by
firm. Some have well developed cost accounting systems,
while others lack the most rudimentary of accounting and
control systems., Sometimes these differences in quality can
by surmised from the reports themselves, i.e. the auditor's
statement will be negative, but one must assume that there
are many cases of faulty data which go undetected.

Jdaving. considered these important weaknesses in the
data base, one must perhaps justify its use. Two responses
can be made. First while the data available are not ideal
or complete for economic analysis, they still contain
substantial information, most of which has never been
examined in a systematic way to explore what parastatal
performance has been. Thus, while many interesting
questions about parastatal performance may remain
unanswered, a2 start. can be made. Ilajor trends can be
detected, if not all the. factors which caused them.

Second, the author believes that, while the accounting

Systems of the parastatals may be inadequate for detecting



- - IDS/WP 4353

and preventing such problems as embezzlement, corruption and
inefficiency, by and large the accounts are probably fairly
accurate reflections of the financial transactions they
report. Subject to the qualifications stated above, the
statement of assets, revenues and costs is more or less
accurate. If the costs are inflated by corrupt or
inefficient practices, that will often be undetectable, but
that the costs were incurred at more or less the levels
stated can probably be relied on. Som2times even this
cannot be assumed, i.e. the auditor's statement for the
Kenya lleat Commission for the years 1279-81 stated that they
could not confirm the accuracy of even this type of
information. But evan in such cases it is thought that the
accounts as reported reflect an accurate enough picture to
merit inclusion. In the years mentioned for the Xenya ileat
Commission there can be no doubt of large losses and a
rapidly eroding capital base, though the exact amounts may
differ from those reported.
3. Results
3.1 Trends in Financial Condition

Table 2 shows the capital invested in agricultural
parastatals, from independence to 1984, These figures
reflect access to capital, whether from retained earnings or:
from borrowing. The definition of capital invested which
was used is net total assets, i.e. total assets less current
liebilities. This definition was chosen instead of total

assets, because it was felt that it was more robust to
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coincidences in timing of financial transactions. For
example, a firm may in one month have large current assets
and large current liabilities because it has received the
proceeds for sale of its crop but hasn't yet paid farmers.
In the next month it does so, reducing both the current
assets and the current liabilities. It was judged that this
type of transacﬁ.%n doesn't reflect a change in the capital
invested in the firm, which is in accord with the definition

chosen.5

Several interesting conclusions can be drawn from the
table, Tirst, it is noteworthy that from independence to
1976, only one parastatal, the Cotton Lint and Seed
Ilarketing Board, had significant trouble maintaining it¢s
capital base. The rest, though they suffered occasional bad
years, or even several years of stagnation, were able to
maintain their capital bases.

From 1976 the story changes, as can be seen in
Figure 1, From 1976 four firms, including the Cotton Board,
the XCC, Uplands Bacon, and the 'Yheat Board began suffering
serious erosion of their capital bases., In 1977 they were
followed by the KMC., 1In 197C the lMaize and Produce Board
started the slide. In 19830 Mzoia, liumias and Sony sugar
companies all began serious and prolonged erosion of their
capital bases. In 1931 the newly formed National Cereals
and Produce foard began a steep decline in its already
negative capital base.

0f all these 10 firms which have suffered significant

declines in capital bese, only the 7CT has been able to
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the school milk program. The trend has been so severe that
by 1930 one firm, the “heat Doard, was reporting negative

capital invested, that its current liavilities exceeded

st
(0]

()

its total ass=zts. v 1.03 ftour firms had negative capital
invested, including the lotton 3Joard, the !ICP3, the KiiC and
Jplands. Tiis group seens likely to be joined by ['zoia in
1935.

Table 3 pgives the ratio cof equity to total capital
invested., From this tatle it can be seen that many of the
parastatals are bhighly leveraged. In 1983, out of a total
of 13 firms, s=2ven had virtually zero or negative net worth,
four having a net worth so negative as to constitute
negative capital invested.

Thic table gives one small ray of hope. Yhereas we
noted abeve that beginning in 1980 the total capital base of
liumias hesan to decline {airly rapidly, here we see that
this trend was accompanied by a decrease in the gearing
ratio. "2 c.n assuwze thet the decline in capital invested
reflects a voluntarsy liquidation of long term debt, not an
erosion of a‘t wo-th,.

Table & shove the curr=2nt ratio, that is the ratio of
current assets to current liabilities. The conventional
visdom on curr:n: ratios used to be that a ratio betwesen two
and three would give sufficient liquidity without incurring
excessive capi-tl costs. Recently, as interest rates have

risen and short :erm capital markets have grown more

sophisticated, the generally accepted guidelinz has fallen
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as low as 1l.4. Certainly a current ratio below 1,0 reflects
a firm with liquidity problems, one which is bound to make
late payments to its suppliers.

Table 4-shows that during the first decade of
independence, only two firms suffered chronic liquidity
problems, Chemelil and East African Supar Industries. These
two firms later recovered their liquidity. The XCC hovered
at the edge of liquidity problems during the first decade of
independance.

During the second decade of independence, illiquidity
was a more general problem., XCC, KIlC, ilumias, HCPB, Hzoia,
Sony, Uplands and the '/heat Board all suffered severe and
long~lasting liquidity problems. The fact that six firms
established since independence, including the five sugar
firms and the NCP3B, suffered inadequate capitalization
illustrates that this squeeze on parastatal operations can
be considered to be a government policy, not just a
condition developed by some of the older firms. The sugar
firms were being starved of liquid funds at the same time
that large revenues were being withdrawn as excise taxes.

There can bYe little doubt that the low levels of
liquidity shown in this table are a direct cause of the late
rayments to farmers which are so often reported, and that
such late payments’ have significant negative repercussions
on farmers' incentives. It would be an interesting exercise
to compare this form of credit from farmers to the

parastatal sector to the totals of seasonal credit from
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parastatals to farmers.
3.2 Social Rates of leturn to Capital

iluch of the popular image of the poor performance of
parastatals is due to the large losses they earn. TIor the
purposes of this paper, financial profit is not a suitable
measure of the return to capital. ‘/here.a firm is owned by
the government, the government has considerable leeway in
how the firm is capitalized, i.e. debt vs. equity, and how
its returns are realized, i.e. through profits, interest
payments or excise or other taxes. To a large extent these
differences are arbitrary, and to consider only one form of
return to capital gives a distorted picture. Therefore the
definition of social returns to capital includes pre-tax
profits plus interest payments plus excise or export duties.

Table 5 gives two alternate sets of figures which give
a different impression of the returns of the firms in the
sample. The top half of the table gives pre-tax profit as
conventionally defined, and as reported by the firms., It is
from this set of figures that the popular impression of
parastatals as sinkholes for public money is derived.
Caution must be used in interpreting the totals on this
table, because of missing data., Thus the totals for the top
and bottom half of the table can be compared, but the time
trends are not adequate measures for the entire sector.

This caution notwithstanding, it is obvious from the

top half of Teble 5 that the parastatals in the agricultural
sector have lost large sums on aggregate since 1977, The

total is mostly dominated by the performance of the maize
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trading firm--the llaize and Produce Board up to 1930 and the
National Cereals and Produce Board since then., Host of the
rest of the net losses can be attributed to the sugar firms
which lose money--Hzoia and Sony, and the Xenya Meat
Commission, Although the aggregate losses were largely
accounted for by three firms, other firms also experienced
difficulties. Throughout the period 1977-1984, over half of
the firms for which data is available reported losses. Of
the 16 agricultural firms which operated in that period,
seven reported losses in every year for which data is
available., In 1981 and 1932 10 of the 13 firms for which
data is available reported losses. .

Earlier profit performance of the agricultural
parastatals was different. At independence the sector was
earning small losses, which were steadily reduced so that by
1968 it had been turned into a small profit which persisted
until 1976, with an exception only during the oil crisis
year of 1973,

The lower half of the table uses "social returns" as
defined above. A comparison of the totals from the upper
and lower halves of the table quickly reveals that the use
of the social returns measure gives a picture which is not
nearly so bleak as the picture described above. The
agricultural parastatals were making a positive social
return by 1965, They continued to make a small positive
return until the mid-seventies, by which time the aggregate
amounted to over Shs 100 million per year, a performance

which lasted until 1981, It is only in the difficult year
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of 1982 that the social returns of agricultural parastatals
has been negative, a condition which was strongly reversed
in 1933 and 1984,

The difference in the picture which emerges derives
from large excise tax contributions from the sugar sector
and large export duties from the coffee sector. These
taxes, together with the sum of interest paid, are enough to
cancel out the losses of the biggest money losers.,

Aside from the sugar and coffee sectors, switching from
profits to social returns as defined above doesn't change
the performance picture dramatically. In the 1977-34 period
about half the firms were making nensative social returns
each year, The totals come out so positive because of the
heavy tax burden borne by the sugar and coffee sectors
compared with all other agricultural commodities.

Table 6 gives the social rate of return for each firm,
that is, it gives social returns as reportec in the bottom
half of Table 5, divided by the net total capital invested,
given above in Table 2, 3lased on this table we can classify
those firms which have yielded significant social rates of
return. This classification is shown in Table 7. There are
five firms which have yielded substantial rates of return,
though one of these has lately suffered a marked decline in
social returns. Three firms have earned enough to be
generally self-sufficient. On the other hand, nine firms
have not yielded any substantial rate of return for any

Prolonged period, with many years of negative returns found.
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TABLE 7 CLASSIFICATION OF FIRHS BY SOCIAL RATES OF RETURN

A, FIRNMS WHICH YAVE EARIED SUBSTANTIAL RATZES OF RITURM

Chemelil Sugar Co. 75-04
Coffee Board of Kenya 64-83
East African Sugar Industries 74-80
Horticultural Crops Dev. Auth, 30-84
liumuias Sugar Co., 74-84

B, FIRKS UHICH HAVE ZARNED LOU RATES O RETURN, BUT HAVE
LARGELY FUNCTIONEZD WITHOUT RECOURSE TO GOVERNHENT SUBVEHTION

tenya Cooperative Creameries
Xenya Tea Development Authority
Pyrethrum ifarketing Board

C. FIRMS WIICH HAVE RUN CHROIIIC DEFICITS REQUIRIHNG
GOVIRMIENT FINANCE

Cotton Lint & Seed ilarketing Board
Kenya Ileat Commission

Maize Marketing Toard

Maize and Produce Board

National Cereals and Produce 3oard
Nzoia Sugar Co.,

Sony Sugar Co.

Uplands Bacon Factory

heat TDoard of Xenya

3.3 Efficiency

One important measure of performance for a firm is its
efficiency, i.e., how well it transforms inputs into outputs,
This can be measured by calculating unit costs”. Table 8
shows real unit costs, using the GDP deflator as the measure
of inflation. The price paid to farmers is excluded. So
are interest payments, as these are considered to be a
return to capital, rather than a cost, and whether they are
high or low is a function of how the government has chosen

to finance the firm, and not of how the managers have
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performed.7 The costs shown thus include costs incurred by
the firms for transport, processing, marketing, storage,
depreciation, administraetion, etc. The same information is
shown graphically in Figure 2.

Unfortunately, we have no good absolute standard by
which to say whether the firms are efficient or not, as no
comparable data is available for any other firms in similar
lines of business, except for the sugar firms, which can be
compared with each other.

The firms were classified as good performers if their
real costs didn't rise significantly, and as poor performers
if costs rose noticeably faster than inflation. An attempt
was made to detect general trends in real costs: endpoints
which were far off the trendline were avoided. A summary of
the cost trends, together with the classification of
performance is found in Table 9.

Every possible typology of performance can be found
among the 16 firms for which we have time series data on
unit costs. Of the 16 firms, seven have exhibited fairly
consistent "good" performance. Five firms have shown
consistent real cost inflation for the years for which data
is available., Two firms started out with their costs under
control, but later experienced significant cost escalation.
One firm started the period with significant cost
escalation, which later ended, though it was not reversed.
If we assume the firm became inefficient during the decade
in which real costs were rising, then it continued to

operate inefficiently in the second decade. Two firms,
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was so high that it was classifiied as a poor performer. ‘e
can simplify the classification and say that there were
seven firms which perf{srmed well, and nine that were
performing poorly by the end of tte period.

From Tablclas 3 and 9 we can sce when cost escalation
nroblems began in those firms which have been classified as
poor performers. e have data frcm independence for eight
firms. Of those, six underwent a major shift ir
orientation, from serving relatively small num“ers of large
scale white settler farmers to serving much lerger numbers
of small-scale African farmers. Of these six firms, four
made the transition without any significant increase in unit

an imnressive achievement. Those who made this
successful transition were the Coffee 3oard, the XIIC, the
Pyrethrun board, and Uplands Bacon,.

The Maize ilarketing Board experienced real cost
increases of 5.837 p.a. from 1963 until it was disbanded in
1956, Uhile such cost increases would surely be
unacceptable over the long run, one could perhaps ascribe
them to genuinely greater costs of serving smallholders. In
any case, after maize marketing was reorganized under the
ilaize and Produce Board the upward trend in real unit costs
for maize marketing ended, though occasional bad years
"~ the transition to independence and smallholder
orientation for maize marketing could be considered as
moderately successful,

Two firms began to suffer severe cost escalation from
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independence, thz "CC and the Cotton 3Joard., \ The former's
problems nust have begun with difficulties in reoriesntation.
It's real costs rose at double digit rates from independence
and have hardly slowed since then. Likewise, the Cotton
Board has suffered real cost escalation averaging 10%Z p.a.
for two decades.,

Tw®d other firms began to experience cost escalation
during the first decade of independence, Uplands Zacon in
1966 and the (iiC in 1971. 3Both firms lost expatriate
managers at the time, both were in the livestoc industry
and developed severe supply problems. Both firms currently
face vigorouvs comnetition from the private sector; it is
possible that the supply problems date from the introduction
of that competition., Unfortunately that information is not
readily at hand.

The next firms to develop significant cost escalation
problems were the grain trading firms, the ltheat Eoard in
1977 and the iiaize & Produce Doard in 1973. These two were
reorganized in 1980 into the ilational Cereals and Produce
Board, whose real costs were stable from 1980-33. The steep
rise in costs in 1934 must be due at least in part to the
drousht and resulting famine, which is why 1934 has been
excluded from the calculation of the trend.

Two firms wvere started with high unit costs, lzoia
Sugar Co., which began operating in 1979 and South ilyanza
Sugar Co., which hegan operation in 1980. Doth firns' early
performance was nurt by severe undercapitalization at

inceotion and by unfavorable management contracts with
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expatriate managing agents. The management agreement for
I'zoia was terminated and real unit costs have been brought
down about 18%. Sony remains in the hands of managing
agents and its performance has gone from bad to worse.

Of the 16 firms, three were firms which handled crops
which were almost entirely exported. All three of these
firms were good performers. Two firms served markets which
had both substantial export and domestic consumption; both
were poor performers.8 Tleven firms served primarily the
domestic market; of these four were good performers and
seven were poor. So it seems that there are greater
pressures on managenment of export oriented firms to perform
well. There are several possible explanations for this.
One is that there is no possibility of finaancing
inefficiency by pushing up consumer nrices. At thz sane
time the qovernnent is probably less willing to finance
losses of export firas because it could be perceived as
subsidizing foreign consuners, which obviously has a lower’
political priority than does subsidizing local consumers.
Finally, foreign exchange supplies are sufficiently
important that if supplies are threatened by in=fficient
managemnent, *the situation is unlikely to be allowed to
persist.

3.4 Yho benefits from parastatal operations?
At this point we can integrate the above information on

social rates of return and efficiency with information on

producer prices, shown in Table 10, and consumer prices,
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found in Teble il to ask: 'Tho have been the prinme
beneficiaries of eaci ©i-m, and at wvhos2 expense have they
benefited?

The methodology fo~ answering the question is as
follows., If the social rate of return is high then we
conclude that the “shareheclders" have benefited, and
convaersely., If real unit costs have risen significantly, we
conclude that the firm's nanagers have increasingly
benefited. If real consumer price59 have fallen, consumers
have increasingly benesfited. Conversely, if real consurer
prices have risen, consumers have subsidized someone else's
henefits, wLikewise. if real ovnroducer prices10 have risen,
producers have increased thezir share of the benefits, and
conversely.

Several important caveats nust be mentiorned which
qualify the simple application of this methodology. First,
the only absolute measure cf benefits is the rate of return,
The other measures of benefits only give changes in
distribution of benefits; we need further information to say
if the distribution of surplus favors managers, producercz or
consumers, Such information might include costs fronm
comparable firms which would permit us to measure efficiency
absolutely., Likewise, import parity prices could show
whether consumers are paying world marlket prices, are being
subsidized, or are subsidizing other parties through high
prices,

Second, the term "shareholders" has bzen used loosely
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to represent the state in its role of entrepreneur. The
firms in the sample operate under several different
arrangements in this regard. Some operate under the
Companies Act, have share capital, and pay dividends out of
profits. Others have no such share capital, and surpluses
carned are retained. The definition we have used of social
returns to capital includes not only profits, but also
interest payments and excise and export taxes. It may be
misleading to speak of the retention and reinvestment of
surpluses in the same way as the payment of interest or
excise taxes, since the former presumably benefits the other
members of the coalition, probably suppliers or managers,
while the latter benefits thz2 Treasury, and hence the
Republic as a wvhole. Thus it is desirable to exanine the
disposition of social returns as well as their magnitude,
This distinction is less important wvhere the returns are
negative. In that case the demand is made for infusions of
capital, and whether as interest free loans or as additional
equity subscriptions, the 2ffect on the firm and the
Treasury is equivalent.

Third, there are limits to how far one party can push
the operations of tlre firm in its own favor, limits arising
from the fact that all parties' participation is necessary
for the firm's continued operation. For example, if
management inflates costs too nuch, at the expense of the
farmers who supply the firm, the supplies will dry up,
leaving managers with a big share of a small pie. The same

can happen if any of the parties is pushed too far. Such a
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situation of over-reaching mey not be easily recognized
using the pronosed methodology.

Fourth, the equation of increased unit costs with
benefits to management is an oversimplification. The
assumntion being made is that there are two primary reasons
for real cost escalation, managerial corruption and
managerial incompetence. In the first case managers are
clearly the beneficiaries, since they have pocketed the
increased costs, whether as cash, nroods and services, or the
building of a patronage network. In the second casz the
managers are also beneficiaries, since they are being paid
to do jobs for which they are unqualified. There are, of
course, other reasons for unit cost escalation. Drought may
be one, if it causes lower recovery rates, as in sugar or
pyrethrum processing. Another may be when a firm is
compelled to provide acditional services to suppliers, such
as transport, for which costs are not recovered fron
suppliers., In such a case there is a disguised transfer of
benefits to supoliers, one which our methodology is ill-equip
ped to detect. Another cause of high unit costs, which
undoubtedly applies to several firms in the sample, is low
capacity utilization due to liquidity problems.

Fifth, the analysis assumnes that all other things are
equal, which, of course they nay not be. Our figures may
show that producer prices have risen, but if such a rise is
accompanied by increasingly late payments, or an increase in

such malpractices as under-measurement of produce delivered,
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the benefit may be illusory. There such other dimensions of
benefits to one party change materially, the analysis will
be misleadingo.,

Sixth, it should be noted that the creation and
distribution of surplus is a non-zero sun game for Xenyan
participants, especially with an export crop. If the major
portion of the product is consuned overseas, and prices are
set largely independently of the Xenyan market, then there
is no reason to think that one party's benefits must be paid
for from another's losses, or that all parties might not
experience simultaneous increases or decreases in benefits.

Despite this formicdable list of caveats, there is scill
a great deecl which can be said about the performance of
agricultural parastatals, and the distribution of costs and
benefits. Let us consider eacn firm in turn,

Susar Sector

Data on sugar firms' operations begins in 1971, 5o we
begin the analysis from then. Trom 1971 to 1975 real
consumer sujzar prices rose at a rate of 8.9% p.a. while real
producer sugar prices rose 5.5%2 p.a. Thus during this
period producers were increasingly being favored at the
expense of consumers, with a bit left over to benefit
someone else. In contrast, from 1976 to 19C3, real consumer
sugar prices fell 3.7%2 p.a., while producer prices continued
to rise, at the slower rate of 2.47 p.a. Thus for each firm
we wish to determine who absorbhed the increasing margin
between consumer and n»roducer nrices in the 1971-76 period,

and who suffered the squeeze since 1976,
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Chenelil

Chemelil's social rate of return ros¢ steadily through
the early period, reaching 527 by 1975. During that period
unit costs fell by 9.1% n.a. Clearly chareholders and
suppliers gained a2t thz expense of consumers and managers.

During the 12745-33 period, the social rate of return
fell noticeably, though it remained hizh, while resal unit
costs crent up at about 17 per year. Thus the main
conclusion is that both consuners and producers gained at
the expense of shareholders, with manasement also naining,

but to a negligible degree.

nast African Sugar Industries

In EASI real unit costs nearly doubled from 1274 to
1976, though they remained the lowest in the sugar industry
in 1976. ileanwhile, the social rate of return hovered in
the 357 range, high, but lower than that achieved by
Chenelil,

During the 1976-C3 period, ZASI's real unit costs
stayed rock steady, rising only 0.4% n.a., and TASI retained
its position as thes lowest unit cost sugar producer in the
industry in 13803, TASI showed very high rates of return in
the late '70's, over 50% p.a., which fell to much nore
moderate levels in the 1980's. Thus the benefits paid to
producers and consumers in the 1976-33 period¢ have come at
the expense of sharzholders.

‘tumias Suaar Co.

.

At Mumias real unit costs drifted up by about 147

between 1973 and 1976, putting them about 17% above those of
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Chemelil and EASI. During the same period the rate of
return rose to about 45%. Thus wmanagement and shareholders
seem to have shared the benefits of the increasing spread
between consumer and pnroducer prices,

Durinpg the 1976-C3 period real unit costs remained
steady, creeping upward only during the effects of the
drought of the early 'C0's. Rates of return fell in the
late '70's, but climbed back unward in the '80's, reaching
the prodigious rate of 33.9% for 1934,

illzoia Sugar Co.

flzoia began operations in 1975, so has only operated in
a period of increasing squeeze on the sugar firms. Fron
1972-93 its real unit costs declined by about 127 p.a.,
though they remain high in conparison with the older sugar
companies'. The decline in unit costs has not been enoush
to protect the rate of return, which has been negative every

year cexcept 1S380.

South ilyanza Sunar Company

Like llzoia, Sony is a newcomer on the scene, beginning
operations only in 1930, ‘i/hen it began operations its unit
costs were within the range of those of the established
firms. llowever, from 183C-C3 real unit costs shot up at a
rate of 387 p.a., making Sony management far and away the
worst in the industry, with unit costs more than double
those of the older firms. This extravagant bad management
came at the expense of shereholders, as social returns have

been consistently negative,
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Coffee Roerd of fenvya

The Coffee 3oard hes gone through three distinct
periods. During the first decade of independence, real
producer prices were volatile, but untrended. Real consuaer
prices fell about 247, vhile real unit costs rose 7% from
1963 to 1973.

In the coffee boom years of 1974-79 everyone benefited
except local consumers, for whom real prices shot up at more
than 157 p.a. This, combined, of course, with high prices
oversecas, allowed real producer prices to rise about 10%
p.a.(though at their peak they went higher), real unit costs
to grow at about the same rate, and the social rate of
return to exceed 200% p.a. for three years running.

In the years since the coffee boom, the social rate of
return has never fallen below 100Z, and again surpassed 2007%
in 1983. This has bzen achieved at the expense of
producers, whose real unit price has fallen 77 from 1979
levels; consumers, who pay 10&x more; and managers, since
real unit costs have been brought down 137.

Cotton Lint and Seed iHarketing Board

The history of the Cotton Lint and Seed liarketing
Board is one of cost increases. From 1964-74, real unit
costs arew seven-fold. From 1974-03 they rose another 207%.
In the first period, up to 1974, real producer onrices
declined, falling 405 over the decade. Since then they have
been held more or less steady, with some fluctuation. Local
cotton consumers didn't suffer real cost increases in the

period 1964-71. Towever, from 1971-83 real prices to



-40- IDs/ 435

consumers for printed cotton cloth have increased 350%.
Probably some of the responsibility for this staggering
increase lies with the textile firms who manufacture cloth
using locally grown cotton. Unfortunately the data needed to
sort out these margins is not readily available. The Cotton
Board has never yielded any substantial rate of return. Not
surprisingly, it did best in the years 1971-74 when both
producers and consumers were being squeezed.

{enya Cooperative Creameries

The history of the FCC is also one of cost incresses.
Real unit costs rose 70% from 1964-73, the increase being
more or less evenly spread over the years. Since 1973 real
unit costs have continued to rise, more than doubling in
that period. In the years 1964-8C managers were joined as
beneficiaries by consumers, to whom real prices fell by 257,
while real producer prices stagnated. The increasing
benefits to managers and consumers came at the expense of
shareholders, who seldom got even a decent return and
sometimes sustained large losses. After 1979 producers
received an increase in nrices, amounting to about 14Z in
real terms, while consumer prices rose 197 in real termns.
Durina this period shareholders also benefited, achieving
rates of return which more than covered the opportunity cost
of capital for the first time. These favorable results for
producers, managers, and shareholders were larg=ly financed
by the school milk program, which increased demend by about

a third, at a time of substantial real price increases,
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Xenva neat Commission

A distinct brealk in performance of the X'iC occurred
around 1971, JBefore that real unit costs were contained,
shareholders enjoyed a modest but positive rate of return,
procucers enjoyed real price increases from 15-307%,
depending on grade. These benefits were financed by
consumers who faced real price increases in the range of 40-
50%Z, depending on grade.

After 1971, real unit costs hegan a steady march
upward, partially, but not lastingly, arrested in 1976, By
1982 real unit costs were more than double the level of
1971, The pressure on profits wvas supplemented by pricing
policy: real consuner prices fell nearly three times as fast
as real producer prices until 1977, Since 1977 this
fiscally dangcerous price trend has bee reversed; both real
consumer and real producer prices have risen, the former
nuch faster than the latter. “owever, these attempts to
save the YliC through favorable pricing »nolicies have failed.
Unit costs have risen 657% since 1977, while volumes have
shrunk due to competition from the private sector. The
resulting large chronic losses have completely eroded the
capital base of the XilC. It has been illiquid almost
continually since 1¢74, 2y 1982 short term liabilities
exceeded total assets,

Kenya Tea Tevelopment Authority

The nost impressive fact about the performance of the
Ke2nya Tea Develonment Authority is the relentless decline in

real unit costs, a decline which averaged about 13% p.a. for
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two decades, a decline not even reversed during the coffee
boom. Just as managers' benefits have been held down, so
too returns to capital have been small or negative
throughout nearly the entire period, including the coffee
boom. Local consumers were allowed to reap some of the
benefit of this restraint on managers and shareholders, as
real consumer prices fell by about half from 1964 to 1231,
since which time they have climbed rather steeply.

With extreme restraint of the interests of managers and
shareholders, and with local consumers constituting only a
small share of the market, producers were left to face the
vagaries of world tea markats. Real producer prices
declined 177 from 1934-59. Since then they have fluctuated,
reaching a peak in 1977, but apparently averaging at levels
attractive to farmers, as supply has grown steadily over the
period.

Pyrethrum Joard of Xenya

The performance of the Pyrethrum Doard of Kenya has
been dominated by world market conditions. Stiff
competition from synthetics caused real producer prices to
fall about 167 from 1964-70, since then fluctuating at
higher levels. Real unit costs have fluctuated widely, but
not shown an upward trend. The 3oard earned low to moderate
rates of return throughout the period.

Kenya's share in the world market for pyrethrum exceeds
that in any other cron, so it nust aborb much of th=

fluctuation in the world market. The Pyrethrum Roard
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liquidity lovels have proven inadequate to finance stocks
which could even out demand, so suppliers experienced sevare
shocks in the early 1930's when supply temporarily exceeded
demand, Because of missing data it is hard to be any nore
specific than this.

llheat 3oard of Xenya

heat pricing policies from 1973-30 guaranteed that
the 'Theat Board would run into financial problems, since
real consumer prices rose only 87 while real producer prices
rose 357 in the same period. The squeeze on returns to
capital was exacerbated bpecause real unit costs were gllowed
to rise by OCZ in the 1973-79 period. Although the "heat
Board started the period with high rates of return, they
were quickly eroded and the 3oard ended its existence with
large accumulated losses and even larger debts to the
Cereals and Sugar Finance Corporation.

Maize llarketing Board

From 1963 to 1906 real maize prices rose rapidly, about
147 p.a. for consumers and about 5.47 p.a. for producers.
Cost control was erratic and social returns were. highly
negative. Apparently producers and nanagers enjoyed

benefits at the expense of consuners and shar=sholders.

iijaize and Produce "oard

After the creation of the ilaize and Produce 3Joard, tae

balance between maize producers and consumers reversed, with
t

real nroducer prices falling by 15% from 1967-71 wvhile real

consumer prices fell 35%, The trends in consumer and

producer prices for rice followed similar patterns. ©ost
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control was still erratic, especially in 1963 and 1969, but
effective overall, Rates of return to capital varied from
moderate to high.

In the period from 1971 to 1976 the balance between

leal

maize producers and consumers was reversed again.
consumer maize prices rose 22.47%, real producer prices by
about 297. The Doard continued to experience intermittent
cost control problems, with spikes in unit costs in 1974-76,
Rates of return were volatile, fluctuating from -14.7%Z to
+26.3%7. The pattern for rice was similar, but more prone to
causing the board financial problems: Real consumer rice
prices rose 4Z while real producer prices shot up almost
607%.

in the period from 1976-00 management was the big
gainer, at the expense of producers and shareholders. Real
unit costs increased by 1507 in a four year period, while
real nroducer prices for maize fell by 117 and for rice by
22%. Rates of return were consistently negative. Consumers

came out undamaged, as real consumer prices fell marginally.

[lational Cereals and Produce Roard

Since the HICP3 was created in 19C0C producers have been
favored over consumers. Real consumer prices of maize rose
72 from 1980-33, during which time the real consumer price
of wheat rose 11Z and rice by a massive 46X. However, these
consumer price rises were inadequate to finance the real
price increase to maize producers of 247, with wheat

producers receiving a 4% increase. {ice producers helped to
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finance the benefits to maize and wheat producers, as their
real producer price fell 9%. Real unit costs were fairly
steady in the period 19C0-33, but unfavorable price trends
ensured that the NCPD would make large losses every year.

Uplands Zacon Factory

During the period 1964-70 the management of Unlands
took an increasing share of benefits, at the expense of
suppliers and sharenolders. During that period real unit
costs rose at a rate of 3.27%7 »n.,a. Real producer prices fell
a bit, around 7% betuveen 1964 and 1971. They recovered in
the mid 1970's, fut fell again in the late 1970's., During
most of this period rates of return hovered in the single
digits, turning negative at the end of the period. During
this period pig supplies declined fromn a peak of 060,245 in
1971 to less than 40,000 from 1973-72. After 19738 cost
control improved and real costs rose only 3.37%7 between 1978
and 1983, An attempt was made to increase pig supplies by
raising real producer prices by 38% during the period. This
effort was unsuccessful, and supplies fell to less than
15,C00 by 1983, and returns were strongly negative.
Unfortunately, data on consumer pork prices is not readily
available to comnnlete the picture, but it seems clear that
management has been the only party to benefit significantly
from Uplands' operations.

4. Conclusions
4,1 Performance of agricultural parastatals
The first conclusion which stands out is that the

current fashion in some circles of spealing in blanket terms
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of how poorly parastatals perform is ill-founded. 1In the
agricultural sector in Kenya there have been seven firms
which have performed well, some for two decades since
independence., All have served large numbers of smallholder
farmers, a role which requires a fairly large and complex
organization, which makes the success achieved all the more
impressive, Several of the firms have weathered unfavorable
market conditions, both domestic and international, but
unfavorable external conditions have not resulted in
ingtitutional decay.

Second, those who view expatriate managers either as a
panacea for, or the main cause of, management problems in
parastatals are mistaken. Ample examnles can be found of
both good and bad managers, both African and expatriate,
There is no alternative which can substitute for the
government playing a strong role in recruiting, apnointing
and retaining good managers. The best which can be hoped
for from the use of expatriates is to buy time while a
proper training program is put into place, a program wiaich
will require continued sunervision and support from
governnent., The Kenya s5overnment has accumulated a good
deal of successful experience in this area over the years.
Presumably if the political will was there the lessons
learned could be applied to the other parastatals with good
results.

Third, the successful experience of these seven firms
calls into serious question the current government approach

to parastatal problems, which is to try to increase the
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control of central government over all aspects of parastatal
operations. The seven firms succeeded over long periods
without the kind of Je2tailed scrutiny of budoets which is
now being attempted, without having their access to capital
tightly controlled by the Treasury, without having terms and
conditions of service set to corresvond with those of the
civil sarvice. Undoubtedly one can find examples of abuses
by management in these firms, but overall they have
delivered good results, It seems likely that the good
results achieved would Fave been substantially less had the
type of policies now being attempted been in force all
along.

Fourth, the firms opersted under two different types of
pricing regimes, which gave different results. The first

type will be called a "free pricing regime,"”

and it applied
to the export crop parastatals. All four of these firms
sold their products at whatever price world markets would
bear, and passed on the proceeds to their suppliers, after
deducting enoug’ marcin to cover the firms' costs. This is
quite different from the "fixed pricing regime’” under which
the other 13 firms operated, winereby the firms bought and
sold their produce at prices set 'by the jovernment,

The open pricing resine has sone obvious advantages
over the fixed pricing regine. It makes it virtually
impossible for a firm to lose large amounts of money, since

producer prices become the residval, instead of profits.

Since a portion of the producer price is paid as bonuses
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after the crop has been marketed, liquidity problems arec
also l2ss likely., The success of the open pricing reginme
obviously depends on g3o0od manazers; if management began
deducting larger and larcer margins nroducer prices could
fall to levels wihich endangered supplies.

Implicit in the use of the free pricing regime is the
political decision that producers will bear the full risks
of the market and will not be subsidized either by consumers
or by shareholders. Under a free pricing regime the
opnortunities for using a parastatal to redistribute wealth
on a regional or other basis are limited. Thus there is a
political cost in switching to a free pricing regime, in
that it may mean the end of cross-subsidization.

VYhile a free pricing regime clearly contributes to
parastatal solvency, it doesn't follow that such a regime is
appropriate for all the other firms. Yhere a firm dominates
the domestic marliet for a foodstuff, it would be undesfrable
to leave it to operate with instructions to maximize returns
from seles, as is done in a free pricing regime.

The fifth conclusion is that there is a strong
correlation between efficiency and financial performance.

In earlier sections we have identified those firms which
have experienced problems with either aspect of their
performance. Table 12 lists the troubled firms in
chronological order of the appearance of their problems. It
can hbe seen at a glance that all the firms suffered both

problems. [Furthermore, in virtually every case, it was cost
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TAZLE 12 TFIRGS YITT TROUBLIS, 5Y TYPRE A2 DATE OF INCEPTION

Heg. profit Cost control
ilaize larketing Zoard 1953 1953
Kenya Cooperative Creameries 1977 1963
Cotton Lint " Seed l:arketing 1973 1963
Uplands Dacon Factory 19738 1966
Kenya iieat lommission 1577 1871
lfaize and Produce Zoard 1276 1976
Vheat Board of Xenya 1077 1976
tfzoia Swvgar Co. 1979 1979
Sony Suzar Co. 123 16350
Hetional Cereals and Produce 19C9O 1930

HOTH: Years were chosen when persistant trends began,
Isolated years of negative profit or high cost may have
occured previously,

control prchlems which occurred first, with financial
problems coning later. There are few if any cases where a
parastatal was squeezed into insolvency solely or even
mainly by unrealistic pricing policies. This is not to say
that price control has always functioned smoothly. There
have been periods of unsustainable trends, as well as
periods of unjustifizd deleay in price adjustment. 3ut
overall th2 temptation to use price control as a mechanism
to hand out somesthing to everyone, or as a substitute for
anti-inflation policies, has been avoided., Instead, the
problem secems to have been one of noor management which has
been allowed to persist lonn enoushk to land the firm in
serious financial nroblems from which it cannot extricate
itself,

4,2 Government response to narastatal performance problems

The stat2 has not often succeded in reversing problems
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with parastatal performance when they have occurred. Host
of the firms found in Table 12 have had inefficient
management which has persisted over long periods, sometimes
persisting through several rounds of sacking and replacement
of managers. Given the evidence that the main problem is
inability on part of government to reverse inefficient
managem2nt when it occurs, what can be said about current
government policies which are aimed at improving parastatal
performance? UYe offer several comments, The tolerance
which has bean shown toward development of private sector
alternatives has had positive results which open up new
options to government. Ilowever, policies directed at
parastatals ner se have been misdirected and have had
negative effects., They have been too focussed on control
mechanisms of en accounting and approval nature, and have
been over-ambitious, so that government is severely over-
extended in its ability to spply the controls it has. The
focus should instead be on recruiting and appointing good
managers and establishing procedures which allow them to
manage the firms efficiently., The practice of neglecting
investment in parastatals until they arez starved for working
capital and on the verge of collapse has been counter-
productive., ©Zach of these points will be amplified in turn,
There has been considerable tolerance for the
develonment of private sector alternatives to several of the
most troubled agricuvltural parastatals, This has resulted
in a decline in the market shere of several, including the

XMC, Uplands, the XCC and the ;!CP3, This development has
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greatly reduced the negative impact of parscstatal
performancz, in that producers and consumers have not been
held ranson to the interests of inefficient parastatals.
Some of the developuent of the nrivate sector has been
manifested pudblicly and officially, such as licensing of
competitors to IIiC and Uplands. iluch has occurred through
the development of semilegal or illegal parallel martkets,
including large volumes of unlicensed trading in milk and
cereals, .

The government should now recomsider the role of the
troubled agricultural parastatals, talking full account of
the possibilities presented to it by the existence of the
private sector, It is possible for gsovernment to pull back
from the over-extended state in which it finds itself,
without sacrificing major social objectives. .

UYithout pretending to present a complete analysis of
the operations of the firms involved, it is possible to
indicate the type of possibilities now available. Consider,
for example, the role of the sovernment in the cereals
markets, The main objectives of government are to ensure
adequate sunplies of cereals and their proper distribution,
At independence the transport and distribution sectors were
underdeveloped compared with today, and were doninated by
non-citizzns. Hence it was appropriate at that time for the
government to take responsibility through the maize and
wheat boardc to see that grain was distributed through all

parts of the Republic. ilow, however, tiere is. a transport
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sector which is dynamic, competitive, and locally owned, and
which is playing a major role in transporting and
distributing cereals. Given that the parastatal cereal
firms have had chronic nroblems organizing distribution of
cereals, the existence of a competitive and efficient
private distribution sector should be welcomed as a positive
development., If the role of the ,ICPZ were restricted tc
maintenance of strategic reserves and importing and
exporting as appropriate, no important social objectives
would be sacrificed, but the proper monitoring and
supervigsion of the HNCPD would become more feasible. Such a
policy could be implemented in nhases, to ensure that the
results materialized as planned. For example, a first phase
would be to legalize private trade and transport of grain,
while the {ICPL continued to distribute grain. As it became
clear which areas were well served by the private market,
redundant {ICP7 facilities could be divested.

Similar analyses could find creative ways of adjusting
the roles of the other troubled parastatals. Ior exanmple,
virtually the only role which the XIC still plays is to
guarantee minimum prices and hence incomes for pastoralists.
This function might be more effectively served by permitting
export of pastoralists’ livestockh, by subsidizing private
abattoirs to purchase such stock at prices fix=zd by
government, by freeing XiIC of certain restrictions so that
it could conpete more effectively in the more lucrative
markets for grade cattle, or some combination of these

policies., Giv~n the existence of a fairly competitive and
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efficient private sector, the government now has far more
options than previously, and it can use these options
without sacrificing the welfares of meat producers and
consumers, wnich XMC originally was set up to safeguard.

There is a further step which government could take
before major decisions on restructuring of parastatals are
made or implemented, a step which could make successive
steps much easier. The government should review the
financial condition of severely troubled parastatals and
assumne the burden for past losses, leaving the firms with a
realistic capital structure. This exercise should be
carried out regardless of whether future decisions on these
firms will involve restructuring then and retainine them in
the public sector, s21linz them as going concerns, or
liquidating then.

This step is important, because government currently
seems to be paralyzed from pursuing any of the options,
since each appears to involve realizing large losses. Of
course this appearance is i1llusory--the losses occurred over
the last decade and will never be recouped. DBut the
accounting fiction of carrying the losses on the firms'
books as debts to be repaid is creating the false impression
in some circles that it is the act of divestment which
creates the losses. Sinmilarly, cerrying the losses on the
books unfairly distorts the performance picture of firms
which will remain in the public sector. Such firms may earn

a fair return on a realistic capital base, but they are
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unlikely to be able to make up for years of mismanagement.

Government has responded to chronic abuses in some
parastatals by introducing policies which make all
parastatals more like extensions of the civil service.
These policies include: the recommendation of the Philip
lldegwa committee that senior parastatal officers should be
transferable with civil servantslz; the freezing of top
parastatal officers' salaries to bring them into line with
those of the civil servicelB; the directive issued by
Treasury that parastatals cannot have access to capital,
whether it be retained profits or external borrowing without
specific approval of the government; and the integration of
parastatal forward and annual budgets with the national
budget whether or not they depend on funds from the national
budgetla. The connection between these policies and the
view widely held in government that parastatals are and will
continue to be run by incompetents, was noted by the Waruhiu
committee.15

Clearly, government is incapable of the kind of
detailed supervision of parastatal operations which it
professes to be attenpnting. The parastatal sector employs
as many people as the civil service, yet there are probably
fewer than a hundred people in all the branches of the civil
service whose duty is to supervise parastatals. The
organization and deployment of these few could not be
characterized as effective. If this group were to

concentrate its ef{Zorts on such obviously necessary tasks as

assisting parestatals in trouble to set right their
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operations, providing tinely and well thought out policy
guidance and effective representation on boards of
directors, providing timely and accurate administration of
government funds, and taking notice of parastatals which are
obviously in jreat problems, such as ones which go for three
years without producing any accounts, then a great deal
would have been accomplished., Civen that the government has
been unable to accomplish these things, such exercises as
integration of annual budgets must be seen as questionable,
A major factor which has contributed to the
intractability of management problems once they develop is .
the appointment process., All the board nembers and top
managers are political appointees. At least in recent years
the perception has become widespread that the logic of
parastetal appointments derives only from the larger
political process . of patronage and coalition network
building. 1Iilost top manacers and board members believe that
their appointment comes because of who they are and who
their friends are, not because of how well they manage. In
such an atnosphere the sacking. and replacement of :ianagers
becomes ineffective as a control measure. This 1s extrenely
unfortunate, since the pover of appointment is theé single
most powerful control mechanisn available to govetnment. If
managers aren't competent and energetic, all the audits,
budget approval processes and procurement procedures in the
world will not elicit gooé performance .rom parastatals.

A more productive approach to parastatal appointments

!
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hr tu Toitirmeates a doliberaersr powrzesce af positive
parastatal nerforuaence, Given the important positiwe
benefits which are created by parastatals which perform
well, it should be possible to mobilize popular political
support based on the government's record in supplying
parastatals which run well, support which could be used to
stave off demands for traditional patronage appointments
which might erode such performance. Such a system has
functioned with the export crop parastatals, it should be
feasible for others,

The ongoing effort to harmonize salary structures with
that of the civil service must be seen as a policy to drive
those possegsed of business acumen out of the public sector,
According to interview data gathered by the author, this
exodus has clearly begun, though it has not yet proceeded ta
an irreversible stage. A period of general econonmic
prosperity will certainly provide the conditions for it to
accelerate, QOther negative aspects of the civil service
have intruded into narastatal operations. Some managers
feel themselves tightly constrained by »nractices such as
security of tenure of employees which have been carried over
from the civil service. One manager stated in an interview
that he could never get rid of an enployee, no matter how
lazy or incompetent the enployee might be. UWith such
practices it is no wonder that unit costs have remained high
for years, or that good managers are leaving for the private
sector., Such policies can be expected to czuse the

appearance of problems in parastatals which have previously
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run well, and to necessitate recourse to expensive
management agency and expatriate contracts.

Since the late 1970's the government has been reluctant
to invest in the parastatal sector because it realized it
was over-extended and bdecause further investment was sean as
throwing good money after bad. In Table 2 it was shown that
since 197§ the level of capital invested in several
agricultural parastatals has sharply declined. Vhile the
overall direction of this policy is probablv wise, its
implenentation has been seriously flawed. The form of
disinvestuent which seems to have heen chosen, albeit by
default, is to allow tiie parastatals to run out of noney.
Several are near the point of collapse. The decision to
terminate then has not been taken yet, and their lives have
been prolonged by infusions of capital which permit them to
keep operating, but which don't come near to capitalizing

r.o.
them properly. This policy of running the parastatals on
the verge of collapse must have contributed to poor
management, demoralizing staff and forcinng managers to focus

on surviving crises rather than on setting up sound long run

3
managenent systems.

This policy of keepine parastatals undercapnitalized
means that they have run at much less than full capacity, a
fact which has contribjted significantly to high unit costs
and financial losses. This is apparent in the sugar

industry, where llzoia and Gony were both starved for working

capital from the beginning. Their resultant inability to
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pay farmers on time and to finance adequate cane development
means that both have been underutilized since their
inception, MNzoia has averaged 577 capacity utilization,
while Sony has averaged only 50Z. Thus overhead unit costs
are 50 and 1007 higher than necessary, respectively. Since
both firms were covering variable costs from revenues,
additional production would have contributed to covering
overhead costs, even if one assumes that management of these
firms is inefficient and likely to remain so. Thus the
refusal of governnent to capitalize these firms adequately
must be seen as short sighted and counter-produczive. Such
short-sightedness is all the more difficult to understand,

. ~

given that funds were v * .* 22 fTvoy T2 Torld

on'toguear
rchabhilitcotion locon,
r.3  Tunnary

The naner has chnown that noor perfornance hy
parastatals is far fron inevitadle. T2lf the firns
currently functioning in the asricuvltural scctor can be
considered gocd performers. Govornnent response to poor
parastatal performance has been nigdirected, in thet it has
attenpted nuch areater centralizaed control of all
parastatals, Instead, ocovernment should focus on anpointing
nood managers, providing rcalistic levels of capitol, sceing
that sociel ororr=uc nandated Ifor parastatals are
realistically provided for, end providirng a nolicy
environnent in vhich manapgers zsre freze to nenage parastatals
T}

like bucinesses. The arouth of th: nrivate sector 3»rovidecs

sovernnent with various options for pulliag back from the
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over-extended state in which it finds itself, without
sacrificing major policy objectives. If past losses and the
concomitant deots were assumed by government, it would be
easier for government to realisticly contemplate the options
it has.

4,4 Directions for further work

There are several directions in which the research
might profitably be extended. One is to increase coverage
to include sectors other than agriculture. This extension
is well under way.

Other data could be gathered which would strengthen the
conclusions presented. One obvious set of data which would
be useful would be comparative cost data from other firms
which would permit absolute judgements of efficiency,
instead of the time trends presented here. An obvious
source for such data would be private sector firms which
compete with parastatals. Such an exercise would face many
pitfalls, in that the services and configurations of these
other firms may not be comparable. This might, of course,
provide the opportunity for measuring the cost oflcertain
arrangements imposed on parastatals, a worthwhile exercise.

With sufficient investment of time, one could gather
data which would permit a much more detailed explanation of
movements in unit costs. Is it overheads or operating costs
which have risen? Are the reasons controllable by the firm,
imposed by the market, or due to policies mandated by

government? Do changes observed correspond with such events
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as changes in management teams? Do other indicators of
efficiency, such as labor productivity tell the same story
as that told by trends in total unit costs?

The issue of the quality and integrity of managers has
been raised as perhaps the most important factor which has
spelled the difference between good performance and poor
performance. It would be worthwhile to examine in more
detail what are the attributes of successful managers. How
important is formal education and what training is most
productive? VWhat effect does civil service experience have,
and does it matter when in a manager's career the move is
made from the civil service? VWhat factors are most
important in job satisfaction for effective parastatal
managers, and hence essential for the retention of a cadre
of effective public sector professional managers?

Finally, there is a need for more in-depth studies of
the market environments of the various firms, especially the
most troubled ones., What role does a parastatal properly
serve in a market where there is substantial private sector
participation? If there are essential social or political
objectives to be served they must be defined and costed, and
proper mechanisms set up to permit their satisfaction. If
the only goal of the firm was to ensure that the market was
served, and it is well served by other firms while the
parastatal loses money, then divestiture or liquidation may

be a sensible answer.
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Notea

1. The author has incurred many debts of gratitude in the
course of the research, only a few of which can be
acknowledged here. TFinancial cupport came from the
Institute for International Studies &t University of
California, Derkeley, and from a Fulbright Doctoral
fissertation Research Abroad Fellowship. The ambitious
scope of the research was rade possible only by the generous
cooperation of the Government Investnents Division of tha
Winistry of Finance, who made available much cf the data.
The author is grateful for the many frank and friendly
discussions with CID staff. Thanks are also due to the
staff of the {enya llational Archives and the library of the
Central 3ureau or Statistics, whose collections supplenented
that of the GIN., Some of the most interesting moments in
the research came in the interviews with managers of
parastatals and the author is grateful for cooperation
received, John lordin drafted the graphs in the paper,
edited earlier versions, and provided unflagging moral
support.

2. Barbara Grosh, "Improving Parastatal Performance: an
Organfzational Approach,” IDS ‘lorking Paner No. 409, July,
1984,

3. The Kenya Sisal Boerd was excluded because according to
one of their own publications, "The Sisal Industry", 1983,
they are a regulatory board, not a trading corporation.

4., Attempts have been made throughout to recalculate and
present the accounts based on common definitions. The most
common problems in the calculations merit discussion.

The calculations from the balance sheet (capital
invested, gearing ratios and current ratios) were generally
straightforvard, UJome firms operated more than one set of
accounts, which nzeded to be merged to reflect the operation
of the firm as a whole (example: the r2sultes reportad for
the Cotton Lint and Seed liarketing Doard reflect a merger of
the Ordinary and Cotton Price Assistance Funds),

The calculation of returnz to capital involved sgseveral
difficulties. Some of the firms, especially the statutory
boards, don't present their accounts on a normal commercial
basis. Profit may be calculated but given a different name,
such as "surplus," GSometimes, however, the accounting
concepts used have differed, as when payments toc suppliers
have been treated as disposal of curplus rather than as an
expense. Some firms have taken various items straight to
their balance sheets without havipng thewm pass through the
profit and loss statement, ona of the nardest practices to
detect and adjust. The other items necded to calculate
social returns, that is duties, taxes and interest payments,
were not always identified easily, The latter were often
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listed net of interest received, and it was necessary to dig
through the detailed notes to the accounts to find actual
interest payments,

The most difficult and problematic calculations
involved unit costs. The intent was to take all costs
incurred, excluding interest costs and payments to growers,
and divide by total units. The most common obstacle to this
is the maintenance of several separate trading accounts with
only the balance carried to the profit and loss account,
This practice reached its most extreme in the Maize
Marketing Board, which used 15 separate operating accounts
in the space of 6 years, though no more than 6 or 8 accounts
in any one ycar. Sometimes the different categories of
costs are presented in a confusing manner which changes over
time. In such cases it is easier to calculate total costs
by subtracting profit from total revenues., Care must be
taken to include all revenues: other sources of income aside
from sales of the main product are generally included in the
section with non-operating costs, rather than with revenues,

Various other problems can occur 'in any of the
calculations., Sometimes the firms changed their own
accounting definitions, necessitating adjustments, For
example, up to 1968 the YCC treated pool payments as a
disposal of profits, whereas in later years they were
treated as an expense item. Sometimes the meaning of
certain unusual ways of keeping accounts was not described,
and it must be hoped that the author guessced correctly in
their interpretation. For exampole, in the years 1963-65 the
Pyrethrum Board stated clearly the total payouts to farmers.
From 1966-70 they only stated clearly the interim payments
made, with a balance being carried to a current liability
category called "Growers' accounts." Since no amounts are
carried over from year to year in that account in those
years, it was assumed that during those years the balances
were paid out in final payments. DBut the presentation for
the years 1971-83 where interim and final payments are
clearly specified is much more satisfactory and sure of
interpretation. Sometimes the level of detail changed
between years, making it impossible to present the accounts
in the desired format, TFor example, between 1969 and 1974
interest payments by the Pyrethrum Doard were subsumed into
administrative costs, so that data presented on rates of
return to capital arc not comparable with the same data for
other years. Fortunately the latter kind of oroblem, which
was insoluble, was rare. It is hoped that the former types
of problems were all caught and dealt with appropriately,
Details of the calculations arc available on request., The
author welcomes comments from those well acquainted with any
particular firm's accounts, which might clarify or correct
their interpretation,

5. The definition may seem unsatisfactory when the firms
misuse the accounting categories. For example, in recent
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years, some firms have run up large losses which they are
financing througn “short tern" borrowing. 1In several cases
these current liabilities amount to more than the total
assets of the firme, thus the definition used shows ncgative
capital invested in the firm, an anonalous concept.

However, it was judgod that the problem is not in the
definition of capital invested, but rather in the
classification ¢f liabilities. In the cases cited, there is
Jittle doubt that the accumulated losses will never be
repaid, certainly not within ona year, as their
classification in current liabilities impliecs. In any case,
the definition shows that disinvestment has occurraed in
these firms, which is an accurate perception,

6. . These measures are not truly definitive, because it is
a bit tricky to get a mcaningful definition of units for
some firms. For example, to arrive at unit costs for the
HCPD, it was nccessary to aggregate tons of all types of
grains and produce. To the cxtent that handling costs vary
between the different products handled and the composition
of the aggregate product changed, thc results may be
misleading. Similarly, the XiiC anc¢ Uplands mcacurec units
handled it terms of head. It would probably be more
meaningful had they given kilos of meat produced. While
these measurement problems are real, it was judged that they
were not so severe as make it unintercesting to examine the
degrce to which unit costs have been controlled over the
years since independcnce.

7. The same analysis was performed with costs redefined to
include intz2rast costs. The general classification of
results wasn't different, but the poor performers generally
appcared slightly worse, This is because the finance policy
of tho government has generally been not to finance deficits
with fresh inflows of equity capitsl; instead firms are left
to finance their deficits through horrowing, so that for
firms in trouble the interest charges will tend to grow as a
percentage of total costs.

3. Interestingly, a3 performance in thesc firms
deteriorated they showed onposite tendencies: the Cotton
Board lost its export market while the XIiC lost its domestic
market. The Xl claims (personal interview) that it lost
its domestic market because price controls did not allow it
to pay a sufficient-premium for high quality beef. Private
abattoirs have been less effectively bound by price
controls, offering higher prices than those officially sect.
The result is that high quality beef gots sent to private
abattoirs. The ZMC is left to nrocess pastoralists' cattle,
most of which is suitablc only for making into corned beef,
for which the market lies in Zurope rather than in Henya.

On the other hznd, the author suspects that the Cotton Lint
and Sced iiarketing Board may have drastically reduced
cxports not because it is incapablc of exporting, but
hecausc it is forced to supply local textile mills first.
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If volume were greater export levels could be restored,

9. In most cases it is possible to speak meaningfully of
the trends in output prices for the firms under study. In
some cases it was necessary to simplify by considering only
the price for one product which was considered to be the
"main" output, though the firm may have supplied a range of
products, including different qualities.

10, For most of the firms one can calculate unit price paid
to farmers for their produce. In a few cases this was not
possible. Tor example, the Horticultural Crops Development
Authority purchases such a long list of commodities that it
is prohibitive to' try to speak of unit price to suppliers.
In the sugar industry the nominal producer price is set by
government, The date presented are somewhat misleading
since the gross margin realized by farmers differs
dramatically, depending on the deductions made for services
provided. See J.E.O, Odada, "Possible Incentives for
Increased Sugarcane Production in Kenya,”" presented at a
cseminar on "Incentives for Increased Agricultural
Production: A Case of Kenya's Sugar Industry,” in Kericho,
18-21 November, 1985,

11. For estimates showing that such an export market has
the potential of significantly raising prices of
pastoralists' livestock, sze liichael Schluter,
"International Constraints on Kenya's Agricultural Exports
to 0il Exporti®ng Countries," I.D.S. Working Paper No. 405,
June, 1984,

12. "Review of Statutory Boards: Report and Recommendations
of the Committce appointed by His Excellency the President,"
chairman, Philip Ndegwa, Government Printer, HMNairobi, May,
1979, p. 5.

13, A Circular issued by the Office of the President,
0P.9/21/2A/1V/(171), Circular no.1/81, dated 18 February,
1981 set maximum salaries for Chief Executives. The
maximums set were, for many firms, lower than salaries
already in 2ffect., Incumbents will be allowed to continue
to reccive their former salaries, but when a position turns
over, the new officer will be paid in accord with the
maximums set. The firms are left to harmonize their
internal salary structures, with the approval of their
parent ministries and the Parastatals Advisory Committee.
This regulation has had the effect of greatly magnifying the
role of the government in setting terms of service and
approving wage negotiations of all parastatals. Some
parestatals have found themselves in anomalous positions,
for cxample unionisable wage cmployeas may be earning more
than the lower level managers who supervise them. The
cffect of this on management morale can be guessed at.
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14. Sze Treasury Circular No. 12, dated 25th January,
1985, which details these policies.

"Report of the Civil Service Review Committee 1979-30,"
Government Printer, Nairobi,

15.

Chairman S.N. Waruhiu,
September, 1930, p. 204.



