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sssessment of the food self-sufficiency reguirement of the
continent must take into acceunt other food items such as rools anc
tubers, nuts and oi’ seeds and fruits (which includes plantains).
These basic food products constitute 80 te 90 per cent of african
population’s Giet.

Developments in prcduction and wuede over the vears have

combined to worsen the self-sufficiency status of most
important staple food items.

Tt is interesting to note, however, that most of the reform
programmes presently being imposed on African economies continue to
emphasize an important recle for internaticnal trade, mainly with
the developed market eccnomies, to meet the food needs of Africa.
Even though the major international financial institutions have now
openly acknowledged the unrealistic assumptions surrounding
unlimited free trade between Africa and the develcped market
economies, they continue to hypothesize favourably on the
desirability of continued African dependence on food impoerts o
meet its food reguirements.

The fact is that many food surplus 2loped econcmies fully
appreciate the neeaq managing their own food eConomy. For
exanple, the recently pubklished long term perspective study on sub-
saharan Africa (World Bank 165%)}, clearly admits that subsidies in
North American and Western Europe have <r 3 abundant supplies
and lowered the prices of cereals and iivest products which have
been dumped inteo African markets thus creating considerable
externalities for African agricultural producers. The past and
present actions of these develcped econonies vis-a-vis Africa would
suggest that they have traditionally been unwilling and will
continue to be unwilling to concede to the nreed for a global
management of the world food econcomy. This attitude, and the fact
+hat the internal nrocess of adiustments and resource realloecation
necessary to capitalize on changing world food conditicns are mwuch
more @ifficult for the narrowly based and less giversified African
economies than for their rich Counlelpaiis in the HNorthern
henisphere, would suggest that African countriaes should not expect
universal benefits from free trade under existing woxrld trading
relations.

.

Historically food shortages in africa have been £illed by

imports from the developed Western world. The FA0 has estimated
that the aggregate cereal import requirenents of sub~Szharan Africa
in 1988/89 was ©.7? willion tones, mostiv wheat and rice. As
incomes have increased, rice and, to an increasing extent, wheat
for bread have reduced the interest of Africans in traditional
grains such as sorghum, niliet, and maize as wall as their interest
in non-grain substitutes such as yams, cassava, and plantains.

Many African governments have found
the importation of food az a guick and

ssary Lo encourage
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farmers using traditional farming methods with little or no ECCess
to modern irputs or eguipment. This enormous farming community
represents in the region of 80 per cent of the total population of
the continent if the voung pepulation of not yet active
individuals, depending on the agricultural sector for its
existence, is included. $imilarly, the continent’s communities of
livestock farmers constituted mainly of nomadic pastoraiists who
have but limited access to modern industrial inputs and animal
health facilities; the African fishing communities, likewise,
operate as artisans using but few industrial inputs.

About half of Africa‘s 2878 million hectares (excluding Scuth
Africa) is too dry for rainfed ag“1nulfur Qniy one~fifth of the
soils are without any inherent ferti lity llmztatxenﬂ Drought and
floods have struck almeost half the *muntries of Africa during the
1980s. However, in its 1981 report, FAOQ declared: "Even without
using modern farming t@chmiqncs such as pesticides and with only
the most casual approach to mmLﬁtaln ng the soil, African countries
have the potential to feed a population 3 ttmes as large as that
living on the continent, even allowing for the fact that 47 per
cent of the land Suxface is useless for crops®.

In sub-Saharan Africs, only 5 million hectares are irrigated
(out of which some 70 per cent in three countries: Madagascar,
Nigeria and Sudan) against nearly 20 million hectares potentially
suitable for irrigaticn.

According to FAO/ECA studies, rra«' and post-harvest food

losses due to pests and diseases as well as poor storage and
transport can be 30 to 40 per cent ﬂepnnﬁlpq on the sub-region and
foed products. Livestock disease such as trypanosomiasis,

rinderpest and tickborne diseases are vanpant. They can cause calf
mortality as high as 30 per cent and limit the use of land
resources .

Poor infrastructure nas hinder&@ the development of new areas,
the supply of appropriat inputs and the wnovement of food
production from rural to uAbﬁn Becazuse the growing cities
are normally well Iinked into international communications
system, and because the urban popul ?mn3 benefit from political
patrenage, it is often easier for the urban Lﬁﬂd supply to be
obtained from abkread than from the country sides.

As stated by FAO (1986}, the urban biased development
otrategies of marny African countries have a:?ed te  supply
agriculture with financial and aamlnrgfratﬁVQ resoyrces ox the
political suppert that its central rele in the economy would
Justify.

:b;

1 rao. African Agriculture. the next 25 vesrs, Rome 1986.
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Despite the complementarity of the domestic food crops and
export crops sub-sectors, there is one area in which domestic food
crops do appear to have been neglected relatively as well as
absolutely. This is in research. There has been no counterpart to
the "Green Revolution® breakthrough in ZAsia. Thevre has been a
tendency in African agriculture research to concentrate on export
crops rather than food produced snd consumed locally and by poor
pecple. Both credit and extension bave been concentvated on larger
farmers despite declared national pelicies favouring small farmers
including women who are responsible for the production of some 70
per cent of the region’s food supply. Problems of acoess to cyedit
are further aggravated in cases where small farmers including women
hold their land under customary tenure rules and therefore cannot
offer it as collaterzl. women farmers ars particularly peoorly
served by extension. Despite the recognition in the Lzgos Plan of
Action and in UN-PRAERD that women are ¥vital instruments for
solving the food crisis®, there is still inadeguate attention to
tailoring agricultural interventions teo the needs of female-headed
farming households.

rfrican agriculture may thus be said te be at a stage
equivalent to that of the industrialized countries in the very
early years of the appropriation of rural activities by imdustrial
capital. Thus hand tools predomipate, though these are largely of
industrial manufacture and, mwore often than not, imported; very few
farmers do not keep their own seed for resowing; use of chemical
inputs is minimal {2.3 kg of chemical fertilizer per hectare® in
1986 as compared to 122.7 kg in the industrialized countries) and
the major portion of every year’s food crops is consumed on the
farm where it is grown, often after considerable effort {(mainly
that of women) has been expended in traditional methods of
processing and preparation. Production yields, both per unit of
land and per unit of labour, as would be expected, are low andg
average monetary earnings very low.

There is in progress, alongside an essentially stagnant
agriculture in the rural areas, a galloping urbanization in nearly
all African countries, while overall population growth rates in the
region of 3 per cent per annum are the noym.

It is not surprising therefore that Fa0 found in 19862 that
per capita food production in most countries over the last ten
years’ had risen only slightly or had declimed and that the gsp
between production and reguirements, which was very narrvow twenty
years earlier had widened substantially. 2Zs & result there has
been a growing tendency to meet demand by imports, particularly of

1 of arable land and permanent crops for Africa excluding
Scuth Africa, Egypt, Ldibya and Sudan.

2 pro: African agriculture: the next 25 vears, 1986.




cereals, @ither oorgmercial oy under rfanueweﬁﬁhi
althoengh %hmzu,zra major regionsl variat « the P 0 also veported
that imports for Africa as a %%@1@ repf@vw¢t€d 2% per cent of the
Cereal Supplics availodae Dulwesn 1370 @ Lb8i. &0B Ancreasingly
large share of these imports is i» the form of food aid.

Until 31962, Africs was & net exporter of food. From that date
on, Africa became an increasingly »net food importer {Tapsoba,
1988). Im fact, in 1960, Indis and Sub-Saharan Africa had the same
level of food grains production {50 million tons). In 1987 or so,
India had trebled its food ocutput to 150 miliion tons while Africa
production has stagneted at the same g%“%l‘ In the early 1%80°s
India achieved food self-sufficiency and had stored 26 million tons
of food cereals by 1%8% and @?ﬁﬁ wa:t%*zpat&é along with other
developed countries in e noy fooa ara te 2irica {C.X. Eicher,
1988). (see tables in Annex) .

The average AY
year but his c@uﬁtar
130 times as much :
proguction index for Afric
{in wheat eguivalent) in
decline.

proctuces 600 kg of grainm &
f~??,a:? proguces 80 800 kg or
GET . e per caput food
has declined from 210 kg
1980 and continues to

In the meantine, i&cﬁ imports I >sented average of about
80 per cent of total agricuvlivral imports between 1975 and 1985 and

the total agricultural 1 of  whi food remains a major
component continued to Qfﬁh ﬁ? 6.2 per cent during 1980-85 period
as against 12 per cent per yesar Lm»<~ 31981 ﬁuﬁ%?&?; bhe agcrease
in agrlcnzt&ral imports is larcve.
crisis which f&ruaaAéfrz@“ :
by an improvement in the

In value terms, sgricuilulr&l a@poatn ﬁccaﬁﬂﬁeﬁ zor 23 per cent
and food imports for aboul I v :

the 1%88s and since =
hecome a npet uassr of

contributing to the halar
reversal of the sesctor®s

gnﬁrsasangly
; iz a complete
apsoba, 12&8).

It is true that there need not be a causal correliation between
growth in food import and .a fall in the imports of agricultural
inputs, but it is & sobering reflection that the rapid growth in
food Imports {28C¢ per cent by volume for cereals and cereal
preparations between 196%/71 and 1%6x/84) does not just reflect a
failure of past agricultural €ffuT1bp It is also a reflection of
the current failure to use adeguale forsiugn exchange resources for
agriculteral inputs including eﬂ“éz adap? implements and
fertilizers. Given ‘that Toreign be further
restricted in the short and medinm term in the long
term) the iikelihood is= that 3&@31%& inputs will
fall even more uniess ih for prodoced




in the continent.

A substantial part of Africa’s agricultuers] ™ I8 the
result of general developnanrt ctrateqgy. S qriculture has
been given insufficient attention over a long peried in the sense
of being toc little, unevenly distributed, and of the wrong kind
(FAO, 1986). One particularly seriocus consequence of this neglect
has been the accelerated changes in patterns of consumption in
favour of imported food stuffs that is @ifficult to but must be
reversed.

Many governments in Africa have encouvaged a greater
substitution for wheat and rice than would have cccurred through
the effects of income and convenience alone. Urban affluence is
itself an effect of urhan bias, but governmente have further
encouraged the shift in tastes by keeping rice and wheat cheap
relative to domestically produced grains. To a great extent, this
has been due to subsidization of prices of imperted wheat and rice
both directly and through exchange rates.

In practice, if not in theory, gevernment policies have often
been biased against small and female headed farming households.

A change of ypolicy is urgently reguired if the African
objective of attaining fcod self-suificiency at continental level
based on self reliance is to become = reality. Policy changes
could occur in a number of sectors, not just in relation to food
imports. Nonetheless, import substitution in the food sector needs
to be pursued and vigourous efforts made to ensure self-sufficiency
in the African production of the major staple food identified.

Cassava for example is the staple food crop for more than 200
million people in more than 35 African countries and is
particularly important durlng partial and complete croep failure.
Biological control of pests and diseases and for conservation is
highly needed for this cron which post and harvest losses vary from
30 to 70 per cent depending of the region and the specy. TITA in
Ibadan has made a breakthrough in this field and such effort should
be pursued vigorously. This analysis also applies to vam and other
tubers. (see tables in Annex).

The potential of African Tisheries, beoth marine and
continental, is large, with a maximu
at 8 million tons a year. The catch has declined from 7.5 million
tons in 1977 to 5.8 willicn tons in 1905, oot 15 uygent needs:
{a) to monitor and control foreign fleets in many coastal
countries; {b} for {isheries reso £ panagement plans that
identify fishing potential and the oppoertunities for ewpleitation
taking into account the long-term conseirvartior and the environment;
and {c) for assistance to artisanal fisheries through support to
organization of fishermen and women who playvs an important role in
small scale fisheries and in fish marketing.
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The vital position of agriculture and especially food sub-
sector in Africa does not depend just upon its contribution to GDP
or to exports. Hore iwmportantly, it derives from the fact that the
majority of Africa’s population live in the rural areas and derive
their livelihood directly or indirectly from agriculture. In a
very real sense, therefore the problems of ‘agriculture are the
problems of Africa‘s people.

ITYI. CASE FOR FOOD PRODUCTION SUBRSIDY
AND PRICE SUPPORT BEASURES

In the worid of perfectly competitive markets the theory is
incontrovertible that under certain well defined conditions,
general equilibrium prices which will result in maximum production
and exchange efficiency in all sections c¢f the economy, will be
generated automatically. This is the so called state of parieto
optimality, in which no-one can be made better off without someone
else being made worse off, which is traditionally used to make a
case for allcowing the market system tc operate freely and without
govermnment intervention as well as for private entrepreneurship and
competition in all areas of ecconomic activity.

There are several reasons why governments in both the
developed and developing countries have readily intervened in the
markets of their economies despite their knowledge and apparent
faith in the benefits derivable from free markets and private
competition.

First of all, it is now clear tc any obliective pelicy maker
but particularly to those who must work in Africa that most markets
~do not exhibit the ideal characteristics of perfect competition and
that the actual benefits of a world of free trade can only be
demonstrated in the diagrams and models of economists.

Secondly, even from the theoretical angle, it can be shown
that any given parieto-optimal eguilibrium point depends on the
ownership and distribution of factors of production which, in turn,
determines the distribution of income and effective demand. In
other words, there exists a large number of possible parieto-
optimal equilibrium points representing different patterns of
distribution of ownership of factors of production and income.
Government policy decision in this regard becomes a subjective
choice regarding which of the many possible distributions is to be
preferred in the face of many conflicting interests, in order to
maximize the social welfare of the society.

Thirdly, there is alsc an overwhelming economic reason why for
example, pursuit of domestic food production even at nominal costs
which at the prevailing rate of exchange and structure of
protection are above those of world market prices, may be a
sensible course of action. This is because in many developing
countries, particularly in Africa, protection from imports is much
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1igher for industrial than for agricultural goods, often implying
1egative real rates of protection for agriculture in general. This
situation favours imports of food and discourages production. If
this discrimination against agriculture were attenuated, the
sconomic advantages of importing would shift from food towards
industrial products, thus favouring domestic food production and
increased self-sufficiency.

The final choice of policy is therefore a political one
lepending on government development cbijectives. Because different
oolicies will have important trade-offs between efficiency and
eaquity and since there is no objective way of determining the
socially optimal allocation of resources for the whole of society,
the choice of policy with regards intervention by government in the
market, is usually resclved through the political process of each
country.

The rational for this intervention is supported by the theory
of the second best which states that if for some reason market
imperfection exists in one of the factor markets in the economy, it
would be impossible tc achieve the exchange, production, and output
efficiencies necessary for a parieto-optimal market equilibrium or
first-best solution. In such a case only a second-best solution
can be attained. In fact where competition is distorted in one
sector, the optimal second best policy 1is te introduce
countervailing distortions in other sectors. In other words, the
theory of second best can be used to argue for the use of
government intervention to neutralize the effects of distortions in
global markets in the face of changing market circumstances.

(a) Subsidies

In general, subsidies involve consumers of products and inputs
paying less than their sellers receive. This often inveolves a
government intervention which results in the owner of a factor of
preduction receiving a different sum from the price paid for the
resource by the producers, or a consumer paying a different price
for a product than that received by the producer. In the
agricultural sector, such a policy intervention is intended to
generate and stimulate rapid agricultural production. For example,
input subsidies are useful in stimulating the adoption of new
techniques of production by allowing early adopters and innovators
the cpportunity to experiment with input combination alternatives,
lowering risk to adopters of fertilizer, raising the profitability
of the input tc encourage use, direct transfer of resources to the
farm level, and avcidance of the time lags in products price policy
instruments as income transfer mechanisns. Also, because
industrial production of fertilizer exhibkits strong economies of
scale, the use of subsidies to expand the domestic market can bring
forward the development of fertilizer production in a country and
lead to more rapid achievement of efficient fertilizer production
(Krishna, 1962; Dalrymple, 1984; World Bank, 1986).
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Subsidy schemes to - stimulate and generate increased
agricultural production are nct new in Africa. During the colonial
period, free seeds and seedlings and generous credit were given to
farmers to encourage them to produce export crops destined for the
industries of the develioped countries {Akincla, 1987)}. Since the
attaimment of independence, the development plans of most African
countries have called for various forms of subsidies to stimulate
development or consumption of some desired product, activity or
service, to stimulate development of a particular area, to redress
deficiencies in income distribution, to reduce risks of speculative
activities, to bring technological change and encourage adoption
and the use of inputs on traditional crops in order to boost food
production and achieve self-sufficiency or to encourage an activity
that yields external economies.

The most traditional use of subsidies in Africa since
independence have, however, been directly for or related to the
agricuitural sector. There are several reasons for offering
subsidies in the agricultural sector including: to make the
country self-sufficient in a particular food crop or agricultural
product to earn foreign exchange; and to generate income and
employment. Furthermore, when African governments have undertaken
projects involving irrigation and related infrastructure
developrent,; created government departments to or parastatals for
supplying inputs or marketing outputs, expanded credit availability
at low interest rates, and enlarged extensicn and agricultural
research services, these activities have Iimplicitly embodied
elements of subsidy.

In most African countries the agricultural sector, which is
the most important sector in terms of income and enmployment
generation, is dominated by peasant subsistent farmers who produce
the bulk of the agricultural products and constitute the majority
of the population. Since these peasant farmers usually produce for
their own consumption, the market mechanism is often not very
relevant teo their preoduction decisions particularly since their
risk bearing capabilities are limited by subsistence and family
considerations. Subsidies provide a useful means for overcoming
these prcblems by making preduction for the market more attractive
to them and by reducing their perceived risk of the production
system.

The price responsivene%s of African farmers to input prices is
now well accepted in the literature even though their own- price
elasticities of demand for critical farm inputs such as
fertilizers, pesticides, hired labour, and inmproved seeds are
significantly negative. This. fact, together with the well
recognized potential of subsidies as an instrument for rectifying
distertion introduced by the existing marketing structure in
Africa, provides a very strong arqument for using subsidies to
attain accelerated adoption of new farm inputs and attaining food
self-sufficiency in the African context.
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The most common purpose cof subsidies in this context is to
encourage farmers to use modern inputs such as fertilizer, improved
seeds, and protection chemicals to expand food and agricultural
production. Such subsidies will help push African farmers from a
low rate of adoption of innovative agricultural prices to more
aggressive adoptlon, Because the prices of these new inputs are
usually higher vis-a-vis the prices of the commodities they are
used to produce, 1nput subsidies also ensure that the appropriate
level of input use is maintained even in the face of unfavorable
product prices. Since the production of these inputs often
exhibits economies of scale, subsidies for inputs will alsoc expand
the total domestic market for them and make the local manufacturing
of inputs such as fertilizers and pesticides, and the establishment
of viable national seed services and other agricultural
distribution facilities more economical.

sy wusing subsidies to attain food self-sufficiency a
government is indeed saving foreign exchange since the amount of
foreign exchange that would otherwise have been used to import food
would be saved. However, the saving achieved here may be cffset by
the foreign exchange that would be needed to import the subsidized
inputs.

4 more direct way of using subsidies to earn foreign exchange
is by using them to encourage the production of export crop
production. Two types of export promoting subsidies are possible
here. There will be those subsidies that directly promote export
crops and those that assist the preduction of a particular
industries but which also indirectly enhance the export position of
the country when some of the output is exported. Both types of
subsidies are relevant for the African context for several reasons.

First of all by embarking on the goal of food self-
sufficiency, African governments would, in essence, be pursuing a
policy that shield’s their food praductlcn sectors from competition
with imported food by restricting food imports. Such a policy. will
tend to apprec1ate the real exchange rate of African countries and
thus make exporting less attractive as compared to producing food
crops for local consumption. Export promoting subsidies will help
to ensure the rlght balance between food crops and export Crops
production and improve the efficiency of rescurce allocation in the
agricultural sector and in-the economy at large.

Secondly, the continent’s large external debt and the current
difficulties faced by most African countries in servicing their
debt, means that many of them may find it useful to subsidize
export crop production. While the continent’s debt servicing
burden by itself may not provide sufficient reason for sub51ﬂlz1ng
export crop production as there exists other means for servicing
the continents debt, an export promoting subsidy designed as part
of a strategic trade policy certainly has considerable merit for
Africa. Such a policy would enable a government to provide
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the increased avallsbility of . astruck 2 the prace of
tecr%ﬁiagica“ ¥ ln&tltt*'ﬁ ¥ : forms, changss

in foreign ex %w& 11§uul tols] “6111@99& by
government he relatively

Ligies :
independant ei aqzw*x*t ural ?rzge“, e contextual factors may

and




not be res pmnazva ta tne private actions oI farners *h;mseives, and
hence, to pv;ne .; many of them msy be influenced only by
direct gover: 1?t@vwen%}0nqr The analysis of long-
ran  response must distinguish chan gms in supply
conditions thalt are bvowy 5} decentraiized private 3»11@&3
from changes that result frcm @ﬁ%rallfeé public actions

1

Supply response may be considered at different levels
depending on the typae of razonrce use, m2stion the Qc‘ﬁcy-makar is

mmedl&telv concarnad with:

1. Aggrecate agricultural cuibput. If the ohject of concern
is the pace of agricultural output growth or some cother economy-—
wide goal, the relevant notion is the response of an index of
dgr¢cultural cutput Lo sowe index of the relative price of
agriculture such as its bavter terms of trade with non-agriculture.

2. commedity composition of output. Policy-makers may wish
to alter the commodity compesition of agricultural output
(transformation of producticn structure) by changing intra-
agricultural commodity price relations: food products versus raw
materials, cereals versus non-ceveal foods, export products versus
1mpoft cubs%xtubesr employment-intensive versus capital- oxr land-
intensive products, fccé production versus agricultural production
for export, elc.

3. Marketed surplus. The immediate goal of policy may be to
assure a flow oi Iood gnd o waterials te urban areas sufficient
to meet industrialization targets, or tc neighboring countries
within the frawework of ﬁrh~vam:ﬁwm* or regional cooperation.
Here, the relevant concept Gf supply is the marketed surplus and
the relevant price is of the ;rkce rejatives hetween
agricultural QHQ - val consumption goods, oY price

2o lon or reglomn.

For both techmnological arnd economic reasons, supply response
will be different at each of these levels. An important task ot
empirical analys is is %o identify each oi them separately and
account Tor thelr 21I1 Ced

For many purposes of policy, aggregate data may be sufficient
to measure supply fesponk7V@ness§ Hawevel, farm-level or micro
atudies are also important for two related reasons: (&) farm-level
data permit disaggregation by regions, farnm size, income and other
relevant factors which may influence supply response; such
disaggregation can be used to fine-tune policy to the needs and
potentialities of tifferﬁnt cypes of farms, crops and regions;
{b) micrc studies allow betlter tests of some hypotheses regarding
farmer motivation which can. provide a deeper understanding of
supply behavior. In additlicn, macro studies frequently fail to
distinguish the aaec1“1 role of price incentives from the effects
of caontextual factors due o methodological limitations.
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Unraveling some of these effects will have to rely partly on micro—-
level studies.

The prices of inputs facing farmers are an integral
economic incentives to tar »roduction. }ﬁfg §r*ce
poﬁlczes seek to change : : to guide farmers to the
socially cgtzmal input mix in t%c.LL ssence f arket iwmperfections.
An important issue of policy is the che b tween output price
increases and input price subsidies.

Assessment of farm~level incentives to invest in packages of
vield-raising inputs (water-seed-fertilizer) for grain production
in north India was undertaken (Dobbs and Foster, 1972}). They
evaluated the private rate of return to investments in added inputs
using farm-level data rather than estimate elasticities
statistically. Even at outpuh price 25 per cent below the
prevailing market levels, they found wvates of return varying
between 77 and 1136 per cent - we?i in excess of any measure of the
sccial oppcrtuplty cost of caplt heir conclusion was that
input prices did not seem unreascnal iy h gh to deter the adoption
of these packages Private inves m&ht ir o 03ﬁ~rai§iﬁq but lumpy
inputs such as t”ﬁe“wel s appeared to be erfectively constrained by
factors such as small size of land-holdings, land fragmentation and
credit availability.

Rosegrant and Herdt (1981) constructed a detailed farm-level
decision-making model to simulate the joint and independent yield-
raising effects of credit and fertilizer nb i&fese Using
Philippines cata, they found that: (e} the qgua ant f

a /\»

tum of credit
available was far more effective in increasing m%aiﬁ.t anr the price
of credit, and (b} fertilizer subsidies served Lo ra i & vield by
increasing the effective availability of credit. This study
suggests that fertilizsr subsidies and efforts o increase
available credit are policies that strongly complement each otner.
Credit market failures appez™ 7" ! ta Wlﬁ@Sp“‘“é especially in

small-holder agriculture of oo ATrTIzan countries South of Sshara.

This and other experiences suggest that gwal farms and large
farms frequently do not face identical wage and capital costs due
to-a variety of market and institutional imperfections. 7This makes
for a capital-using bias on large farms which may be Tfurther
reinforced by inappropriate government price policie

b1
el
i

From the above, it can be readily seen that government price
support programmes can take many forms.
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{¢} Types of Agricultural food Prodaction Subsidies and Price
support programmes

Production subsidies

There are several wavs of classifying ayricultural food
production subsidies, many of whice are guite ambiguous. Cne
useful way is to classify them according te the level in the
production and distribution system at which they are applied. The
level of application in this case could be either directly at the
farm level or at the national border. Subsidies applied at the
farm level permit the amount and type QF economic activity in
domestic farming to be adjusted relative to the levels which would
be dictated by competitive pressures from naticnal and
international markets. Those applied at the boundary level alter
the relationship between the domestic and international markets by
shifting the relationship between domestic and international prices
and the volume and dlreutlan of trade flows from their free trade
levels. Colman and Young (1989} provide the feollowing definitions
of the differvent types of agricultural food production subsidies
under these two classification:

1. Farm level

(a) Production subsidy -~ a fixed or proportionate subsidy
paid per unit of output:;

(b} Input subsidy - subsidies per unit of a variable input
used.

2. Border level

Export subsidies =~ fixed proportional, or variable
subsidies used tc promote exports of agricultural food
products.

Another method of classifving subsidies is by considering
weather they are applied directly or indirectly. Direct subsidies
would be applied directly on an output or input to attain a desired
objective such as the egualization of prices among regions or among
outputs and inputs. These subsidies often involve government
payment to some group in the producticn or marketing chain. Quite
often there are restrictions to the application of direct subsidies
with regards the type of farm on crop enterprise to be subsidized.
For example, direct subsidies may be linited to small farmers or to
producers of specific crops.

Indirect subsidies, on the other hand, are applied to a
related activity in the economy whose pronmoction contributes towards
increased production of a ta*ga*ed,srtpat For example, fertilizer
transpert subsidies could he implemented =~ ~ wav of reducing costs
of production in the remcte areas of a country. Another type of
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indirect subsidy takes the form of concessional credit terms for
the purchase of targeted inputs. : '

Price Support Programmes

Price support policies can take many forms but the most common
ones include minimum pricing, regional pricing, and seasonal
pricing.

A government usually implements a minimum pricing policy as a
way of ensuring that farmers’ incomes do not below a minimum level
and that the prices and supplies of the commodities involved are
stabilized. The policy usually involves a guarantee by the
government to purchase all the production of the designated crop
marketed at the minimum price. While the developed countries have
depended on the market mechanisms to operate their minimum price
policies, many developing countries have traditionally relied on
parastatal marketing monopolies for this purpose. In both cases,
the government usually attempts to set a minimum price that will
induce farmers to increase production to levels that food self-
sufficiency.

Regional pricing policy is usually designed to improve the
efficiency of a government’s agricultural pricing policy programme
by ensuring that regional price differentials arising from
differences with respect to agricultural productivity and
transportation costs are taking into consideration in the
formulation of price support programmes. The factors which
determine any given regional pricing policy include regional cost
of production, regional food supply status, transportation cost to
the market and the farm gate value of the produce.

-Seasonal pricing policies are designed to ensure that the
changes in wholesale prices of food from one season to another are
kept. to the barest minimum. Such wholesale price, stabilization
programmes will not only benefit producers, particularly during
harvest time by creating increased harvest time demand and
maintaining the producer price at an attractive level, it will also
benefit consumers who will be able to avoid unduly high prices at

the end of the season.

(d) Complementarity between Input Subsidy and Price Support
Programmes :

In the preceding analyses, government intervention to increase
agricultural production through the use of subsidies at both the
farm and frontier levels were discussed. The government can also
intervene at the domestic market level through a variety of price-
support. programmes to achieve its objective of increased
agricultural production. The instruments open to governments here
include the operations of state marketing boards aimed at raising
or lowering the prices received by farmers, the implementation of
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food subsidies to raise the consumption levels of targeted food
items, intervention buying by government parastatal to help
establish a floor price, etc. The principal objective of these
policy instruments is to try to establish a price that will induce
farmers to increase agricultural production to targeted levels.

Both input subsidies and price support prcogrammes have the
same objective, that is to increase agricultural production to
desired levels. The former achieves this objective by reducing the
cost of inputs thereby shifting the supply curve to the right while
the later aims at achieving the same cbjective by increasing the
producer price thus increasing the supply by movement along the
supply curve.

The choice between the two types of programmes depend on
individual country’s economic and social conditions and it is
possible that the best policy is a combination of the two types of
programmes. The major arguments in favor of either of these
programmes are outlined below:

(1) The subsidy of purchased inputs encourage the use of
these inputs by the farmers. Such a subsidy may
facilitate the introduction of new agricultural
technology, while the support price does not discriminate
among the inputs:;

(2) The small-scale farmers may not be familiar with
purchased inputs such as fertilizer. Hence, they are not
very sensitive to changes in input prices, i.e., the
level of purchased input price plays a minor role in
their production decision. As they become more familiar
with the input, their responsiveness to input price
changes may increase. If the increased input price is
covered by increased product price, the farmers are
likely to be less responsive to input price changes;

(3) An input price subsidy cannot discriminate among preducts
while a price support programme can alter the intercrop
mix. Thus, if the government hopes to increase the
production of a particular commodity, the input subsidy
may encourage the production of alternative commodities,
whereas the price support encourages the production of
the particular commodity;

(4) 1If the inpul subcidy does not increase output as quickly
as the support price, the long run cost of the input
subsidy programme may be greater than the short run cost
of the programme. This increase in cost may occur
because, although the input subsidy avoids an immediate
increase in input price, it may not avoid a long run
increase in input price.
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{5) The farmers production decision is likely to be more
affected by falls in the product price than increases in
input price, particularly if the input only compose a
small part of the total cost of production. Thus, the
suppert price wilil provide a better protection of the
farmers’ income, vesulting in a larger output response;

(6) The input price subsidy only protects the purchased
inputs, while the support price encourage a better use of
both traditional and new inputs;

(7) It is difficult to subsidize land and farm labor which
account for the major part of the input costs. A rise in
the support price may subsidize these inputs better than
an input subsidy programme.

Evidently, the <choice bhetween output and input price
~incentives will depend on a variety of country-~ or situation-
specific factors. Twoc studies, nevertheless, provide theoretical
and practical pointers of a general nature.

1. Krishna (1976) has argued that, traditionally, input
subsidies are preferred on political grounds because food prices do
not have to be raised and on budgetary grounds because only farmers
using the input benefit. However, he favors output price supports,
because: {a) farmers are more familiar and sensitive to ' them at
low levels of development, and (b} ocutput price supports are more
easily coupled with price stabilization than input subsidies. This
general recommendation is supported by practical considerations.

2. A théoretical argument, which has yet to be empirically
tested, favoring input subsidies, has been provided by Parish and
McLaren (1982). If average costs rise with production due to
technical diseconomies, the cost of a subsidy to a variable input
such as fertilizer, which substitutes for fixed factors such as
land and complements other variable factors, will be lower than the
cost of an output price support. The premises of this argument are
supported by empirical cbservations in the case of fertilizer.

The optimal choice between price supports and input subsidies
will depend on a variety of country- or situvation~-specific factors.
Of particular importance - are their relative effects on the
government and the foreign balance. Nevertheless, a significant
general factor favoring price supports is that they can more easily
be coupled with price stabilization goals than input subsidies. At
the same time, fertilizer subsidies can be expected to have an
advantage over price supports in certain specific situations. The
relative size of this advantage is presently unknown.

How does the policy-maker decide between supporting output
prices versus subsidizing inputs? The estimates of demand and
supply elasticities for inputs and outputs are critical to this
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choice but the impacts on foreign exchange and budget balances may
be equally important. The decision has to rest on the relative
social and budgetary costs and opportunities to finance these
alternative policies.

The conventional wisdom is that output subsidies are superior
because they do not distort the mix of inputs used when raising
production. Input subsidies, in this view, are justified only when
there are input market imperfections, which is generally the case
in Africa. According to Barker and Hayami (1976), the use of
fertilizer subsidies in the Philippines to achieve rice self-
sufficiency was more cost—efficient than price supports because of
various difficulties in its diffusion (ignorance, risk, etc.j).
Their calculations allowed for an important difficulty with input
subsidies: unlike a price support for, say, rice, input subsidies
for fertilizer, water, credit, etc., may not be amenable to
targeting for specific crops. For instance, the spillover of
fertilizer subsidies (intended for rice growers) in the Philippines
to sugar producers greatly increased the total cost of the subsidy
programme (though not by enough to tilt the balance in favor of
price supports).

Ahmed (1978) extended the study of Barker and Hayami to
Bangladesh. He found that the net social benefits would be larger
and the net cost to government smaller with a fertilizer subsidy
than a price support programme for a targeted increase of 0.5 m
tons in rice. This was because: (a) the price elasticity of rice
supply was small; (b) such as it was, the rice output response
undercut jute production, a major foreign exchange earner; and
(c) increased fertilizer consumption could be domestically met. It
may be added that Ahmed judged the distributional effects to be
also superior for fertilizer subsidies because the fraction of
output marketed was more unequal across farmsize groups than the
fraction of fertilizer consumed.

(e) Costs and Benefits of Subsidy Proqrammes1

An analysis of the effectiveness of subsidy programmes as of
other price intervention policies in Africa or elsewhere will
depend on an assessnent of the costs and benefits of such
programmes. The relevant questions to ask here would be:

(1) Who benefits from the subsidies ?

(2) Does the implementation of the subsidy result in a more
equitable distribution of income ?

(3) What are the government costs of the programme ?

1 gee in Annex 1 - Formulae for calculating the different
parameters.
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(4) How efficient is the resource allocation ?

Obviously answers to the above gquestions are not easily
reached as they involve the collection of data that do not lend
themselves easily to collection. A useful starting point for
calculating the effect and size of ar Iaput subsidy has been
provided by Barker and Hayami (1976). Following their methodology,
the following key information are needed for the calculation of the
costs and benefits of a subsidy programme.

(1) The amount of input needed to produce a desired amount of
product;

(2} The input price needed to induce farmers to purchase a
desired awount of input;

(3) The cost of input subsidy to the government;

(4) Reduced revenue from CGovernment imports;

(5) Producers’ benefits gained as a result of input subsidy;
(6) Net savings of foreign exchange.

Ideally, the way to correctly carry out an assessment of the
effects of a subsidy programme would be to first determine what the
targeted group was able to accomplish as a result of the
application of the programme vis-a-vis what the group would have
been prevented from deing in the absence of the programme and
measure these against the stated objectives of the programme for
which the subsidies were offered. This kind of an assessment would
be very difficult to accomplish given the data situation in most
African countries. However. since the primary concern of any
effort to assess the lmpact of a subsidy programme is to link the
effects of the subsidy to its original rationale, the formulae
presented above represent a first and useful step in accomplishing
this task.

IV. APPLICATION OF SUBSIDIES IN AFRIcCAl

In comparison to other developing countries, especially in
Asia and Latin America, very 1little empirical work exists that
sheds meaningful light on the experiences of African governments
with subsidies. The fact 1is that since colonial times,
agricultural subsidies have been used in Africa as a measure to
induce farmers to try using new inputs and thus to become convinced
of their value. Following the sharp rise in the prices of
fertilizers and pesticides that took place after the dramatic

1 see in Annex II and III Case studies of Malawi and
Indonesia.
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increases in crude oil prices in 1973/74, agricultural subsidies
gained renewed importance as an instrument for offsetting the sharp
rises in the market prices of these inputs. Interest rates on
institutional agricultural credit and the supply of water for
irrigation have also been accorded subsidies in the development
plans of many African countries.

In fact, although appropriate analysis of subsidy issues lack
in Africa, most, if not all African countries have tried to
influence productlon by subsidizing the cost of inputs to encourage
input use and increase product1v1ty Such subsidies on inputs in
general and fertilizer in particular have reached 100 per cent in
some cases. (100 per cent on cotton and irrigated rice fertilizer
in Céte d’Ivoire; 100 per cent on phosphate rock in Senegal; 63 per
cent on fertilizer in Gambia: 75 per cent in Nigeria; 53 per cent
in Sierra Leone; 90 per cenrnt in Guinea; 70 to 80 per cent on cost
of irrigation water in Burkina Faso. (Tapsoba, 1988}).

The insistence of most orthodox structural adjustment
programmes on the drastic reduction if not the total elimination of
subsidies by African governments is obvicusly a cause of concern.
Many African countries are therefore caught in a dilemma: they have
come to accept subsidies and the theory and practice, of government
intervention elsewhere would tend to support their contention that,
subsidies provide one of the most effective means to stimulate and
generate increased agricultural food production in Africa.

The question is whether, as part of its overall strategy for
development in Africa, subsidies have been effective, both from a
cost and efficiency point of view. While in many cases, the answer
to both questions may indeed be negative, the critical issue is not
so much the acceptability of the patentlal role of subsidies in the
overall development of African economies, but rather the poor
manner in which subsidies have been managed in Africa in the past.

There is no doubt, therefore, that Africa needs to subsidize
its agricultural food production in order to foster food self-
sufficiency for the continent. The tables in annex indicate the
agricultural food products which should be subsidized. Such
subsidy programmes should be targeted and not only addressed the
production in terms of guantum, but should alsoc take into account
the related sub-sectors -which constitute the sine gqua non
conditions for a socially and economically profitable and
sustainable agricultural food production for the continent. These
sub-sectors include: storage facilities, pre=ervation techniques,
feeder roads, transportation and marketing infrastructures,
irrigation and innovation and technological changes.

As regards physical infrastructure, including feeder road
network, irrigation, transport and marketing facilities such as
appropriate storage processing and market centres, publlc subsidies
should be made to encourage local @aﬁﬁaﬁ*pa ion by farmer



organizations, privat; el , @Ul. i Ava;;¢ainq iocal resources
for investing and/or maintenance i) . a f ities. Subsidy
could also heiln in the stablish t of rural financial
institutions to provi i f’;i 1**w*mai1atloﬁ for mobilizing
rural savings and cradit for local development
undertakings.

The fulfiliment of . marketing, credit and other physical
infrastructure corditiors wonld heln farma adopt appropriate
technological packages cuono.cible wita tielr constraints. The
transfer of these packages fronm research stations to the farmers
would require a certain degree of well targeted subsidy.

Because it 1is easy to introduce than to remove, and the
necessity not tc nmake zub:

process and because of tho cost lnvolwcd gu?Slﬁ pragrammes must be
simple and respeonsiva t2 social and bolﬁ**va set up, targeted,
commodlty specific and a Lp leq on a co tvy by country basis taking
int account the social aﬁﬁ aconom structures of mnember
countries‘ Twoe case studies are utﬁs*nt:d in annex on Malawi and
cn Indonesia, which grsvzfp cone ins Ghtﬁ into the basic issues of
pelicies involved in the QL,;Lm&vfun LaooLdy programnes.

~

V. FINANCING OF THE AGRIY EE'HZ‘Z'UT‘,,._?!; LO0D PRODUCTIOR

AT
i T Rl

As clearly uﬁdﬂf71ﬂ¢d in the previous sections, agricultural
subsidy programmss 11 i - financinl costs which cannot be
left to the government hud“uu alone Lo hanal

Conseguencly, as unaeriinec i.. ALAF-5AF, measures to accompany
and facilitate the implementation and tbe financing of subsidy
should incluvde:

(a) setting vp Duffsar-stock system feo ensure and stabilize
pri A*e }rzw level to producers and consumers;i the

b ] @ B filoor and the ceiling prices
should kiuié; resources to assist the financing of

cubsidico In srP- teo provide ond keep incentive to
pxodusﬁ anceed minimum pricas should not be lower
than dm rice. In adcition the institution

in :’arﬁa
managerial
logistics

utdﬁk shotld have appropriate
eqaave financlial resources, and
ko and gtoracve facilities.

{b) graduall;'ellmlﬂanﬁ 1mgozib oi competitive food products
via treds bavrri:v. {(inclio 7 tariffs and non tariff
barriers and/or cutrignt ban on i EGEtS} savings from the
application of such policy wshould contribute to the
financing of the subsidy vrogrammes.
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{¢) gradually reduce and eliminate consumer subsidies this
policy would relieve resources to the central budget to
coentribute o financing of subsidy programmes and
brirg about a wore equitable distribution of incone.

(d) restrict the intlux of tfood ald' in order to reduce its
sdverse effects on local producticn.

(e) ensure that the above policy measures are implemented
under appropriate eccnomic and sccial conditions of
individual country and @ are responsive to those
conditions.

Because of its political sensitivity, agricultural food
production subsidy schene chould involve all related ministries
(Finance, Agriculture and Planning...)

VI. AGRICULTURAL FOOD PRODUCTIOR SUBSIDY
AND POLICIES COORDINATION

As indicated in FAC in depth study of african agriculture
(19286), it is clear that focusing solely con food production subsidy
as one of the measures teo in ~ce food production directly at the
farm level to attain food self suf jciency for the continent is not
a sustainable and viable propositicn unless other sectors and
services supporting food and agriculture are operating effectively
and efficiently. This means that farmers will not reap the full
benefit of increased production 1f theilr surpluses are left in
their hands because uarketing, transportaticn, and storage
facilities are defici-nt., To bring cbout Leng term sustainable
availability of food through officient increase in domestic food
production, storage and trade it is essential to improve net only
the incentive strusture facing both focd and export crop producers
but to improve also institutions and infrastructure. There is need
for appropriate pelicies in the following areas:

(a} Consolidating the market for African food production.
This includes measures Yo protect local foodstuffs
against imports, improvement 1in  the processing of
traditional staple foods, nct only grains but also
tubers, roots, plantains, etc.

(b) Designing and jmplementing price policies that would
improve the terms of trade in favour of agriculture while
allowing for flexibility to take account of international
prices and avoiding fixing pan-territorial prices.

(¢) Improving the affectiveness of agricultural input
delivery systems as well as effective credit programnes

1 pao 1986; and Tapsoba, 1988.
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to increase productivity of both land and labour. In
this respect disbanding parastatals in charge of inputs
in the course of structural adjustment programmes
implementation should be done carefully and gradually to
avoid disruptions because the private sector may not be
prepared to assume this function.

Implementing marketing policies that would improve
marketing effectiveness and efficiency. In this
connection the role of parastatals should be reassessed
and their functions redefined in light of bitter
experience of the past. This role and function should be
viewed as complementing those of the private sector and
limited to those activities that are not expected to be
performed by private enterprises. For example:

(1) managing emergency and strategic food stocks:

(1i) selling food to deficit areas or to populations
targeted for special food security interventions:
(iii) being a buyer of last resort or intervening in
these areas where there is market failure to improve
competition; (iv) implementing producer price support
and consumer price stabilization to the extent that such
an activity is carried out within a reasonable price
flexibility framework, i.e. not tco far from the market
prices; (v) improving market forecast and information on
market structure, conduct of operators, prices and
margins, deficit and surplus areas, stocks, and
disseminating information for use by market operators.

Upgrading producers technical skills through an effective
extension service that would transfer research results
and spread technological innovations leading to
widespread and rapid adoption of profitable technological
packages.

Promoting greater participation and involvement of Iocal
populations in the decision-making process and in
building local institutions and infrastructure. To this
end it is important to decentralize the decision-making
and the political process so that local populations can
fully participate in these decisions that touch their
lives. Local projects/programmes will not be successful
if local people are not involved in the decisions and do
not assume responsibility for implementation.

Pursuing an aggressive research policy and disseminating
the findings of research to the farming community with
equal emphasis on export and food crops with the
objectives of increasing productivity of land and labour,
driving down costs of production, promoting
diversification and reconguering lost market shares.
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(h} Investing in human resources development through better,
adapted and relevant training in priority fields
including  research, management, planning, policy
formulaticrh and analysis, market information and
forecasting, etc.

(1) Redistributing productive assets such as land through
rational and eguitable land reforms and providing
opportunity to the majority of small farmers for access
to credit, inputs, irrigation water, etc.

(3) Building physical infrastructure such as feeder rocads,
irrigation, storage facilities, market centers and
helping establish local institutions to serve the
interests of local people. In this respect governments
have to be more imaginative than they have been in the
past. For example, there is a need to decentralize
administrative structures to foster participation of
local people in keeping food reserves at the local level,
building and maintaining basic infrastructure. Help
local populations help themselves and not try to do the
impossible task of doing everything for them from the
capital city.

VII. SUMMARY ARD CONCLUSION

This report examines the critical role that production
subsidies can play in enabling the African continent to attain
self-sustaining growth and development which can only come from the
transformation of the continent’s economic and social structures.
The continent’s production problenm is first and foremost one of the
transformation of the structure of production with due regard teo
what is produced and how it is produced. In this regard, the on-
going African economic and food crisis is a clear validation of
Africa’s stated strateqgy of attaining food self-sufficiency and the
need to focus on the production of all of the continent’s critical
needs and services, especially the major staple which conposed the
African populations diet {(cereals - roots and tubers - meat and
fish, vegetable oils, etc.). (see tables in Annex}.

Tt is interesting teo note, however, that most of the reform
measures currently being imposed on African economies continue to
call for an important role for internaticnal trade, mainly with the
developed market economies to meet the food needs of Africa. The
fact that many food i, giul acveloped couitnacs wi the world fully
appreciate the need for managing their own food economies and have
in the past used subsidies and price support policies to create
abundant supplies and lowered the prices of food items which are
then dumped into African markets thus creating considerable
externalities for African agricultural producers, clearly suggests
that Agricultural administrators and policy makers alike in Africa
cshould review their position with regard the conflicting goals of



ensuring adeguate food suppliss for the' v populaticn at reasonable
costs, mainly through developing food self-sufficiency capabilities

>

and continued food importation.

Tne achievement of the above goal will require the
intervention of African governmenisz ab the levai of production
marketing, consumption, and <. Wil designed and well targeted
incentive schemes to stimulate and generate the needed increased

ne

ed to be put in place.

Despite the numerous criticisms currently levelled against
them, preoduction subsidies and other price support measures
continue to provide one of the most effective tools for attaining
the food self-sufficiency goal in Africa. The purpose of this
report, therefore, was to examine the role that these policy
instruments can play in the goal of attaining food self-sufficiency
in Africa.

The report examines the purpose of different types of
agricultural support measures, with particular emphasis on
agricultural production subsidies and ocutlines the contemperary
theory of these policy instruments. = - ...~ “w=aditional purpose
of production supsidies in Africa has involved agricultural inputs.
The report therefore attempts to provid: selected case studies
involving the application of input subsidies in Africa and examines
the issue of subsidies in the contewxt of the Economic Commission
for Africa’s African Alternative Framework to Structural Adjustment
Programmes (AAF-SAP).

The report concludes that, while there exists several policy
tools which & governwent csn use to increase the availability of
designated products, such as tariffs or guantitative restrictions
on imports, domestic content requirements as a condition of
domestic production, and even trade liberalization, if food self-
sufficiency attainment by increased production of designated food
products is the objectiv. ~F covernment, a subsidy on. the

production of these ¢ sTries will  represent the most
economically efficient wmanner te achieve the objective.

The problems associated with the management of subsidy
programmes in Africa include; difficulties in reaching the intended
beneficiaries; difficuities in establishing the appropriate subsidy
level to offer:; long bureaucratic process of determining the
subsidy budget allocation: and insufficient inputs procurement
procedures and warketing channels.

Because subsidies usually "represent a sizeable source of
income, many people, including these who are not targeted for
assistance, often find ways (both legal and illegal) of profiting
from them. aAs a result, hoarding of the subsidized inputs even
though the inputs are being sold through official channels.
Consequently, the group of Farmers 1or waow wae subsidized inputs
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are readily available, the

al cmicaily and oli tzwally
influential farm“i end up reaping che

L9}
3:‘
sreatest benefits.

another major management prerkaﬁ area in the implementation of
subsidy programmes in Africa involves tha @Dtagssqwmeﬁt of the
proper subsidy level and ite financing. If it too low, it
may not acc nmg*wﬂ? ite intended purpose of encoura g farmers to
adopt or maintain the use of the input. On the other hand, if it
is set too high, it &ay lead to wasteful resource al¢caftlen.
Furthermore, unless appropriate measures are taken to ensure the
financing of subsidy programmes, they may hecome a beavy burden on
the Government budget.

Inefficient inputs procure
infrastructures, and marketing cha
have also hampered the efficient ;ygraiivi

poor physical
‘can countries
:idy programmes.

o
o

b
m~
o
[#)
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it

These problems, often caxﬁw_:
the Aucapted assumptions that subsidies > . rary measure and
that they would eventually b& remno si they tend to remain much
longer than 3nt101§ate§, In maug cases, political pressures have
forced the continuation of mub»xc well %eyond its peak.perlod of
usefulness. Furthermore, 1in veval ses the burden imposed by
subsidy programmes have bacome guite enormous with the recent
increases in input pricas thus meking the introduction of subsidy
programmes very difficult for many African countries and adding
significantly to the cost of production of the adopting farmers.

where, despite

However, the critical issue with subsidy in Africa is not so
much the acceptability of its pﬁpential role in the overall
development of African economies %1* rather the ineffective manner
in which subsidy prﬁgrmm s have been oxadhmzeﬁ and mahaged in
Africa and the lack of any meuﬂiﬁ“*ﬁ] analysis of the ex ;periences
of African governments with subsidies. There is alsoc a need to
correlate the aﬁrl”ﬂlfﬁbdl food production subsidy policy measures
with other policies within the framework of African structural
developnment and transformation, recommendations have been ma de 1in
this paper for the coordination of the subsidy measures with other
sectors and services supporting food and angahituré AAF-SAP
therefore has a very important role to pgaﬂ in providing a
framework in which country gpecifiv agricultural production
subsidies can be effectively organized and manuqeﬁ.in the continent
for the attainment of the declared obiective of African food self-
sufficiency.
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®able 1 - Percemt share of Yotal Caleries per caput per day for commodity groups, 1383/3%

1383743
Subregion
Cereals Roots and Vegetable Sugar Pulses Nilk Meat Bananes + Vegetables Prait Citrus
tubers oil plactaizs

Xortk Africa 5%.4 1.8 1.1 it 22 87 8.1 b 7% S I S (18
Best ifrics §6.6 25.8 PETE T I T 95 S B S I8 1.4 1.4, 817 0%
Sreat hLakes 0.3 51.1 117 T VO T % S 0 I 08 6.5 .4 81 01
Central Africa 3.3 .3 13. 4% L& 1.4 b £.2 8.8 17 4l
Bastern 3nd

Southern Africa  51.0 16.2 57 &% 56 4% 1% 3.1 0.7 0. b1
Africa ¥/ 50.5 11.3 0.8 6.4 3% 10 2.5 2.5 30 S T S |

1/ Rzcludes the following countries, Comoros, Cape Verde, Sao Tome and Priscipe, Bquatorial Suinea
Guinez Bissaw, Djibenti.

Source: Compiled and calcelated from at 2000 Computer Print-Outs. 13 July 1987, EAD, Rome,
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Borth ifrica West Africe  (Ceatyal Mrica Great bakes Bast. 2ad Sesth.
subregion sebreqion sehregive subregion subregicn
Yelsse % vVoluse % Voluze % Yoluze % Volume i
¥hest g137 B.a iy 82 § 03 T 1.4 1l 5.6
Rics 3% 16 w1 Wy 143 0y D oY 13.8
Haite ned 0.3 &m0 LT 91 .t s 30.0 10668 5.8
Barley it it I 8 6.4 ¢ 6.0 4 5.8
¥illst g5 5.0 6it¢ .2 &3 51.4 58 3.8 1088 §.3
Sorghux 3310 120 dE0% M6 (I R 548 29.0  27% 134
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Tate) coregls 18677 1606 18§72 18D 1528 0.0 1892 5.0 4% 6.0
potatoes HiF 8Lk FEE T B T 1 T B B 1.y 15 8.3
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+ gans w41 8.0 26086 836 10R3 1LY 1913 186 3611 15.3
{aseava 195 4.0 1795%  40.6 88} 5% 15473 86.3 17896 123
Sther rsots
& Tabets R TCAE - LA = SR YR L 19T 1.0 1008 {.2
wobers totel o ib.r G 350 1838 40.0 18433 35,0 23881 5.0
pulses, total %0 L@ ISR k.0 188 4.8 889 5.6 2282 10.0
Yegeteble 0ils i 2.4 b7y E SR O S % . B 358 1.1 313 2.9
Bilk PR 2% B & AN X S 1L B 122 2.5 ANE $.6
Bcgs W LE 139 1% 18 1.8 A N 268 8.3
Fest, Total TPATORNE O £ N N & B 8 11 6.0 1878 8.8
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plantains
2.1 0.5

Milk Sugar Vegetable Banana & Citrus Pruit Vegetable
11.4

% of total calories comsumed

5.1

3.2

1.6

Coarsg Roots & Pulses Meat

Grains tubers
16.2

Cereals

§9.¢

Total

Table 5 -~ Daily share of Food Groups, 1963/¢5 in Africa

North Africa

Country
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Tabie 5 - {cont'd)

¥ of total cslories copsepsd

Cereals
Country Coarse Rools & Pulses Heat Hilk Swngar Vegetable Bapara & Citrus Fruit Vegetable
Grains tubers plantaing oil

Rastern and

Southern 57 43.6 6.3 5.6 2% 13 40 §.7 KOG R 0 S P 5.1

Africa
Botsuna §3.3 52.2 1 6.1 &% 8§ 111 8. & 0.1 i 3
gthiopia 14,1 5.2 3. 11 21 4T A4 8.4 £.2 8 0.2 3.5
fenya $3.9  56.% 8§ 340 31y 4% %3 9.8 1.9 ¢ 0.d il
Lesotho 18,1 613 RN L T B T 0. N P 0.5 8.1 g 0.3 1.5
Hadagascar 60.3 4.1 i Ld ¢ 0.4 3.8 8.1 14 83 L1 3.2
Kalawi 71.3 684 § 1.1 1.4 65 33 §.§ 2.2 8§ 1.3 6.8
¥auritivs 5.3 4.9 1.4 S T S T S 1 8.3 0.3 I 12
dozasbique 5.6 4.6 426 28 1A 133 3.4 §.5 0.1 1 10.6
{osoros 9.1 &1 34 nE o Ly 3d §.2 5 5 0B 8.5
ingola 35.8 2.8 3.3 IO61 0 nd 43 8.3 .4 0.4 0.8 132
Somelia 82,7 36.1 1.1 18 6.1 165 4 8.2 g2 b2 a3 10.2
Svaziland 53.8  45.5 8.5 1.2 6.3 &8 1. 8.8 g 0.3 L1 1.9
Tapzania PRI I Y I - 7% R 3% B O R 1.2 & ¢ 1 i3
Ugands 8.7 7.4 T 113 2 LB 6.5 14.% ¢ 0.l 5.2
Zambia 1%.1  67.6 £ 83 a1 Y R3 1 (! 0 0.8 &
Zighabue 83.3  B1.6 1.8 2.3 7 L8 13 8.5 g8 0.3 Ad 8.7
ifrica 1/

{1983) 50.% i 173 L% A% I 6.4 1.4 2.5 062 1.3 10.8

1/ for 43 African countries excludes Seuth Africa, Hamibia, Seyrhelles. Comoros, Cape Verde,

Sa0 Tome & Principe, Bquatorial Guimea, Guinea Bissau, Diiboytl

Source: Compiled and calculated from by JRFAD AT 2000 Compuier Print-Suts, 13 July 1987, EX0, Rome.
togsodity Aggregates:

Cereals: fheat, rice, paddy + maize + barley 4 sorghus + other cereals

Coarse Grains: Cereals - lwheat + rice)

Joots + tubers: Potatoes + sweet potafoes + yams + cassava + other roots

Pulges: vetches + lupins + lentils ¢ pigecn pees ¥ beans + broed seags + peas  chich peas t cow pes

+ other pulses

Heal: Beef + veal + buffalomeat + mutton + lamh + goal meat + pig seal + poultry mest
Kilk: ilk and dairy producte {whole uilk equivalent)
Sugar: Sugar from sugar came and sugar heet

Yegetable Oils: Vegetable oil froa soybeans, groundnut, sesase seed, coconuts, sunflower seed, palm oil/
palm - kernel oil and all ofher oilseeds
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Table 6 -~ Methodology énd Main Assumption of the Scenario

1. First Projections of domestic demand made by:

(i) Country; (ii) Commodity; on the basis of population and
GDP growth projections

(a) Population Growth Rates; (b} GDP Growth Rates
(a) (b)
Medium— Population Growth | GDP Growth Rate per
variant Rate per annum annum
Population
1985 2000 | 1970 | 1980 | 1985~ | 1973~ | 1980~ 1986-
-80 -85 2000 80 86 2000
Africa 416 675 3.0 3.1 3.3 3.1 0.5 3.5
(Sub~
Sahara)
(38)
North 2658 387 2.7 2.7 2.5 4.3 2.2 4.0
Africa
1 (3)

Demand projections are based on the &DP growth rates for the
period 1983-2000.

2. Initial assumptions follow as to national self-sufficiency
goals of developing countries.

3. The implied tentative "targets" of production evaluated and
modified for their technical and economic feasibility taking into
account the full range of relevant factors:

(1) agricultural resources

(ii) technology

(iii) productivity trends

(iv} input requirements and required policies

-

4. Foed demand

(a) per caput is projected using (i) the base year data for
this variable (the three year average (1982/84); (ii) the FAO food
demand model (a set of estimated focd demand functions -Engels
curves - for up to 52 separate commodities in each country) and
(iii) the assumptions of the growth of per caput incomes (GDP).
The results are adjusted as required by the commodity and nutrition
specialists taking into account the historical evolution of per
caput demand.
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Table 6 (cont’d)

(b) total projected food deménd. obtained by simple
multiplication of the projected per caput levels with projected
population.

Note: For detailed information please refer to agriculture Toward
(AT) 2000, FAO, 1987, paras: 8-3.57; 3.49-3.51 and 3.52 to 3.55.
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Costs and weneilits OFf sSdupsidy Frogranaes

The formulse far calcoulating the different parameters are as
follows:

Level of Needed Input

The amcunt of input needed to produce a desired amount of
product is:

X \Ye oA ("} 578 Ns 1
Xo=Xye (L[ 25521 ) =
- {./’ E\Ic.* {;i"’
Where
X = Amount cf input needed to produce a desired amount
s - -
of product
X = Amount of input purchased without subsid
Ns P -
Ons = Amount of product produced without subsidy
Qg = amount of product produced with elasticity
ey 5 Troduction elasticity

The Desired Input price level

The subsidized input price necessary to induce farmers to
purchase X., the amount of input needed to achieve a targeted
production level is as follows:

Ejﬁzgjﬁs[ f“;‘] 9

where, .
Pg = The input price needed to induce farmers to
purchase a desired amount of input
Pyg = Price of the input without subsidy
Xg = Amount of input purchased with subsidy

Xgg = Amount of input purchased without subsidy



R.ECASCM. 1610
Anpex 1
Page 2

€3 = Price ciasoicity of luput Jdexand with respect to
the product :

cost of the Input Subsidy Prograume

The cost of the input subsidy programme to the government is
the difference between whal the goverrnment pays for the input
(input costs) and what it sells to the farmer (input revenuej.
This cost is calculated as follows:

GC = X [Py = Pysl

where,
GC = actual cost of the subsidy programme to the
government
¥q = amount of input purchased with subsidy
Py = Price of input with subsidies
Pys = Price of input without subsidy

Reduction in Government Revenue

-nis is a measure of what the government would have to pay if
it had to import the product in order to achieve some kind of
security with respect to the product. It is calculated as follows:

GR = (Pp = Py) (Qg ~ Qus)

where,

GR = Reducticon {(or possibly increase) in government
revenue resulting in a decrease in the import of
the product

Pp = Domestic consumer price tor the product

P, = Irnart price for the product

Qg = amount of product produced with subsidies

s = Amount of product preduced without subsidies

<. “vcers’ benefits

Producers’ benefits which represent the extra income that the

farmers cbtain as a result of the input subsidy is calculated as
follows: ‘

I

(Pyg = Pg) Xye * (2 = Mp)

PS Q‘



Net Savings

E.BUL/CML16710
Armex [
Page 3

Qs - Qs) Pb - Py (Xg —-Xyg)

Producers’ benefits

Price of input without subsidy

Price of input with subsidy

Amount of input purchasad without subsidy
Amount of input purchased with subsidy

Ratio of unit processing and marketing cost to
consumer price of product

Amount of product produced without subsidy
Amount of product produced with subsidy
Domestic consumer price for the product

in Foreign Exchange

The net savings in foreign exchange indicates the saving
achieved as a result of not importing the product. It is
calculated as follows:

S = Py (Qs - Qs ~ Pyt (1 = Mp) (Xg = Xygl
Where,
S = Net savings of foreign exchange
P, = Import price of the product
Qs ~ Amount of the product produced without the subsidy
Qg = Amount of the product produced with subsidy
Pyg = Price of the input without subsidy
Xns = Amount of the input purchased without subsidy
Xg = Amount of tha input purchased with subsidy
Mp = Ratio of unit marketing cost to the retail price of

the input

The above estimates represent straight forward calculations of
the costs and benefits that can be attributed to the application of
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any sibsidy prog.oamme. The usual procedure is to either coapare
tw~- ¢roups, one with subsidy and the other without or to do &
comparison of the same group before and after the application of
the subsidy programme. Since the iteme for which subsidies could
be offered in Africa range from recurrent items such as seeds andt
fertilizers to capital goods such as irrigation eguipment, and from
tangible things such as increases in input use to untangible ones
such as increased levels of employment, it ig clear that the abcve
formulae for calculating the benefits and costs of subsidies will

fail to gauge the impact of a subsidy programme in a precise
manner.
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Subsidy Issue in Malawi®

1. Economic and Financial Problems

The deterioration in financial and econcmic indicators begun
to worry policy-makers as early as 1979, but the government did not
respond coherently to emerging difficulties until later. A number
of initiatives were mounted (increasing the consumer price of maize
by 37 per cent in 1979/80, attempts by commercial banks to upgrade
the productivity of tobacco estates), but they did not form part of
a systematic reform programme. The government did not have the
analytical or organizational capacity to diagnose the problem and
to outline ways of solving it. When confronted with such
assessments by the World Bank, the IMF, and USAID, government
officials reacted in different ways. Some high officials had
clearly prepared for these reviews and their comments were serious
and thoughtful. Other key officials, however, tended to be evasive
or circumspect. There was no attempt either to put together a
collective government response to these critiques offered by
outside agencies or to develop an alternative blueprint.

The chronology of economic policy events helps in
understanding the gathering momentum of the reform effort. The
chronology of policy events was as follows:

October 1979: IMF Stand-by Agreement (30 months)

April 1980: IMF Revised Stand-by Agreement (24 nonths)
June 1981: World Bank Structural Adjustment Loan T
August 1982: IMF Stand-by Agreement (12 months)
September 1982: Paris Club Agreement on Debt Rescheduling
March 1983: London Club Agreement on Debt Rescheduling
April 1983: World Bank/International Fund for

Agricultural Development Smallholder
Fertilizer Loan
September 1983: IMF Extended Fund Facility Agreement (36
months)
October 1983: Paris Club Agreement on Debt Rescheduling
December 1983: World Bank Structural Adjustment Credit II
December 1985: World Bank Structural Adjustment Credit IIT

March 1986: Consultative Group Agreement on External Aid

April 1986: Cancellation of IMF Extended Fund Facility
Agreement

December 1986: World Bank Supplement to Structural

Adjustment Credit IIT

* Adapted from Ravi Gulhati: Malawi (promising Reforms, bad

luck) Economic Development Institute of the World Bank. EDI
Development Policy Case Series. Analytical case studies. Number
3.
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A series of IMF stand-by agreements, aimed mainly at
stabilization, were interspersed with structural adjustment loans
embodying policy agreements with the World Bank that focused on
supply-side measures. The Bank and the IMF apparently played a
galvanizing role in the evolution of Malawian policy. Staff of
these international organizations undertook the bulk of the
analysis (or helped the government to define, supervise, and
finance expatriate consultants who did the policy analysis) that
underpinned the reforms. The posture of the international
organizations was that Malawi could obtain scarce, quick-disbursing
external funds provided the government agreed on changes in
economic policies. Such conditional lending helped to some extent
to fortify senior civil servants keen on carrying out reforms.
Their influence in decisions and in their implementation varied,
however, from topic to topic and from year to year.

2. Agriculture Policy Changes

Little progress was achieved initially in phasing out the bias

against pricing of export crops. The year 1982 saw a large
increase in maize prices, tilting incentives further in the
direction of food self-sufficiency (see table 2 below). Maize

purchases by ADMARC 1 rose substantially, allowing the government
to build up the strategic food reserve. Later on, the producer
prices of export crops were raised sharply. For example, the
producer price of dark fired tobacco as a proportion of its border
price rose from 20 per cent in 1981 to an average of 29 per cent in
1983-85. Production responded to these incentives. ADMARC maize
purchases reached a peak in 1984/85 and then declined. The sharp
fall in 1986/87 was the result not only of a deterioration in
relative maize producer prices but also of a loss of ADMARC’s
credibility owing to its inability to buy all that farmers offered
in 1985/86. Furthermore, cross border purchases from Mozambican
farmers contracted owing to growing guerrilla activity.

The government process for determining producer prices
involved technical work within ADMARC and the Agriculture Ministry,
leading up to recommendations that were considered by an
interministerial producer price advisory committee. Final
decisions, however, were taken by President Banda. There had been
agreement at the technical level on the need to apply a new
methodology in the course. of negotiating the first World Bank
structural adjustment loan. Difficulties had arisen in applying
the suggested methodology. However, the decision to raise maize
prices sharply in 1982 had little to do with methodological issues.
It reflected the president’s preoccupation with food security
against the background of drought experiences. Civil servants’
recommendations on the basis of the agreed methodology were
ignored.

1 ADMARC: Agricultural Development and Marketing Corporation.
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Table 1 -~ Malawi: Gross Ccmmitments, Net Resource Transfers,
and Volume of Imports, 1980-~8%

Source 1980 1981 1882 1983 1284 1985 15&6

~~~~~~~~~~ Gross Commitments ————-=———--
(million $)

World Bank Group 14 118 11 55 9% 127 25
IMF 36 38 1z 36 38 23 0
Bilateral A 104 105 36 85 75 78 193
Bilateral other 29 7 -n.3. 13 n.a. 8 67
Commercial banks 22 33 2 n.a. 3 3 o
Supplier’s credits 23 2 1 n.a. 3 2 0
Total (All Sources) 252 303 149 232 257 277 285

———————— Net Resource Transfers =-——————-

{(miilien 3$)

World Bank Group i9 44 42 1 &7 24 72
IMF 34 24 -G 18 8 -6 -24
Bilateral a S8 113 Sl 77 77 76 g0
Bilateral Other 23 o -5 1 -7 -5 -10
Commercial Banks - 2 1 1 2 2 -42
Supplier’s Credit 10 -1 -5 -5 -3 -4 -3
Total (All Sources) 212 193 i24 123 58 97 83

~~~~~~ Tmports of Goods and Services =—---

T L,
(1280 X million}

411 319 304 3ia 278 227 202

Source: World Bank data files.

The initial pricing methodology was improved over time and
gained acceptance in civil service circles (Kirchner et al. 1985).
The methodology was based on a multi-market model consisting of six
sets of supply and dcwand equ iations (one for each crop and one for
fertilizer). It *u the Impact <of price charges on all crop
outputs and ferL1¢¢z r use, and assessed the impact on the real
incomes of smallholders and urban consumers, ADMARC’s urplus from
crop trading activities, and net foreign exchange earnings from
agriculture. Recommendations made by c¢ivil servants on this
foundation provided the basis for government decisions to some
extent. Some people expressed concern, however, that the pursuit
of this approach had led to decisiens that had kept nominal maize
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prices fiwxed for toc long and that this had precipitated a sharp
fall in the production of maize. Lele (1988}1 pointed out, for
example, that in 1986, Malawi’s spallholder maize producer price
was only 50 per cent of Kenya’s and 60 per cent of Tanzania’s at
purchasing power parity exchange rates.

Table 2 -~ Malawi: ADMARC Pioducer Fiices and Amounts Purchassed
Dark Fired
Tobacco Groundnuts Cotton Maize
————— e ADMARC Producer Prices ———===———=m==
(tambala per Kg)
1980/81 59 33 23 6.6
1981/82 59 33 23 6.6
1982/83 59 37 29 11.1
1983/84 59 55 38 11.1
1984/85 g1 &0 42 12.2
1985/86 125 T 46 12.2
1986/87 125 75 50 12.2
wwwwwwwwwwwwwwwwwwww ADMARC Purchaseg ——w=mo—mosmemses
1979/80 11.3 31.4 23.1 91.9
1980/81 2.8 le.5 21.7 136.6
1981/82 8.8 10.6 15.1 246.1
1982/83 a.3 10.2 13.4 244.6
1983/84 1.2 4,9 32.1 296.4
1984/85 2G.0 18.2 32.7 271.6
1985/86 17.2 53.2 21.8 112.6
1986/87 18.1 44.8 21.4 59.52

a 1n 1987, private purchase of malze was introduced, leading to a
dramatic drop in ADMARC malze purchases.

Sources: World Bank data files; Government of Malawi (1987).

3. The Subsidy Policy and its Impact

The attempt to phase out the smallholder fertilizer subsidy of
about 25 per cent over threes vears had a tortuous history. On the
donor side it involved the IMF, the World Bank, and the USAID. on
the Malawian side, the Treasury was the lead agency, but there was

1 1ele, Uma. 1988. Structural Adjustment, Agricultural
Development and the Poor: Some Lessons from the Malawian
Experience. Washington D.C. World Bank.
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considerable tension betwaEﬁ ft and the Ministry of Agrlculture.
Furthermore, e suk ; rogramme  produced massive
complaints from me “ e top ?Qaﬁerghlp and led
to a significant shi sosition. Two jokers in
the rnack of czrds wore Yhe & ."' --'wriﬁlé*‘ca in the transport
situation owing to the cleosing of Mozambican routes, and
devaluation, which put great pressure on the kwacha cost of
fertilizer sales.

One can first cite some of the key facts pertaining to this
policv episode. The interpretations given to these events by
various policy actors tend to differ flgrlf cantly. It is beycnd
the scope of the present ané;y is to trace out all the
ramifications of these divergent views.

Some key facts closely relate to this pelicy episode. First,
fertilizer prices paid by smallholders doubles between 1980/81 and
1984/85. There was a further Iincrease of 17 per cent. for 20:20:0
fertilizer and 23 per cent for CAN fertilizer in 1985/86. Most of
these increases were the result of @evaluatgﬁb and rising transport
costs. The rate of subsidyv remaine? hinh at a lavel of 23 per cent

in 1985/86. A decision had been taken not to adhere to the
original time table for subsidy withdrawal. U.S. policy
conditionality started in 1985 and a new schedule for phasing out
the subsidy by 1¢82,/90 was worked out. Second, fertilizer use
continued to xpand falrly rapidly, although not steadily,
throughout this pericd. It declined somewhat in 1981/82 and once
again in 19385/86. However, the foliowinhg year recorded a new peak

¢é$@i Third, thw ratio of
foor 7.0 ir 1979/80 to 11.2 in

o R L

80 per cent above the 1%?%f8ﬂ
fertilizer to =maire pricos &
1985/8¢6. These ratios were very wuﬂb hicher thdn in Xenya and
other comparable countries \Leie 1%8 p‘ 37)*. The profitability
of maize (except luCaT maigo ; ut “aL?iL*zur, decAlned
absolutely and even more xm_ﬁly i
to groundnuts, tebacco, N
abandoned the ‘*%Sidv remoys

‘,thf tn@ qovernment
hough it meant doing

Three conclusions can be arawn from this episcde. First, the
subsidy removal programme started out mainly ¢s a measure to reiuve
the budget deficit. The subsidy constituted ¢ per cent of the
budget deficit in 1984/85. A full scale analysis of the
consequences of phasing out the subsidy feor fertilizer use,
adoptior rates for hybrid maize, and maize production was not
undertaken at the cutset. This was unfortunate. qaquq agreement

either among various Malawian agencies or among variocus donors was
not unanimous. Positions were adopted and negotiations undertaken

1 Lele, Una. 1987, Structural Adjustment, Agricultural
Development and the Poor: e ol ! on Malawl. Washington
D.C. World Bank (mimeo).
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without an appreciation of how the progfrarne would affect various
economic objectives or various socjoecononic groups. Third, the
decision to abandon the suksidy removal plogramme Was precipitated
by a crisis caused by a sharp decline in ADMARC maize purchases and
the large inflow of refugees. Furthermore, policy makers began to
recognize that fertilizer and agricultural credit policies required
basic reconsideration to zddress the special needs of relatively
poor smallholders.

i
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mportant politicai eontent to the Indonesian

There

v influences decisions regarding the
e £ publ MNYTES . The Government’s decision to
provide fertilizer su 3 was motivated by a broader, politice
desire to promote d ic stability and security. The pre =N
of rice subsidles conjunction with the provision £

controlied floor p nd maximum urban rice price, has enabled
the Government to fulfill the political imperative of providing
catisfactery incentives to producers in order to extract areater
surpluses of the main staple food while keeping urban prices, as
well as the guantities available on the urban warkets, at a level
affordable to the growing, fixed-income, poor and middle—~income
earning population. Subsidies on inputs and output price support,
together with other forms of rural investment, have been an
important means of securing the loyalty of the rural elite
(Collier, 1978) to the overall accumulation process fostered by the
state (Robison, 19886)}. Tn addition, the development of a
relatively efficient system of releasing government rice stocks in
urban markets when prices rise (Mears, 1281), has provided a rice
pricing system which has largely assuaged the fears of urban
population of rice shortages and conseqguently has Xkept the more
politically volatile urban constituency relatively pleased with the
Government. Keeping the rural elite motivated to produce more
rice, and more importantly, producing an adeguate surplus for the
urban markets, while keeping urban prices stable encugh te minimize
the risks of deprivation and protest amongst the pelitically
volatile urban fixed~income earners, explains the fairly widespread
support for large fertilizer subsidies througheut the military and
political arms of the New Order regime.

By any measure, the policy pursued by indonesia in the period
from 1969 to 1886 has been successful. HNitrogen use has increased
by 19.7 pexr cent, phosphate use by 28.7 per cent and potash use by
13.7 per cent per annum over the vears 1972 to 1986. Tor the food
cron sector, the percentages are more impressive: 19.2, 31.4 and
32.6 per cent, respectively. The Econgomist labkelled this rate of
growth "... the biggest increase in the world®.” The greatest
uses of fertilizer are for rice and food crogs on Java. In 1286,
cver €0 par cent of fertilizer went o rice, over 80 per cent went
tn all food crops, and over 80 per cent of all fertilizer was used
on Java. '

The complementary inputs and practices have grown by egqually
high rates (Table 1): extension agents grew in number by 20.5 per
cent annually, farmer cooperatives grew by 32.6 per cent,
fertilizer kiosks increased 19.8 per cent per annum, the nuwmber of

Indonesia Survey. The Fconomist, 15 August 1987, p. 11.
The World Bank has also held up the Indonesian experience as
exemplary in the World Nevelopment Report 1986, The World Bank,
Washington, D.C.




E.LRCA/CM.16.10
Apmex IIX
Page 3

rural credit banks tripled, and farmer improvement groups increased
11.6 per cent annually. In 1987, high-yielding varieties of rice
represented over 95 per cent of the area of rice and over 97 per
cent of the production in Indonesia.

The price ratioc of rice and fertilizer and its stability have
long been regarded as the most critical variables in determining
farmers’ income and welfare levels in the rural areas generally.
However, the changes in the economy and the diversification
objective in food crops call into question the single measure of
wel fare that this variable represents (Hedley, 1987; Tabor et al.,

1987). In terms of price stability, the nominal price of
fertilizer has increased by 9.16 per cent per year for the period
1974-1987. In real terms, the price of fertilizer has fallen

slightly, by 2.53 per cent per year. From 1280 to 1986, the padi
(rough rice) to fertilizer price ratio has remained between 1.5 and
1.9. For the rural income support objective, the consistently high
profitability of rice, twice as high as any other competing food
crop, suggests considerable impact on rural incomes.

Embedded in this success story are the reasons for reviewing
the policy. The subsidy cost for fertilizer has burgeoned from
virtually nothing in the early years to two-thirds of the
agriculture and irrigation sector budget in 1986-87, and about
eight times higher than the expenditures made through the Ministry
of Agriculture for research, extension and production programmes in
food crops, estate crops, fisheries and livestock combined (Table
2). The success in stimulating use of fertilizer makes the policy
increasingly expensive. The sharp decline 1in available
governmental revenues forces policy makers to reconsider major
spending programmes; since the fertilizer subsidy makes up two-
thirds of all spending on the agricultural and irrigation sector in
1986, the fertilizer subsidy is a prime candidate for budgetary
savings. An added political concern is that while the economics
may suggest lowering or elimination of the subsidy, raising the
fertilizer price to farmers as the means to do so is deeply
sensitive in the countryside. Finally, the rapid growth in incomes
in Indonesia throughout the 1970s has led to considerable change in
the income and price elasticities for food and between feood and
non-food goods. These changes dramatically alter the usefulness of
the fertilizer price as a policy instrument in the agricultural
sector.

Two basic issues emerge. First, who are the beneficiaries of
the fertilizer subsidy, and second, what are the impacts on farmers
and food crop production of removing the subsidy.
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Table 1 ~ Changes in infrastructure and input use in Indones a,

Year o

¥Food crops sector All Indonesis

N B K N P K
1872 228 21 2 2558 33 38
1978 313 9% 3 352 11 24
1979 551 130 i8 620 153 84
1283 2310 T2 92 24858 39 162
1886 2682 Qa0 102 3169 1121 240
Year Field Farmers Rural Fertilizer Framer

extension cOOPS credit kiosks groups

banks

1970 1584 n.a. 545 n.a. 39066
1873 3263 2557 2065 1930 62025
1978 8230 3611 29868 FEr4 82576
1879 11228 4463 3312 12485 126108
1983 14904 6141 3617 18322 206076
1386 31473 7126 3648 20303 225041

2 putrient equivalent, 1000 t.

Sources: PIMAS Crop Reports, Ministry of Agriculture varisvs
{annual) veports; and FUSRI, Annual Offtake Report, various issuos.

Note: Field extension agents are defined as farm field extens.on
workers (FrL). Rural credit banks refer to village branches onl
cooperatives are the KuUDs and the farmer groups are the Reloro. .
Tani involved in rice preduction.
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- Fertilizer subsidy budget in relation to aggregate

Table 2
budgets in Indonesia (killieon Rp.)
Fiscal Routine Develo~ Total Pertilizer Remaining
year budget pment agricul- and pesti- agricul-
budget ture and cide ture and
irrigation  subsidy irrigation
sector sector
budget budget
1975-786 1,332.86 257.0 287.0 134.5 122.5
1976-77 1,629.8 356.0 356.0 107.3 248.7
1977-78 2,148.9 380.0 380G.0 3i.8 348.2
1978-79  2,743.7  450.0 450.0 82.6 367.4
1979-80 4,061.8 508.0 508.0 125.0 383.0
1980~-81 5,732.¢9 929.0 92%.@Q 283.6 645.4
1981-82 6,977.6 954.0 854.0 3731 .4 582.6
1982-83 6,296.3 $31.0 931.0 420.1 510.9
1983-84 8,411.8 ¢13.0 €13.0 324.2 588.8
1984~85 9,428.9 16%992.1 1899.1 T31.6 8967.5
1985-86 11,951.% 1137.5 1137.5 477 .1 G60G. 4
1986-87 13,12%.6 82%6.0 1108.8 £F71.5 434.0
1987-88 15,026.5 7756.7 118B0.7 203.5 97F7.2

n.a., nct applicable.
Gov. Indonesia, several years.

The effect of a price distortion may affect production and
consumption patterns of several commodities simultaneously. Second
and third-level multiplier effects can be gquite important when
analvzing the effects of a major price distortion, such as
fertilizer subsidies in Indonesia. In order to evaluate the
multiplier effects of subsidy removal, policy analysis tools which
take into account all inter-commodity and inter-factor corrections
simultaneously need to be. vtilized. A fully-cvonsistent wmulti-
market econometric model was developed by Douglas D. Hedley and
Steven R. Tabor 1 in order to assess the “"full" effects of subsidy
removal. The model is based on a set of asdaptive response
equations to model area allocaticn: a set of profit functions to
model factor allocation and productivity and an Almost Ideal Demand

1 wpertilizer in Indonesian Agriculture: the subsidy issue® by
Douglas D. Hedley and Steven R. Tabor in Agricultural Ecconomics, 3
(1989) 49-68 Elsevier Science Publishers B.V. amsterdam.



E.BCA/CH. 161D
Page &

v t

Sy=tem {(AIDS) to model consumer budget response. The sector model
is linked to a three-sector macro-economic wmodel through the
accumulation of value added in the factor and product markets.
Trade is used to clear the market, at fixed commodity prices, for
the static simulation. The model is described in more detail in
Tabor et al. (1988).

Since 1986, Indonesia has progressively reduced the
‘budgetary’ subsidy to fertilizer. However, this 1s nore a
transitional measure in that domestic fertilizer prices have not
been increased enough to offset the loss in revenues from the lower
government budgetary subsidy to the fertilizer producers and
distributors. The fertilizer industry has been allowed to offset
this loss by increasing its debt-eguity ratio with public-sector
banks: hence a rather transparent budgetary subsidy has shifted to
become, at least in the near term, more a question of optimal
industry debt managewent than subsidy or expenditure. As the debt
burden increases within the fertilizer industry, the removal of the
fertilizer subsidy will become more a guestion of a strategy to
reduce debt arrears rather than to remove a direct smubsidy. 1In
either case, government price controls merely shift the subsidy
burden, rather than eliminate it. The Indonesian appreach to
subsidy removal illustrates the importance of looking beyongd
government budget allocation accounts to an economic assessment of
price distortion in order to understand the role of subsidies in an
agricultural econowmy.

3. Impact of Subsidy Policy

When the subsidy began, the level of fertilirzer consumption
was low and the technology for rice was equally low. The subsidy
appears to have been a powerful tcol to induce both the adoption of
the new rice technoliogy as well as to provide some transfers of
income to the rural poor. Since that time the production surface
for rice has shifted outward and upward with substantially greater
marginal response to fertilizer than previously (Figure 1).  The
effect has been to dramatically shift the fertilizer demand outward
over the past two decades as a response to governmental spending in

agricultural research, extension, ixrigation and other
infrastructure investment in the sector. Not only has the

production function for rice shifted outward, the slope of the
function with respect to fertilizer has increased, thereby
encouraging the use of the fertilizer in the early adoption years
and making the fertilizer demand function relatively more elastic
than in earlier periods. The price elasticity of demand for
fertilizer has been estimated as three times higher for the modern
varieties than for the modern varieties {Pitt, 1983). Since rice
farmers are now wusing high levels of fertilizer and almost
exclusively the HYV rices, the demand for fertilizer for rice
production is expected to be considerably more elastic than a few
years ago. Finally, the production surfaces for other major food
crops are beginning to shift upward and cvtward, adding strength to
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For this scenaric, real rice prices.were allowed to decline by
1 per cent, rather than by 2 per cent in the baseline scenario -and
inflation was set at 8 per cent, the same as before. Under these
circomstances, rice sell-sufficiency is maintained over the period,
and all other food crops, with the exception of corn, stay near
current balances when the subsady 15 eliwinated. In exploring the
simulation results, the producticn effects on food crops of
removing the subsidy can be offsets imply by slowing the decline in
real rice prices from 2 to 1 per cent annually. This result
obtains from the very low crop output/fertilizer price elasticities
combined with the very much higher crop supply elasticities. Food
crop sector income would increase by 1.87 per cent annnally, to Rp.
15,571 trillion in 1992.

The fertilizer subsidy under this scenaric is eliminated
compared te a continued nominal subsidy level for the baseline.
Interestingly, the loss in food sector income from the elimination
of the subsidy is estimated at only Rp. 786 billion in 1882, far
less than the simulated subsidy fertilizer for the food crop
sector, estimated at Rp. 317 billion. This result is consistent
with the static analysis shown earli-- “Irarly the use of
fertilizer subsidies to transfer incowme to the farm level has
become a very inefficient mechanism of rural income assistance,
4. Conclusion

The approach taken by Indonesia to foster fertilizer use in
the New Order government has wet each of the major objectives set
out for the policy. Fertilizer use is now an established, common
practice of farmers for most food crops, particularly rice both on
Java and outside of Java. While Indonesia was trying to achieve
self-sufficiency in rice, the fertilizer subsidy appears to have
contributed to the adoption and expansion of the new varieties and
the associated input use. With the pressure on governmuent
expenditures and the large changes in underlying income, price and
cross—-price elasticities for focot, re-evaluation of the policy is

clearly necessary. The farmer response to the subsidized
fertilizer has been excellent: nonetheless, this response in itself
has created very strong pressures for change. The input

x

elasticities have declined, the income and price elasticities for
rice have fallen, and the cross-price elasticities among foods and
between food and non-food groups increased. The fertilizer demand
elasticity has become more elastic although the crop output to
fertilizer price elasticities have become gquite small. As a
result, the subsidy now returns only about 42 per cent of its value
to the economy. Farmers, the intended recipients of the subsidy,
are receiving about 7 per cent of the financial value. The major
recipients of the subsidy are in the fertilizer production,
distribution, export and import sectors for fertilizer. Both the
static analysis and the simulation for the yvears 1987-1992 confirm
the economic losses te the SCONOWMY Li0H Wie subosidy.
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dismantled, precisely because 1L has auuieved tne main objectives
that were set for it and is no longer an efficient or effective
agent of change. Presuming that Indenesian policy makers also have
the benefit of such analvsis, what then could dictate against the
rapid abolition of fertilizer subsidies. Three factors clearly
favor fcot-dragging on fertilizer subsidy removal.

The first factor in favﬁr of policy stagnation is that any
subsidy develops a client grour in favor of continued protection on
the grounds that they F”O“&CE a socially necessary, or merit, good.
Such protection provides & source of rents for the client group and
the administrators that supervise the protection regime. The
fertilizer industry and distributors clearly lobby very hard for a
continuation of the subsidies.

The second factor that mitigates against the removal of price
distortions in the fertilizer market is the relatively poor
performance of the Indonesian rice crop in 1986 and 1887. Growth
rates in rice supply has been well below growth in demand, and this
has necessitated a draw down in public stocks. Although wmany in
the agricultural bureaucracy would agree that a shift of resources
out of subsidies and into more productive investments is reguired
to revitalize Indonesian agricultural growth, the guestion is one
of timing. Many are concerned that the investments required to
revitalize growth in Indonesian agriculture would pay off in the
long run; research being one example, but that the short-term
political pressures to increase rice production are so great that
any price-induaced ii:“*JQT, no matter how small, would be a risk

&

not worth taking and this is the veality no one should ignored !

Finally, the poiitical forces that govern Indonesia do
associate farm input subsidies with the relative tranguility that
has dominated the Indeonesiar rural and low-inceome urban life since
over the last decade. Faintaining fertilizer subsidies, be they
efficient or not, is considered by these a’l powerful graups, a
relatively swall price to pay for peolitical tranguility.

In the final analysis, reducing fertilizer subsidies in
Indonesia is a ouectisr of enlightened c-enonic foresight, the
‘right’ reform timing {e.g., following a good production vear), and
ablility to overcome the rent-seeking behavior of wvested interest
groups and, most importantly, an updated political consensus on the
role of fert11129L subsidies to the fortunes of the rural elite and
to the flash-peoint of the urban wage earners,



