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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTOMN, D.C. 20348

B-159652

To the President of the Senate and the
Speaker of the House of Representatives

This is one of a series of reports on ways to improve
the world food situation, especially in developing countr.es.
The report discusses the need for governmerts .aceiving for~
eign assistance to provide incentives for lteir farmers to
increase food production aad thus provide an environment
conducive to more ~ffective use of such assistance.

We made our review pursuant to the Budget and Accounting
Act, 1921 (31 U.s.C. 53), and the Accountirg and Auditing Act
of 1950 (31 U.5.C. 67).

We are sendirg copies of this report to the Director,
-Qffice of Management and Budget, and to tne heads of inter-

ested agencies. é@g
{ Ly /f;? //

Comptroller General
of the United States
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COMPTROLLER GENERAL'S DISTINCENTIVES TO AGRICULTURAL

REPCRT TO THE CONGRESS PRODUCTION IN DEVELOPING COUNTRIES
Depar tment of State and other
a&gencties

Developing countries can increase theil
agricultural production and provide their
people with urgently needed food i€ they
provide their farmers with ecconomic incen-
tives and suppol ting services.

However, these countries have policies and
institutional factors which act as disin-
centives to their farmers to expand agri-
cultural production.

, GAO recommends that the Secrotaries of ‘
Agriculture and State and the Administrator SR
: of the Agency for International Development, :
) when providing food and acricultural assis-
tance to developing councries, give maximum
vonsideration to these disincentives and
work for their removal.

GAO also recommends that the Secretaries

4 of State and the Treasury work for con-

e certed action by all ccuntries and in-
stitutions providing economic assistance
to induce recipients to remove the dis-
incentives and adopt a positive strategy
providing adequate incentives to farm
production. {See ch. 10.)

Disincentive governmental policies and
institutional factors, including those
listed below, can be eliminated if the
governments wish to do so. (See ch, 1l.)

--Low producer prices dis~ouraqe farmers

from using more productive methods or
otherwise expanding production. (See
ch. 2.)

~-Export taxes restrict production for ex-

port.  (See ch. 3.)
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~-~Monetary and trade, policies make food
impor L8 attractive and discriminate
against food and agricultural expor:s.
(See ch. 4.)

-~Restrictions on moving food from surplus
to deficit areas discecurage increased
production in the producing areas. (See
ch. 5.) '

-~Institutional credit generally is not
available to small farmers, producers
for export are favored over producers for
domestic consumption, ard problems in ob-
taining institutional credit force farmers
to use more expensive forms of credit.
{See ch. 6.)

--Extension services are generally inade-
quate, do not reach small farmers, and
are applied to export crops rather than
domestic consumption crops. {See ch. 7.)

--Extreme disparities in farm sizes and
forms of Iand tenure deter increased
production. (See ch. 8.)

Countries and institutions offering economic
assistance have not required developing
countrieg to take effective action to elim-
inate disincentives as a condition for re-
ceiving assistance.

An Interrational Fund for Agricultural Devel-
copment is being considered to provide an ad-
ditional $1 billion anniaily to finance food
preduction projects in developing countries.
Effective actions by governments to provide
incentives and support services to their
farmers should be a primary consideration

to providing sucn funds and to continuing
previous levels of assistance. (See ch. 1.)

Bulk quantities of food on concessional terms
{such as the 527 billicn worth provided by
the U.S.) have adversely affected production
in recipient countries by keeping down prices
and by permitting governments to postpone
needed acticultural reforms.

il



The World Food Conference recommended that
donor countries insure a mininum of 10 mil-
lion tons of food grains annually, and at
least 8.8 million tons were committed for
1975, including $1.6 billion by the U.S.

If food aid is not to adversely affect
production, yreater consideration must be
given to the adeguacy of developiang ccun-
tries' efforts to realize their cwn produc-
tion potential and to insure that food aid
is geared to development, (See ch. 9.}

The Departments of Agriculture, State, and
the Treasury and the Aygency rfor International
Development agree that more efforts should be
devoted to eliminating disincentives affect-
ing developing countries' food producticn and
to providing incentives for expanding produc-
tion. (See ch. 10.)
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CHAPTER 1

GOVERNMENTAL POLICIES AND INSTITUTIONAL FACTORS--

THEIR ADVERSE EFFECT ON FOOD PRODUCTION

Our September 6, 1974, report entitled "Increasing
World Food Supplies-~Crisis and Challenge" discussed the
principal issues affecting the world food situation and the
responses needed to deal with thecse issues. We pointed out
that the developing countries' twin problems of increasing
food production and curtailing vopulation growth need to be
addressed on an international basis.

If the critical food situation is toc be alleviated in
developing ccuntries, they must act to increase dcmestic
food production because they have neither sufficient food
production nor the foreign exchange to buy needed food. The
Urited States and other developed countries are major food
suppliers and have the potential to further increase pro-
duction; however, production costs and the logistics involved
in providing the needed imports (estimated to increase to
about 8% million tons by 1985) severely limit the extent to
which the developed countries can provide the needed food.

Since the early 1950s the developing countries have
made great strides in increasing food production, but poru-
lation increases have permitted only a small increase in che
amount of food available per capita. (Over 80 percent of
the world population increases are takirng place in these
ccuntries.) However, developing countries have a tremendous
potential for increasing production because their yields are
but a fraction of those in developed countries.

To realize this potential, farmers mus:t have an economic
incentive to increase their output. Major reasons why
developlng countries have not experienced greater production
increases and higher yields have been governmental policies
and institutional factors which prcvide insufficient economic
incentives or act as disincentives.

Common to developing countries are such constraints on
food production as inadequate transportatic., storage, and
communications, which ca. be improved oniy through ecnnomic
development. Other factors, however, are directly attribut-
able to the governments' policies and institutions, which
can be changed if the governments have the political will.
These disincerntives relate to such matters as pricing, taxes,
exchange rates, farm credit, extension services, and land
tenure.



International agea .es have long recognized the
effects of governmental policifs on food production but have
taken very little concerted action to motivate the developiny
countries to chaage their policies.
t

The U.N. Food and Agriculture Organization (FAQ), in
the chapter in its 1967 annual report entitled "Incentives
and Disincentives for Farmers in D=zvelopiag Countries,"
cited (1) the aksence of any real economi. incentive for th
average farmer as a major cause of lagginyg food production
developing countries and [2) disincentives relating to pric
credit, and land tenure policies end practices. A 1988 FAC
report said that che potential existed for much more rapid
agricultural production increases, but only if farmers
adopted new methsds and governments changed tlieir policies
concerning research, extension, marketing, storage, and
credit. FAO expressed similar views in 1970 and 1973 reports.

The World Bank too has reported that developing
countries' economic policies often militate againsu
agricultural development. The need for governunents *o
examine their policies was emphasized by the Bank vresident
in September 1674. He said progress will inJ/clve commitment
to effective land reform; assurance of adeguate credit at
reasonalbrle cost; and reassessment of pricing, taxatic.., and
subeidy policies that discriminate against rural areas. He
expressed the view that, although developing countries lLave
the potential to increase their agricultural productivity,
that potential cannot be realized unless thev make swaeping
changes.

U.S. officials have recently began to draw attention
to disincentive policies and institutional facinrs and the
need to correct them. A typical statement was the Sccretary
£ State's address at the November 1574 World Food Conference.
«n which he said:

"in far toc many count>ries, farmers have no
incentive to .ake the inr'estment required for
increased production kec: .> urices are set at
‘inremunerative levels, because credit is
unavailakle, or because transpcrtation and dis-
tribution facilities are inadequate. Just as
the exporting countries must adjust their own
policies to new realities, so must developing
couatries give a higner priority for food
production in their develcprent pudaets and

in their tax, credit, and inv’estment policies.”

BEST DuvuinchT nvdicablE 2
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The Conference ariopted a resovlution aflirming "that in
order to solve the fond problem., highest prioritv sheould he

given to policies ang programmes for increasing food production

* * % jn developing countries.* * *"

The President's February 1975 Economic koarect stated
tha* many developing countries had neglected t -ir agri-
cultural sectors by nnderinvesting in agricuitaral vesearch,
failing to provide expanded supplies of modern inputs, and
having trade and price pulicies that reduce rzirwers' in-
centives to adopt modern inputs.

Even thcugh the adverse effect of such disincentives
has been recognized by international and U.S. organizations,
and develcping countries have an urgent need for aore food
than they produce, disincentives still permeate the policies
and institutions of most developing countries. The U.3.
Department of Agriculture (USDA) surveyecd its agricultural
attaches in more than 57 countvries to identify the types and
degrees of disincentives and to determine the extznt to
which nations with food sihcrtages are aggravating their
proklem by govermnmental policies and programs.

The reposi, "Disincentives to Agricultural Preduction
in Developing Countries: A Policy Survey," published in
March 1975, identified 46 countries as having peclicies that
directly or indirectly discourace domestic productien. The
survey results (see app. IX) revealed nine basic disincentive
areas:

--Government contrcl of producer prices: 38 countries.

--Government control of consumer prces: 35 countries.

--Government procurement practices for food crops: 26
countvies.

--Export taxes: 22 countries.

--Export controls: 22 countries.

-~Restricticns on credit and land tcnure: 19 countries.
-~-import subsidies: 17 ~ountries.

--Restricticons 7n comméﬁity movements within the

country: 11 couantries.

--Eixchange rate controls: o coantries.
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Various dgnor agencies have considered such policies
to some extent in their assistaice programs, and governments
have bee: giving more recognition to their disincantive
policies. However, after billicnc of dollars of external
assistance, the governments have not made agricultural
reforms to the extent necess.~. - for such assistance to be
most effective, and the donory have not taken concertei
action to bring about such reforms. ’

In addition to the $1 billion provided by the Agency
for Int.rnational Development (AID) for fiscal years 1972
through 1975, the World Bank Group alone has provided $4.6
billion to the agriculture sector through 1974.

The Wori? Food Conference estimated that foreign
assistance to agriculture was about $1.5 billien annually
and indicated the®’ $5 billion annually was needed. The
Conference adopted a resolution cailing for the establishment
of an International Fund for Agricultural Development to
finance food precduction projects in developing countries.
Since the Conference, that proposal has been under consider-
aticn. In his September 1, 1975, U.N. speech, the Secretary
of State said that the United States will seek authorizaticn
of a direct contribution of $230 million to the fund=--pro-
vided that others will add their support fo. a comblned goal
of at least $1 billion.

Besides lack of resources, the principal constraint
on increasing food production in the developing countries is
governmental policies that discourage increased investment
in and allocation of rescurces to food production. Changing
such rolicies should be a primary consideration to providing
additional resources through the International Fund for
Acricultural Development or for continuing previous levels
of assistance.

External assistal.ce donors have genecrally felt that
the developing countries are responsible for changing their
disincentive policies and institutions; the donors have
therefore been reluctant to take positive action tn induce
them to make such changes.

This reluctance is typified by the statements of two
donor countries' delegates to the March 1973 Organization
for Economic Co-Operation and Development meeting on promoting
rural development. One delegate suggested that the
discussion focus on what donors can do to nelp the developing
countries and not on what the countries can do to help them-
selves. A second delegate agreed, underlining the sensi-
tivity of this area and suggesting that donors f>llow
developing counries' policies and priorities,

. . -,; LA Sl U
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The Secretary of Agriculture, on September 4, 1974,
however, indicated that donors have the responsibility to
influence recipient governments tc make agricultural reforms.

"k * * we have not feared to use our productive
ability to ease the world's food problems. As

a government, however, we cannot play the fool.

We cannot rush in unwanted. We cannot force

another country to undertake land reforms, to

end age-old distribution systems which may keep

the poor from getting what they need, to invest =~

in the inputs required for incc:ased production,

or to move more aggressively on population

control measures. On the other nand, we must

not shirk our responsibility to press for

progress on these critical fronts." (Underscering sup-
plied.} —

Donor agencies and U.S. officials indicated that they
could help bring about agricultural reforms through

-~transfer of technology and resources,

--evaluation of the effects of existing and proposed
policy options,

-~assistance in developing internal capability to
evaluate alternative policies, and

--personal influence and close working relationships
with recipient country personnel.

These actions may be &nd may have been somewhat bene-~
ficial, but because of the urqent need to increase developing
countries' food production and the coniinued existence of
major disincentive policies, stronger, more positive actions
are reguired. Donors can take such action by making removal
of disincentives a requirement for continued food, financial,
and technical assistance.

We eurveyed the policies and institutions affecting
food production in Indonesia, Sri Lanka, India, Pakistan,
Kenya, ‘Panzania, Peru, and Uruguay. th the advent of the
food crisis in 1972, developing countries have been forced
to focus greater attention on the agricultural sector and
have taken various actions to increcase food production. As
a result, some disincentives to food production have been
eased.

The resulte of our survey are discussed by country in
appendixes I throagh VIII. The following chapters illustrate



Prem
v

. e AR A,

nEST DOCULENT AVAILABLE

disincentive policies and institutional factors relating to
pricing, taxes, exchange rates, restrictions on internal
food movements, credit, research and extension services,
land tenure, and the impacc of food aid on agricultural
production.

Governmental policies and institutional factors relat-
ing to food production are complex and interrelated with
other aspects of the economy. Thus, our discussioa
necessarily oversimplifies the problems and does not purport
to congider all relevant technical aspects. Our okjective
is, however, to illustrate {1) how greatly and critically
gcvernmental policies and institutions affect developing
countries' ability to provide urgently needed food and (2)
the need for those countries to act to change those
policies and institutions and the need for donor agencies
to press for such actions when providing assistance to the
food and agricultural sector.
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CHAPTER 2
PRICING

The most significant and widespread disincentives to
expanded food production in developing countries are govern-
mental pricing policies, such as (1) domestic procurements
at prices considerably below prevailing market prices, (2)
government-subsidized cetail sale to the urkan consumer,

{3) forced lagging of producer prices behind general
inflation rates, and (4) import of major commodities and

aimed at providing cheap food for the urban consuner, act
eirther directly or indirectly to depress prices rereived by
the producers.

The adverse effects on production of governmental
policies of cheap food for the urban consumer and of govern-
mental failure to provide price incentives to farmers have
been discussed in several FAO reports. The following state-
ment from a 1970 repert is typical.

"In almost all developing countries there has
been considerable reluctance to raise producer
prices for basic food products because of the
effect on consumer food prices, which are a very
large component of the overall cost of living.
Higher food prices thus lead to pressure for
higher wages, and this is perhaps the most
important aspect of the need to take into ac-
count the terms of trade between agriculture

and industry. it is clear, however, from recent
experience that reluctance to raise food prices
(encouraged in some case by the ready availability
of food aid) has contributed to food shortages
in many countries, by providing producers with
insufficient incentive to increase production.
The resulting shortages have brought increases
in food prices that are perhaps greater than
those that would have been necessary to bring
forth a sufficient increase in domestic pro-
duction.”

In February 1975 both the President's Economic Report
and the World Bank's sector policy paper on rural develop-
ment reported that developing countries had discriminated
against their agricultural sectcrs and hindered rural
development by their trade and demestic price policies.

The overall relationship between input and output
prices within agriculture and the terms of trade between

P
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agriculture and other sectors of the economy should stimulate
growth. However, all too cften government buying and pricing
policies work against increosirj agricultural production.

Although governmental policies controlling food prices
are designed to protect the consumers, high black market
prices and smuggling cf food products reportedly existed
in most of the eight countries visited because low producer
prices did not stimulate sufficient production.

Food prices are normally controlled through a govern-
mental policy--such as subsidizing the reta.l price or
maintaining fixed prices at the proiduction, wholesale, or
retail levels~-which maintains desired retail prices.

Peru has followed a policy of maintaining fixed
prices. The Government~set prices for potatoes, a primary
food commodity, remained unchanged for extended periods
while the cost of inputs increased sharply (for example,
pesticide and fertilizer costs doubled in a single year).
Apparently, Government prices did not cover producer costs
and farmers stoppad planting potatoes for market. Potatoes
have becen in short supply and have reportedly been sold at
some retail outlets at black-market prices triple the con-
trolled retail price and could sometimes be purchased only
if certain other purchases were made.

Kenva also has controlled prices paid to producers.
These prices were generally considered too low to serve as
an incentive for production. A Kenyan official said that,
before January 1975 price increases, producers lost money
1f they used fertilizers.

Most U.S. officials contacted in India thought that
the Government effort to hold down the prices received by
farmers for food grains, primarily wheat and rice, was the
primary disincentive restricting increased food production.

In 1974, in a move to boost Government wheat procure-
ment, India established wholesale and retail price ceilings
at ncnincentive prices and ordered wholesalers to turn over
nalf their wheat purchases to the Covernment at well below
the market price. This policy encouraged farmers to shift
to other crops (despite lower-+yields) and to hoard grain.
Farmers and middlemen have shown continued dissatvisfaction
with procurement prices and have attempted to circumvent
prescribed policies.

The 1974-75 Indian procurement prices for wheat and
rice were considered by most farmers to be inadeguate in
view of the scarcity and higher prices for fertilizer and

e



other needed inputs. Farmers generally cannot atford the
high fertilizer prices and are unwilling to assume the
risks associated with using the high-yielding variety
techniques. As a result, yields are lower and the Govern-
ment bears an increasing burden to finance food grain
shortages through costly imports.

Both commercial and concessional imports have been
used to support food consumption because developing
countries' domestic production has not kept pace with de-
mand. These imports have often been provided to the uvrban
consumer on & subsidized basis at a price sometimes below
the price the government pays the domestic producers. This
policy discourages domestic producers frcm expanding pro-
duction.

Pakistan, for examnple, controls prices primarily
through subsidized retail outlets at the urban level with
both domestic and imported cemmodities. U.S. Public Law
480 imports of several commodities have been used to main-
tain low consunier priceec.

Sri Lanka also has a subsidy system under which it
provides raticns of free or subsidized food to all its
people, including farmers. Only part of the required food
is produced domesstically; the rest is obtained through
imports. Prices paid to farmers are below world market
prices, and we were told that increases are necessary to
stimulate production.

The stated Indonesian policy is to assure farmers an
adequate incentive for rice production by supporting an
appropriate rice floor price while protecting consumers by
controlling prices at the retail level through ceiling
prices. 'In its pricing policies during the past several
years, Indonesia has placed more emphasis on protecting the
consumers than on supporting the producers. Rather than
carrying out a *rigorous volicy of domestic rice procurement
to support producer prices at inc-ative levels, the Govern-
ment has imported large quantities of rice {over 1 nillion
tons annually) and sold it domestically at a fraction of
the cost. Other items, such as wheat and sugar, are also
subsidized. These actions have depressed the prices
received by Indonesiarn farmers.

In some instances in which the governments have taken
action to increase produccr prices, the announcements of
such increases have been too late to provide an immediate
incentive; in other instances farmers lacked confidence in
the government because it failed to insure immediate pay-
aent ~f the purchase price. In Sri Lanka, for example,
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most price changes over the past 2 years have been pooriy
timed and have not provided an immediate incentive since
they were announced after planting.

Similarly, Uruguay announced in August 1973 that the
new price to producers for wheat would be the same as the
in*ernational price, but the crop had been planted in June
and July. However, the Government at least established
credibility by paying the announced prices. The area
planted then increased 56 percent from 1973 to 19%974.

In some cases, governments seek to compensate the
farmer through subsidies on production inputs. Frequently,
however, such subsidies lead to undesirable distortions in
the economy, are costly to implement, and are available only
to those in contact with and enjoying tha confidence of the
organization that provides them. The small farmer is
typically excluded from the advantages.

Most of the eight countries had consumer or input
subsidies. Pakistan subsidizes the consumption of imported
as well as domrstically produced food. It has also subsi-
dized such agricultural inputs as water, fertilizer, and
pesticides. However, these subsidized inputs have been
inadequate to establish a cost-price relationship to stiau-
late expanded production and have added to the Governmeat's
burdensome subsidy systen.

USDA attributed the criticzl food situation i1 develos-
ing countries, in part, to their longstanding polic.es of
maintaining domestic prices bzlow international levels. A
December 1974 Department report stated that governments in
many developing countries consider a low and stable retail
price for basic foods to be an importint objective, which
they achieve by controlling prices in various ways. It is
feared that great increases or fluctuations in the cost of
food would require increases or fluctuations in wages,
which would disrupt general economic development. The reoport
added:

"While these policy goals ave understandable * *
their impact on the food production capacity and
import pattern of the developing countries needs
to be carefully evaluated * * * (for example)
there is a close correlation between low rice
yields and low rice prices and high prices of
fertilizer relative to the price of rice."

* * % x %
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"While international food prices were
relatively stable during the two decades
prior to 1972, domestic farm prices in the
developed countries were generally above
international price levels, and those of
many developing countries were below these
levels. This phenomenon cannot be dis-
associated from the problems of surplus
food production in the developed countries
and growing food deficits in the developing

1 -
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recognized aa the key problem needing
solution if the world food situation is to
improve.

"It will obviously not be a simple matter

to relax the long-standing domestic price
policies. * * * For the developing countries
the problem is especially difficult since
the implication is that basic food prices
would have to rise somewhat above the levels
of the past. But the rise in food prices
implied for the developing countries would
be relatively small, and prices would be
considerably lower than at present. Since
more than half the population of most of
these countries is made up of farwmers, the
improvement in incomes would be widely
discributed.

"Regardless of tk difficulty inveolved in
a worldwide readjustment of prices, the
persistent and expanding imbalance in food
production * * * must be corrected, and the
above analysis indicates that part of the
correction must involve price adjustments.”

Governments in many developing countries have in-
creased producer prices to reducz the severity of price
disincentives, particulac¢ly since the critical fcod
situation of 1972 and 1973 with spiraling food prices and
doubtful continued availability of either commerci.l cr
concessional food imports. For the countries we examined,
however, the adequacy of the acticns taken had not yet be=n
established. When the government controls prices paid to
producers, continuous evaluation of the adequacy of such
prlces is necessary, especially during periods of ranidly
increasing production costs.

11



Proviaing adequate economic incentives to “armers will
be an essential element for developing countries to realize
their production potential for urgently needed food products.

12
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CHAPTER 3

TAXES

A number of fiscal irnutruments are employed to
directly tax agriculture: <tarxes on land area, land value,
and net income; marketing taxes; export taxes; special
assessnments; and taxes thruugh marketing boards. Export
taxes are popular with governments because they are
administratively easy to collect, especially where small
producers predominate in the agricaltural sector. However,
export taxes distort agricultural incentives and, in
particular, restrict production for export.

Indonesian export taxes, which yielded about $72
million annuallyv, were assessed against all agricultural
exports. The taxes were levied at a rate of 10 percent on
prices deterivined by the Ministry of Trade, which are
supposed to correspond to actual world market prices. The
food crops primarily affected by the cax are cassava, copra,
sugar, soybeans, and peanuts. ZAn economic assessment
stated that, since Indonesian exports do not play a dominant
role in world markets, export taxes are clearly passed on
down to producers and must consequently have an adverse
effect on productiorn incentives.

A USDA report said that, in countr-ies where agri-
cultural or food exports are one of the few sources of
government revenue, these exports are sometimes taxed or
internal prices manipulated in such a way that prices
received by farmers are below what they would be without
the tax. It listed the following examples: Thailand
(rice), Egypt (rice and cotton), Argentina (grains and
meat), and Africa (peanuts and othev crops).

Such taxes increase the price of the exported
commodity, which decreases the amount a buyer can purchase
with a given sum of money. A commodity in short supply is
not seriously affected, but when a surplus exist: on the
world market, prices inflated by high export taxes cause
buyers to seek other scurces (1) resulting in a loss of
needed foreign exchange, (2) creating in-country surpluces,
and (3} influencing producers' expectations about future
demand (thus, farmers grow less than they otherwise would).

The sitaation in Pakistan, where agricultural exportt
taxes provide 80 percent of the foreign exchange, is
another example of the negative impact such taxes can have.
During a period of rising international cotton prices, the
Covernment nationalized cotton exports and raised export
duties to absorb the difference between farm prices and



international prices rather than pass increased profits to
farmers and middlemen. When the world market price for
cotton declired, exports between 1973 and 1974 declined 25
percent for raw cotton and 45 percent for cotton yarn because
the Government did not adjust export duties downward.

Some experts suggest that a properly constructed agri-
cultural land tax is the best tvpe of tax since it can
function without destroying incentives related to agri-
cultural output. But few countries have effective land taxes.

FAO has said that taxes can be applicd to place
heavier burdens on the landowners whoe negle:t their land and
to provide relief for those who invest in improvemants or
who produce beyond the nnric. Methods of land taxation that
would do this are (1) exempting improved land from a .iigher
tax rate for a certain period, (2) taxing unused land at
higher rates, or (3) taxing land on its potential rather
than its output.

The Imputed Land Productivity Tax (IMPROME), in effect
in Uruguay since 1971, is a progressive land tax designed to
increase agricultural productivity by prompting inefficient
producers to either produce more to pay the tax or else give
up the land. This tax replaced the export tax, which had
been the country's major revenue producer.

The IMPROME tax is based on the estimated productivity
of land considering farm size, productivity, access to
market, and soil condition. Incorporated in the tax are
deductions for using modern inputs and technigques and a
discount for owners of 2,%00 hectares or less.

Taxation policy is clearly a complicated issue which
must be determined in light of conditions in each country.
Taxation should not remove all incentive for agricultural
development. In fact, it can even be designed as an in-
centive to make land use more intensive while providing
needed revenue. Furthermore, measures taken by one govern-
ment>1l ! ranch to provide ircentives to agricultural pro-
duction should not be blurnted by taxation policy of another
branch.
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CHAPTER 4

EXCHANGE RATES

Monetary and trade policies have affected production
in some developing countries by making food imports
relatively cheap and by discrimirating against foreign-
exchange~earning food and agricultural exports. For
example, persistent and sizable overvaluations of foreign
exchange rates, cuch as in Kenya, lower the prices received

by farmers for agricultural exports and make imports cheaper.

Overvalued exchange rates can act as a form of agri-
cultural taxation. Wnen a country naintains a single
exchange rate that overvalues domestic currency, the ex-
porter is "taxed" in that he receives less local currency
than if the rate were more realiscic, while importers are
"subsidized" by being able to purcihiase foreign goods below
their "real™ values. According to one tax expert, this
approach has been used in Argentina and Pakistan to trans-
fer real income from the exporting z2gricultural sector to
the importing, and largely nonagricultural, sector.

Sri Lanka uvsed a two-tiered exchange rate system for
imports and exports which favored food imports and discrimi-
nated against foreign-exchange-earning crop exports. The
traditional plantation crops--t+ , coccnut products, and
rubber--accounted for 80 perce .~ of Sri Lanka's expcrts and
have been used to pay for food impeorts, but the producers
did not receive the most favorable exchange rate which was
granted to some other exports. An economic assessment stated
that the total weight of taxes, plus the exchange rate
treatment, undoubtedly acis as a disincentive to increased
output and grecter efficiency.

] » A\l

ES {.,u)‘ ok w L B N LEATEW/ ‘{\ltSLE

~N

15



CHAPTER 5

RESTRICTIONS ON INTERNAL FOOD MOVEMENTS

Restrictions limiting movement of food from surplus
to deficit areas discourage farmers in the surplus areas
from increasing production because of the impact on producer
prices. Barriers between provinces and states are used by
governments to implement their chean food policies for
consumars by keeping prices low in the marketplace and by
attempting to force farmers to sell t¢ the goverrment at low
prices for distribution through government price-controlled
~hannzls.

Indonesia's prchibition against interisland shipment
of rice except under Government auspices has greatly re-
stricted the movement of rice from surplus preduction areas
to deficit areas. The Government has preferred to supply
the deficit areas with imported rice {about 1 million tons
a year). which ic¢ sells for less than the import cost.

India also had restrictions on interstate movement of
food grains and restrictions on interdistrict movement in
some ctates. Details of the restrictions vary from state
to state, but the intent was to keep prices low and to
expedite Government procurements. As a conseguence, farmers
in surplus growing areas have limited incentive to increase
production since lower prices usually result. India alsc
is reported to sometimes seek internaticnal relief for
starving areas while some districts maintain stocks of
surplus food grain.

16



CHAPYTER o
CREDIT

Developiny countries' credit recuirements are § -~roas-
ing rapidly because of the development of new, nore pro-
ductive technologies and the corresponding neced for seeds,
fertilizers, pesticides, irrigaticn, implements, and
machinery.

Credit is generally limited for small farmers, hcwever,
and they are generally ivhought to spend about 29 pevrent of
what is required on inpats because they simply do not have
the resources. W. .thout access to credit, small farmers have
iittle oprortunity Lo purchase the costly inputs necessary
to significan%tly increase production or to successiully
adcpt the high-yielding technology of the Greer Revolution.
Even though credit can remove a financial constraint to
increasing the productivity of small farmers, efficient use
of production credit depends upon such other factors as
availability of inputs, a marketing system, and farmer
training. As stated by AID, what is lacking is an integrated
agracult.ral system responsive to the necds 0f small farmers.

In some developing countries, such as Kenya and
Tanzania, commercial agriculturec is largely coriented toward
export crops rather than crops for domestic consamption,
and export crops receive most of the credit. Tn Xenya only
about 206,000 of the 1.2 million small holder~ have access
to any formal credit, and little or no credit is available
from any source for subsistence crops.

Total credit available to farmers in India has been
increasing, but distribut.on has beer uneven--most has gone
to the largest farmers. Most India. tarmers werk small
farms and are unable to afirrd even minimal amourts of
fertilizer.
Tue following statistics indicate the difficulty the
small farmer has in obtaining credit in developing countrics.
-~In Pakistan the 60 perccht of the Tarmers owning the
smallest farms got onlv 3 percent of the institutional
credit.

~-=-In Bangladesh, only a few farmers hold more than 3
acres, but these farmers received more than &8¢ per-
cent of the-loans from the Agricultural Rank and the
cooperatives banking svstem. ¢
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-~In the Philippines the 27 percent of the farmers
owning the largest farms obtained 98 percent of the
institutional credit.

--In Thailand those receiving institutional credit held,
on the average, 60 percent more land than the average
farmer.

--In Tunisia 90 percent of the farmers could not
gualify for institutional credit.

--1n Brazil 3 percent of the farmers got 34 percent of
the loans.

Studies of Chile, Colombia, Ethiopia, and Honduras indicated
that the larger farmers in those countries were alsc the main
beneficiaries of institutional credir.

Interest rates in some develop.ng countries, such as
Kenya, Peru, and Indonesia, were fired at artifically low
levels; thus, producers were encouraged to substitute capital
for .abor to a greater extent than warranted by their
relative scarcities and workers are deprived of employment
needed to obtain available food. Kenya's low interest rate
policy also limited credit to small holders by creating a
money flight from the rural to urban areas, by not recogniz-
ing higher costs involved in lending to small holders, and
by no* recognizing the higher risk factor.

In Indonesia subsidized credit was offered to compen-
sate rice preducers for low prices. The larger farmers
primarily received the compensating benefit because smaller
farmers were considered high-risk borrowers. Small farmers
and ienants derive little or no benefit from low interest
rates when they lack the collateral, complementary resources,
or political cleut of the larger farmers.

Althocugh it carries interest ratecs that are 3 to 20
times higher, noninstitutional credit (supplied by relatives,
friends, merchants, landlords, and money lenders) is used
more than institutional credit in practically all developing
countries. This fact seems to indicate that borrowers would
pay higher institutional interest rites if other conditions
were conducive to the use of institutional credit.

Administrative problems in obtaining institutional
credit, however, have affected its usc in some countries.
Rigid, cumbersome, and time-consuining procedures deter
farmers from obtaining credit they need te increase pro-
duction. These procedures create delays (such as noted in
Peru, where credit sometimes does not become available until
after planting -ime) and contribute to the extensive use of
nonitnstitutional credit.

18
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Clearly, many complex problems are invoived in pro-
viding credit to farmers, especially small farmers.

But if,
as indicated by the many authorities, adequate credit isg a

prerequisite to providing enough food, then the governments
will have to face up to these problenms.
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CHAPTER 7

RESEARCH AND EXTENSION SERVICES

Developing countries could greatly help realize their
potential for food production increases by improving their
extension services programs and by devoting more resources
to research on adapting new varieties and techniques to
individual country conditions and needs.

In discussing how developed countries can help
developing courtries produce more food, the President's
February 1975 Economic Report said that the immediate
<hallenge was to develop national ceapabilities for agri-
sialtural research. Generating and applying new production
technology, under the ecological and economic conditions
in which it will be used, are the keys to agricultural
developmrent, particularly where land constraints exist. FAO
has also reported that a bottleneck limiting yield increases
is +he lack of adaptive research and seed reproduction.

The World Bank has agreed, stating that insuring the
continuing success of most rural development programs re-
guires a constant flow of new, field-tested technical know-
ledge relevant to small holders. Factors especially
important to small farmers are risk~reducing innovations
{(better pest- and weather-resistant crops); more int-nsive
research into the so-called poor man's crops, including
sorghum, millet, cassava, pulses, and upland rice; and
better advice on simple improvements in crops husbandry and
soil conservation. Also, major improvements in production
technologies and prcduct mixes for arid lands, some mountain
regions, areas of lcw-quality soils where shifting culti-
vation is practiced, and rain forest areas must he evolved.

In Tanzania, research programs have suffered from lack
of govornmental support and funding. AID reported that
additional research is needed on farming practices, since
yields are well below potential. The AID-supported maize
and legume research project was adversely affected by budget
cuts,

Research is cof little value if extension services are
inadequate to disseminate the results to the growers.
Extension services in the countries visited were generally
inadequate or lacking for the small farmer because there are
too few extension workers, and they are generally poorly
paid and lack adequate support facilities.

For cxample, Uruguay has five agricultural research
centers; bnwever, tuns lack of an effective organized

20

-



st -

extension service prevents much of the information developed
at the centers from reaching the growers.

In Uruguay we were told that county agents (1) normally
work a é6-~hour day, (2) rarely visit farmers because they
have no transportation or an insufficient transportation
allowance, and (3) ar=2 paid so little that most need two
jobs. According to one county agent, additional personnel,
increased salaries, and literature for distribution were
needed.

Tanzanian extension agents were not getting out to the
farmers. They lacked motivation, transportation, and demon-
stration materials. In Sri Lanka too, few extension agents
visited farmers because they had no means of transportation.

Some extension ~Jents act as enforcement officers for
other governmental pr ticies and are therefore viewed with
suspicion, as in Pa'.istan, where extension workers directed
farmers to plant -=rtain crops.

Some developing countries' extension services, such as
those of Kenya and Tanzania, have concentrated on export
crops to bolster their foreign exchange and have not effec-
tively aided the small farmer growing crops for domestic con-
sumption. :

Kenyan extension services have been primarily directed
toward such export crops as coffee, tea, and pyrethrum (in-
secticide). Even though small holders are said to be the
key to future agricultural development, Government extension
services have devoted little attention to them except on cash
crops. Officials generally feel that the Government stress
on extension services for the larger holders and cash crop
production has caused the food subsistence sector to suffer.

The weakness of Tanzania's food crop extension services
was demonstrated by a World Bank project planning team. The
tear estimated that, if farmers planted crops on time, used
prcper weeding and furrowing methods, spaced plants properly,
and used improved seed, maize yields could be doubled to 28
bushels per acre with little additicnal capital investment.
Using fertilizers and pesticides would »roduce even more
dramatic results. lmproving research and extension services
will clearly be one factor in incre.sing food production,
es~2cially at the small farmer level. The World Food Conference
recognized the pr~oblewrs when it adopted a declaration calling
on each developing country to "develop adequate supporting
services for agricultural and fisheries development, including
those for education, research, wxtension and training * * %"
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CHAPTER §
LAND TENURE

Land reform is concerned with changing the institutional
structure governing man's relationship with the land. 7Tt in-
volves intervening in the prevailing pattern of land owner-
ship, control, and use to improve land productivity and
broaden the distribution of benefits.

FAO has reported that the most important disincentive
to increased agricultural production in many developing coun-
tries stems from forms of land tenure which lcave the culti-
vator only a small fractior. of the benefits steming frecm
increased investment or labor. Land tenure problems were
seen as affecting production because of their influence on
investment decisions and the efficiency of resource use.

Most tenants and sharecroppers in the poorer countries
share their output with landowners and many operate under in-~
secure tenancies. Therefore, according to the World Bank,
tenants' incomes will usually be even lower than those of
small operator-owners, and the amount »f land required to
produce an income over the poverty line will be correspond-
ingly larger. If the tenant has no clear title to the land,
or is liable to be evicted or to have his reni: increased ar-
bitrarily, he is unlikely to increase his output, to make
needed medium- or long-term fixed investments, or to have
much of an interest in building up the fertility of the soil.

In Pakistan we were told that share tenancy is a dis-
incentive to increased farm productivity and agricultnral
development because the landowner usually takes half of any
production increases. In India, a further deterioration of
tenurial conditions including the banishment of some tenants
from the land was reported in May 1974. Therefore, tenants
are discouraged from making improvements on the land.

Landlords are similarly discouraged from making invest-
ments since they also receive only part of the beuefits.
Land reform cannot only remove these disincentives, but when
it give< the tenant farmer or landless laborer his own land,
it also provides the greatest possible incentive by giving
him the status and security of an owner-farmer and the assur-
ance that he will reap the fruitse of his nwn labor.

When large-scale redistribution of land is not possible,
land tenur. conditions can be improved by replacing a share-
cropping arrangement by a fixed rent or by increasing the
producer's share of the output. Tenancy regulations to secure
tenancy would also remove disincentives to the producer's
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making long-term improvements. Unfortunately, while tenancy
regulations may be a useful first step in land reform, FAO
says they are very difficult to enforce.

Extreme disparities in farm size were also cited as
being deterrents to agricultural production increases. In
many countries, such as some in Latin America, such dispari-
ties are pronounced: large estates occupying the best land
are only partially cultivated, while nearby peasants eke out
a bare livelihood on intensively cultivated small holdings
often insufficient for their needs.

Some authorities (e.g., in studies on Latin American
countries) indicate that yields are generally higher on smal-
ler holdings than on larger holdings. The figures indicate
that production would substantially increase if large holdings
were redistriputed.

In some developing countries, however, output dropped
after lard redistribution because the redistribution was not
acccmpansed by complementary measures, including such support
services as agricultural extension, training, and facilities.
Although land 1is an important factor of production, other
factors must also be provided. Immediately after land refornm,
the new owners are usually workers with little experience in
farm management and little capital. Poor management and lack
of capital result in an inefficient resource allocation that
may, at least initially, cause output to decline.

Since the early 1960s the Kenyan Government has troken
up many large foreign-owned farms and settled Kenyans on them
in small acreages. Iowever. the Government has not supportcd
the change in land tenure with a coordinated and .ntensive
shift in Government services from large to small uolders.

Some aid donors believe that cven with producer price
increases agricultursl production in food crops w.ll not be
greatly increased because of the lack of effective support
services, especially extension services and credit, to these
small holders.

The Tanzanian Government required farmers to move to
cooperative villages (ujamaas). Not only did the Government
fail to provide promised services, but it forced the farmers
to move from their existing holdings before harvest, in some
cases so far that they were prevented from returning to har-
vest their crops. Also, the living quarters »f the ujamaas
were So situated as to require a long walk to the fields, thus
lessening cultivating time. Some settlements were located in
areas without water, and others had their manpower, needed to

Uz:z;f‘igf‘t‘e NﬁdmgtEsiphoped off to build communal projects.
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These factors resulted in a higher than anticipated decline
in agricultural production.

Few developing countries have the finances or trained
manpower to undertake other than piecemeal land reform. Thus,
uncertainty is crecated and land investment is likely o slow

down. |

Because of the expropria*tion of landholdings in Perw,
many small and medium property owners are concerned about the
uncertain interpretation of the agrarian refc-m law and the
expropriation of coastal farms below the stated limit.

India's land reform program has discouraged the develop-
ment of more efficient farming practices because ‘armers fear
losing their land. The program provides that a family holding
not exceed 18 acres of irrigated land capabkle of producing
two crops a year, 27 acres of irrigated land capablec of pro-
ducing only one crop a year, or 54 acres of nonirrigated land.
Sume farmers were reportedly delaying the installation of irri-
gation facilities to avoid losing part of their land.

The most formidable obstacle to land reform is the re-
sistence of landowners, who tend to strenuously oppose land
reform legislation ind who can delay the execution of the law
once it has passed.

In Colombia, for example, the Agrarian Reform Institute
is responsible for land redistribution. The number &snd com-
plexity of the laws and the lack of financial support for the
Institut: have enabled large landowners to successfully fight
expropriation of their holdings. TL= Institute has been parc-
tlally successful in issuing land titles to public lands and
in June 1974 AID said:

"One 1is Lempted to conclude that the issuance of titles
to public lands '.as become synonymous with agrarian re-
form rather than reform being considered as consisting
of changes in the structure of the sectcr through changoes
in the pattern of land ownership and farm size.”

India's Congress has promised land to the tiller and
passed ceiling laws, but no great improvement has ocurred.
Hope for genuine land reform has all but vanished, becausne
the big landowners are so poworful that it is assumed they

will block any substantial land redistri: -icn. They have
generally circumvented legal limits on tre si,e of landhold-
ings. -

BEST OULUUMENT AVAILABLE
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CHAPTER 9

IMPACT OF FOOD AID ON AGRICULTURAL PRODUCTION

Since 1954, the United States has provided direct food
assistance to needy countries under Government-financed pro-
grams at a cost of $27 billion. Leading worlsi authorities
now indicate that such food assistance by the United States
and other countries has hindered developing countries in ex-
panding their food production and thus has contrikuted to the
critical world food situation.

In discussing the developing countries' reluctance to
raise producer rrices because of the effect on consumer prices,
a 1970 FAO publication stated that it is clear

"from recent experience that reluctance to raise food
prices {encouraged in some cases by the ready aviila-
bility of food aid) has contributed to food shorteyes
in many countries, by providing producers with instfii-
cient incentive to increase production. The resulting
shortages have brought increases in food prices that
are perhaps greater than those that would have been
necessary to bring forth a sufficient increase in do-
mestic production."”

Recognizing the disincentive aspects of food aid, the
proposals prepared for consideration at the World Food Con-
ference stated that

"past experience has highlighted the need for safaguards
to make food aid more effective in achieving its main
objectives and at the same time aveiding any disin-
centive effect on (i) food production in recipient
countries, * ¥ *  Since one of the important aims of
development through food aid is that adequate food
supplies should become eventually available from
domestic production, the long term food aid policy
should in no case act as a risincentive to food
production in the recipient countries."

The consequences of food aid on developing countries'
agricultural production were discussed in an October 1974 re-
port of the Secretariat of the Organization for Economic Co-
Operation and Develcopment. That report said:

--Food aid, especially bulk deliveries, has sometimes

been criticized because of its possible adverse effects

on developing countries' agricultural production. Such

adverse effects could include (1) increasing the supply
of a commodity on the local market and thus reducing the

25



T T LB

incentive to produce and (2) relieving the recipient
government's need to make necessary, but politically
difficult, changes in the irstitutional structure and
affecting its willingness to give agricultural develop-
ment an appropriately high priority.

~--The statistical data available suggests that food aid
probably has not had a serious dampening effect on most
developing countries’' agricultural production simply
because it has represented, on the whole, only a small
fraction of domestic food consumption.

--Certain types of feood aid possibly allow governments to
(1) postpone essential agricultural reforms. (2) fail to
allol to agricultural investment sufficient priority,
and (3) maintain a pricing system which g.ves farmers
an inadequate incentive to produce. If, for instance,
governments try to alleviate inflation by controlling
food prices, the interral terms of trade are turned
against the rural sector; farmers and peasants, often
the poorest members of the community, lose their incen-
tive to produce; and output is reduced. Some studies
indicate that this happened in certain countries during
the early sixties. However, evaluation research has
been limited and is generally out of date. Furthermore,
many factors other than food aid influenced agricultural
progress.

--Food aid may have also contributed to the shifting of
public tastes away from locelly grown foods to imported
ones (for instance, from millet to wheat). This partic-
ularly tends to happen in the case ot urban populations,
which \receive the bulk of food aid. The long-run effect
of this tendency is to increase the demand for imports
and to create an additional strain on the balance of
payments.

--The consequences of food aid on develcping countries'’
agricultural production need further investigation. At
first sight, these consequences have seemingly been mar-
ginal, but only a thorough evaluation will allow a firm
conclusion.

U.S. authorities also have recently acknowledged the
need *o consider the disincentive aspecte of food aid. For
example, in discussing how past surpluses have provided large
amounts of food aid, USDA stated in a December i574 report:
“These surpluses also contributed indirectly to the develnping
countries’ growing dependence on grain imports by permitting
them to postpone needed agricultural development programs.”
The report then stated under its discussion of policy issues
that: "The disincentive effect that longrun food aid might

26



Ypng o=
e b e A L

have on agricultural production in the recipient country must
be considered."

In discussing food assistance, the February 1975 Eco-
nomic Report made the following statement regarding the pro-
gram's effect: }

"The costs of the program have now become more expli-
cit, with the result that more rational policy choices
may be made. The guestion is how desirable it is to
provide food aid beyond the commitment to promnte food
security under conditions of stress, since continuing
food aid can reduce incentives to strengthen the agri-
cultural sector of the recipient country."”

The March 1975 International Economic Repor: pointed
out that many developing countries had kept food prices arti-
ficially low to satisfy their urban populations but had failed
to stimulate domestic agricultural production. And to con-
tinue their urban-oriented policies, these countries had had
to rely increasingly on concessional aid from developed ccun-
tries.

Our review confirmed the existence of extensive govern-
mental policy and institutional disincentives to the expansion
of food production. And while some reform measures were being
taken in the countries we visited, the real ZImpetus behind
these measures was the critical world food situation that
began in 1972 and the resulting decrease in food aid.

U S, officials in both Indonesia and India thought that
the massive food aid provided through Public Law 480 during
the 1960s restricted agricultural growth in those countries
by allowing the governments tc (1) postpone essential agri-
cultural reforms, (2) fail to give agricultural investment
sufficient prinrity, and (3) maintain a pricing system which
gave farmerr an inadcguate incentive to increase production.

The United States has provided Indonesia more than $975
million worth of agricultural exports. Food aid from ail
sources represented 46 percent of its cereats imports in 1970,
74 percent in 1971, and 33 percent in 1972 and from 2 to 5
percent of its cereals consumption during these years.

Between 1957 and 1971, Public Law 480 food grains to
India totaled 59 million tons valued at $3.7 billion and
accounted for three-fourths of India's food grain imports
during the period. Food aid was resumed in 1975; the February
1975 proposal was for the United States to furnish 1.3 million
tons of wheat and rice valued at about $400 million. Officials
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felt that thev could not recommend that India do more on its
owa to solve the food problem.

Similarly, Pakistan has received massive amounts of food
aid while maintaining disincentives to increasing production
through its pricing and other policies. The United States
has provided more than $1.6 billinn, primarily in grains and
related products. This assistance has helped the Government
to maintain the subsidized foud system for the urban consumer
and to hold producer prices well below those of other coun-
tries and the world market.

Sri Lanka, which has traditionally provided free food
to its people, has received more than $149 million in U.S.
food assistance. Food aid from all sources accovnted for 8
percent of its cereals consumption in 1970, 17 percent in
1971, and 9 percent in 1972.

Public Law 480, title I. requires that recipient govern-
ments commit themselves to specific self-holp measures to in-
creace agricultural production. However, the existence of
extensive governmental policy and institutional disincentives
to the expansion of food production raises doubts about whether
this requirement has been effective in bringing about agricul-
tural reform.

The conflicting and subjective reporting on Indonesian
self-help measures increases those doubts. For example, the
President's 1971 annual report on Public Law 480 agricultural
export activities attributed Indonesia's exceeding its
production targets for the third straight year to continued im-
provement of price incentives. According to the repcrt, the
price incentive program, instituted in 1974, had been effec-
tively implemented and prcvided sufficient Incentive for
farmers to use fertilizer, pesticidcs, and new rice varieties.

The President's 1973 report said that several policy
changes, including raising the floor price of rice, were made
to provide more incentive to farmers for using progressive
agricultural techniques. However, the report added that from
1968 to 1972 the price of rice increased only about 7 percent
whk - the cost of living increased about 80 percent and that
rice farmercs' terms of trade were steadily worsening. In
early 1872, because the Government was unable to procure do-
mestically the amount o1 rice necessary for an effective buffer
stock opevation at the existing floor price, the price was
raised about 50 percent.

These reports indicated that Indcnesia was providing
adequate price incentives, but did not report that in 1973
(1} the Government's procurement price was substantially below
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the market price, (2) farmers were reluctant to sell to the
Government, and (3) the Government then ordered that farmers
sell tc¢ it and reportedly used soldiers to enforce that order.
The United States provided 1lndonesia sabhout $128 million in
agricultural exports under Public Law 480 in 1973.

The adverse impact of food aid on developing countries’
agricultural production should seriously concern both the
developing and developed countries. 1In contrast with emer-
gency food aid, of particular concern should be food aid to
meet chronic food deficits where the level of incentives
could affect the geueration of production increases over the
long term. The World Food Conference recommended that donor
countries insure at least 10 million tons of grains as food
aid a year-and provide adeguatle quantities of other food com-
modities. At least 8.8 million tons of grains were committed
for 1975, including $1.6 billion worth committed by the United
States. ZXf <ontinued food aid of this magnitude is not to
continue to adversely affect procduction, then greater consid-
eracion must be given to the adequacy of developing countries’
efforts to realize their own production potential.

In this regard, the President reported to the Congress
in May 1975:

"There is a sentiment within both the legislative and
executive branches that changed circumstances and an
uncertain future require a cemprehensive review of the
food aid program. Some feel that PL 180 ought to be
replaced with new legislation reflecting the absence of
surpluses. While there is general agreement that we
cght to provide food in emergency humanitarian situa-
t.ons;, there is less agreement about the quantity and the
purpose of the remainder of our food aid. In viewing
food aid as an alternative or supplement to AID funds,
the possible disincentive effect on the recipient coun-
try's own agricultural production must be considered.

To make sure that food assistance complements, rather
than distorts, cther development efforts, it must be
examined by both ourselves and the recipient countries
in the context of development policy. This guiding
principle was added to the Foreign Assistance Act in
1973 and is wveing given increasing attention. At the
same time attention must still bz given to the impact

of any changes in PL 480 on U.S. domestic agriculture.
Whether or not the food aid legislation is revised, there
is room for our efforts to increase food production in
developing countries. In so doing, it may be wise to
keep in mind that greater emphasis on self-help require-
ments for food aid desicrned to increase less-developed
country food production may in the lorng-run be the most
hunanitarian course."
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CHAPTER 10

CONCLUSIONS, AGENCY COMMENTS AND

OUR EVALUATION, AND RECOMMENDATIONS

CONCLUSIONS

Developing countries neither produce, nor have the
foreign exchange to buy, adequate food to feed their rapidly
increasing populations. Aside from the long-term solution of
curding population growth, the best way for these countries
to alleviate the problem is to realize their production po-
tential.

There are complex problems involved in realizing that
potential--many, such as inadequate storage, transportation,
and communications systems, relate to the countries' stage
of economic development. However, in addition to thece gen-
eral developmental proklems common to developing countries,
certain governmental policies and institutional factors either
limit economic incentives or are disincentives to farmers in-
creasing their output. And these policies and factors can be
changed if the governments have the political will to do so.

Production potentials can be more fully realized only
if producers are provided adequate incentives and supporting
services. For instance, price policies for farm products need
to be formulated ani implemented to insure . hat prices are
fixed at incentive levels and that such prices are actually
received by farmers.

Farmers in developing countries have clearly had some
incentive to produce, since total food production has increased
over the past 20 years (though it has iust kept pace with
population growth). Also, without question, the United States
and other donors, through their financial and technical as
well as food assistance, have to a degree been instrumental
in bringing about these increases. However, even after hil-
lions of dollars of such assist-nce, developing countries
continue to have policies and institutional factors that are
major disincentives to expanded food production.

And while the donors have contributed to production in-
creases, they have also contributed to the continued existence
of disincentives by providing cheap food from their surplus
production. Such food aid has adversely affected agricultural
production by allowing recipient countries to postpone agri-
cuttural reforms needed to realize their production potential.
And 1t has only been when food @id was reduced and food avail-
ability became highly uncertain, such as since 1972, that there
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has been any real impetus in the developing countries toward
removing disincentive policies and increasing preduction.

The important question now is: What can the develcping
zorntries therselves do to change disincentive policies an.
institutionzl factors and what can external donors do to help
bring avout these necesszary reforms?

Donors gererally state that the developing countries
themse™ ~s must have .ua2 political wilil and courage to correct
disince 1ive policies. We agr=ze that political wiil is re-
quired = :cause the problems facing the developing countries
are difficult and involve many complex and interrelated issues.
But these are mat'ers that the governmen*s can deal wich.

To insist that governments dzal with thlese problems and
to provide a proper ervironment for firancial and technical
assistance to be used most e¢ffectively to increase food vpro-
duction require courage and pol.tical will by the external
donors. Donors indicate the desire and intention to help, but
they are reluctant to require effective action by developing
countries as a c¢ondition for external assistance. Instead
they avoid taking a firm stand by indicating that developing
countries have the responsihkiiity to act.

If the developing countries are to ke convinced that
they must make agricultural reforms to realize their produc-
tion potential, major donors, including international organi-
zations and financial institutions, must agree that such
changes are necessary and work together to bring about the
changes. As long as the developing couatries can obtain ex-
ternal assistance by playing off one donor against another,
they may never be impelled to take the hard steps necessary
to increase their domestic production.

Accordingly, continued external assistance to developing
countries' agricultural sectors should be predicated upon
governments providing adequate economic incencvives ard sapport-
ing services for realizing their production potential. A2And to
insure that concessional food aid daoes not act as a disincen-
tive by permitting governments to postpone needed agricultural
reforms, such assistance should be provided in conjunction with
“pecific agricultural development plans and after firmiy deter-
mining that producers have adequate incentives.

AGENCY COMMENTS AND OUR EVALUATION

The Department of the Treasury agreed with the gcneral
thrust of the report, its conclusions, and its recommendatrion-<.
The Department of Agriculture also agreed with the reporst's
findings. (Sce apps. X, Xi, and XII.)
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The Department of State and the Agency for International
Development in their joint comments {referred to herein as
State/AID) agreed that incentives are an important economic
issue in developing countries' food producticn and that there
is a need to improve developing countries' policies to help
increass food production. (See app. XIII.)

State/AID were concerned that our repcrt overstates the
importance of incentives and suggested tHat a balanced policy
that meets the needs of both the farm producer and the urban
consumer is required.

State/AID added further tliat agricultural development

should hbe Pnrcnoﬂ in the context of a coherent and comprehenu

sive strategy for agricultural and overall economin develop-
ment for the country.  State/AID z2l1sc pointed out the conces-
sional food aid does not necessarily have to serve as a
production disincentive and fragquently has had many p051t1ve
effects.

Our report is not meant to suggest that governments
adopt policies cf maxiwmizing incentives to the exclusion of
all other developmental requirements and for the sole benefit
of farmers. We fully concur in the need to approach the prob-
lem of increasing farm production as part of an integrated
development strategy. It is our belief, and the essential
point of this report, that (1) incentives form a primary and
essential element of any agricultural development strategy and
(2) the existence of disincentive practices and policies de-
tracts from the development process.

Acccrdingly, we believe there is a nerd to place more
emphasis to convince food deficit countries to adopt policies
and programs which provide adequate incentives to stimulate
increased farm production. This need was well stated in the
President's May 1975 report, "U.S. Actions Affecting the
Development of Low-Income Countries," which stated that

"Although AID technical and financial assistance
may be helpful in stimulating increased food prou-
duction, developing country policies will be the
determining factor. Many less-developed country
governments choose to maintain artifically low
food prices for urban dwellers. To do so, they
must use the government budget either to subszi-
dize the consumer or the price paid by farmers

" for fertilizer and other inputs, or pay & stiffer
price in the form of low production resulting
from insufficient incentives to farmers. Low
prices to farmers deter them from making maximum
use of ferctilizer and other expensive inputs and
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frequently prompt them to smuggle part of the
crop out of the country or to a domestic black
market. To cover the national shortfall, the
government is then forced to purchase food from
abroad, often paying foreignecs in scarce foreign
exchange a price it would not pay its own farmers.
While this practice may have been possible in

the days of plentiful concessional food and low
world market prices, it is an expensive pro-
cedure today, draining scarce foreign exchange
which might otherwise be available for develop-
ment purposes.”

RECOMMENDATIONS

We recommend that ctlie Secretaries of State and Agri-
culture and the Administrator of AID, in determining the
level of agricultural development assistance and concessional
food aid, (1) place maximum consideration on the efforts of
developing countries to improve f{heir agricultural production,
make needed agricultural reforms, and provide production
incentives to their farmers and (2) more closely relate
concessional food aid to efforts by recipient countries to
increase their own agricultural production. Such con-
siderations should be made a part of the procraming docu-
mentation for each country. .

We also recommend that AID work to modify developing
countries' policies and institutions that are disincentives
to expanded farm output and assist such countries in taking
effective action to provide adeguate incentives. AID should
provide more assistance in identifying and bringing to the
attention of developing countries those policies and insti-
tutions that may not be generally recognized or understood
as disincentives and alternative policies and programs that
could improve the performance of the agricultural sector.

We further recommend that the Secretaries of Sctate and
the Treasury take the lead in working for concerted zction
among major donors, including the international organizations
and financial institutions, for removal by aid recipients of
agricultural production disincentives and for the adoption
by these countries of a positive agricultural development
strategy that stresses adequate farm production incentives.
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CHAPTER 11

OBJECTIVES AND SCO?E OF REVIEW

This review concentrated on developing countries' govern-
mental policies and instituticnal factors that negatively
affect farmers' economic incentives to increase production.
Other constraints to food production relating to economic
development, such as inadequate storage, marketing, trans-
portation, and communication facilities, were not reviewed.

We sought to:

-=Identify governmental policies or practices that act
as disincentives to expanding production,

--Determine actions taken by U.S. Government agencies
either individually or with other donors to influence
the countries to remove disincentives,

--Develop and recommend actions to remove disincentives
and provide incentives to farmers to increase pro-
duction.

--Determine the disincentive effects of direct food aid,
such as that provided under Public Law 480, on
agricultural development.

We did work in the Departments of State, the Treasury,
and Agricul®ure and at AID and visited India, Indonesia,
Pakistan, Sri Lanka, Kenya, Tanzania, Peru, and Uruquay. We
consider=d reports, studies, and documents and hcld discus-
sions with officials of donor agencies and the host countries.
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APPENDIX I ‘ APPENDIX I

DISINCENTIVES TO AGRICULTURAL

PRODUCTION IN INDONESIA

Indonesia is the fifth most populous nation in the wcrld.
More than 60 percent of its 130 million people live on the
islands of Java and Bali, which comprise orly 7 percent of
the total iand area. Only half of this lard is arable. With
1,500 people per square mile, Java and Bali are among the
most densely pcpulated areas on Earth. The population growth
rate is about 2.6 percent; with population expected to Jdoukle
in less than 30 years, food production will have to expand
substantially to meet growing demand.

Indonesia has a dual agricultural structure ¢onsisting of
an estimated 15 to 18 million small-holder farmers and just
over 1,000 large estates. It is considered a nation of
peasant farmers, and the average amount of farmland per
farily on Java has fallen to about two-thirds of a hectare
as a result of increased population. " Nearly 85 percent of
the population is rural, and for about 70 percent agriculture
is the primary source of income. Rice, the principal food,
accounts for one-third of the value of total agricultural
production.

indonesia is generously endowed with natural resources
and, like other major oil-producing countries, has experi-
enced an increase in 0il revenues «s well as in revenues from
timber and other raw materials.

Indonesia remains, however, an impoverished and technically
undeveloped country beset by unemployment and weaknesses in
the agricultural sector. As yet, the benefits of the im-
provirg financial position are being felt by only a minute
segment of the people. A broad spectrum of the population,
including the one~third of the rural who are landless, have
suffered reduced real income.

Food self-sufficiency, an announred Government goal, has
not keen attained. Indonesia remains one of the largest
rice importers in the world; more than 10 percent of its
rice requirements have been met through imports in recent
years. Wheat is also imported, and total annual food grain
imports have been at least 1 million tons and sometimes over
2 million tons.

Indonesia has made efforts to increase production. Be-
ginning with the 1970/71 season, the principal official
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program has been one under which Government authorities
coovrdinated the procurement and distribution of irproved
seeds, subsidized fertilizer, crcdit, and other inputs’
through both Government and private channels. The program
was expanded to cover additional crops, including corn, soy-
beans, and cassava.

The Indonesian Second 5-Year Plan, which began April 1974,
heavily emphasizes agriculture--almost 40 percent of planned
expenditures were to benefit the rural sector.

Various officials contacted agreed that the potential for
expanding food production is excellent if probhlems can be
overcome. Vast areas cf undeveloped land with good crop
potential exist on the Outer Islands. The potential for
further intensification of production in the centical core
(Java and Bali) is also considered good.

The optimism is guarded, however, because Government
actionc have not gone far enough and policies or practices
which act as disincentives to increased food produc*ion re-
main. The primary disincentives to increasing Indounesian
food production include:

--Policies designed to hold down food prices.
--Restrictions on internal movements of food.
--Administrative deficiencies. |
--Unavailability of credit.

--Taxation of exports.

AID and State made the following overall comments on our
summary of disincentives in Indohesia.

"There are, indeed, many disincentives to agricultu-
ral production in Indonesia. The CAO team that visited
Indonesia clearly grasped the magnitude of the prob-
lem and was able to produce an impressively complete
list of the disincentives. However, we believe tlrat
the summary provides a misleading impression of how

the Indonesian government and® AID feel about the
disincentives, and of what is being done to remove
them. We believe that the senior policymakers in
Indonesia are keenly aware of the probleins and are
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proceeding deliberately and systematically to improve
the situation. In other words, there is a distinct
trend toward the removal of disincentives, the
strengthening of existing incentives, and the intro-
duction of new incentives. Perhaps the major short-
coming of the summary is the failure to recognize

that policymakers in Indonesia, as in most developed
as well as developing countries, are constrained in
their actions by very real domestic political consid-
erations. You can't always do what you want tec do.

We wish to state emphatically that AID is committed

to promoting agricultural production in Indonesia as
effectively as possible. Out of respect for the
sovereignty of the Indonesian government, we have

not made demands where we felt attitudes were correct
and trends were favorable. The thrust of our activi-
ties in the agricultural sector is to strengthen the
capacity of the Indonesian government to adopt effective
policies, undertake meaningful programs, and implement
sound projects.”

PRICING

The Governmeat considers controlling the prices of basic
foods an important po.icy objective. It fears that, if food
costs reflected world food prices, then increased wages in
all sectors would be necessitated, inflation aggravated, and
economic development disrupted.

Indonesia's pricing and subsidy policies which act:as
disincentives to increased agricultural production include

-~controlling the selling price received by the producer,

--controlling the retail price to the consumer by im-
porting grain for sale at subsidized prices, and

~--setting a uniform price level in all areas of the
country.

The stated policy is to assure farmers an adequate in-
centive for rice production by supporting an appropriate
rice floor price, while protecting consumers by controlling
prices at the retail level through ceiling prices. In
carrying out its pricing policies during the past several
years, the Government has placed more emphasis on protecting
the consumers than on supporting th2 producers. For example,
in July 1974 domestic rice prices were only about half the
world market price ard the producers' support prices were
even lower.
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Rather than carrying out a vigorous policy of domestic
rice procurement to support producer prices at incentive
levels, the Government has imported about a million tons of
rice a year and has sold it domestically at a fraction of
the cost to hold down consumer prices. Cther items, such as
wheat and sugar, are also subsidized.

In 1973, the Government declared that the Government-
controlled village unit cooperatives would play a major role
in rice procurement by purchasing from the farmers, processing
in their own facilities, and selling to the Government's
food agency. When the market price rose substantially above
the price the cooperatives were authorized to pay, farmers
were reluctant to sell to them. As a result, the Goverument
ordered farmers to sell first to the cooperatives, and scldiers
were reportedly used in some areas to enforce the order.

The attempt to force farmers to sell at less than the
market price undermined their incentive to increase pro-
duction or accept the rural cooperatives. The plan failed
and was subsequently halted; but this points out the funda-
mental problem of the Government's failure to appreciate the
necessity of adequate pricing incentives to farmers as part
of procurement programs.

The Governnent seeks to offset the disincentive of low
producer prices by subsidizing fertilizer prices. However,
the (1) Government-controlled marketing mechanism, (2) low
price margins allowed to fertilizer distributors, and (3)
one-price fertilizer policy discourage fertilizer distri-
bution.

In November 1374, Indonesia announceé a 40-percent in-
crease in the floor price of rice effective February 1975
and an immediate 50-percent increase in fertilizer prices.
No change was announced for the ceiling price of rice, but
it was also expected to rise considerably.

Indonesia's system of uniform rice prices in all markets
and provinces has been a major impediment to market inte-
gration and regional specialization. But AID says that
Indonesia no longer has a uniform nationwide ceiling price
for rice.

AID and State made the following overall comment on this
discussion of Indonesia's pricing policies.
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"This section fails to recognizz the critical dif-
ference between a government's justifiable efforts

to shelter its economy from sharp, short-term inter-
national price fluctuations, and a government's
efforts to obstruct necessary adjustments to changes
in long~term prica levels. During the past two-year
period, internatioral rice prices socared from below
$100 per m.t. to over $600 per m.t. and have now
fallen back to nearliy $300 per m.t. During the same
period, rice prices within Indonesia have beea per-
mitted to rise from about $100 per m.t. to a current
level of about $250 per m.t. Although the government
has made some unfortinate decisions 1n its pricing
pelicies over the past few years, most of these have
been recognized and corrected--and the necessary long-
term adjustment in rice prices is being made."

TAXES

The Government imposes four major types of levies on
agricultural products cr income: excise, land, and export
taxes and cesses. They were estimated in Aprii 1974 to
yield about 20 percent of Government tax revenues. Two of
these levies, export taxes and cesses, are considered dis-
incentives to agricultural production.

Export taxes are assessed against all agricultural ex-
ports at a rate of 10 percent on prices determined by the
Ministry of Trade. The food crops primarily affected by
the tax are cassava, copra, sugar, soybeans, and peanuts.

An April 1974 agricultural sector survey by a World Bank
mission stated:

"Since Indonesia exports do not play a dominant role
in world markets, export taxes are clearly passed on
down to producers and must consedquently have an ad-
verse effect on production incentives. 1In some cases,
particularly when a considerable amount of processing
of thLe raw farm product takes place prior to export,
and when production is carried out by large numbers
of smallholders facing inadequate marketing systems,
the tax actually passed on to ‘the producer may repre-
sent considerably more than 10 percent of the pro-
ducer price.

"Unlike the [land tax!, export taxes represent an

inefficient means of collecting revenues, with
pronounced disincentive efforts on production. * * *"
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Cesses--nominal taxes levied on 17 expcrt commodities--
yield about $7 million annually, They are taxes on marketed
production and also apply to domestic sales. Regarding
cesses administered separately from other taxes, the Bank
report stated that the rationale for creating a separate
duplicate authority to collect taxes and sgeud ."evenues is
not entirely clear. Furthermore, the type of tax appears
to have even less merit than the export taxes. While cesses
are considered a disincentive to production, copra is the
only food crop greatly affected by them.

CREDIT

Officials believe the Government needs to increase the
lending allocated to the food production sector and expand
the credit available to small farmers. Although credit is
provided by a variety of sources, both the amount and
farmers' access to it are lifticed.

AID said that problems of inadequate collateral have
limited farmers' access to credit. Traditional problems
exist over land titles, but last yvear the Government decreed
that land-use certificates were acceptable as collateral
for agricultural credits. While this is not the final
solution, it has improved access to cradit for many farmers.

An April 1974 report stated that, except for some foreign
loans for private estates, almost all development loans
(for agro~-industries and state-owned estates) and seasonal
loans for rural credit for the past 3 years have been at 12
percent annual interest. Other loans in agriculture were
at 24 percent and above. Rates outside the agricultural
sector, however, are as high as 36 percent.

The Government seeks to compensate for low producer rice
prices by providing subsidized bank credit to rice producers.
However, since the smaller farmers (1) are viewed as high-~
risk borrowers by the banking system and (2) are often
excluded from this program, only the larger farmers generally
have effective access to this financing.

RESTRICTIONS ON INTERNAL FOOD MOVEMENTS

Transportation and marketing deficiencies have discouraged
farmers in surplus growing areas from increasing production.
Various officials contacted considered the difficulties
encountered in moving food, especially between islands, a
serious disincentive to be overcome.
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The marketing of small holders' crops, representing most
of the agricultural production, is impeded by the com-
plexities of handling the output of millions of small pro-
ducers. Various road taxes, port charges, and other pay-
ments, many not Government sanctioned, rare encountered in
moving food throughout Indonesia. The marketing costs
(both real and contrived) are considered inordinately high,
thus limiting the incentives of small farmers. Details on
the illegal charges and actual costs of marketing were not
available.

Interisland shipment of rice except under Government
auspices is prchibited. This has greatly restricted the
movement of rice from surplus production areas to deficit
areas, thereby reducing producer prices and hence incentives
in the surplus areas. The Government has preferred to sup-
ply the deficit areas with imported rice.

NEEDED IMPROVEMENTS IN AGRICULTURAL PROGRAMS

Inefficiencies in administering programs and in providing
information to the farmers on how to increase yields were
frequently mentioned as major roadblocks to increased agri-
cultural production. Administrative weaknesses appear to
result from the multiplicity of Government agencies and
directorates concerned with agriculture and the inadequate
organization for planning, research, extension services,
and regional development.

Lack of good statistical data is a problem, as shown by
the following World Bank assessment.

--The poor quality of agricultural statistics, a far
more serious handicap to sound economic planning than
is generally admitted, results in part from a half a
dozen different agencies inadequately gathering or
reporting statistics on the same crop.

--The topographic map cover and land-use and soil surveys
are inadeguate to permit a precise appraisal of exist-
ing resources.

--Accvrate information on the costs of marketing specific
crops and the actual marketing processes are lacking;
major surveys of these costs and processes are needed.

Efforts for reform are reportedly hampered by adminis-
trative inefficiencies. The official compensation for
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nearly all Government employees is too low tc either per-
mit or command full-time efficient performance, and any
effort to demand such performance is seriously undermined.
Efficiency is low, and opportunities for income enhancement,
at the expense of effective Government operations, are
common.

Substantial salary increases have been awarded in recent
years including a major boost for Government and military
personnel in 1974. A program of selective pay increases,
combined with inducements and other measures to reduce the
large numbers on the Covernment payroll, was believed to
be needed.

OUTER ISLAND DEVEI.OPMENT

Another problem has been the failure to develop agri-
culture on the Outer Islands. For various reasons only a
modest beginning has been made in combining Java's in-
tensive labor resources with the unused land in the Outer
Islands. It is estimated that as much as 20 million hectares
of presently unused land could pe developed for farming.
However, much of the area is unmapped and un=xpl .red.

Continuing agricultural growth in Indonesia is reported
to depend on an imaginative approach to Outer Island
development and on intensification of production in the
central core. However, Gcvernment assistance to the Outer
Islands has been minimal, consisting primarily of a small
transmigration program and construction of access roads,
usually for other purposes.

EFFORTS TO INFLUENCE REMOVAL OF DISINCENTIVES

Acccrding to U.S. Government officials, no recent efforts
have been made by either the Embassy or AID to influence
removal of or changes in Indonesian policies acting as dis-
incentives to food production. They pointed out that U.S.-
Indonesia relations have deteriorated as a result of the
cutback in U.S. concessional aid.

The general consensus among *0fficials contacted is that
the United States has little influence over Indonesian food
policies and efforts to obtain removal or elimination of
agricultural disincentives would be futile. Further, Indo-
necia's oil revenues are a pertinent cor.ideration in how
the Governmeni attacks its food problems.

Bisi vuuuimiiil AVAILABLE
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AID and State made the following comment on efforts to
influence removal of disincentives in Indonesia.

" % * While U.S. officials have not made any recent
direct attempts to influence changes in specific
Indonesian policies on a national scale, virtually
all AID projects contribute to the formulation and
implementation of bhetter policies. 1In collaborating
with the Indrnesian government on the development

of each new AID-supported activity, we seek to de-
sign proiects that provide direct benefits to small
farmers and the rural poor. These efforts involve
minimizing, if not eliminating, the efforts of
disincentives among project beneficiaries. Most
projects are intended to be replicable and thus
would extend their beneficial impacts over time."
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DISINCENTIVES TO AGRICULTURAL

PRODUCTION IN SRI LANKA

Sri Lanka is an island with 13 million people located
off the southeast coast of India. Agriculture, the most
important sector of the economy, accounts for 56 percent of
total employment. In this sector, the production of export
crops (tea, rubber, and coconut) by large estates and food
grains by numerous small farmers are emphasized. Production
of rice, the principal food, has been stagnant s.'nce 1970.
Wheat is not grown in Sri Lanka, but there is demand for
wheat products.

Sri Lanka is a prime example of a country facing serious
food shortacaes due to govermment policies that have histor-
ically acted as 3disincentives to food production. The
problems in the #jricultural sector are many, complex, and
often interrelated, but almost all have their origin in the
country's social welfare political philosophy, which has
generated a system of free and subsidized food, transpor-
tation, and social services. The coalition government
elected in 1970 promised more free rice than ever before.

Numerous officials have observed that Sri Lanka has
a "people problem" rather than a “"resource problem."
Although difficult to explain in economic terms, the high
level of welfare services, the substantial subsidies on
staple foods, and the lack of stimulus provided by fear of
real poverty appear to be contributing factors Further,
the free education system has tu-ned out an abundance of
educated youth who cannot find employment but are unwilling
to work as farmers.

The country has historically relied on the export earn-
ings of tea, rubber, and coconut to finance imports of food
and other needed commodities. However, production dropped
off or became uneconomical and :'e revenues generated from
the export crops which paid for the food imports dropped.

At the same time, the costs of food and fertilizer imports
increased substantially. This left the country in a craisis
situation in 1973--it had not enough food nor the foreicn
exchange to pay for food and other imports nceded to operate
1ts welfare system.

The United States did not have an agricultural attache
or specialist in Sri Lanka, and no one had been given the
responsibility for monitecring and reporting on Sri Lanka's
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agricultural problems. Because little documentation beyond
work done by the World Bank was aveilable, our ability to
identify (1) the impact and relative significance of reforms
initiated by the Government in 1973 and (2) the extent of
current agricultural disincentives was limited.

Nevertheless, our discussions with various officials in
Sri Lanka produced the following observations:

--7he 1973 reform measues did not eliminate disin-
centives to fuod production but did reduce their
severity.

——The reform measures were the result of a deteriorating
economic condition which forced the Government to
take action.

-~The Government is aware that agricultural disincentives
exist, but its options are limited by its commitment
to the pnlitical/social system and hv its desire to
5tay in power.

The State/AID comments stated that the most important
factor motivating the Government of Sri Lanka to change its
overall policy in 1973 to accord development a high priority
was the expressed reluctance of World Bank-sponsored Aid
Group donors to "come once more to the rescue" by increasing
their assistance during the financial crises of 1972-73.
This deliberate stance was jointly adopted to demonstrate
to tne Governwent that the donors were no longer preparcd
to finance the status gquo but would only support positive
actions addressing the economy's basic structural problems.
The beliet was that the deteriorating conditions would bring
the Government to realize that only through its positive
actions could the economic and financial situation be
stabilized.

It is urclear what influence the aid donors had in
bringing aboit the changes. The donors did not increase
their aid in response to Sri Lanka's financial crisis;
however, aid was increased after reforms were initiated in
October 1973.

State/AID provided the following background on the
evoiution of Sri Lanka's policies. ' ‘his information pro-
vides perspective for our later discussion of Sri Lanka's
disincentive policies.
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Past policies were designed to deal with external trade,
paymerts, fiscal, and egalitarian policy concerns. Bacause
of the historical orientation of the economy toward che
three major export crops--tea, rubber, and coconut--as the
pP.ime source of foreign exchange earnings and *he bulk of
domestic budgetary resources, Government policies were
essentially aimed at promoting production of these crops
rather than food crops. Relative returns for export crops
had historically been more than sufficient to finance food
requirements and social welfare infrastructure costs and to
still provide resources for investment in the industrial
sector. In this context, food crop production was almost
totally neglected by Government policymakers, whose incentives
were to maximize production and earnings of nonfood agri-
cultural vrops.

This body of policies became increasingly anachronistic
during the 1960s as world demand and prices for tea, rubber,
and coconuts began to fall and earnings shrank to the point
where export earnings from nonfood crops ure no longer suf-
ficient tn finance basic imports of food and other essential
commodities.

Since the Government's decision tc realign development
policy to stress food producticn as 2 national priocgity and
to mount a food production drive, it has become increasingly
zpparent that the complex and pervasive body of policies
built up to stabilize and maximize export crop production
were inadequate to provide necessary incentives to food
production and had even become inadequate to provide maxi-
muni incentives for export crops. Dismantling the previous
peclicy structure is necessary so that a new national policy
package based on food crop incentives can be created in its
place. This process began in 1973 with charges in price
policies and has been carried on with further rhased modifi~
cations introduced in 1974-~75.

PRICING

The primary disincentive to food production revolves
around the Covernment's system f¢r contrelling the prices
paid to producers while providing rations of free and of
subsidized food to all the people, including the producers.

The Government-controlled Faddy Marketing Board (the
sole legal trading agency for rice) is responsible for pro-
curing domestic rice, heving it milled, and providing needea
quantities to the ration shops, which distribute the food
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under the subsidy system. Since not all the required food
is produced domestically, shortages are met through importa.

One free pound of rice a week is available to everyone
except taxpayers (less than 0.5 percent of the population)
and non-Ceylonese workers on tea estates. In addition,
rationed quantities of rice, wheat flour, and sugar are
provided at a nominal price to everyone.

In recent years, Sri Lanka has been hard pressed to
finance the nassive food imports reguired to operate its
food subsidy program. The country spent an estimated 12
percent of its gross national product on food imports duriag
1974. The fGevernment's badget for 1975 allotted 24 percent
of Government revenues for the food subsidy program. The
tudget projects cocmmercial food imports costing nearly 5300
million for the following three essential commodities:

Estimated .
import Escimated
Item quan’ ity cost
{torns) (millions)
Rice 300,000 $129
Wheat flour 346,000 110
Sugar 52,000 60
698,000 $298

Massive imports were necessary because prices paid by
the Government in past years were so low that farmers had
little incentive to grow more than that required for their
own food needs. Farmers ore required by law to sell all
their surplus rice to the Government.

State/AID explained the underlving ratiorale and
orientation of Sri Lanka's food subsidy program as follows.

--Historical y, the food ration system came into being

du.ing World War "I to provide equitable {ood distri-
bution.

--The food ration system and %Subsidized pricing is aimed
at consumer protection and egalitarian trea*ment.

--With the prime objective being to control the price
of food to consumers in order to stabilize the <oOSt
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of living within reasonable parameters, the price to
producers then became a direct function of pelitical
considerations and budget policies.

~-0Over time the food ration and price to the consumer
had become highly politicized with consumer interests
being accorded more politizal weight in national
policy formulation than those of producers.

--Commencing in 1973, national policy has been increas-
inglv stressing greater producer incentives in real
terms and reducing the predominant bias toward con-
sumers by passing along price increases.

The adverse chain of events and alarming food supply
situation forced the Government in 1973 to initiate a
national food production drive. The drive culminated in a
package of politically difficult peclicy changes in October
1973 that included reducing the weeklyv free food ration
f.om 2 pounds to 1 pound and increasing the price charged
for subsidized foods. In addition, incentives to increase
production were provided to rice growers by increasinc
procurement prices, expanding subsidies for fertilizer
{discontinued in April 1974) and other inputs, increasing
farm credit, and canceling old farm debts.

As one incentive, the procurement price of paddy rice,
increased from 14 to 18 rupees a bushel in April 1973, was
again increased to 25 rupees in October and to 30 rupees in
April 1974.

Most of the price changes over the past 2 years have
been poorly timed and have not provided an immediate
incentive since they were announced after planting. Prices
paid ara still well below world market prices and various
officials said further price increases are necessary to
stimulate greater domestic food production.

EXPORT TAXES AND EXCHANGE RATE SYSTEM

Sri Lanka uses a two-tiered exchange rate system which
encourages food imports and restricts foreign-exchange-
earning crop exports.

Importers must purchase a Foreign Exchange Entitlement
Certificate, which raises the effective price of fcreign
exchange to 65 percent above the official rate. In their
usage, these certificates constitute the equivalent of a
65-percent ad valorem tax on imports ond promote import
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substitution. However, food grains and fertilizers, which
have made up 50 percent of Sri Lanka's imports in recent
years, are excluded from the higher certificate rate.

To generate revenues to pay for these imports, the
Government relies heavily on the export Pf the traditional
plantation crops-~tea, coconut products, and rubber--which
account for 80 percent of exports. However, producers of
these products do not receive the higher certificate rate
for their exports or the special income tax treatment that
other export commodities receive and must also bear an
export tax, Thus, the system discourages production of
these crops since producers receive less than half *he
export value of their goods and still must obtain inported
goods at prices that sometimes include the higher certificate
rate.

In discussing these export crons, the World Bank reported
in April 1974 that "there is little uoubt that the total
weight of taxes, plus the exchange rate treatment, acts as
a disincentive to increased output and grzater efficiency.”

NEEDED IMPROVEMENTS IN AGRICULTURAL PROGR! 'S

Weaknesses in the Government's agricultural programs
were also identified as constraints to food production.
Major weaknesses included

-~-failure to develop a comprehensive, long-~range agri-
cultural program;

--lack of qualified agricultural personnel because the
educational system produces many economists and
engineers but few agricultural specialists; angd

--insufficient Government support of the Ministry of
Agriculture, causing it to become lethargic and its
personnel to defect for jobs in other ministries.

The Government's processes are slow and complex and
seriously impede its efforts to help farmers. For cxample,
the fertilizer subsidy program resulted in complex rationing
controls that absorbed much trained manpower, but the program
was ineffectively administered. Farmers had to deal with
an extended bureaucratic preccess that delayec delivery and
prevented many farmers from ever applying for fertilizer.

An agricultural expert in Sri Lanka said almost any
action involving contact with the Government is a long one

“ Broi vuwumLinl AVAILABLE
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that acts as a disincentive to production. For example, for
a farmer to obtain seeds, he must .

--apply for them at one ministry;

--go to another ministry to pay for them and obtain a
receipt; and

—--return to the original ministry or go to another
to turn in the receipt and pick them up.

Other processes may involve even more steps.

The Government per:lorms little agricultural research,
and its extension services are inadequate. FewW extension
agents visit the farmers because they have no transportation.

Water management has never been emphasized and is
highly criticized. Irrigatior and water storage systems
have deteriorated through lack of maintenance. Water has
traditionally been free and scarce water resocurces have been
wasted and poorly utilized.

The Government has not had a national water policy
applicable to all agricultural water resources. It has a
water policy which calls for charges for irrigation projects
involvaing lift-type irrigation systems. These systems lend
themselves to control of water releases, monitoring of flow
and use, and pricing of services to users. The predominant
systems (gravity flow from rivers and local small water
storage reservoirs and ponds) are not susceptible to metering
or water flow control as a basis for water pricing except
at an investment cost which Sri Lanka can not expect to af-
ford for years. This inability to raise revenues from gravity
systems users contributes to the lack of resocurces for
improvement, modernization, and extension of systems to pro-
vide Lketter control of watrer use.

According to State/AID, Lhe problem of wastage or
inefficiency in use of water can be dealt with through two
approaches: farmer education or water metering. The latter
approach requires immense capital resources not now available
and unlikely to be for a long time. Farmer education appedis
to be a more sensible approach; it will require a long-term
effort but less capital resources. It could L~ taken up as
part of a total technological package to reorient farming
practices away from the "flooding” concept of rice cultivation
toward "rainfed-weeding" and crop diversification practices.
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"he World Bank has reported that, with the existing
maze of controls, the price system is so distorted that it
transmits onlv confused information to the Government and
unecononmical orders to the producer. Because of the com-
plex network of price supports, the two-tiered exchange
rate system, rationing, subsidies, taxes, and other con-~
trols, conventional economic relationships become all but
meaningless. The Bank stated that an efficient allocation
of resources within the agricultural sector is impossible
with present price distortions. Further, the Government
does not have the administrative and economic skills needed
to manage the complex set of controis, taxes, and sr'bsidies
that make up its welfare system.

CONTROLS LIMITING PRIVATE INVESTMENT

Private investment in agriculture is urgently needed
but continues to be inadegquate, partially because of the
Government's socialist philosophies. Although the private
sector has been promised a continuing place in the economy,
considerable uncertainty remains amcng businessmen, agri-
cultural estates, and large farmers. Contributing to that
uncertainty are the Business Acguisitions Act, which permits
the Government to take over estates and businesses with-
out recourse to the courts; limitations on personal income;
land reform legislation; and various restrictions on private
enterprise.

Various agricultural estates have been nationalized,
usually with adverse results. Apparently the primary
problem is that management 1is reorganized under political
appointees who lack the capability to run the estates.

Examples of the type and amournt of land nationalized
are shown in the following table:

Type ' Acres
Tea 135,760
Rubber 82,944
Coconut 115,350
Paddy 16,270
Jungle and other 182,257

Total 532,581
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EFFORTS TO INFLUENCE REMOVAL OF DISINCENTIVES

Sri Lanka has the potential for greatly increasing its
agricultural production. A U.S. agronomist considered an
expert on agriculture in Sri Lanka believes that:

I
--The potential for increased agricultural production
is good if negative attitudes and government policies
could be removed.

~~The country is endowed with good agricultural land,
ample water supply, and good crop growing techrology.

--Problems of drought and flooding are minimal compared
to India and Bangladesh and a good insect-resistant
medium-yield rice strain is available.

~~Therefore, there is no reason why the country can not

be self-sufficient in food production.

Other U.S. officials agreed that agricultural produc .ion
can be greatly expanded if attitudes and policies are
changed. However, no recent U.S. Government efforts have
been made to influence Sri ILanka to change policies hindering
agricultural production. This is apparently because (1}
thas U.S. Government is attempting to maintain a low profile
and not interfere ir internal policies of Sri Lanka, (2) Sri
Lanka does not want advice from the United States, and (3)
advice offered would likely be ignored because of basic
differences in the two countries' economic systems.

In their comments, State/AID agreed that Sri Lanka
could improve production efficiency and increase total
agricultural ocutput if suitable policies were in effect,
supported by adequate resources, and modern farming practices
were adopted with improved technology inputs. They did not
agree, however, that no recent U.S. Govermment efforts had
been made to influence Sri Lanka to change policies holding
back agricultural production. They said there has been and
continues to be a continuing dialrque with the Government
at various levels on the need for such policy changes. This
dialogue has occurred in the framewcrk of the World Bank-~
sponsored Aid Group, in direct meetings with Government of-
ficials in Washington and Colombo, and most recently in
scveral AID feasibility study and program review teams’
visits to Sri Lanka to review and assess loan pessibilities
and discuss policy concerns in connection with existing
and plenned loan activities.
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DISINCENTIVES TO AGRICULTURAL

PRODUCTION IN INDIA

The need to expand India's food preduction is critical:;
its population of about 600 million increases by 13 million
each year.

Agriculture is the backbone of the Indian economy--
almost half of the national income comes from agriculture
and 70 percent of the labor force works on the land. Wheat
and rice are the principal foods and account for about two~-
thirds of the domestic food grain production and most of
the food grain imports.

Food grain production increased during the 1950s and
1960s from about 50 million tons to a peak of 108 million
tons during the 1970~71 season and has been stagnant since.
Food grain imports during ficcal year 1975 were estimated
to be about 7 million tons, including 800,000 tons under
Public Law 480.

Even with a doubling of overall production, increases
have barely kept pace with population growth. The Govern-
ment's efforts have not been adequate to solve the food
problem, and various disincentives or lack of ircentives
to expanding food production exist, including

--consumer-oriented pricing policies which depress
producer prices,

--restrictions over internal movement of food grains,

—-unavailability of credit to farmers with small- and
medium~sized farms,

~-insufficient farmer control over irrigation, and
~-inconsistent land tenure and reform policies.
PRICING

Most U.S. officials contagted in India viewed Govern-
ment efforts to hold down the prices received by farmers for
food grains as the primary disincentive to increased food
production. India's grain pricing volicies in recent years
have been increasingly oriented to urban consumers®, rather
than farmers', interests. Although Government support and
procurement prices are established for the various food
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grains, in recent vears support prices have been go much
below market prices as to be meaningless.

Both the central and state governments procure food
grains and distribute them at low prices to urban consumers.
The various procurement methods which have in recent years
held down the purchase price include: (1) monopoly procure-
ment, (2} levies on producers, (3} levri=s on millers and
traders, and (4) preemptive open market purchases. The
food grains procured, together with imports, are distributed
primarily through a network of fair-price ration shops. The
shops are privately owned but are approved and licensed by
the Government for distributing Government-owned food grains
at low prices.

In spite of concrols, the Indian Government has had
difficulty persuvading farmers to sell grain at prices the
Geovernment wants to pay. In 1973 {(believing that middlemen
were profiteering) the Government nationalized the wholesale
distribution of wheat and established plans to do the same
for rice.

The nationalization scheme failed when the Government
decided to pay less than 60 percent of the current unofficial
price for wheat but didn't implement necessary controls to
force the growers to sell surpluses to the Government.
Because of numerous problems encountered, the Government
returned the wholesale trade tc the private sector the
Zollowing year and abandoned plans to nationalize the rice
trade. The policy, though unsuccessful, was considered
another indication to the farmers that the Government was
attempting to prevent them from receiving a fair price for
their wheat.

In 1974, in another move to boost procurement, the
Government established wholesale and retail price ceilings
for wheat and ordered wholesalers to turn over half of
their wheat purchases to the Government at below the market
price. The policy stimulated farmers to shift to other
crops {despite lower yields) and to hoard grain.

Farmers apd middlemen have been consistently dis-
satisfied with Government procurement prices and have
attempted to circumvent prescribed policies. The situation
has resulted in public exhortations by the Prime Minister
and threats to use the Maintenance of Internal Security
Act against large farmers and wholesalers if Government
grain procurement does not increase substantially.
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The 1974-75 Government procurement prices for wheat and
rice were considered by most farmers to be inadeguate in
view of higher prices for fertilizer and other needed inputs.
Farmers generally cannct afford fertilizer and are unwilling
to assume the risks associated with using the high-yielding
variety techniques. As a result, yields are lower and the
Government bears an increasing burden to finance food grain
shortages through costly imports.

RESTRICTIONS ON INTLRNAL FOOD MOVEMENTS

Interstate restrictions on the movement of fo>d grains
throughout the country and interdistrict movement -estrictions
in some states havs acted as disincentives to increasing
food production. Although the details of the restrictions
vary from state to state, the intent is the same--to build
up reserve stocks and keep prices low in states that produce
surpluses. As a consequence, farmers in surplus growing
areas have limited incentive to increase production since
lower prices usually result. Thus, while India is seeking
international relief for starving areas, some districts are
maintaining stocks of surplus food grain.

CREDIT

Although the total credit available to farmers has
increased, distribution has been uneven amcng states and
within farm groups, with most going to the largest farmers.
Increased credit effectiveness requires that a much greater
share be directed to the small farmers, but there are no
signs that such a reorientation of credit will take place.
A May 1974 economic assessment reported that credit allo-
cations to those in greatest need have not increased and
institutional credit often doesn't serve those for whom it
was intended.

Without access to credit, small farmers have little
opportunity to purchase the costly inputs necessary to
suc~essfully adopt the high-yielding technolcgy of the Green
Revolution. The large majority of Indian farmers work small
farms and cannct afford even minimal amounts of fertilizer.

IRRIGATION

Although India has about 40 million hectares of irri-
gated cropland, it is estimated to be using less than half
its irrigation potential. The farmer has little control
over water provided by Government canals, which serve 40
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percent of irrigated areas, because such control would
require costly investment in sluices, meters, etc.

Timings of canal opening and closure are decided by
the state, and the farmer has little opportunity to control
irrigation depth or to dry the field in order to apply
fertilizer. With the present water supply systems, the
individual farmers are often powerlesse to take desired
actions to improve their output.

Even when a group of farmers want to make changes,
the design of the irrigation system may not permit them to
do so. Improved water nanagement requires a series of
interrelated changes rarging from improvements in the
irrigation system itself to arrangements for individual
control of water at the field level.

The need for expandinag ani improving irrigation schemes
is obvious, but such problems as sharply rising project costs,
poor planning, and inadequate project preparation must still
be overcome. Irrigation 1s a state responsibility, and
central government attempts to persuade the states to ear-
mark more funds for irrigation have been unsuccessful.

State/AID provided the following additional information
on India's progress and plans to expand irrigated areas.
Between 1960 and 1970, India expanded its total irrigated
area from 27.9 million hectares to 38.5 million hectares.
Approximately two-thirds of this increase has come from
the increased exploitation of ground water sources and one-
third from canal irrigation. The net increase in irrigated
areas averaged about 1 million hectares per year in the
late 1960s. Under the draft Fifth Five-Year Plan, the
gross irrigated area is expected to increase by 11.2 million
hectares, or an average of 2.2 million hectares per year;
ground water 1is scheduled to increase by 4.5 million
hectares; canal irrigation is to double to 5.2 million
hectares; and minor surface water schemes are expected to
triple to 1.5 million hectares. It is estimated that about
5 millicr small and marginal farmers will benefit from these
various schemes. In addition, approximately 100,000 private
irrigation pumps are added each year and enable yield improve-
ment on an additional 400,000 hectares annually.

LAND TENURE

In spite of land reform efforts, tenurial arrangements
tend to discourage investment and productivity. It was
reported in May 1974 that a further deterioration of tenurial
conditions including the banishment of tenants from the land
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has occurred. Therefore, tenants are discouraged from
making improvements on the laud.

Land reform, a key to any durable improvement in India's
agricultural situation, has been another stumbling block for
the Government. The Congress has promised land to the tiller
and passed ceiling laws, but no great improvement has
occurred. Hope for genuine land reform has all but vanished,
because the big landowners are so powerful that it is as-
sumed they will block any substantial land redistribution.
They have generally circumvznted legal limi-s on the size
of landholdings.

India is regarded as a country of small ftarmers; the
average size farm holding is 6.5 acres and 62 percent of
the farmers have less than 5 acres. However, about 5 per-
cent of the farms take up about 30 percent of the farm area
and 20 percent take up 60 percent of thes farm area.

In India, land reform leglslation is a prerogative of
the states rather than the Central Government. Before 1972,
there were wide variations between different states with
regard to the ievel of ceiling, unit of application,
exemptions, etc. Implementation of the ceiling laws was
poor and only linited acreage was distributed to landless
agriculturists. 1In 1972, a new land reform program was
formulated by the ruling Congress Party and the Central
Government. This program mainly aims at lowering¢ farmland
cellings and redistributing the surplus land. The new law
provides that family holdings shall not exceed 10 to 18
acres of irrigated land capable of producing two crops a
year, 27 acres of irrigated land capable of producing only
cne crop a yvear, or 54 acres of nonirrigated land.

According to the State/AID comments, most of the state
governmerits have already revised their existing ceiling
laws in conformity with the new guidelines. Upon full
implementation of the revised ceiling laws by all states,

a total of 4 million ares of land could possibly become
available for redistribetion among the landless agriculturists.
Progress in implementing th2 land reform program, such as
tenancv reforms and the consolidation of holdings, has
generally been slow in most states. “he Indian Government

has not mcved too quickly in this area because of the
exigencies of Indian politics.
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NEEDED IMPROVEMENTS IN AGRICULTURAL PROGRAMS

India apparently faces numerous other proklems in
solving its food shortages, and some politically difficult
decisions are needed in formulating agriéultural policies.
In the past, the Government has usually bowed to expediency,
adopting a patchwork of measures having limited impact and
which are sometimes counterproductive.

Various officials in India believe that, until the
Government demonstrates a real commitment to solving the
food shortage problem, most farmers will jack the ccnfidence
needed to take risks to increase food production.

Government efforts to solve the fcod problem have been
hindered by {1} inconsistent and insufficient efforts to
expand the fertilizer industries, (2} inept administration,
particularly over the production and supply of improved
seeds, (3) insufficient planning before initiating agri-
cultural programs, (4) failure to promote needed research,
and (5) failure to introduczs constituticonal changes esseutial
for establishing and enforcing national agricultural goals.

In regard to fertilizer production, AID said that
the record is poor despite the increases in food grain
procduction. Increases in food grain production between the
crop years 1963-€9 and 1971-72 can largely be attributed to
“ertilizer use on irrigated high-yielding varieties of focd
grains. Nevertheless, since this period, fertilizer
availabilities have not increased, and combined with bad
weather, this hac caused production declines. 1India esti-
mates, under present conditions, that the application of
one nutrient ton of fertilizer yields an incremental pro-
duction of 5 to 7 tons of grain. Therefore; India accepts
the fact that continued shortfalls in the supply of ferti-
lizer vould have serious consequences on the production of
essential food grain commodities. The World Bank team has
visited India to ascertain fertilizer production problems,
including equipment and spare parts needed to increase
fertilizer production, since plants are now estimated to be
operating at 60 percent of capacity.

Individual states often frustrate the execution of
agricultural policies. Conflicts between national and local
interests have not been easily resolved and narrow regional
interests have taken precedence over national fooed goals.
For example, the Government has no national policy regarding
interstate rivers. Irrigation schemes are often stalled Ly
state controversies about sharing water from major rivers.
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Recently, more than 100 irrigation projects in 13 states
were stalled by interstate disputes.

Parm income, the major potential source of Government
revenue, remains virtually untaxed. The large, wealthy
landowners pay no tax in most states. States have the
constitutional authority for imposing agricultural taxes
but have refused to do so and funds for needed agricultural
development remain scarce.

Efforts to make states spend project funds as allo-
cated tend to be defeated during times {like the present)
of rap.ily rising costs and resource restraints. The states
receive about & third of their development funds from the
Central Government and theoretically must conform their
plans to its established priorities to obtain assistance.
In practice, the states have easilv circumvented such
stipulations and set their own priorities, often to the
detriment of agricultural development.

'or example, state governments tenc to focus on large

irrigation projects, such as dams and canals, that often
take from 8 to 15 years to complete.

EFFORTS TO INFLUENCE REMOVAL OF DISINCENTIVES

Despite the numerous problems identified above, most
officials contacted helieve India can substantially increase
food production if the Government adcpts neceded policy
changes to improve agricultural programs and provide agreater
incentives to the farmers. The officials did not believe,
however, that the Goverament will make needed changes. They
point out that it has shown a lack of couragz to make
necessary, out politically difficult decisions in the past.

We were told that the U.S. Government has not recently
attempted to influence India to change policies nslding
back food production. According to U.S. cfficials, political
relations are such that U.S. advice is not wantad. In their
comments on this report State/AID said tha” the United States
has used the annual World Bank-sponsored Conscrtium meeting
on assistance to India to express its concerns to the
Indian Goverrment about the need te alter its policies and
to increase its investments in the agricultural sectHr.
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DISINCENTIVES TO AGRICULTURAL

PRODUCTION IN PAKISTAN

Pakistan has the potential for high agricultural pro-
duction due to its natural resourc.s and its experience with
the technology of the Green Revr:iution. Tt has failed to
develop this potential, howcver, and has cne of the lowest
yields per acre in the world.

From 1968 to 197 the country's food production increased
an average of about 3 percent annually, but because of popu~
lation increases per cavita production showed no increase.

The failure tc¢ produce enough food forced the Government to
divert its resources from development programs to subsidy and
import. programs to help meet its goal of providing cheap,
nutritious food to the poor.

The Government's policies (especially thosz2 acting to
contrcl producer prices) have been a major factor in the
country's not realizing its agricultural potential.

State and AID agreed that certain of Pakistan'‘s policies
may inhibit proyress in increasin~ food production; however.
they felt that, in discussing these policies, attention
should be given tc nonpolicy phenonmena (war, f£lood, drought)
which have inhibited production and to the political environ-
ment in which policy changes are made {considering trade-cffs
be tween high food prices and political stability, between
rural and urban groups, and amonyg social classes). Their
comments cited the increase from 120 to 175 in the production
index for all food crops dvring the last decade as resulting
largely from a complex of policy actions, including those
dealing with the introduction of high-yielding varieties;
fertilizer importation, prcduction, and distribution; water
availability, distraibution, and salinity control; and pricing
and subsidy questions. :

Pakistan has had significan% increases in overall food
production due to its efforts and those of external ascistance
donors. Houwever, it contipues to have a critical need to
increase food production, and therefore needs to provide in-
centives to realize its production potential,

PRICING
Varicus governmental policies relating primarily to the

Government's desire to hold down food prices for the urban
consumer have been a disincentive to expanded food production.

60



APPENDIX IV APPENDIX 1V

Thase policies includzd procuring food domestically at con-
siderably below world market prices and subsidizing the re-
tail sale to the urban consumer &t less than the farm procure-
ment price, importing wheat and vegetable o0il and subsidizing
its sale at the retail level below the domectic procurement
price, and procuring rice for export without giving the

farmer the benefit or favorable export prices.

Government purchase aud subsidized distribution of wheat
began on a large scele in response to a 1942 drought, and a
1965-67 dronght < epened Government involvement. HNeeded food
was importea, including U.S. Public Law 480 acsistance, and
distributed through ration shops in the cities. As urban
populaticns demonstrated their political power, the subsidy/
ration shop system became increasingly institutionalized and
politicized.

To maintain the low ration shop prices, the Government
buys domestic wheat Zrom farmers at much less than the world
market price and sells the whcat through the ration shops
for less than the price paid farmers. To compensate for
production shortfalls, the Government then imports large
quantities of food products, including Public Law 480 prod-
ucts, '.ich it also distributes tkrough the ration shops at
the szm. subsidized prices.

The Government has subsidized such agricultural inputs
as water, fertilizer, and pesticides. However, a cost-price
relationship was not established to effectively stimulate
expanded production.

An economic assessment reported that eliminating or re-
ducing price distortions relating to both agricultuvral prod-
ucts and inputs could greatly increase efficiency and pro-
ductivity in Pakistan. The relative and absolute position
of lower income groups would be improved since many subsidy
and price distortions tend to work to the advantege of middle-
and upper-income groups.

Wheat

The agricultural attache and AID mission officials agreed
that low procurement prices to farmers for wheat have acted
as a dicincentive to increased production. In 1974, for
example, the Government paid the Pakistani farmeyr $69.13 a
metric ton for his wheat. Wheat prices in nerghboring India
were twice that amount and the market price was about $157
(f.o.b. U.S. gqulf ports, June 1274). The Government announced
a purchase price of $100 for wheat harvested from llarch
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through June 1975, but, according to an AID official, this
was still below the prevailing world and neighboring countries’
prices.

Wheat, the ctaple foced, has been in short supply for
yvears. FAO reported that Pakistan imported, in thousand ~
metric tons, 718 in 1971, 1,182 in 1972, and 965 in 1973.
Public Law 480 exports constituted the bulkx of Pakistan's
imports-~in thousand metric tons, 627 in 1971, 905 in 1972,
and 847 in 1973. According to some assesnsments, had Pakistan
provided close-~to-market price 1ncent1ves, it could be self-
sufficient in wheat.

Imported wheat, including Public Law 480 and domestic
purchases, is scld in the form of flour throujh the Govern-
ment ration shops at subsidized prices below the cost of
domestic procurements. The Government increased its subsi-
dized rection-shop price about 49 percent in 1975.

Despite the risk of continued vheat shortfalls, Pakistani
measures failed to improve the cost-benefit relationship of
high~cost fertilizer inputs tc wheat prices to the farmer.
Fertilizer prices in 1974 increased 2.6 times over 1972, but
the procurement price for wheat increased only 1.5 times.

AID said that, just to maintain the 1972 fertilizer price
ratio for the 1975 crop, the Government wheat procurement
price would have to be $127 a metric ton. (The announced
precurement price before planting was $100.) Wheat imports
for 1975 were 1.6 million tons costing about $300 million.

Rice

Government export and price controls have been a disin-
centive to expanded rice production. The farmers are paid
considerably less than the world market price and the Govern-
ment collects the difference between the farm and export
prices. 1In 1974, for examplie, Pakistan exported an estimated
200,000 metric tons each of basmaiti and ccarse rice. The
Covernment, which has a moncply on rice exports, paid the
producer $165.75 a ton for basmaiti, which it exported for
$800, and $70.36 for coarse rice, which it exported for $400.
{(The Government-announced 1%74-75 crcp prices are $243.55 for
basmaiti and $106.10 for cocarse rice.)

Rice exports reported by FAC in thousand metric tons were
279.7 for 1972 and 871 for 1973. One assessment indicated
that export tonnage could be raised mcre than 1 million tons
without increased acreage if the farmers were paid prices
clcser to world market levels.
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Vegetable oil

Government price controls and subsidized imports have
been a disincentive to expanded vegetable 0il production.
Beceuse of inadequate production, the Government has imported
substantial quantities of oil, which it'then sold for less
than import costs.

The agricultural attache reported in June 1874 that
Government—controlled retail prices limited the supply of
domestic cottonseed oil and required substantial commerciczl
imports of soy and palm oils. To fill the rneed about $95
million in foreign exchange will have been spent from
November 1973 to October 1974. The imported vegetable 0il
was sold to oil millers at about half the landed cost to
hold down prices. 0il price control tended to depress
cotton seed prices, and measures taken to control internal
cloth prices and actions that restricted raw cotton exports
alsc acted as disincentives to cotton farmers.

The attache's report further said that Government pro-
grams involving vegetable oil were not conducive to higher
oilseed prcduction. 1he country desperately needed more
vegetable oil, yet there were no programs to encourage pPro-
duction of peanuts, rapeseed, sunflowers, or other sources
of oil.

According to U.S. officials, the oil extraction incustry
is Znefficient, recovering only about cne-half the oil from
cottonseeds, and the Government-controlled prices were too
low to encourage development of other oil sources or moderni-
zation of the exrraction and marketing irdustry.

Public Law 480 aimports have helped the Government main-
tain its low demestic prices for hydrogenated vegetable oil.
These imports were 54,200 metric tons in 1972, 34,300 in 1973,
22,200 in 1974, and 15,300 in 1975. The 1975 imports repre-
sented abcut 10 percent of the $124 million vegetable olil
imports.

To lessen both the heavy drain on Pakistan's free foreign
exchange and the costs of subsidized distribution, State/
AID <caid that during 1974-75 Pakistan increased the domestic
procurement price for cottonseed oil from $372 to $541 a ton,
reguired all industrially produced oil be sold to the Govern-
ment, and increased retail prices by 50 percent. The Govern-
ment also undertook (with U.S. assistance) a studv of the
cottonsezd sector aimed at increasing yields by modernizing
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the industry. AID will also provide assistancec for producing
other oilseeds.

TAXES ANT ~ATIONALIZATION OF EXPORTS

Government tax policies and nationalization of exports
have proved to be major disincentives to expanding production
because they isclate the farmer fron favorable world market
prices. Export taxes are a major source of Government
revenue. According to U.S. officiasls, rather than passing
world market price increases to farmers, the Government
raises export duties to take increased profits &s revenues.

During a period of rising world market prices for rice,
Pakistan nationalized the export of rice. The farmers were
paid considerably less than the world market price and the
Government collected the difference between the farm and
export prices. In fiscal year 1974, ~xport duties frcm rice
brought in an estimated 400 million rupees, and in fiscal
year 1975 such duties were expected tc increase by 45 percent.

Cotton production and exports have also been adversely
affected by export duties and naticnalization. Although
cotton production was about the same in 1373 and 1974, raw
cotton exports for 1974 were about one-fourth those of 1973.
Cotton yarn exports were down 45 percent and clcth exports
were down 35 percent. U.S. officials rcported that the de-
cline in cotton exports was due to

-—-inept management of raw cotton expcrts after nationali-
zation under the Cotton Export Corporation,

--high export duties and poor Government response to world
price trends, and

--a temporary halt in exports to assure adeqguate supplies
for domestic processing.

U.S. officials said the unprecedented Government inter-
ventior in the cotton industry and declining international
prices during fiscal year 1974 reduced foreign exchange earn-
ings and Government revenues while increasing domestic
inventories at all production levels. buring a period of
rising internaticnal cotton prices, Pakistan nationalized
cotton exports and raised export duties to absorb the
difference between farm prices and rising international prices
rather than pass og increased profits to farmers and middlemen.
wWhen the world market price for cotton declined, cotton caxports
declined sharply because the Government did not adjust export
duties downword. Private exporters were recruited to assist
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the Cotton Export Corporation, and export duties were reduced
for raw cotton and eliminated on cotton yarn and cloth.

Paxistan would like to increase both farm income and
cotton production. Yet, in apparent opposition to this goal,
it maintains low prices for cotteonseed and lint to help
control consumer prices for cotton products.

EXTENSION SERVICES

The Government's use of extension workers as enforzement
agents damaged their credibility with farmers. The agri-
cultural attache said the Government had used extersion
workers to direct farmers to plant certain crops rather than
only to assist the farmer. 1In addition, the FAO repre-~
sentative said that conflicting duties undermine the poten-
tial effectivenss of the extension worker.

Two domestic fertilizer companies had their own extension
programs, according to the agricultural attache, but the
companies could no longer affcrd these programs after the
largest agricultural province took over fertilizer distri-
bution to its farmers.

CREDIT

The agricultural credit system discriminates against
small farmers and tenants which characterize Pakistan's
agriculture. Such producers must rely more heavily on more
expensive noninstitutional credit than large farmers and
owier-pperators.

Until 1972, 52 percent of the credit extended to small
farmers was from noaninstitutional sources, such as landlords,
relatives, and private money lenders. Recently the Govern-
ment has been trying to increase the availability of credit
from institutional sources to farmers, especially small
farmers. The Government has introduced a system of credit
passbooks and set lending quotas for banks. Though there
has been a large increase in institutional credit to farmers,

it slill represents only a small portion of total agricultur-
al credit.

State and AID szid that working on improved and expanded
institutional credit arrangements as a means of achievin:
rural equity objectives will be importarnt in the long run.

A recently begun grant project in Dryland Agriculture
Improvement will consider credit in the context of small
farmer technology and will seek to measure the propensity
of small farmers to adopt new technology.
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LAND TENURE

Two efforts at land tenure reforms, in 1959 and in 1972,
resulted in the Government taking over and distributing 1
million acres to 50,000 families. There were an estimated
2 million tenant families and a large number of rural land-
less laborers in 1959.

Tenant farms account for at least 45 percent of the
total cultivated area. Share tenancy is a disincentive to
increased farm productivity and agricultural development
because the usual landlord-tenant policy is for the landlord
to take half of any production increases. The tenan: is thus
discouraged from striving for greater productivity. If
share tenancy were abolished in favor of fixed-rent tenancy,
then marginal improvements in productivity would accrue to
the tenant, thereby increasing his incentive to use fertilizer
and other yield-increasing inputs.

IMPACT OF FOOD AID AND CONCESSIONAL FERTILIZER

Public Law 480

The massive amounts of assistance provided Pakistan under
Public Law 480 have helped Pakistan maintain its consumer-
oriented food policies and, in so doing, have discouraged
expansion of domestic production.

Section 109 of Public Law 480 directs the President to
consider each recipient country's self-help efforts, includ-
ing establishing and maintaining policies to insure adequate
incentives to producers. The AID mission's request for
Public Law 480, title I, assistance for fiscal year 1276
contained only two brief general references directly related
to Pakistani policies affecting producticn. It contained no
discussion of the disincentives to producers that AID anrd
the agricultural attache have identified on other documents.
The mission said officials managing the Public Law 430 pro-
gram in Washington are aware of agricultural policy problems
in Pakistan.

The United States hcs provided Pakistan over $1.6 billion
in agricultural exports, primarily grains and related nroducts,
under Public Law 480. Such assistance has declined in the
last 2 or 3 years, but it still is a considerable sha-e of
cereals imports and, from 1970 to 1972, accounted for 8 to
14 percent of cereals consumption. Public Law 480 assistance
accounted for 20 percent of Pakis*an's $446 million food
imports in 1975.
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Mission and Embassy officials agreed that inexpensive
Public Law 480 impcrts have helped Pakistan maintain domestic
food prices below thcue of neighboring countries and well
below world market prices.

State and AID did not agree that Public Law 480 food-
stuffs (and fertilizer) support disincentives to the
increased production of such commodities, but said that such
an argument might have been made in earlier years of world
abundance and low world prices.

Fertilizer imports

From 1965 to 1974, Pakistan's fertilizer consumption
increased from about 70,000 to almost 500,000 nutrient tons
per year. Domestic production expanded but did not keep up
with the rapidly increacing demand. As a result, Pakistan
imported over 1 miilion nutrient tons of fertilizer costing
an estimated $214 million. AID's loans (l0-year grace
period, repayment over 40 years) totaling $116 million
financed 54 percent of the total imports and lessened pres-
sure on the Government to speed expansior. of domestic ferti-
lizer production. Pakistan relied on imported fertilizer
even though it has large deposits of natural gas which can
serve additional plants.

AID said loans for fertilizer imports helped stinulate
demand for fertilizer and increased agricultural prodvction.
Political difficulties of the ecarly 1970s and timelags
between planning a plant and production were cited by AID
as the main reasons for the failure to expand dcmestic
capacity. Negotiations are now underway to build additional
fertilizer plants.

Even though Pakistan impcrted over a million tons of
fertilizer costing $214 million, including $116 million
financed by AID, the State/AID comments said that Pakistan's
commitment to expanding domestic production is evigenced
in the growth of nitrogenous fertilizer production from
47,000 nutrient tons in 1966 to 300,000 nutrient tons in 1974,
and that Pakistan 1s expected to reach self-sufficiency in
nitrogencous fertilizer by 1980. .,

EFFORTS TO INFLUENCE REMOVAL OF DISINCENTIVES

The AID mission said the Government cf Pakistan has becen
receptive to considering amendments to its policy on the
merits of analysis brought to its attention. The mission
said its suggeccions to the Government have been in terms of
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AID's perceptions of Pakistan's public interest, not in terms
of a yuid pro quo for the provision of funds.

In summarizing 1its views, the mission said

"% % * jt is worthwhile considering Pakistan
policies in terms of their strengths as well as
their weaknesses. Over the past decade and haif
Pakistan's agricultural sector has performed
remarkably well. The statistics describe a
doubling or becter in production of wheat, rice
and cotton. While at no time during this period
would an objective observer have called Pakistan's
agricultural policies optimal for maximizing pro-
duction, the overall environment for agricultural
production must have been reasonably goocd to have
secured these achisvements."”

State/AID further added:

"* * *'We feel that Pakistan is serious and frank
in its perception of needed policy changes, which
were discussad openly at the Aid-to-Pakistan
Consortium held in Paris in May. We are also
heartened by discussions regularly held by our
Mission and the Pakistan Govevnment in the context
of P.L. 480 and fertilizer resource transfers,

in which needed policy reform is explored, options
examined, and assurarnce obtained that the pro-
spective assistance will be supportive of improved
production incentives.”
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DISINCENTIVES TO AGRICULTURAL

PRODUCTION IN KENYA

Kenya is considered to have the general potential to be
a supp.ier of foodstuffs to the East Africa area. About
85 percent of its population is employed in the agricultural
sector, which contributed from 32 to 40 percent of the gross
domestic product and 60 to 70 percent of total cverseas
commodity exports for 1964-73.

Agriculture has remained the dominant sector in the
economy, and its overall 1964-73 growth rate of 4.7 percent
exceeded the 3.5-percent population growth rate. For 13%70-78,
it is estimated that demand will grow at 5.2 percent annually
ror wheat; 3.9 percent for maize; 4.9 percent for pulses;
and over 6.0 percent for all meat, fish, eggs, and dairy
products.

Food grain imports were $14 million in 1973, $25 million
in 1974, and an estimated $25 million in 1875. '

A goal of the Government is to be self-sufficient in food
production and produce surpluses for export. Part of the
reason for the failure to realize production potential,
necessitating imports, can be found in Government policies
which do not provide adequate agricultural production incen-
tives. Some of the polities relate to

--low producer prices and distorted market conditions and

--inadequate extension services and credit to small
holders, the primary agricultural producers.

PRICING

The Kenya Government protects consumers by keeping food
prices lcw and paying set prices to food producers. The
Government controls producers' prices of agricultural pro-
cucts for domestic consumption but does not contro: pro-
ducers' prices of agricultural exports ({coffee, teu, sisal,
etc.}). -

The Government recognizes the need to increase production
and has recently taken actions, including substantial in-
creases in preducer prices, to increase tetal production.

v
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On January z2, 197%, prices to producers of food grains
were increased and the price of beef was decontrolled.

The set of price increases was the fifth in 2 years and
more than doubled the 1973 producer prices for maize (31/20
to 65 Kenya shillings for 90 kilograms) and wheat {43/- to
100/~ Kenya shillings for 90 kilograms).

AID, FAO, and the World Bank said, and Kenyan officials
agreed, that producer prices for foed crops before the
January price increases had heen too low to serve as an
incentive for production. A Kenyan official said that, at
former prices, producers would lose money if they used
fertilizer. -

We were told by a U.S. official that because of Kenya's
low wheat prices some of the country's largest landowners
and farmers sold their entire 1974 wheat harvest in Ugande.

The Governmeni pricing structure also caused distortions
in the production and marketing of other foocdstuffs. Before
the decontrol of beef prices in January, the higher prices
paid for dairy products caused overalliotment of resources
to dairyving and inhibited beef production. Low consumer
nrices for beef prevented pork and poultry from being
competitive alternative meat sources. The combined effect
on beef was low production and high (80 percent) onfarm
consumption.

The marketing system is also an important constraint to
increasing production by smaller farmers. AID officials
said that, while the Kenyan Government production orien-
tation provides a marketing system responsive to larger
producer needs, marketing services for small producers are
seriously deficient.

CREDIT

Institutional credit generally has not been available
for siall farmers, credit has been extended primarily to
large farmers producing export crops, and a low interest
rate policy has created a money flight from the rural to
urban areas. ’

A World Bank assessment reported that large farmers
receive 75 percent of the credit+ and produce 50 percent of
the marketed output; small farmers receive 25 percent of
the credit but produce the other 50 percent of the marketed
output and provide subsistence for 90 percent of the
populatinn.

e Ral



APPENDIX V APPENDIX V

Ceoedit i1is extended primarily to largye farmers producing
export crops. Only about 200,000 of the 1.2 million small
holders have access to any formal credit, and little or no
credit is avcilable from any source for subsistence crops.
World Bank officials said that many Kenyan farmers with
3 or 4 acres are financially solvent and can buy agri-
cultural inputrs (such as improved seed and fertilizer);
however, others are n.t solvent--thus there is a need for
credit, but the need is not universal.

AID cfficials said the credit problem often is a lack of
institutional capacity to service smaller farmers while
simultaneously servicing the credit needs of the more
modern agricultural community. While noting that the Kenya
Government is aware of the reeds of small producers, AID
said many experts do not view credit as a limiting con-
straint to small farmers given their existing level of
technology. For many small farmers, availability of inputs,
a marketing system, and credit training are necessary before
they are able to make efficient use of production credit.
What is lacking is an integrated agricultural system respon-
sive to the needs of small farmers.

Kenya's low interest rate policy has also limited credit
to small hclders by creating a money flight from the rural
to urban arcas, by not recognizing higher costs inveclved in
lending to small holders; and by not recognizing the higl.er
risk factor. AID officials said that Kenya's policy now is
to more flexibly utilize interest rates and that interest
rates have rccently been substantially increased.

The Government 1s examining its credit institutions to
identify weaknesses and determine ways to correct or expané
craedit to small holders. Kenyan officials indicaied that
cooperatives are the key credit institution for small
holders because they can provide credit in volume and car
exert pressure on the borrowers through their meiabership
to insure repayment.

AID has given technical assistance Lo upgrade the
Government's Agricultural Finance Corporation's ability tc
provide credit to farmers and ranchers. AID also authorized
a loan for $13.5 million to be used primarily as short-term
agricultural production credit. One component of the loan
is to provide services to farmers not previously reached
by Government vrograms.
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EXTENSION SERVICES

The Government is concerned with developing programs for
small helders, such as effectively coordinating extension
services with the delivery of inputs. For example, new
hybrid maize seed has been developed to increase yields;
however, the Government has not been able to provide credit
to the farmer and provide adequate amounts of fertilizers
and pesticides on a timely basis so the farmer can buy the
inputs to get the increased yields.

The effects of extension services for increasirg pro-
duction on commodities for domestic consumption have been
limited. The extension service efforts have been primarily
toward export crops, such as coffee, tea, and pyrethrum
{insecticide). Even though small holders dre considered
tre key to future agricultural development, they have re-
ceived little attention on other than cash crops from
Government extension services. Officials generally felt
that the Government stress on extension services for the
larger holders and cash crop production had caused the food
subsistence sector tc suffer.

Varicus donor agencies indicated that the extension
services suifered alsc from such problems as

--lack of staff capability,
~~lack of coordination among governmental organizations,

—--concentration on larger progressive farms that need
the services the least. and

--lackx of mohility of extensicn agents.

FAO and World Bank cfficials indicated a need for organi-
zational improvements within the Ministry of Agriculture.
The Bank officials said that the Bank will include, as a
condition to the approval »f one of its projects, reorgani-
zation of the Ministry of Agriculture's extension services
to make them more effective in dealing with agricultural
problems.

EXCHANGE RATES

Kenya's overvalued currency along with the low interest
rates leading to undervalued capital and low producer prices
were comblning to reduce precduction incentives and invest-
ment in agricialture. Imports were <heaper than *heir real
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vailue and farmers of export crops were receiving less for
their exports.

International organizations advocated that the Kenyan
shilling be devalued. More recently, however, the situation
has changed. The Kenyan shilling is tied to the U.S. dol-
lar and the decline in the dollar in relaticn to ~ther
currencies has in effect devalued the shilling. 2TD said
that neither the World Bank nor ihe Interuaaicional Monetairy
Fund currently reccmmend devaluation of the shilling.

LAND TENURE

Since the early 1960s the Government has broken up many
large foreign-owned farms and sectled Kenyans on them in
small acreages. Farms under 50 acres number about 1.2
million. About half have less than 5 acres and are opera-
ting at or near the subsistence level. But, in total, they
produce about half the marketed agricvltural output zs well
as the nonmarket, or subsistence, crops for 90 percent of
the population.

The Government has not supported the change ir land
tenure with a coordinated and intensive shift in services
from large tn small nolders. The decisicn to emphasize
small holders was only made in the 1974-78 Development
Plan published in March 1974. The Governmen: is formulating
programs. buat it lacks qualified personnel and is having
trouble develoving and implementing plans for assisting
small holders.

Some donnrs believe that, even with the producer yrice
increases, food crop production will not greatly increase
because of the lack of effective suppert services to these
small holders, especially in extension servizes and credit.

EFFORTS TO INFLUENCE REMOVAL OF DISINCENTIVES

Donors have contributed over $340 million for develop-
ment in Kenya since its independence in 1963. Overvrall,
about 20 percent of such contributicns have been in agri-
cualture.

AID and Erbassy officials stated that levcrage {pre-
conditions) can be an copropriate tool to bring about poulicy
or other changes either before loar approval or as a con-
dition to disbursement of funds unde: a loan agresment
signed by the donor and recipient.
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In Kenya AID ani the World Bank can presently use
leverag: effectively to accelerate Kenva's consideration
of, and decisions on, changes in agricultural policy. This
is because the AIL «:nk policy concerns and propesals,
along with the potestial availability ¢f a significant
level of financing from the two sources. are additicnal
impetus to move in directions generally agreed upon within
the Government.
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DISINCENTIVES TO AGRICULTURAL

PRODUCTIONM IN TANZANIA

Tanzania has been sericusly affected by the energy
crisis and the world food problem. The AID mission esti-
mated that Tanzania's foreign exchange was $40C million in
1974, of which 50 percent was used for food grain imports
und 15 percent for energy imports. Food imports increased
f£ruom an average of about $20 million annuallv in the late
1960s. .

About 90 percent of Tanzania's population gains its
livelihood from the agricultural sector, whicn centributes
about 40 percent of the gross domestic product and accounts
for about 70 percent of total exports (major exports were
cashew nuts, coffee, cotton, and sisal).

But the agricultural sector's productivity is low. The
estimated average annual food production growth rate of 2.4
percent for 1968-73 was less than the population growth rate
of 3 percent. 1In 1972, subsistence production accounted
for 72 percent of the nonexport agriculture production,
leaving only about 28 percent for the domestic market.
Production dropped so drastically in 1974 that very little
domestic food grawn entered the market. Farmers with sur-
pluses smuggled “~odstuffs to neighboring countries and
noarded for them 2lves.

Although the Government is placing iucreasing emphasis
on food produ tion, its policies in pricing, taxes, credit,
extension .~ivices, land tenurz, and other areas are, or
have been, disincentives to agricultural growth.

AID ard State made the following overall commen*t orn our
discussion of disincentive policies in Tanzania.

"In order to place in proper perspective the
importance Tanzania is giving to increasing agri-
culiural productiocn, it is necessary to note that
the fccus of Tanzanian development objectives is
on improving the economic situation of the rural
pcor. This point is extremely significant.
Tarzania's national volicies, therefore, are a
composgition of social, political and economic
objectives. Policy decisions regarding disin-
centives to agricultural production, while recog-
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nized by Tanzania as an important part of achiev-
ing development goals, are made in a context much
more broad than economics alone. The draft GAO
report, therefure, is somewhat misleading in
implying that agricultural policy directions can
be readily reversed or modified. In Tanzania, - -
this situation is particularly relevant since a
grea® nercentage of agricultural producers now
are cutside the monetary economy and,

therefore, little affected by actions on pricing,
taxes and c¢redit. Also of importance here is the
uncontrollable inpact of drought, rather than
Tanzanian policies, on 1974 production.”

PRICING

Tanzania's volicy of providing inexvensive fcod to con-
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Tanzania Kenya

Prices for ,

Prices before Prices after 1974 Jan. 22,
Grain Apr. 1974 Nov. 1374 imports 1975

—— —{shillings/pence per 90 kilogramsj———
: /

Maize 31/50 67/50 144/- 65/~
Wheat 39/60 99/- 153/- 100/~
Rice 49/50 72/~ 180/~ 8l/~

The Government raised prices to decrease smuggling and
black~marketing and to increase production. In the Kiliman-
jaro region, farmers received cash payments and prices double
thcse on the official market, according to a West German
Embassy official. An AID official said that producers in
the Iringa region received between 1/50 and 1/60 Tanzanian
shiilings par kilogram for maize on the black market com-
pared. with the November 1974 official price of -/75.

Pecause the producer prices were unitorm throughout
Tanzania, differences in transportation and agricultural
input costs affected vroducers' profits. AID indicated
that tnis policy was of considerakle concern to it and
otner dounors, and that Government action in this area might
be more effective in stimulating production and in better
allocating resources.

Both the Worlcd Bank and the AlD mission indicated a need
to evaluate the current price increases to determine their
effect on production.

MARKETINSG

Although farmers have bkeen promised a market for their
nroduce at prearranged orices, the inefficiencies of
cooperatives and the supply and marketing systems continue
to discourage farmers from expanding production.

According to AID and West German officials, though prices
for food crops have increased, the farmer is still not as-
sured full payment on delivery. Also, farrmers are still
reluctant to sell through Government channels because by
selling throush black-market channels they can sometimes

get considerably higher prices and receive full payment at
the time of sale.
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Officials of the World Bank and the West German Erbassy
considered this failure to assure the farmer full payment
at time of sale a significant deterrent to production.. A
.overnment official sa'1 inefficiencies in the cooperatives
5till preclude the far .er from receiving full price for his
produce even though current Government policy supports
oroviding farmers cash upon sale at prearranged prices.

Some of the coopveratives' problems, as cited by donors,
are

~--gizable losses of the farmer's produce,
--corruption,

--poor service in delivering ‘nputs to farmers,
~~lack of fermer involvement in management, and

--insufficent numbers of well-trained, competent
managers.

We were told that such problems have resulted in many farm-
ers losing confidence ip marketing produce in Tanzania.
Managers of Sweden's assistance prog<am, which is focused

on imnroving the cooperatives, confirred the seriousness of
these proklems.

The cooperatives are also supposed to provide agricult-
ural inputs to the small farmer. However, production has
bee. hampered because cooperatives cannot supply necessary
inputs on time. Representatives from v.rious organizations
and the Government generally agree tha’. the cooperatives!'
inefficiency is a major deterrent to .ncreasing Tanzania's
food production. These problems contrast sharply with the
success of the Tanganyika Farmers Association, a nrivate
institution with only about 2,400 members, which has been
nroviding farm inputs to its members.

TAXES

Exrort taxes are the primary agricultural tax and
the primary source of Government revenue. The taxes are
high and the enport producer, who is paid controlled prices,
bears the burden. Agricultural - -products accounted for about
70 percent of Tanzania's exports duving 1969-73.

AID/State comments sald the tax 1s a progressive one
and therefcyre its impact varies according to the size of
the producer. In Tanzania, and perhaps elsevhere, this
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seems to be a proper policy of resource trans:«:r. particu-

larly since very few small farmers produce exgo:” crops and
the Government's policy is directed toward preov.c¢ing services
for small farmers.

EXTENSION SERVICES

The Government traditionally has emphasized cash crops
for export to the detriment of crops for d-mestic consump-
tion. The British and Germans established creop authorities
to provide extension services, input, marketing, and credit
for cash crop production. Tanzania inherited these crop
authorities and continued to emphasize them, bttt extension
services for food crops have generally been poor.

The weakness of the food crop extension services was
demonstrated by a World Bank project planning tcam. The
team estimated that, 1if farmers planted their crops on
time, used proper weeding and furrowing methods, socaced plants
proparly, and used improved seed, maize vields could double
toc 28 bushels per acre with little additional capital in-
vestment. Using fertilizers and pesticides wou.cd nrovide
even more dramatic results.

According to an AID project coordinator, exiension
workers do not have the technical training to «eal with
problems posed by various rainfall and soil co:ditions in
Tanzania. Also, other officials told us the farner's de-~
sire for assistance is critical to a cood extension service,
but the value of communication and good will between the
extension worker and the farmer has not bheen ennhasized.

Several officials told us that, while management qual-
ity at the cabinet and policymaking levels is excellent,
the lack of midlevel mznagement talent hinders implementa-
tion of extension poli:ies and contributes to 3 weaker ser-
vice. We were told that the extension agents are not getting

out to the farmers because they lack adequate transportation,
motivation, and demonstration materials.

CREDIT

Small farmer credit has generally been a nrcblem. The
major source of credit, the Gouvernment-controllced Tanzanian
Rural Development Bank, provides credit primaraily to crop
authorities, to larger farmers, and through cooperatives to
small farmers. The credit provided to the farmers ty the
Development Bank through cooperatives is not ustiallv cash,
but agricultural inputs {fertilizer, seed, etc.’. Collect-

-3
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ions are made after harvest. However,; the repayment rate
of small farmers growing food stuffs is so low that banks
are reluctant to make loans to them. The cooperative move-
ment also has been troubled by a very low debt repayment
rate. {

Coaperatives are the basic source of credit for the
small farmer, but the handling cof inputs at the cooperative
level has reportedly been poor, corrupt, and generally
dissatisfactory to small farmers. It is believed that
farmers would prefer to borrow from friends, family, evc.,
rather than use cooperatives. Ancther credit source is
crop authorities. However, they tend to specialize in loans
to cash crop farmers within their respective commodity, and
their credit is not readily available to the small food
crop farmers, who are required to market the bulk of their
crops through Government-sponsored agencies.

RESEARCH

l

The World Bank recently reported that the lack of re-
liable. production-potential data on Tanzania's many agro-
economic zones 1s a critical constraint. A real improve-
ment in land-use planning and applied research is not only
a high priority but must also precede the more intensive
agriculture programs that Tanzania needs tc develop over
the next 20 years. AID repeorts that additional research

is needed on farming practices, since vields are well below
voteantial.

Research programs have suffered from lack of government-
al support. According to Government officials managing
agricultural research, research fundinc has Jenerally been
inadequate. The AID-supported maize and legqume resear: b
project has been adversely affected by budget cuts. The
research team has wasted much time trying to assure adequate
and timely funding by the Government, we were told.

AID said that the 1975~76 Tanzanla budget contains a
substantial increase in funds for agriculturcl research.

LAND TENURE

The (overprent s policy of grouping fariaers in villages
{(ujamaa program) has disrustes production; the long-term
effect is unrertain.

Zar
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To provide services to the people, the Governnment
encouraged farmers, when it first implemented its ujamaa
program, to move into established villages. Although the poorer
farmers responded, farmers with better land and incomes
resisted. At the beginning of 1974, 1B percent o the popula-
tion was in ujamaa villages. Beginning in Februa:y 1974 the
Government required, and in some cases forced, farmers to move,
and by the end cf 1974, 50 percent of the population was in °
the villages.

The villages, which averaged about 500 families, were
far too large. Some farmers who were used to having plots
next to their houses had to walk long distances to their
plots and had less time to devote tc cultivation. Agri-
cultural disruption also occurred because villages were in
areas without water resources, manpower was diverted o
building during the planting and harvesting seasons, and
farmers were moved from their criginal farms preventing
them from harvesting crops already planted.

GOVERNMENT ACTIONS

In September 1973, President Julius Nverere said:

"It is no use our talking about socialism and
self-reliance if we cannot even use our resources
of land anéd labor to produce enough basic Zocd-
stuffs for ourselves.”

A Government official said that in Tanzania's Third
Five Year Plan, to be-released after July 1975, cmphasis
will be shifted to gaining self-sufficiency in grain pro-
duction. He said Tanzania can no longer assume that it
can import food cheaply or that food will even be available
for import.

The Government recognizes many of the problems it Iaces
in the agriculture sector, and it has raised rroducer prices
to encourage production and to get prices more in line with
neighboring countries to reduce smuggling. According to a
Government official, producer prices will be subject to
continuous review. He added that, an insurance program has
been discussed that would guarantee the farmer a minimum
return to offset the risk he takes with the cost of high-
priced inputs.

The World Bark has said it ig critical for the Govern-

ment to spend more to revive the stagnaat agricultural sec-
tor. For agriculiture in general, the Government has not

g1
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met the projected spending levels indicated in its Second
Development Plan (1969-74). The Bank reportis that the total
public sector investment in agriculture, including processing,
storage, and marketing, was targeted for 23 percent of the
total budget. For the first 3 years of the plan, the Govern-
ment spent 13 percent, and current estimates for the whole
period are 20 percent. In contrast, investments in water,
power, and education either exceeded or were close to target.
Preliminary information on the Third Development Plan indi-
cated a doubling of agricultural expenditures.

A Bank official said implementing programs is very dif-
ficulit because of the shortage of talent in middle manage-
ment positions. Merely changing policy does not create wn
effective program. However, changing and implementing
price policy is relatively easy since it can be dorne within
the existing market framework.

EFFORTS TO INFLUENCE REMOVAIL OF DISINCENTIVES

The volume of technical and capital assistance to
Tanzania has risen in recent years. In fiscal year 1974,
donor development expenditures were $115 million and ac-
cour+ed for 60 percent of total development expenditures,
excluding the TanZam Railroad.

AID has not attempted to use leverage to induce policy
changes. Conditions to program approva. have been used only
for technical and economic prablems within projects and
have not dealt with policy issues.

An Embassy official said the Embassy probably has a
better opportunity to ccmmunicate with the Government

about policy issues that may adversely affect the U.S. aid
program. )

82



APPENDIX VII APPENDIX VII

DISINCENTIVES TO AGRICULTURAL

PRODUCTION IN PERU,

The poor performance of the agricultural sector con-
tinues to be a major contributing factor to Peru's
budgetary and balance-of-payments difficulties and to in-
creasing inflation. Per capita food production for 1974
was about 2 percent less than last year, in step with the
average decline experienced over the last decade. Food
imports were estimated to exceed $300 million for 1974,
consuming about 20 percent of the country's export proceeds.

The agricultural sector is sharply divided between :=wo
productive systems--commercial agriculture, largely export-
oriented, and consumption agriculture, oriented to lncal
markets and subsistence production. The main commercial
crops are cotton, sugar, and coffee. The chief crops
grown for domestic consumption are potatoes, vegetables,
frui«s, barley, rice, and corn.

Peru's current population is estimated at over 15 mil-
lion, with an annual growth rate of 3.1 percent compared
to the arnual agriculture growth rate of avout 2 percent.
Approximately half the population works in agriculture.

The consensus of opinion of those we interviewed was
that, even though obstacles exist, Peru can increase agri-
cultural production. Governmental policies and institutional
factors which provide no incentive or are a disincentive
have hindered Peru in realizing its agricultural potential.

PRICING

The Government buys certain products directly from the
farmers at a fixed price. As costs of inputs to produce
these products rise and the price paid *o the oroducer does
not, the producer is discouraged from increasing production.

In July 1974, the U.S. agricultural attache reported
that in recent months fertilizers, such as urea, increased
from 5/8,492 (Peruvian soles) a metric ton to S$/15,914,
and ammonium phosphate increased from $/8,112 to over
S$/16,000. He further reported in January 1975 that 1974
prices of pesticides and fertilizers were twice the levels
of the previous yeéar. :
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The Government's controlled price policies on many
products have not changed correspondingly tc permit farm-
ers to recoup rising costs. The Government has become in-
creasingly aware of these disincentives and significantly
increased the price of corn, rice, wheat, potatoes, and
cl.ickens in early 1975.

Among the items under price control are white potatoes,
wheat, feed grains, rice, sugar, coffee, oilseeds, tobacco,
meat, and milk. Dry beans were removed from the controlled
list in June 1975. U.S. officials have reported that the
price controls are aimed at keeping down inflation and pre-
venting speculation. The prices set are sometimes so low
that they discourage production. This policy, in periods
of shortages, has reportedly resulted in black markets with
consumers paying high prices without producers benefiting.

AID offic.ils said AID is planning a study to determine
how price changes affect overall food production. One
official said that he could nct foresee an increase in food
production due to an increase in the price paid to farmers
unless the cost of inputs remained constant. These officials
also said the Government knows it has to increase agri-
cultural prices to increase production but faces a dilemma
because it wants to keep consumer price: down.

~ Another disincentive aspect has been the delays farmers
experience in receiving payments. The Government buys cer-
tain crops directly from farmers, and some farmers have
complained about having to wait a long time for payment.
For instance, the Government bought all the cotton proiuced
during 1974. Farmers were given a receipt for the cotton,
but they had to wait,sometimes months, for their money. They
could borrow money from the bank on the basis of the receipt,
but the interest rate charged reduced their earnings.

The menager of a central ccoperative (composed of sev-
eral individual cocveratives) said that one of the most
important +eeds was for the Govermment to give farmers im-
mediate payment. To illustrate,. he cited the exnerience ot
one farmer in his cooperative who, because he could not
wait to —eceive payment from the Government, went to a bank
in the city to ask for a loan. His trip to the city for
the S$/1,900 loan cost him $/200 in lost wages and S$/200 for
transportation, meals, and lodging.

Pn economist under an AID contract to provide assist-
ance to the Government commentel that the delay in receiv-
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ing credit or payment for crops defiritely deterred pro-
duction. Because of such delays, funds did not become - -
available until after plantiny time or even later

Potatoes

The pricing policies for potatoes are aimed at sub-
sidizing the consumer. The controlled potato prices set
by the Government remained unchanged for 2 or 3 yeers while
the cost of inputs increased. Potato production has re-
mained about the same (according to U.S. scurces) or de-
clined (according to information provided by Peru) since
1971.

Some farmers and an AID employee said that, because the
Government~set prices did not cover producer cests, some
farmers were not continuing to plant potatoes or were plant-
ing only enough for their own consumption.

As of December 1974, the Ministry of Agriculture claimed
that producing a kilo of potatoes in the central coast re-
gions cost an average of $/3.63. During 1374, the Govern-
ment paid the producers S/3.80 a kilo. The minor diiffer-
ence between the cost to the vroducer and the price he re-
ceived does not apprear to represent a profit, since the
Ministry's cost estimate is based on average rost factors
and low financing costs (7 vercent), which are not avail-
able tn small farmsrs. On February 4, 1875, the Governnent
increased the price paid the potato producers from S$/3.80
to $/4.76 a kilo. The price was increased again in June
1975.

AID and the Peru Ministry of Agriculture reports show
that at least some Government officials knew of orice in-
equities. In April 1973 AID personnel discussed with a
Government official the fact that the price of white pct-
atoes had been frozen since 1969, while the costs of oro-~
duction and marketing had increased.

In May 1973, the controlled retail, wholescale, and pro-
ducer prices were increased. It was not until February
1875 that these controlled prices were ayain increased, al-
though sharp cost increases had occurred. In February 1973,
the retail price for potatoes was increased from 5/5.20 to
S/7.00 a kilo. According to the agricultural attache, a
January 1975 newspaper article staced that potatoes were in
short supply and were selling in some places at black-market
prices of $/18.00 to S$/20.00 a kilo. " We were told that
soretimes potatoes could be purchased at the retail level
only if certain other vurchascs were 11so0 nmade.



APPENDIX VII APPENDIX VII

The agricultural attache indicated that (1) most price
increases come after months of complaints by farmers and
(2) price controls and subsidies contribute to product
losses through contraband trade.

Rice

A Sovernmert policy designed to increase rice produc-
tion is a guaranteed price for rice established before
planting and based on estimated average cost to produce
plus a margin for profit and an incentive markup. Four
years ago, a price was established at S/5.00 a kilo for
rice produced in the jungle area. In September 1973 the
price was increased to S/6.50 and in January 1975 to $/9.50
a hilo. The price in the coastal area was fixed at S/.56
less because of lower transpcrtation costs.

The rice program was initially considered successful
and Peru exported some rice in 1973. However, we werc
told that production decreased because of the time hetween
price changes. In 1974, rroduction declined 27 percent
from the high of 591,000 metric tons produceu in 1971,
with an 18-percenc decline in plantings.

CREDIZ

Farms were said to be operating at less than optimuin
levels because of the lack of credit.

An official of the bank promoting agriculture in Peru
commented that the bank emnphasizes that loans are to be
made to cooperatives rather than to individual farmers.
Approximately 70 percent of the bank's ava‘lable credit
goes to cooperatives. The official said tuat 60 to 70 per-
cent less credit is available in Peru than at one time and
that the demand for credii has -icon with the onset of the
agrarian reform, causing an ext.'emely tight money situation.

The credit deficit was indicated to bhe substantial. AID
feels it would be desirable to perform an indepth analysis
of the credit availability to determine the actual relation-
ship between potential needs and present credit supply.

The Gouvernment policy of giving a low interest rate of
7 to 3 wercent on loans to cooperatives was criticized by
a group of agraicultural =2conomists, who said trat a low
rate ¢ncouraycos mechanizatinn, which is not needed in Peru
bocause of 1ts labor surplus
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EXTENSICN SERVICES

Although Peru does have an extension service, there
are too few personnel, and they are generally underpaid and
lack adequate transportation to reach the farmers in an
effective program. The Government wants coopveratives to
provide their own extension services with technical assist-
ance being provided by the Ministry of Agricultuire. How-
ever, tie farmers in the coopeiatives feel that their other
needs take precedence over hiring their own extension 2dgents.

The manager of a central cocoperative said that the co-
operatives are not satisfied with the agricultural exten-
sion workers they had hired. Farmers rely much more on each
other for agricultural information than on the extension
workers. He said that extension agents appear to be ed-
ucated in agricultural theocy but lack the capability to
convey their knowledge to the farmers.

The agricultural attache, 1. his February 1974 acgri-

- cultural situation report, said cthat a major problem opre-

venting Peru from moving forward seems to ke the shortage
of management and tachnical personnel. Also, the Peruvian
Ministry of Agriculture's repor* for July to September 1974
states that livestock developmeant ic hindered by a lack of
adequate pasture specialists at the agrarian zone level.

Peru's universities grant degrees in agronomy, and 98
institutes train about 3,000 t chnicians in 3g.oncmy each
year. The technicians find their training is insufficient
for either finding employment in he private sectcr or
gaining acceptance in the closed structure ¢’ the acricult-
ural cooperatives. University graduates bave less Qiffi-
culty finding jobs .ecaue the univervsities have gradually
adapted their program to fit the agrarian reform and many
agronomists are needed to carry out the lend reform pro-~
cess.

The International Potato Center was established in 1971
vo develop and disseminate knowledge on greater use of the
potato as a basic food. There are alsc four regional ex-
perimental stations.

Farmers need technical iuformation ahout what and how
to plant to obtain highest returns. Without an effective
extension service or uther means fer reaching the farmer,
ic is .doubtfu! whether research efforts effectively help
farmers incre-se production.
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LAND TENURE

The Government's most emphasized program since 1969 has
been agrarian reform. The program permits expropriation of
large landholdings for the following reasons: (1) land-
holdings exceed the limits set which may vary by region and
type of farm, (2) there is absentee ownership, (3) the owner
has some other primary occupation, (4) the owner has non-
Peruvian citizenship, (5) the land is improperly used, (6)
laborers have grievances over wages, and (7) there are social
responsibilities.

As of January 1975 total expropriations throuch 1974 were
reported to be about 7.2 million hectares with title transfers
for about 5.5 million. The final goal of the program is 11
million hectares by the end of 1976.

The agrarian reform's impact has been greater on Peru's
cocastal area, where all the sugar estates and a large nuuber
of estates producing cotton, rice, and other crops greatly
exceeded the limit set for irrigated land. Different limits
have been fixed for farms in the Andes, and farming operations
in the jungle region have generally been exempt from the
agrarian reform. .

The agricultural attache reported that many small and
medium property owners are concerned about (1) uncertainties
in the interpretation of the agrarian reform law and (2)
expropriaticns of coastal farms below the set limit.

Peruvian Government palicies have been increasingly
oriented toward cooperative forms of farm organization and
management because available land from expropriation would be
insufficient to provide economically viable farm units to the
several hundred thousand landless rural families. The
rationale of cooperatives is to preserve the core foumer
hacienda as an efficient economic unit, capable of generating
surpluses to be used for onfarm investment and to vrovide
such social services as education and health.

An AID econeomist said the goal of the Peruvian Government
is apparently not only to redistribute large landholdings to
cooperatives, but also to torce small farmers to join the
cooperatives by giving the cooperatives vreferential treat-
ment. The Government's policies of favoring the cooveratives
i.clude making credit easizsr for them to obtain and, once the
credit is obtained, giving them more favorable interest rates.
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Forming corperatives encourages mechanization, according
to AID economists, because when the cooperatives were ad-
judicated, the members were given titlc to the land and now
they are afraid to hire other laborers, who will want to
become members and share in the profits.

The AID economist added that the cocperatives are supposed
to pay former farm owners for the taxed value of their lands
at a 6-percent interest rate over 20 years. The Government's
policies cause payments to former farm owners to be rein-
vested outside of the agricultural sector, causing a trans-
fer of rescurces fron agriculture to the rest of the
economy,

EFFORTS TO INFLUENCE REMOVAL OF DISINCENTIVES

AID has been working in Peru for about 20 years. It has
had a low profile since 1968 due to changes in its volicy
concerning the style and size of operations having a bearing
on relations between United States and Peru. U.S. officials
were reluctant to discuss efforts to influence Peru to
reduce disincentives but did indicate *hat such efforts have
been accomplished largely at technical levels. 7This is due
to the limited size of AID programs, to the complexity of the
subject (balancing producer incentives against reasonable
prices for consumers), and to the realities of U.S.~-Peruvian
relations. )
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DISINCENTIVES TO AGRICULTURAL

PRODUCTION IN URUGUAY

Uruguay has about 3 million people, of whrich over 90
percent are literate, and a low annual population growth
rate of about 1.2 percent. By 1955, after half a century
of almost uninterrupted prosperity, its per capita income
had reached a level similar to those of some of the indus-
trialized Western European countries. Since then, however,
no real economic growth on & ver capita basis has occurred,
except for some improvement in 1969 and 1970.

A long~term decline in the world market price for wool--
a leading export along with meat and hides--has been a major
factor in its economic difficulties. The economy suffered
a setback in 1974 because o0il prices increased and the
Iluropean Commea Markst curtailaed meat imports from Uruguay.
Also, the cost of the varied public and social services that
tne people expect has contributed to budgetary deficits and
high inflation.

Uruguay has abundant pasture land, a good water supply,
and a temperate climate in which freez®ng temperatures are
almost unknown, all of which have contributed to making
stockraising the basis of the economy.

The agricultural attache's January 1975 report stated
that Uruguay's agricultural production increased 13 percent
in 1974 and that most crops and livestock products exceeded
the previous year'c production. The production increases
were generally attributed to positive actions by the Govirn-
ment to improve its ;. icing policies, such as increasing the
support prices for wheast, sugar, and sunflower oil.

AID officials said that two AID loans, authorized in late
1974, complement and are supportive of Uruguay's policies.

Uruguay's wheat vricing policy, a land tax designed to be
an incentive to agricultural production, and the agricultural
extension service in Uruguay are discussed in the sections
following.

FRICING
The Government has followed a policy of fixing producer

orices of wheat since 1965. This was first done bv limited
support buying in the market; however, since 1973, the
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Government has been buying the tcotal wheat crop at a
previously announced price.

The Government sells the wheat to mills at set prices.
Before Marrh 1975, the price to the mills was 40 percent of
the price paid to the producer. The price was subsidized by
the Government from tax receipts. Since March 1975, the
mill price is not to be subsidized. The Government also
controls the price of hread and sells any surplus wheat on
the international market.

In a May 1973 report the World Bank stated thal pricing
policy in Uruguay has traditionally been consumex oriented.
The primary objective had been to keep retail foold prices in
Montevideo as low as possible and to restrict price increases
to a politically tolerable level.

According to the report, prices have failed to act as
production incentives because:

~-Extensive measures have been taken to lag food price
inflation behind general price inflation, or to at
least prevent food prices from leading inflation (the
consumer price index rose 94.7 percent in 1872, 77.5
percent in 1973, and 107.3 percent in 1974).

-~In an inflationary economy, the rate at which commodity
prices move in relation to overall cost inflation is
important. This has been particularly pronounced for
annual crops, for which prices have been held at levels
set early in the season even though these prices may
have eroded substantially in real terms by harvest time.

A Texas A&M agricultural economist under AID contract in
Uruguay prepared an econometric analysis of the wheat pro-
duction sector for 1950-73. This analysis showed that rain-
fall during the land preparation ard planting period is the
most important variable in determining the yearly change in
area planted in wheat. However, tne analysis also showed
that producers respond positively to an increased price of
wheat in the previous year. Therefore, the economist said,
the 1974-75 crop was, as expected, much higher.

A World Bank reoresentative in Uruguay said--ekat erice
alone is not enough of an incentive. It was important that
the Government established credibility by paying the pro-
ducers in a timely manner--this had previously been a
proolem. Also, a farm cooperative member emphasized the
farmers' lack of confidence in the Government.
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In August 1973 the Government announced that the new
price to producers for wheat would be the same as the inter-
national vrice. Since the 1973-74 crop had bheen planted in
June and July 1973, the announcement had no effect on that
crop. However, the Government established credibility by
paying the announced prices.

The wheat area planted in 1974 was 456,700 hectares-~-a
56-percent increase over the 292,100 hectares planted in
1973. Production was estimated at 450,000 metric tons, as
compared to 297,000 metric tons for the 1973-74 crop-=a
52-percent increase. The increase was gonerally attributabkle
to favorable weather and an increase in producer prices.

The following chart shows the fluctuations in Uruguay's
wheat production and area sown during 1970-75. 1In the
prior decade, production Y¥luctuated from 237,000 to 646,000
tons; thus Uruguay can greatly increase wheat production.
Producer prices were greatly increased for the 1973-74 crop
to within 15 percent of *he world markat vrice, but prices
were dropped for the 1974-75 crop to 23 percent below the
market price.

Producer World market

Crop Wheat price per ton price per ton
year  production Area sown (note a) ___(note b)

{thousands of (thousands of

metric tons) hectares)
1970-71 388 337 $ 40.44 $§ 78.24
1971-72 302 340 79.30 84.92
1972~73 187 185 87.80 117.82
1973~74 297 292 200.63 235.53
197475 450 457 156.13 202.03

a/ . , . .
=/ Producer prices were converted into doliars by using the

commercial exchange rate for January, the month of greatest
producer marketing in Uruguay.

Q/World market prices represent cnst of No. 1 Canadian Western
Xed Spring Wheat, including insurance and freight, Rotter=-
dam (average price for 1971 and 1972, January price for
1973 through 1975).
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According to Embassy -officials, the Government changed
its policy to pay the producers a price close to the world
market price because Uruguay could not obtain Public Law
480 wheat in fiscal year 1374. The news media reported
that farmer. dissatisfaction with receiving less than what
the Government was paying for commarcially imported wheat
was a factor.

Self~help measures included in Public Law 480 sales agree-
ments showed a need for the Government to change its pricing
policy. The 1968 sales agreement included a self-help
measure to "review present price policy and develop a stable
price and incentive program to increase livestock and agri-
cultural production.” In the 1272 agreement, the Government
agreed to establish a permanent mechanism to coordinate insti-
tutions in establishing a support price, credit availability,
taxes, subsidies, and costs relcted to wheat, so as to obtain
desired levels of wheat production during years of normal
weather conditioms. The Goverument was zlso to publicly
announce this policy and adjust support prices as reguired
by price level and exchange rate changes.

The United States provided Uruguay about $6 million in
wheat and wheat products in each of 1968 and 1969, minor
amounts in 1970 and 1971, $500,000 in 1972, and $7 million
in 1973. However, neither this assistance nor the self-
help provisions have helped bring production up to the most
recent high of 646.000 tons in 1964, or even to the previous
average of 465,000 tons during 1961-65.

TAXES

A tax that has been collected since 1971 is the imputed
land preoductivity tax, referved to as IMNPROME. IMFROME is
a tax or the estimated productivity of 1l:nd cwned. The tax
liabilicy is based on the size and productivity of the land,
the access to market, and the condition of the soil. The
production index for 1975 on vhich the tax is based ranges
from 0 to 263. The average productivity is 100, or the
estimated ability for a hectare of land to produce an
equivalent of 48 kilos of beef, 3.9 kilos of wool, or 7.5
kilos of mutton on the hoof. The producer, though taxed
on the above basis, can produce any product he wants to, or
not rproduce anything.

IMPROME favors the smaller farmers. The tax system per-
mits a tax discount on 200 hectares for all landowners of
2,500 hectares or less. In addition, all landowners are
permitted a tax ceduction of up to 30 percent on the first
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2,5C0 hectares, if they can show that they have invested in
fertilizers, pasture secd, permanent wire fences, and other
specified improveuaents.

IMPROME's primary obiective is to act as an incentive to
agricultural production. The Government assumed this would
occur because the tax would prompt inefficient producers to
produce more to cover the tax or else give up the land.
Also provisions of the tax that permit reductions for
improving the soil should in turn improve production.

Another IMPROME objective was to replace export taxes
levied primarily on beef and wool. AID has reported that
export taxes, a major source of Government income from the
agriculture sector, maintain net exprgrt prices of agricul-

. tural commodities below world levels \&%@slstent with con-

trolled internal prices}). Given these 16$¢;:ices, the
agricultural producer has found that he can m:;@mlze profits
by engaging in an extensive type of agriculture. He relies
cn the natural fertility of the soil and concentrates on
livestock production rather than crop agriculture because
he has found that using modern technology tends to add more
to cost than it does to revenue.

An AID official said that the poor use of available land
limits production. Many big ranches are not being effici-
ently used. Rich farmers can afford to let their cattle
roam on their lands and survive without using inputs. Some
of the range lands might be better used if they were planted.
The official believes that IMPROME —ill induce better land
use and productivity.

Export taxes have been allowed as a credit toward IMPROME.
buring 1974 the export tax was being phased out. In March
1975 a Government official said that the export taxes have
been eliminated; howevier, there are plans to reinstitute
them to pay for a beef-canning factory.

AID officials commented in July 1975 that the export taxes
on wool have been virtually eliminated and those on beef
substantially reduced. The resultant revenue lcoss is being
compensated by IMPROME collections which have risen from 5.2
billion pesos in 1972 to 41.3 billion peses in 1974. Export
taxes have the advantage nf being easy to control and collect.
IMPROME, levied on presumed income based on estimated pro-
duction of land owned, is more difficult to assess, controi,
and collect.
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According to U.N. Development Program representatives,
IMPROME is a modern, useful tax intended not only to pro-
duce income but tc force preoducers to increase production.
They believe it is too early to say whether IMPROME is
responsiblé for improving production, but thev believe the
tax is good because it applies pressure for increased pro-
ductivity. They believe it will take about 5 years before
the tax can be fully evaluated.

EXTENSICN SERVICES

Officials and farmers interviewed bzlieved agricultural
production would increase if an adequate extension service
was organized.

The Government employs 35 to 40 county agents whose
responsibilities theoretical.y include agricultural extension
work. Several sources, however, said that the county agents
are not effective extension workers. According to a U.M.
Development Program representative, the agents normally work
a 6~hour day, rarely visit farmers because they have no
transportation or an insufficient transportation allowance,
and are paid so little that most need two jobs.

One county agent said that more personnel, increased
salaries, and literature for distributicn to farmers were
needed. 2

The Minister of Agriculture caid that YUruguay doesc not
have a formally oirJjanized extension service because an
attempt to organize one about 20 years ago failed due to
(1) lack of resources, (2} lack of technology, (3) too much
emphasis on social programs, and (4) resistance of farmers
to change. Limited money and lack 5f trained versonnel are
the basic reasons given for the Government's not trying to
inprove extension services over the past 20 years.

Par= of an AID $5 million ftechnical assistance loan is to
create within the Ministry of Agriculture a research and
technical assistance capability for delivering modern
agricultural technology to cihie Uruguayan farmer. The AID
proposal for the lean and officials interviewed stated that
Urvrguay does not have an extension service in the traditional
sensé but that the extensicn acvivity that exists is associ-
ated with supervised credit programs; livestock associations;
other specialized organizations; and with private enterprises,
such as fertilizer and chemical companies, veterinary sunoly
houses, and farm machinery dealers.
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Uruguay has five agricultural research centers, each
specializing in specific areas. The lack of an organized
extension service prevents mucn of the information developed
at the centers from reaching the farmers. Discussions with
agricultural experts doing experimental work at the centers
under contract with AID indicated that an extension service
is grectly needed.

An informat.on specialist associated with the contract
was hired to develop ways of transmitting information
developed at the experimental stations to growers. Accord-
“ng to him, Uruguay has too few people {(about five) trans-
mitting this information and they consistently have a back-
log of reports to publish. To expedite the dissemination
process, he recomended leaflets highlighting discoveries
at the centers which could be prer red and distributed
expeditiously.

Aaother system of transmitting such information is the
"ALARM" system, which uses commercial radio statinnc fn tell
growers when to spray tneir crops. Before the development
of the system, growers were periodically spraying their
crops withcut knowing whether the spraving was needed. This
method was both costly and ineffective because growers were
spraying at the wrong times.

EFFORTS TO INFLUENCE REMOVAL OF DISINCENTIVES

AID noted that the determining elements leading to im-
proved policies affecting agriculture during the past year
and half were internal economic and political factors and
not the off.or or withhclding of external suppor:t by inter-
national ayencies. This is necessarily the case where the
policies in question affect a vital sector of the econonmy
and nust therefore vreflect national politizal andé economic
realities. AID further noted that U.S. assistance has alwavs
been relatively small and has never been viewed as a
mechanism for exercising infiuence. Tne «bscnce of new AID
lznding from 1970 through 1974 reflected 2 need to await an
environment conducive to effective loan v.iilization, not a
decision to withhold assistance.
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-DISINCENTIVES TO AGRITULTURAL PRODUCTION BY COMMODITY AND COUNTRY

Country and
coynmaodity

Disincentives to agrica!turz! production

|

Controls
on’
producer
prices

Controls
on
consumer
ptices

Non-
compelr | Export
tive | contro}

buying

Export
taxcs

Import
subtidics

1
Exchunge
rate
Jonfrols

Restric-
twas on
credit &
fand
tenure

Remarks

movement

MEXICO
Sugar
Livestock
Other foodstuffs

DOMINICAN
REPUBLIC
Rice
Beef
Sugar
Cormn
Dairy

TRINIDAD &
TOBAGO
Bsoilers
Rice

COSTA RICA
Rice
Beans
Beet
Sugar
Daury
Bananas
Coffve
Corn

GUATEMALA
Meat
Supar
Cotton
Milk

BLLIZE
Sugar
Beef
Most foodstuffs

HONDURAS
Bananas
Sugar
Milk
Cattle

E I -

=

KX XK KRR

e K=

»x - >

o= PR R T

o

bt i

L

P

Pl

bl

At o -

> x

X~

Disincentives are
substantial Price
controls crested
shortages.

X d. notes the exastence of dsuncentives £or the bsted commodity or group of commodities
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Country ond
commodity

Dusincentives to agricultural production

Controls
on
producer
prices

contrel

consumer

— " :
1
Non-.
compets-
tive
prices | buying ‘

Fxchange
e
.ontrols

on Export

control

Export

lmporl 1
fixes

subsidie,

i

Restric-

tions on

credit &
Land

taure
1

Restric-
ticns on
movem. W
of agr,

| products

Remavks

NICARAGUA

Milk

Cotton, Coffee,
Tobacco

Bananas, Rice,
Sugar

Hides, Cattle,
Beef

PANAMA
Beef
QOther consumer
items

EL SALVADOR
Leat
Mk
Gramns
Sugar
Other toodstuffs

ARGENTINA
Beef
Major gramns
Sunflower seeds
Oilsecd products
Other commodt
ties
Wool

BOLIVIA
Co'ton
Ma.y fo.

products

=
B
~

> A

Multitcred ex-
change rate,

Export of oilsceds
is protubited.

All agn. commods-
ties afe subject to
exchange rate
control
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Disincentives 1o agricultursl production

Restric | Restric-

Country and ]V . ]

by a Controls | Contzols | Nom- | Exchange | tions on » onson Remarks
commodity on on  |competi-| Expore | Export | Import L redi sment
oducer jeonsurzer] twve |contral | taxes |subsdles| 2 greds - movemen

pr conaols Lnd i of agri.

prices prices | huying tenure proaucts

Restricted slaughter
off-season.

BRAZIL
Bel X X

Milk X X
Soybean oil ' Expott prohibsted.
feanuts (excl
HPS)
HPS peanuts
Pecaaut oil
Cotton MEP - world price.
Frozen orange MEP avove world
juice concea- X price,
trate Taxes are used to
Sugar . promots produg-
Cocoa . tion and marketing.

Export grohibited.

L

~<

CHILE

Wancat & wheat
products X « X X

Sugarbeets X X X X X

Vegetable oil X X X

Beef

Milk & m.k
products

Rice

No froms wver 80
inigated aces or
cquivalent.

F MM =
Ko WM

® o~
B

COLUMBIA
All importy/s sports

Sugar
Corn & foodgramns X have to be beensed.

Soybean.

Coffee X
Wheat

Cotton

Palm vl

E B
e
E R o]

WA KM
E g i

b
=
o

ECUADOR
Coftee, cocoz
Sugar
Bananas
Most basic foods X
Milk X

PARAGUAY
Beef
Soybeans
Wheat
Sugarcane

R R

*Not a disuncentive at the present tims. :
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Disincentives to agricultural production

T —
Restne- | Restries
Country ’-nd Controls | Controls | Non- . Exchange | tonson | tions on Remarks
commodity on en  jcompeti- | Export | Export | Import R o
producer lconsumer| tive | conwol | taxes [sbsidws| ¥ credit & Imovement
icec | buying controls tend of agre
prces price tenure | producty
PERU
Livestock X X Ayrarian reform
Cotton, wool X X X had 1ts effect on
Coffce, potatoes, Peru’s agriculture.
beans X X X Restriction on
movement of agrn-
Wheat, rice X X X X X cultural products
applics to many
Sugar, tobacco X X X X commoditics. .
Oilseeds & feed- Indirect subsidics
graing X X X X for wheat only.
Meat, ik X X X Non-compctitiee
Fish meal & oil X X buying aprie< to
Dairy prod. & tobacco only,
vez. oils X
URUGUAY
Livestock X X X X
Wool X X X
Grains X X X
Oiiseeds X X X
Milk X X :
Sugarcane &
beets X
Wheat X
VENFZUELA
Sugar X . Controls on con-
Tobacco X SUMCT prices are
Rice X hd offsct by minimum
Feedgrains X . producer prices
On the average,
agricultural pro-
dudtion is not
aitected by such
policics.
ANGOLA
Coffee X
GHARA
Cocoa X X * X
Sced cotton X X X
{VORY COAST
Coffee X X
Cocoa X X
*Not s disncentive at the present tume,
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Country and
commodity

Disincentives to agricultural production

Controls
on
producer
prices

Controls
on
consumer
prices

Non-
compety
uve
buying

Exchange
rate
controls

Export
control

Export | Import
taxes badie:

|

Restric-

tions on

crdit &
land
tenure

Restric
tions on
movement
of agri.
produrts

Remuarks

KENYA
Wheat
Corn

Sugar
Rice

LLBERIA
Many commods
. ties

[ MoroCCO

Oranges

! Wheal produ~ts

1 Other staple
foods

NIGERIA
Cocoa

Seed cotton

SENEGAL
Peanuts

SIERRA LEONE
- Some commodi-
ties

ZAIRE
Palm oil
Coffece
Tobacco
Comn

BANGLADESH
Wheat
Rice
Edibie oils

SRI LANKA
Rice

b

"

b

X KX

B

M

o=

Large scale farming
is tiscouraged.

Expropriated land
from foreign
owners.

Farmers’ price {or
cocoa is highest in
West Alrica

Two-tier exchange
rate.

Lffect of umport
subsidics is margr
nal at preswnt
prices.

*Not s disincentive at the present tume.
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Country and
commodity

Disincentives to egricultural production

Controls
on
producer
prices

Controls | Non-

on competi-
consumer ¥

tive

prices | buymng

Export
control

Export
taxes

Import
subsidies,

Exchange
e
oceatrols

Restric
tions on
credit &
land
teaure

Restric-
tions on
movement
of agri.

products

Remarks

INDIA
Jute
Cqeals
Rice
Wheat
Cotton

PAKISTAN
Wheat, flour

. Vegetalbe oil
Sced cotton
Rice
Raw.cotton

BURMA
Rice

INDONESIA
Rice
Sugar

MALAYSIA
Palm oil
Rice

PHILIPPINES
Sugar
+ Rke
Dessccated
coconuts
Copra
Coconut oif

THAILAND
Rice
Sugar

EGYPT
Cottoa
Rice

» o

oo

o

b

> e

o

HAHM MM

b

>

taltad

Wheat s hegvil .
subsidized. Wh
and veg. oil ex:
ports ace bann - -
Interdistrict &
interprovincial .
strictions on
ment of agne §
ducts are impe
from time to t
particularly al
harvest.
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Country and
commadity

Disincentives to egricultural production

Controls
on

Controls

producer jconmmes

prices

Non
compets
tive

buying

Export
control

Export
taxcs

Exchange
rate
controls

Import
subndies

Restric-
tions on
moeverient
of sgrl.
products

Remarks

GREECE
Cottonsced cake
Cottonsced oil
Cheese
Wheat, bread
Fcedgrains,

meat, eggs
Milk
Corn, soybean
oil
Olive il
Sugar

IRAN
Wheat
Rice
Oilsecds & veg.
oil
Livestock, mest
& milk

JORDAN
Wheat flour

SYRIA
Seed cotton
Wheat and barky

TURKEY
Wheat
Cotton
Tobacco
Lvestock

SPAIN
Dairy
Olre ot
Mcat and poultry
Sugarbeets

»

o e

" x

E I

o

EE

MMM X

o

E

® oK XK

X

Soybean oil erxi-
petes with olive
oil. Sugar prices
arc usually fixed
abe e the world

price 1evel but now

they are Jower,

Overall policy &
tneffecient.

ot ma v nmper b

Source: USDA Foreign Agriculture Supplement, March 1975,

"Agricultural Production in Developing Countries:
A Policy Survey."

&
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THE SECRETARY OF THE TREASURY
WASHINGTON 20220

JUL 29 1975

Dear Mr. Fasick:

Thank you for your letter of June 17, and for the
opportunity to comment on the G.A.Q., draft report to Congress,
entitled, "Dirincentives to Agricultural Production in Develop-
ing Countries."

The Treasury Department heartily welcomes the appearance
of such a report. While numerous discussions of the global
food problem have focused on the aid policies of donor coun-
tries, there has been relatively little attention paid to
what the developing countries themselves could do to grow
rnore food.

In general, we agree with the scope, substance, and tone
of this report. 1in certain places, as nsted in the attached
comments, we believe the report suffers somewhat from outdated
information. More specific remarks are attached.

We look forward to the publication of the report.

William &, on

lir. J. K. Fasick, Director
International Division

U.S. General Accounting Office
Washington, D.C. 20548

Attachments

GAO note: Treasury's supplementary comments were considered

in finalizing the country summaries.
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THE SECRETARY OF THE TREASURY
WASHINGTON 20220

SEP 3 1975

Dear Mr. Fasick:

Thank you for giving the Treasury Department the
opportunity to comment on Part II of the draft G.A.O.
Report, "Disincentives to Agricultural Production in
Developing Countries'.

We agree with your recommendation that donor
countries should pay more attention to ways in which
recipient governments can overcome existing disincentives
to agricultural production. In that connection we are
pleased that the mandate of the newly-formed Consultative
Group on Food Production and Investment (CGFPI) includes
the yrromotion of "more effective use of available
resources'. We will do our best to ensure that this
critically important dimension of the glohal food problem
receives adeguate attention in future international
discussions,

As we stated in response to Part I, we agree with
the general thrust of the report and look forward to its

publication. More specific comments and questions are
enciosed.

Mr. J. K. Fasick, Director
International Division
U.S. General Accounting Office
Washington, D.C. 20458

-

Enclosures

GAO note: Treasury's supplementary comments were considered
in finalizing the report.
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UNITED STATES DEPARTMENT OF AGRICULTURE
FOREIGN AGRICULTURAL SERVICE
WASHINGTON, D.C. 20256

AUG 28 1575

Mr. J. K. Fasick
* Director
Intermational Division
U.S. General Accounting Office
Washington, D. C. 20548

Dear Mr. Fasick:

This is in reply to vour letter of July 15 requesting the Department's
caments on the GO report to Congress on "Disincentives to Agvicultural
Production in Developing Countries.”

The report analyzes the impact of varicus policics affecting food
production in eight develcping oountries. Cenerally the findings of
the report are in line with those pubiished in Morch by the Foreign
Agricultural Service. However, attention is called to the first para-~
graph on page 13 discussing subsidies for inpats and price quarantees.
We would like to note that input subsidies are often ess_ntial to induce
farmers to switch from backward metheds to new ones. In addition,
administratively, governments are often better able to l.arxile a subsidy
program than a price support ane which is more damanding and almost
impossible to manage for perishable camrodities.

In relation to the recamendation that "as a prerequ:site for cancescaonal
food aid for other than emergency or disaster ralief purposes, determine
that such assistance is not to he used to postpone reeded agricultural
reform, that farmers havwe adequate cconomic incentives to realize
dorestic production potential and that such assistance is tied into
specific agricultural develcogmrent plans of the coontry” which is
specifically directed tovard the Secretaries of State and Agriculture
and the Administrator of AID, the 1966 revision of Public law 480
required the inclusion of self-help reasures in all Title I agreements.
The inclusion of these provisicns reflects concern that P.L. 480
activities not act as a disincentive to increasing loczl production.
We helieve that the program has not been a significant disincentive
factor in the recipient countries. 1In tact, the inclusion of these
self-help measures is a reguirement that the recipient couriries take
positive action to increase prixiuction. These orovisians like the
other provisions of a Titie I agreement, rust e concurred in by the
government of the recipient country.
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P.L. 480 programs have mamy chiectives from agricultural merket
develorment to supporting foreion policy. The U.S. Goverrmmnt is
working in many ways to help remove disincentives to local production
in less-developed countries as well as provide technical assistance
to help achieve greater agricultural productivity. P.L. 480 is

anly one of the tools used in this endeavor,

In view of the variocus cbijectives already being met by P.L. 80
agreements and the positive impact of the program in helping
less-developad countries help themselves, we do not feel that the

GO recommendation 0 meke the actions referred to zbeve prerequisite
for concessi mal focd aid is practical or desirable. We will continue
our efforts to ensure that P.L. 480 programs do not disconrage, but
rather encourage, recipient countries' actims to inprove their am
agricultural production.

“We appreciate the opportimity to comment on this draft report.
Sincerely,’

Brice K. HeekeT
Acting Administrator

GAO note: Page reference in this letter me_ not correspond
to page number in the final report.
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DEPARTMENT OF STATE

AGENCY FOR INTERNATIONAL DEVELOPMENT
WASHINGTON, D.C, 205533

SEP 9 1975

Mr. J. K. Fasick

Director

International Division

U.S. General Accounting Office
Washington, D.C. 20548

Dear Mr. Fasick:

|
Forwarded herewith are the JoInt Department of State-Agency
for Internationsl Development camments on the General
Accounting Office's draft report "Disincentives to Agricul-
tural Production in Developing Countries." These coments
represent inputs from several A.I.D. and State Bureaus. I
know you will give them full consideratiomn in preparation
of your final report on this important subject.

We appreclate the opportunity to provide caments on this
timely draft report. We would be pleased to work with your
staff In corsidering any revisions to the report you care
fo make. If we can be of any asslstance, please call on us.

Sinebrely yours,

0,0 G

Auditor

Attachment

- A PV*X?;'!L 3
BEST DOCUMENT AYALATLE
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Agency for Tnternaticnal Development - Department of State
Comments on the GAO Draft Report
"Disincentives to Agricultural Production in Developing Countries”
dated 15 Juliy 1975

This report is a very general review of government policies and
institutional arrangements that may diminish farmers' incentives for
increasing food production in developing countries. The need for ade-
quate economic Incentives is much more generally recegnized and the
existence of actual disincentives much more widely estab.ished now than
previously, The report correctly identifies incentives as an important
economic issue in LDC food production and provides a useful survey of
disincentives from government policies and institutions in India,
Indonesia, Kenya, Pakistan, Peru, Sri Lanka, Tanzania, and Uruguay. The
report concentrates on price, tax and exchange-rate policiles, restrictions
on internal fcod movements, credit systems, research and extension services,
land tenure arrangements and food aid, all of which are :ecognized by
IDC governments and agsistance agencies to be importani elements in the
solution of food and agricultural development problems.

AID and the Department of State fully concur with the GAO conclusicn
atout tte need to improve policies in TBCs for the purpose of increasing
their food production. Thir need is eloquently steted in the quotations
in the draft report from FaQ, World Food Confererce, IBR), the Secretary
of State, and the President's Economic Report for 1975. It is the basis
for AID's intentions and strong efforts to direct the majcrity of its
resources to the solution cf priority food production and nutrition
problems in LLCs, as mandated by the Foreign Assistance Act of 1973.

We acknowledge GAO's recognition that government policies and institu-
tions that affect food production are very complex and sensitive issues,
and highly interrelated with other policies and parts of the economy,.

The draft report states candidly, “our discussion greatly oversimplifies
the problem and does not purport Lo consider all of the relevant technical
aspects.” (p. 8). In spite of this caveat, we believe strongly that the
report as written lacks balance. It does not reflect adequately either
the complexities or the realities of actual poliecvmaking in LDCs. It
should give more credit to what LDC governments are doing to provide
incentives to their farmers and tc the role of the U.S. and other aid
donors in improving policies and programs in the IDCs, We believe that

in many countrie3 government policies that act as disincentives are mich
better understood ard programs in the agricultural sector are now more fully
directed to their removal than is recognized in the draft report. Our
position reflects the information about the countries surveved bv GAD
contained in the attachment to this memo as well as information about
other countries and assistance agencies.

For vears the effects of general monetarv, exchange and tracde poli-

+{es on agricultural production were not well understcod. This situaticon
ig nct helped by over-simplification and over-gemevalization about complex
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policy issues. We request that the draft report be revised to recognize
that the problems are not as easy to diagnose nor sclutions so simple

to recommend as the report now seems to suggest. This recommendation
applies even more strongly to the country summaries appended to the
report, Detailed comments on the country .ummaries are attacned to

this memo (with the exceptions of Peru and Uruguay - see page 24).

One fundamental point is that 1ncentives are necessary but nct
sufficient to increase cutput., Where there is no new technology to be
adopted, or where other constraints are binding, incentives alons can
do little to increase production. Incentives play a key role in encour-
aging farmers tc take advantage of profitable production opportunities
But can not in themseives create the production potential.

An implication of this point is that policies to create incentives
do not stand alone but serve to complement other policies and programs.
Investments in agricultural research, supplies of modern inputs, and
infrastructure are all needed if incentives are to be effective in
stimulating Increased output.

A second major point is that policymaking must be responsive to
wore than the simple dictum "more incentives are always preferred to
less." Food prices are a good example, Figher food prices provide
nore incentives to producers. PBut what about the poor, especially poor
urban families and rural landless laborers that depend upon market pur-
chases for their food supply? Higher food prices hurt poor people, a
trade-off that can not be ignored politicelly by policymakers in wmost
IDCs. So what is needed are adequate incertives, which, in turn, benefit
consumers through larger supp.les and reasonable prices of basic foods.

The policies reviewed in the report should be appraised from the
perspective of the wultiple objectives eof 1DCs, including production,
efficiency, equity, employment, balance-of-payments equilibrium, and
price stability. A positive approach-—one that provides opportunities
and incentives to farmers—-must be seen in the context of a coherent
and comprehensive strategy for agricultural and overall economic develop-
ment for the country. Higher food prices, in the absence of a major
erphasis on the factors that permit output to grow, may not lead to
higher output but may just be inflationary. The rationale for low food
prices in relation to industrial growth, and how overvalued exchange
rates work against this objective, are ot discussed adequately ia the
report,

Historically, the key to the development process was often viewed
as the transfer of investment capital from large traditional agricultural
sectors to small but growing industrial sectors. furning the terms of
trade against agriculture (i.e., lowering the prices of food relative
to Industrial products) has been a commor means to force such transfers
of ‘nvestible resources. tore direct and equitable transfer mechanisms
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(e.g., Income and land taxes) have geldom been politically acceptable
or administratively feasible. IExperience and analysis have showmn,
however, that resource transfers in support of mational priorities for
growth and equity may more often need to favor agriculture, especially
if LDCs are to have the production capacity and effective demaund to
meet minimum nutrition objectives for their growing populations and
reduce underewployment of labor and inequalities in income distributiom,

Pursuit of multiple goals greatly complicates development planning,
policymakiag, and programming., Improving income distributien, reducing
underemployment, and raising nutrition levals are some of the goals
that are being increasingly emphasized in IDCs. More and more, countries
and aid sgencies are placing priority onm programs whoee benefits will
be widely distributed by the output and produciivity iIncreasing procens
itself, rather than deferring concern with equity objectives until sde-
quate output levels have been achieved. LDCe and aid agencies are fiading
it increasinglv urgent to identify the interdependent policies, programs
and projects needed to achieve multiple objectives for economic aud
social development and to deal with the trade-cffs involved when tiiose
goals conflict. We urge that the report recognize the important and
difficult task of insuring that national and sector policies are con-
sistent with a country's multiple economic and social goals,

To comment specifically on the methodology employed, the report
describes disincentives at a givea r nt in time. It implicitly
agssumes that these disincentives h: .: caused poor output performance
in the countries surveyed. Other factors, such as flocds, droughts,
and political instability, that may have adversely affected agricultural
production are not considered. Neither doer the report deal with the
problems of political factors and social philosophies as they impinge
on policy choices and complicate the policymaklng process. It provides
little data and ‘renerally does not document its conclusionz in terms of
output losses, resource inefficiency, or other quantitative assessments
of effects.

The discussion of food aid 1s another example of an unbalanced
treatment of an important issue., While some frod aid may have diminished
Incentives for domestic production, there are other cases where it has
not or where there have been positive benefits. The disincentive effects
of food 2id can often be mitipated and food aid transformed into a use~
ful tool in a program of development assistance.

The report implies P.L. 480 concessional food programs should be
used for economic and agricultural developmert purposes cnly, and its
recommendations have been based solely on that point, This approach
ignores the fact that the Act 1s multipurpose legislation, which is,
as stated in Section 2, “to expand international trade; to develop and
expand export markets for United States agricultural commodities; to
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use the abundant agricultural productivity of the United States to
combat hunger and melnutrition and to encourage economic development

in the developing countries, with particular emphasis on a2ssistance

to those countries that are determined to improve their own agricultural
production; and to promote in other ways the forelgn policy of the
United States."

In the report, little mention is given to lmanitarian/emergency
food nse and no mention is made of P.L. 480 progrsms undertaken for
market development or to realize other foreign policy aims. Most or
all of these factors are considered in the approval process for each
P.L. 480 agreement. Tc¢ concentrate on .ne purpose to the exclusion
of others would not accord with the provisicns of P.L. 480.

We share with GAC the concern that food aid can result in disin-
centives to agricultural production in developing countries. But we
disagree with the implication that such disincentives are a necessary
result of ford aild and with the consistent tendency of the report to
n'e3 the ofisetting factors that cau convert food aid inte a positive
tool. also, the report ignores the onzoing effortg that are already
being made to develop stronger iinkages between agricultural development
and concessional food assistance under P.L. 480, In addition, we do not
believe that the report has taken the other purposes of P.L. 480 into
consideration, For these rezsons we believe that the report's recom-
mendation dealing with food aild should be subgtantially medified to
state that to the extent appropriate, -he efforts of 1DCs to improve
theilr own agricultural producticn, make reforms, and provide incentives
should be taken into account in providing concesslonal feod aid.

The report reflects a strong "free market" orientation. Especilally
in regard to pricing, the report should recognize that there is an
inherent problem of production variation and consequent price instabilicy
in food commod.ty markets, It is unrealistic to expect an unregulated
free market to work satisfactorily in the context of instability and
scarcity., While it may be true that a "laissez faire' approach may be
preferable to some of the existing LDC policies, it does not follow
that non~intervention is the best policy approach that can be deviced
in a glven country.

Recognizing the importance of LDC policies in relation to its
legislatively-defined concentration on food preduction, nutritier =2nd
human rescurce development, AID supports and participates in th~ systematic
appraisal of LDC davelopment policles and programs and in the determina-
tion of priorities for inprivements. This review process takes place
both within the msltilateral framework of country-oriented consultative
groups and within AID's bilateral assistance program. AID establisghes
a Developuent Assistance 2lan (DAP} for each recipient country, based
on assessments of the performance and requirements of the key sectors,
vhich identifies assistance priorities for AID in the context of the
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country's overall plan and availability of rescurces. This process
invelves pericdic comprehensive reviews of gorernment policies and
institutions and recommendaticns for changes both by AID and rmiri-
lateral agencies in consultation with the LDC govermment irve.ved,
We urge that the report recognize the positive asteps being taken
bilaterally and multilaterally to improve LDC policymaking.

The report raises fundamental questions concerning the responsi-
bilities and righi< of donor governments arnd/or agencies that provide
concessional food assistance or any assietancz to agricultural develop-
ment to require that the recipient ccuntries modify Internal poiicies
i1t such policies are believed to constitute conmstraints to increased
production., The report states that most external assistance donors
have been relu-cant to take positive actions to motivare rhe developing
countries to make such changes, a concusion that fails to recognize
the process of analysis and consultaticn described earlier. The position
recumnmended by this report is that the United States Govermnment sghould,
as a matter of declared policy, require that farmers in recipient countries
bave adequate economic¢ Incentives to realize the production potential of
their respective countries in order for the country to receive corces-
sional food aid or other agricultural assistance,

Spec.fically, the report recommends tiat, as a prerequisite for
U.S. assistance to the agricultural sector of a given country, the AID
Administrator determine that neither LDC policy nor institutions are
a disincertive to increased agricultural production. If conditions
that create disincentives are found, then corrective action would be a
necessary prerequisite for U.,S. assistance to the agricultural sector.

Thie recommendation, while logically derivative from the concen-
tration of the GAO veport on the single objective of irc.easing food
production, would be most difficult to implement mechanically iu
the complex political anl social environment of the developinz world.
Concerted action by majo: donors, as recommended in the report, is
unlikely as many donors are understandably reluctant to risk accusatioms
of interventions in the sensitive internal affairs of IDCs. AID, in
accordance with Congressional directives, is emphasizing a collaborative
"low-profile" approach in which LDCs are encouraged and assisted to use
U.S. assistance in accerd with a well-develoved, coherent plan for the
country's economic and social development, For a variecy of excellent
developmental and policy reasons AID doeg not wish to unilaterally
impose policy choices on LDCs from ocutside nor to use U.S., assistance
levels as leverage for forcing rather than persuading and ercouraging
volicy changes. Furthermore, the withholding of needed food could
create hardchips for innocent people and might thus be intolerable
from both humanitarian and political viewpoint.
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It 1s necessary to remember that many types of disincentives can
not easily be “decreed" away and, further, that most agricultural pro-
grams and projects are designed to eliminate disincentives and/or to
create production incentiveg. 1In short, it appears that the GAO
recommendations, if styictly applied, would inhibit and adversely
affect the Agency's effort to work collaboratively with and assist LDCs
in their agricultural development efforts,

It would appear more realistic to recommend that AID, to the extent
possible in a given LDC environment, exert its best efforts to modify
IDC policies and institutions that are disincentives to expanded farm
output and assist LDCs in taking effective action to provide adequate
incentives. Further, AID should provide more assisiance to LDCs in
identifying and bringing to the attertion of 1DC policymakers those
existing policies and institutions that may not be generally recognized
or understood as disincentives and a'.ternative policies and programs
that could improve the performauce of the agricultural sector in terms
of the LDC objectives.

Throughout the draft report, representatives and reports of in*er-
national organizaticns are specifically mentioned, e.g., World Bank
representative said this. In order te maintain the confidentiality of
the comments provided by these representatives it would be advisable
that specific mention of an organization be revised to read "the report
(or representative) of an international organization said..." We under-
stand that this has been the way the GAQO has dealt with such comments
in other reports. Also, the identity of IDC officials should be con-
cealed to protect them from pussible political repercussions.,

Attachment:
Comments on Country
Summaries

GAQ notes: 1. State/AID supplementary comments are
reflected where approptriate in the
count-v summaries.

2. Page reference in this letter may not

corresgond o page number in the final
report.
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RECENT GAO REPORTS ON RELATED SUBJECTS

"The Overseas Food Donation Program-~Its Constraints and

Probiems," ID-75-4B, Apr. 21, 1975.

“The Agricultural Attache Role Overseas: What He Does and
How He Can Be Morz Effective For the United States,” ID~-75~
40, Apr. 11, 1875.

"Increasing World Food Supplies~~Crisis and Challenge,”
ID-75-4, Sept. 6, 1974.

"U.S. Actions Needed to Cope With Commodity Shortages,"
ID-74-37, Apr. 29, 1974.

"Impact of Soybean Exports on Domestic Supplies and Prices,”
ID-74-34, released Apr. 24, 1974.

"Exporters' Profits on Sales of U.S. Wheat to Russgia,”
IL-74~27, Feb. 12, 1974.
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PRINCIPAL OFFICIALS RESPONSIBLE FOR

ACTIVITIES DISCUSSED IN THIS REPORT

DEPARTMENT OF STATE

SECRETARY OF STATE:
Henry A. Kissinger

AMBASSADOR TO INDIA:
William B. Saxhe

AMBASSADOR TOQ INDONESIA:
David D. Newsom

AMBASSADOR TO KENYA:
Anthony D. Marshall

AMBASSADOR TO PAKISTAN:
Henry A. Byroade

AMBASSADOR TO PERU:
Robert W. Dean

AMBASSADOR TO SRI LANKA:
Christopher Van Hollen

AMBASSADOR TO TANZANIA:
W. Beverly Carter, Jr.

AMBASSADOR TO URUGUAY:
Ernest V. Siracusa

AGENCY FOR INTERNATIONAL

DEVELOPMENT

ADMINISTRATOR:
Daniel S. Parker

DIRECTOR, MISSION TO INDONESIA:

Thomas C. Niblock

DIRECTOR, MISSION TO KENY2Z:
Charles J. Nelson

DIRECTOR, MISSION TO PAKISTAN:

Joseph C. Wheeler
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