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Stellingen
1. De

stelligheid

waarmee

macro-economische

voorspellingen

worden

gepresenteerd staat vaak in schril contrast met de betrouwbaarheid
van deze voorspellingen.
2. Studenten

in de economie kunnen meer inspiratie opdoen door van

Keynes te lezen dan door over Keynes te lezen.
3. Het beleid inzake het verminderen
export van ontwikkelingslanden

van handelsbelemmeringen

dient meer afgestemd

tegen

te worden op

de exportbehoefte van ontwikkelingslanden dan op de gewenste bescherming van eigen produktie.
4. De levensvatbaarheid van een uitgebreide E.G. is onder meer afhankelijk. van een politieke aanvaarding van agrarische inkomensverschillen
die ontstaan zijn door verschillen in economische efficiency. Een eerste
stäp in de richting van deze acceptatie is de recente consensus om
output subsidies aan kwantitatieve bovengrenzen te binden.
5. Popper's adagium, dat een theorie die veel uitsluit

waardevo ler is

dan een die weinig uitsluit maar vaker bevestigd wordt, lijkt bij veel
maatschappij-wetenschappelijk

onderzoek

een

ondergeschikte

rol

te

spelen.
6. De invloed van een aantal specifieke eigenschappen van de E.ngelse
taal op Wittgenstein's latere denken inzake begripsvorming zcu een
nadere Studie verdienen.
Volksempfinden" is gevaarlijk als enige bron van recht,
maar de huidige Nederlandse strafrechtpleging lijkt deze bron geheel

7. "Gesundes

te veronachtzamen hetgeen kan leiden tot rechtsvervreemding.
8. Het is eenvoudiger

een xenofobe politieke stroming te

dan de oorzaken ervan weg t e nemen.

verocrdelen

9. Wanneer de huidige criminaliteit een toenemende functie is van jeugdwerkloosheid en politioneel personeelstekort, dienen met meer spoed
en creativiteit extra vacatures bij de politie vervuld te worden door
werkloze jongeren.
10. Groepsbesluiten zijn door compromis - inflatie vaak minder intelligent
dan individuele beslissingen. Een consequentie hiervan voor het overheidsbeleid zou kunnen zijn dat, binnen de grenzen van democratische
contrôle, besluiten zoveel mogelijk door één verantwoordelijk persoon
genomen worden.
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Introduction
This study on t h e economics of agricultural subsidies consists of two
Parts.
In t h e first

Part

I have reviewed

and analysed

the

comprehensive

but hitherto s c a t t e r e d l i t e r a t u r e on t h e subject.
The second p a r t contains the findings of an empirical study on agricultural

subsidies in t h e Caribbean

carried

out by t h e author

from

April 1982 to March 1984.
I am greatly indebted to Prof. Dr. F . P . Jansen who read t h e earlier
drafts thoroughly.
His

invaluable

suggestions

have

considerably

improved

the

quality

of this work.
As far as t h e empirical study is concerned

I was greatly aided by

Mrs. M. Maharajh, Mr. H. Maharaj and Prof. Dr. G. Schieffer.
assisted

me

in t h e supervision

and organisation

of d a t a

They

collection.

I was also fortunate in obtaining frequent counsel from Mr. D.I. Field
in organising and analysing t h e d a t a on dairy farming.
The D e p a r t m e n t
West
for

Indies

of Agricultural

was

most

the administration

helpful

Economics of the University of the
in providing

the necessary

facilities

of the collection of a large amount of

farm

data.
Finally, I wish to express my g r a t i t u d e to Mr. F . B. Lauckner. He
ensured

that

my substantial

fulfilled

efficiently

despite

requests
the

limited

11

for

computer

resources

at

facilities
his

were

command.

SUMMARY AND POLICY RECOMMENDATIONS
PART ONE
1. Agricultural

subsidies have been defined

as a government

induced

change of r e l a t i v e prices of goods, services and f a c t o r s of production

in

the

agricultural

may result from
varying

from

sector.

These

agricultural

price

changes

a large number of different government

direct

cash

Workable definitions

transfers

to

government

measures

trade

have been derived by a further

policy.

classification

into specific c a t e g o r i e s of agricultural subsidies.
2. Agricultural
justified

subsidies

when

under

have

been

a system

considered

of

to

be

economically

laissez-faire public welfare

de-

creases.
They have been defended
domestic

distortions,

on t h r e e grounds, viz. t h e existence of

price

instability, and

the

infant-industry

ar-

3. D o m e s t i c distortions like monopoly power, pollution and other

ex-

gument.

t e r n a l i t i e s , can

theoretically

be overcome

by a

subsidy policy in

the direction opposite to t h e distortion.
4. Large

price

impact

on

fluctuations
the

economy.

of

basic

foodstuffs

Conversely,

minor

have
price

a

detrimental

variations

are

needed for profit maximization and for attuning supply to demand.
The principal problem in designing an appropriate agricultural p r i c e
policy is how to prevent large p r i c e fluctuations without

undercut-

ting t h e function of p r i c e as a m a r k e t signal.
5. The

infant-industry

argument

can

not

b e adequately

defended

on

t h e o r e t i c a l grounds as developed by Mill, Bastable, Kemp and Meade.
In a c c o r d a n c e

with

modern

equilibrium

theory, p r o t e c t i o n

has

to

be based on t h e e x i s t e n c e of dynamic internal economics, i.e. t h e
net positive diffuse i m p a c t on welfare stemming from the learning

12

process

of the industry under p r o t e c t i o n .

6. Subsidies do not only have the desired e f f e c t s . Suboptimal behaviour
by subsidized
in

agents often

non-subsidized

sectors

leads to welfare
may

decline

losses. Also,

because

of

a

welfare

reallocation

of resources towards the subsidized s e c t o r s .
7. In theory, the distorting and inter-sectoral impact of
subsidies can

best be ascertained

by the use of

agricultural

macro-economic

models. Total impact analysis, however, has not been very succesful so far, mainly because of the d a t a required.
8. The estimation of welfare effects of agricultural subsidy programs,
notably for developing countries, has mostly been based on partial
equilibrium

analysis.

The

estimation

of

elasticities

and

changes

in economic surplus is of g r e a t analytical value, because it provides
answers

to e x - a n t e questions about

who will benefit

the subsidy, and how cost-effective

most

from

the subsidy will be in raising

farm output.
9. The

inaccuracy

economic

in

surplus

approximating
is

an

welfare

increasing

individual income spent/earned

function

with respect

group of commodities in question,
price

change,

the

changes

changes

in

proportion

of

to the commodity

or

of

by

the

the magnitude of the

interdependency

of

the

goods

that

(induced)

are

added

up in the surplus measure, and the proportion of the value of the
commodities concerned as compared to t o t a l GNP.
10. Direct

farm

income

subsidies

are

more

geared

to

relieving

the

symptoms rather than the basic causes of income inequity.
If, however, the major political objective is to g u a r a n t e e

farmers'

incomes, direct farm income subsidies seem to be most appropriate
since such a policy is less distorting and much cheaper than a policy
t h a t g u a r a n t e e s income by direct

farm

put subsidies.

13

input or direct farm

out-

11. Direct farm output subsidies, studied within a partial equilibrium
framework, are either indirect money transfers (i.e. taxes) from
consumers to farmers without additional welfare losses to consumers, or direct money transfers from

consumers to farmers or

government with additional welfare losses to consumers.
12. Generally, it will be uncertain whether farmers will benefit from
farm

output price stabilization, whereas it is probably true in

most cases that consumers will suffer a welfare loss from such
a policy (provided we are not dealing with major price fluctuations
of basic foodstuffs).
13. It has been suggested that the establishment of active sales agencies and a thorough analysis of markets in developed countries
by experts from

developing countries may form a better means

of boosting farm exports than the imposition of farm export subsidies.
14. When direct farm input subsidies are not accompanied by improved
farm

technology, the resulting shift in farm output supply will

be nothing but parallel and likely to occur at net social cost.
15. Farm input utilization is determined by a large number of different
factors affecting the farm input demand and supply side, whereas
a farm input subsidy only affects a few of these factors, and to
some degree in an unpredictable way.
PART TWO
16. The empirical estimation of welfare effects of agricultural subsidies is extremely difficult when a large number of subsidy programs is being implemented at the same time. Hence, an optimal
determination

of the subsidy mix in terms of

cost-effectiveness

in meeting the objectives is feasible only when the total number
of support measures is limited.

14

Another

reason for

starting on a small scale with

agricultural

subsidy programs is that most new subsidy programs suffer

from

administrative problems in their initial stages.
These infant disease costs can be minimized by allowing subsidy
programs to benefit as much as possible from the experience gained
in earlier subsidy programs.
17. The determination of the optimal subsidy mix in a dynamic context
requires

adequate

subsidy

statistics.

Therefore,

it

is

advisable

to allocate part of the subsidy budget to the collection and organisation of subsidy statistics.
18. The empirical

study of

farm

labour

distortions in Trinidad and

Tobago has shown how a distinction between distorted and undistorted farm production could be made with the help of estimated
production functions.
19. It has been argued that agricultural subsidy programs can be succesful only if farmers are maximizing their profits and hence respond
logically to induced changes in relative prices. A practical method
to test price-responsiveness, with the help of cross-section

data

only, is the normalized restricted profit function (NRPF) approach.
20. A serious limitation

to the NRPF-approach

is that

this

method

cannot be applied when agricultural prices are fixed. It must be
noted that if farm prices are fixed, an optimal response to subsidies is doubtful anyway.
21. Elasticities indirectly derived from
than those that

the NRPF are more reliable

are directly obtained

from

single-equation

pro-

duction functions.
Nevertheless,

the

signs and

relative

magnitudes

of

the

various

elasticities of either approach may match.
22. The empirical

analysis shows that

15

farm

input subsidies had no

impact on input utilization of crop farmers. Apart from monopoly
power in farm input supply, four fundamental administrative defects
causing this program failure were identified.
23. In the ex-ante analysis of a fertilizer

subsidy it was estimated

that the shadow price of saving foreign exchange by subsidizing
locally produced fertilizer

only, would have been relatively high.

7k. The computed analysis of production value into a price and a volume component concerning temporary crops, has provided support
for a price stabilization program beneficial to farmers.
25. The concept

of guaranteed

threshold prices has been

introduced

in the ex-ante analysis of farm output subsidies. A sensitivity analysis within a partial

equilibrium

framework

has been

employed

to determine the relative cost-effectiveness of different anti-distortive guaranteed threshold price programs.
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PART ONE

THE CONCEPT OF AGRICULTURAL SUBSIDIES

17

CHAPTER 1
A DEFINITION OF AGRICULTURAL SUBSIDIES

1.1

Subsidies as a Government Induced Change of Relative Prices
of Goods, Services and Factors of Production

Agriculture today is supported by governments almost everywhere.
Experience

shows

that

agricultural

subsidies, once

established,

are not easily removed when the initial reason for their establishment no longer exists. Vested interests tend to develop quickly.
This

phenomenon

has

sometimes

resulted

in

excess

capacity,

e.g. in the E.E.C. and the U.S.A. When excess capacity, induced
by subsidies, results in decreasing world market prices, farmers
elsewhere

may press

for

similar

support

measures

from

their

own governments. Agricultural subsidies in one country, induced
by agricultural subsidies abroad, may finally lead to world-wide
protectionism. Keeping in mind the prevailing balance of payments
situation" in many developing countries, many governments may
consider the imposition of trade barriers to be cheaper (at least
in the short run) than a further

increase in their

agricultural

expenditure.
Against this background it is easy to see that international organisations

dealing

with

trade

and

development

are showing an
(1)
increasing interest in the various types of agricultural subsidies.
It indicates the importance of a consensus or the need for a

common denominator on this m a t t e r . In other words: a definition
of agricultural subsidies.
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For analytical purposes too we need a better definition than the
ones that

are,

either

explicitly

or

implicitly,

commonly

used.

The general idea one has of subsidies, is that they involve (real)
money transfers from one group in society to another, in particular from

tax payers (via the government) to designated groups

in society, either businesses or private households. This common
notion
provides

of

subsidies, applied
a

firm

basis for

to the agricultural
international

sector,

neither

comparison, nor

serves

an analytical purpose.
(2)
The 'Joint

Economic Committee'

subsidy programme

in the

which studied the

U.S.A., defined

subsidies

federal

as

public

sector rewards that directly change relative prices in the private
sector. Prest considers this new concept, for which we are much
indebted to C.S. Shoup, member of the Joint Economic Committee
(3)
(JEC), as the least unsatisfactory definition of subsidies.
Let us enquire into this JEC-definition

of subsidies before

we

start to determine its applicability to agricultural support measures.
According to the JEC-papers relative prices in the private sector
apply to prices of goods and services as well as to rewards of
factors

of

production

(i.e. capital and

labour). Income

effects

alone (increased consumption because of an increase in real income
but no change in relative prices) constitute an indirect
and income and substitution effects

(the latter: increased

effect
con-

sumption because of a change in relative prices but no increase
in real income) constitute a direct e f f e c t . ^
In our opinion, this distinction between direct and indirect,

is

a weak point in the definition.
f*f)
Generally speaking it can never be

easy to apply Slutsky's

equa-

tion, which analyses the demand change induced by a price change
into two separate effects, the substitution effect and the income
effect, to a real world situation where prices can change every
second and decisions on resource allocation can be taken every

19

minute.
Perhaps

this arbitrary

distinction

between pure income

effects

on the one hand and income and substitution effects on the other
enhances the general applicability of the definition but one could
also argue that a change in relative prices induced by income
effects

as a result of government support measures should not

be excluded in advance.
For instance, a general income allowance (hence no subsidy according to the JEC-papers) could, depending on the distribution of
incomes and elasticities of demand with respect to the various
income-categories,

entail

substantial

changes in relative

prices.

We prefer to use the definition that subsidies are payments other
than those which would normally be paid for the goods, services
and factors.

^

Hence subsidies in our definition are government induced changes
of relative prices.

^

Of course, it may not be always possible to ascertain the price
that would normally be paid.
We feel however, one should not try to define an economic concept
only in such a way that one can work with the definition. An
alternative approach would be first to attempt a general definition of the concept of subsidies and then analyse it into categories.

A Classification of Subsidies
On the basis of our general concept of subsidies many classifi(7)
cations could be thought of.
Since our principal objective is to sharpen our perception of the
nature of subsidies, hence to facilitate both international comparison and economic analysis, we opt for an instrumental classification.
Largely in accordance with the 3EC-study
categories of subsidies, viz:
(i) direct cash transfers

20

we

distinguish

five

(ii) provision of cheap credit
(iii) 'benefit

in kind'

subsidies (sales by government at

lower-

than-market prices)
(iv) purchase subsidies (purchases by government at higher-thanmarket prices)
(v) regulatory subsidies

-fiscal (e.g. taxes and tax concessions)
-monetary (e.g. rate of interest)
-legislative (e.g. land tenure regulations)
-foreign trade directed (e.g. rate of exchange, trade barriers).

Subsequently we want to distinguish between direct sector subsidies and indirect sector subsidies or inter-sector subsidies.
The economy of a society can be divided into the agricultural
sector and the non-agricultural sector, for convenience sake called
the industrial sector.
We define direct agricultural subsidies as subsidies affecting farm
input prices, farm output prices and farm income without having
a direct impact on other prices. Conversely, indirect agricultural
subsidies

are

either

subsidies

affecting

prices

in both

simultaneously (agriculture and industry), or subsidies first

sectors
affec-

ting prices in industry which in turn have an impact on agricultural prices.
A third distinction we wish to make is related to the analysis
of subsidies.
A subsidy must have an impact on market prices. This impact,
or the difference between the ex-ante price and the cum-subsidy
price, is referred to as the incidence of the subsidy.
The private and public costs and benefits of a subsidy are referred
(9)
to as the effects of the subsidy.

1.3

The Incidence of Direct Agricultural Subsidies^ ^

1.3.1

The Incidence of Direct Farm Income Subsidies
Direct farm income support is government intervention in agri21

culture

to modify

the distribution of farm

incomes other

than

by farm output - or farm input support.
Of course, when dealing with low-income countries with a large
rural society this type of farm support can only be applied to
a fairly limited extent.
For instance in the E.E.C. we have examples of direct cash transfers to so-called hill-farmers.
Other possibilities are income tax concessions or reduced national
insurance contributions^ ^ for specified groups of farm households.
Either

approach

is a pecuniary

support measure. Therefore

it

always causes a non-zero incidence (i.e. change of farm labour
reward). By definition these support measures are to be identified
as agricultural subsidies.

1.3.2

The Incidence of Direct Farm Output Subsidies
Direct

farm

output

subsidies

are

perhaps

the' most

commonly

applied agricultural support measures. It appears that three general
classes can be distinguished, namely:
(i)

direct measures to raise or stabilize farm output prices

(ii) direct farm import restrictions
(iii) direct farm export support measures.
(i) The incidence of Direct Measures to Raise or Stabilize Farm
Output Prices
These support measures entail in principle a non-zero incidence
on farm output prices. Hence they are also considered to be agricultural subsidies.
Unlike the case of

direct

farm

income support the magnitude
(12)
of the incidence is often unknown
because the direction of
price changes is dependent upon various factors.
First, an increase in farm output prices may bring about many
interacting supply and demand responses subject to the corresponding elasticities.
Secondly, supply may move along the supply function or the supply
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function itself may shift to the right. In the latter case the price
incline

permits

improved

efficiency.

Subsequently,

the

long-run

effects of increased supply may in turn entail a lowering of prices.
Thirdly,

when

dealing

have a further

with

differential

foodgrains

price

support

measures

impact because of the distributional

effects on income and employment.
Generally speaking, it is easier to ascertain the incidence of pe^
(13)
cuniary measures
, than the incidence of non-pecuniary methods. *>
(1

For
of

the

purpose

subsidization

of international
can

comparison

the relative

sometimes be approximately

level

calculated

by

the amount of direct governmental costs. In many cases, however,
for example a guaranteed price system without deficiency payments
from

the government,

the consumer

pays for the greater

part

of the subsidy (vide chapter 3).
In other

cases farmers

may

'subsidize' themselves for

by the creation of stabilization funds by farmers'

instance

organizations.

(ii) The Incidence of Direct Farm Import Restrictions
Direct farm import restrictions are tariff and non-tariff

barriers

to farm import trade.
•In principle they result in a non-zero incidence on domestic and
import prices.
However, here too the magnitude of the incidence can be quite
difficult to ascertain.
First,

it

must

be noted

that

trade restrictions are

sometimes

by-passed because of administrative inefficiencies.
Secondly, the organisation of the trade (ex ante marketing margins
as compared to the height of the tariff barrier, degree of monopoly
and separation between import and domestic trade) plays an important role in determining the incidence (and effects).
Perhaps zero incidence is easier to disprove with respect to a
tariff than in the case of a non-tariff import restriction.
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The latter may range from quotas to severe quality control measures.
(iii) The Incidence of Direct Farm Export Support Measures
Direct farm export support is a form of government intervention
to

raise farm

prices of

export commodities. Hence, it

entails

in principle a non-zero incidence.^ ^

1.3.3

The Incidence of Direct Farm Input Subsidies
Direct

farm

input support

measures can best

be subdivided in

two general categories.
The reason is that we have farm inputs for which a ready (international)

market

price

exists

(e.g. fertilizers,

seed,

machinery,

land) on the one hand and farm inputs that are, firstly, connected
to regional or national circumstances and, secondly, hardly traded
through private

channels (e.g. education, infra-structure)

on the

other.
Hence, we wish to distinguish:
(i)

direct support measures for farm inputs with a ready market
price

(ii)

direct

support

measures

for

farm

inputs

without

a

ready

market price.
(i)

Direct Support Measures for Farm Inputs With a Ready Market
Price

This type of support is a form of government intervention

to

reduce the price of farm inputs for farmers and thus, in principle,
a direct agricultural subsidy. To mention a few: cash transfers
to

farmers

subject

to the purchase of

inputs; input

subsidies

in kind; reduction of indirect taxes and import duties; agricultural
land tenure legislation; and provision of preferential

credit

to

farmers.
The estimation of the incidence of this type of measure is highly
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dependent on t h e input supply m a r k e t as well as the administrative
framework involved.
(ii) Direct

Support

Measures

for

Farm

Inputs Without

a

Ready

Market P r i c e
The public provision of these farm inputs may increase the economic efficiency of farm production.
The

corollary

direct

is

support

that

an

measures

eventual
will

non-zero

only

occur

incidence

indirectly

of

in

these

the

long

run (e.g. changes in land prices due to irrigation works, changes
in fertilizer

prices due to extension of, and education in, their

use).
In consequence,
allocation

it

will be even more difficult

and magnitude

of

to ascertain
in the

the

t h e s e incidences

than

cases

of

support

measures

the subsidies we

discussed

we discussed previously.
Since

the

distorting

is assumed

impact

these

t o be less than t h a t of

public

above, t h e s e measures seldom cause disturbances in international
t r a d e relations.
For completeness sake we wish t o describe briefly the four
common

categories

of

public

support

for

farm

inputs

most

without

•a readily a s c e r t a i n a b l e m a r k e t p r i c e .
A. Reduction of Agricultural Risks
Neither
farm

farm

input

production
adverse

income

subsidies
failures

weather

subsidies,

nor

farm

(i) can sufficiently
resulting

conditions

from
or

output

protect

unavoidable

unexpected

subsidies,
farmers

disasters

wide-spread

Especially in developing countries where profits a r e often
or non-existent,

nor

against
such

as

diseases.
modest

risks impose severe barriers to t h e adoption of

new farm technologies.
C o m m e r c i a l insurance companies a r e for obvious reasons generally
not

interested

in

offering

insurance
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against

'normal'

premium

rates

to farmers

in developing countries partly because of

the

incidence of fraud (the insured consumer has some control over
the probability of the event in question), the lack of information,
and the low standard of organisation and administration

(difficul-

ty of loss adjustment). The history of agricultural insurance has
also shown that in the early stages of agricultural

development

(e.g. the U.S.A. and Canada in the inter-bellum) only the government is willing to offer

insurance to farmers. These arguments

also imply that there is no market for agricultural insurance in
developing countries.
B. Technological Development and Agricultural Education
Many authors have stressed the importance of research and educa(16)
tion
. Technology, to some extent, can be transferred internationally and thus has its market price. Local support for improved
varieties,

fertilizers

and

equipment

for

which

a

ready

market

price exists, must therefore be classified as a clear-cut agricultural subsidy.
Most technological development and agricultural education, however, has to be regarded as long-term and price-neutral. There
is a long time from fundamental research (research centre, university)

via

applied

research

(co-operation

and university) to newly adopted
yield-increasing

technologies

that

of

research

centre

farming

systems

incorporating

ensure

optimal

conservation

of resources and high productivity of labour, land and other farm
capital.
C. Land Improvement and Water Management
Land

improvement

and

water

management

often

involve

large

scale projects like the construction of dams and irrigation works.
Here too, we are dealing with support measures without a ready
world market price, which are, in principle, price-neutral.
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After

