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ABSTRACT 

Agricultural Prices and Stabilization Policy 

This paper outlines the analytical underpinnings for the pragmatic approach to 

agricultural pricing that is so dominant in Asia. In contrast to the free market and 

structuralist school5 of agricultural pricing, this third school of thought is tentatively 

labeled the "stabili7.ation" school. The main contention of this school is that by following 

short-run price movements in international markets, an economy incurs significant 

efficiency losses, but the economy incurs equally significant efficiency losses by not 

following longer-rull trends in- international opportunity costs (whatever the market 

processes that determine them). Optimal efficiency thus calls for some degree of market 

intervention to stabilize short-run prices, but there must be sufficient flexibility to allow 

domestic prices to reflect international p~ice trends. Rent-seeking behavior is constrained, 

if not eliminated, by using competitive market agents to carry out most marketing 

activities, but within government-established price bands. 

While rejecting the call of free market advocates for no pncing interventions, the 

stabilization school also rejects the !:iructuralist desires to use agricultural prices primarily 

as an instrument for redistributing incomes. Flirther. by encouraging the development of 

a competitive private ma,rketing sector over time, the role of government price 

interventiors can decline as the role of price stability for the basic foodstuff becomes 

progressively less important to the econoniY during t.he course of economic development. 

Structuralist- or socialist-inspired stabilization policies that actively seek to displace the 

prjvate marketing sector have great difficulties when the opportunity (or budgetary nec:d) 

comes for such a transition. 

Neither the underlying analytical foundations nor workable operational procedures 

have been satisfactorily developed for domestic price-stabilization schemes to be 

implemented and evaluated with any degree of coherence. The fact that nearly all 

countries in Asia and the Near East attempt to implement such schemes suggests that the 
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rewards to progress on both fronts--analytical and operational--will be very substantial. 

This paper is primarily concerned with operational issues of analyzing, designing, and 

implementing price-stabilization schemes. However, the pllper lays out the basic logic of 

the analytical approaches in order to focus the discussion of operational issuc;s on pricing 

strategies that are consistent with the theoretical rationale for their design and 

implemen ta tion. 

The important analytical question for the stabilization school is not to demonstrate 

tha t the pervasive market failures in developing countries lead to non-Pareto-optimal 

outcomes, but that they are quantitatively significant relative to the costs governments 

would incur in order to alleviate them. It is already clear that large costs from price 

instability will not he found in the static, micro-based models that follow the Newbery­

Stiglitz tradition. The paper focuses on the impact on investment behavior and on the 

macro economy as the obvious places to look for more ~ignin.:ant benefits from price 

stabilization, as well as at consumer preferences for price stability in the ·presence of 

adjustment costs. No formal model is offered, but ~he likely ingredients of a mudel that 

would capture these effects include the following: displaced investments in physical 

capital at the farm level, the marketing sector, and t!le industrial sector; substitution of 

consumption and leisure for savings and work; biases in ih{estments in human capital for 

the farm agent and intergenerationally in children; the transactions costs consumers face 

in reallocating budgets when prices change; the welfare gains froni 2 psychic sense of 

food security (and voters in rich countries and :'Jor alike place a substandal economic 

price on this factor); and the feedback from ..his sense of security to a stable political 

economy, which .~inforces investors' Willingness to undertake long-term (and hence -~sky) 

commitments. 

The benefits from stabilizing the prices of basic foodstuffs, or other agricu1tur~1 

commodities with significant macroeconomic linkages, are considerably larger than those 

reflected in the models that have been used so far to analyze relative costs and benefits 

of price-stabilization programs. While little is known empirically about the size of the 



dynamic and macroeconomic benefits of stability, it is difficult to agree that they should 

be ignored in the evaluation of such programs. The pervasive, indeed universal, tendency 

of Asian governments to stabilize their domestic rice prices relative to unstable world 

market prices for rice suggests that the benefits may be very large. The relatively rapid 

economic growth in many of these Asian countries argues that the impact of efficiency 

losses and budgetary costs on growth cannot be too large, at least if the price-stabilization 

program is well designed and implemented. A focus on these operational issues of design 

and implementation, which are much better understood than the resulting dynamic and 

macroeconomic benefits, offers some practical guidelines in judging the efficacy of price­

stabilization polides. The guidelines are drawn from countries that have been more 

successful than others in managing the complex tasks of intervening in agricultural price 

formation without incurring unacceptably large budgetary costs or sacrificing long-run 

efficient resource allocation. 

The operational significance of two basic principles identified in the paper--grain 

price stabilization both costs public resources and destabilizes either ~he government 

budget or thG credit market--is Quite profound. Failure to face them directly is the most 

common reason for failure of stabilization programs. Planning of stabilization activities 

can be based on expected values under normal circumstances, and budgets can be drawn 

up under these assumptions. But actual operations must be conducted as reality unfolds, 

and reality is likely to hold surprises with respect to the she of the harvest, level of 

consumer demand, expectations of the private sector and its participation in storage and 

transportHion, world market prices (in dollars), and the country's exr,hange rate. For a 

food logistics agency to cope with these surprises, it must be able to arrange for 

substantial credit lines on very short notice, often no more than a week OJ: two. Many 

government agencies have difficulty allocating resources so Quickly unless they 

understand in advance the need and can trust the logistics agency to spend the money, 

with adequate financial controls, for the intended purposes. It is no wonder that so few 

countries have been able to carry out this task successfully over a long period of time•. 
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AGRICULTURAL PRICES AND STABILIZATION POLICY 

A three-way debate is under way on the appropriate role of price policy in 

agricultural development strategies. The free-market school argues that all agricultural 

pric~s should reflect thelr opportunity costs at the border, no matter what the 

international market prol.:esses are thal determine the pric:s, and no matter what the price 

icvels happen to be. Th~ result of such a prid:-,g strategy is supposed to be opt~mal 

efficiency of resource allocation, as well as minimal rent-seeking activity with its 

associated losses in X-efficic:ncy.l 

The structuralist school argues that the entire border price paradigm for domestic 

price determination is misdirected, at least for a sel~ct list of commodities, such as basic 

foodstuffs, that have important roles in the macrv economy and welfare of consumers. 

Supply and demand elasticities are quite small for these commodities, so the triangles of 

allocative losses from not equating domestic pri:es with border prices are trivial. The 

border prices themselves are mostly the result of gross distortions in ".gricultural policies 

in the developed world, are highly unstable, and thus carry minimal information on how 

resources should be allocated in the long run. Accordingly, prices should be set to favor 

income distribution objectivc:s in conjunction with macroeconomic stability.2 

The agricultural pricing debate is just one of several that have been conducted 

between these two schools of thought in development economics since the 19505.3 The 

free-market approach has clearly won the ear of most large donor agencies in the 1980s, 

although the structuralist paradigm remains dominant in Latin America and i!i a 

significant intellectual force in the Inter-American Development Bank. Other developing 

1. Thi. aehool of price policy i. ulually ulociated malt c10ltly with T. W. Schult& and hil collearuu and Itudenta from the 
Univeraity or Chica,c. See Schult& (1978) ror a review of thi. philolophy Ind Chapter 2 or Timmer (198Gb) ror an 
introduction to the border price paracii,m that .ervel U itl intellectual rQundation. 

't. See the work or Taylor (1980), Streeten (1987i, de Janvry (1978), Lipton (1977), and Rao (rorthcomin,). 

3. An excellent. review of this debate rrom a neoclauical pel'llpective i. in Little (1t'8:.!); the structuralist perapective il beat 
preltn:.d in Taylor and Arida (1988). 
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countries. even the most successful ones in East and Southeast Asia. have openly rejected 

the free market approach for primary foodstuffs. especially rice and whea t. in fa vor of 

interventions to stabilize and support agricu~tural prices. At the same time, the 

structuralist approach has also been rejected because the allocative and budgetary costs of 

wide deviations from border prices (including those deviations due to overvalued domestic 

currencies) have turned out to be substantial. The result has been a melange of tid hoc 

pricing intervent~ons intended to satisfy the needs of farmers for price incentives, the 

needs of consumers for low-cost foods, the constraints imposed by budget-minded finance 

ministers, and the powerful socio-political desire for price stability as the proximate 

indicator of a society's degree of food security. Figure I shows cne example of the 

outcome of such a pr.icing strategy. Indonesia has sharply reduced the instability of 

domestic rice prices relative to that ir, the world market but has not deviated from the 

long-run :rend in world prices. 

The analytical underpinnings for this pragmatic approach to agriculturai pricing so 

d.,minant in Asia are just beginning to coalesce into r" third school of though1, tentatively 

labeled here the "stabilization" school. The main contl"~ltion of this school is that by 

following short-run price movements in international markets. an economy incurs 

significant efficiency losses, but the economy incurs equally significant dficiency losses 

by not following longer-run trends in internaticnal opportunity costs (whatever the market 

processes that determine them). Optimal efficiency thus calls for some degree of market 

intervention to stabilize short-run prices, but there must be sufficient flexibility to allow 

domestic prices to reflect international price trends. Rent-seeking behavior is constrained, 

if lot eliminated, by using competitive market agents to carry out most marketing 

activities. but within government-established price bands. 

While rejecting the call of free market advocates for no pricing interventions, the 

stabilization school also rejects the structuralist desires to use agricultural prices primarily 

as an instrument for redistributing incomes. Further, by encouraging the development of 

a competitive private marketing iiector over time. the role of government pric.: 

·2· 



Figure 1 

Indonesia;. Comparison of Domestic and International Rice Prices 1969-87 
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interventions can decline as the role of price stability for the basic foodstuff becomes 

progressively less important to the economy during the course of economic development. 
.'. 

Structuralist- or socialist-inspired stabilization policies that actively seek to displace the 

private marketing sector have great difficulties when the opportunity (or budgetary need) 

comes for such a transition. 

Neither the underlying analyucal IOUnCatlons nor workable operational procedures, 

have been satisfactorily developed for domestic price-stabilization schc'mes to be 

implemented and evaluated with any degree of coherence.4 The fact that nearly all 

countries in Asia and the Near East attempt to implement such schemes suggests that the 

rewards to progress on both fronts--analytical and operational--will be very substantial. 

This paper is primarily concerned with 'operational issues of analyzing, designing, and 

implementing price-stabilization schemes; the underlying theoretical rationale is being 

dealt with by a variety of authors.5 It is important, however, to layout the basic logic of 

the analytical approaches in order to focus the discussion of operation,al issues on pricing 

strategies that are ~onsistent with the theoretical rationale for their design and 

implementation. 

The Analytical Case for Price Stabilization 

With the early contributions of Smith, Marshall, and Pigou to the economics 

literature, economists have understood for nearly a century the basic analytical rationale 

for governmer.1 interventions into market pr,ice formation. Economies of scale and 

monopolies, ex .rnalities in producC'ln and consumption, public goods, and imperfect 

information in the absence of complete contingency markets have long offered theoretical 

justification for interventions designed to correct such market failures. The resurg:nce of 

4. A. a limple example oC the problenu Cacfld, there il no reliable technique Cor utimatinr trendl in pricn. See Schwanl 
(1987). 

5. See eepecially work by Newbery and Sti,lit& (1981), Run,e and Myere (1985), Sti,lit& (1987~, JUlt (1988), Pradhan 
(1988), Myen (1989), :.nd Timmer (Corthcomin,(b)). 
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'the free-market paradigm builds on a crucial lesson frum postwar development experience; 

poiicies that attempted to strengthen the competitiveness of market~ as a way to improve 

their efficiency outperformed policies that attempted to correct for market failures by 

suppressing market activ!cies. This success for market-oriented policies came about 

primarily because gC'vernment failures in market interventions were often far more 

serious in terms of wasted economic resources and forgone growth than were the market 

failures they 'were designed (0 correct. 

An additional factor grew out of the theory of the second best Many imperfections 

in mark~ts, especially in rural factor and product markets, could be explained as second­

best adaptations to inhert:nt constraints ~n first-best arrangements because of imperfect 

and asymmetric information, moral hazards and high tran~~ctions costs, and a significanl 

degree of risk aversion by the v¢ry poor in the context of incomplete credit and 

contingency markets. In such circumstances, government interventions into one market 

run a substantial risk of lowering the wdfare of the poor because of its connections with 

-other markets that provide some degree of welfare iusurance. Under the twin bannei's of 

"government failures" and models of interlinked Inarkets in a second-best world, neo­

neoclassical and social-choice theorists provided a new inteilectual foundation to the free­

market paradigm.6 

Potential versus Actual Benefits of Govern~ Intervention 

The basis of this foundation is not th.eoretical, however, but inherently empirical. 

Given the reaJi.ty vf wi . 'spread market failures in developing countries, modern welfare 

economics is very clear .n the potential scope for gov, nment interv::;ntions to achieve a 

Pareto-superior position for the economy. Whether a government can improve welfare 

through an actual intervention in a specifh: else depends on two factors: whether the 

market failure itself is "real" within the context of the theory of the second best, and 
I 

whether the government can actually imp;oove social welfare by intervening. ';he latter 

6. S....peclally SU,Iit& (1987), S!inivuan (1985), Bravennan and Gu!Ych (1986), and Batu (1981) . 
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question must be addressed in a dynamic context that explicitly includes the potential for' 

vested interests to capture both the economic gains from the policy intervention and the 

policy-making process itself, thus leading to further interventions that carry the economy 

away from tte Pareto optimum achieved by the initial, but limited, government 

intervention. 

The stabilization school builds on these analytical foundations to develop the 

empirical case for price-stabilization policies. In doing so, however, it rejects the 

emerging consensus that the welfare gains from price stabilization, although theoretically 

justified, are empirically not very important relative to the costs governments must incur 

in urder to stabilize prices.7 Two key innovations in the analysis, one microeconomic and 

one m~croeconomic: lead to such different empirical conclusions. The first is to consider 

the farmer as an investor rather than the manager of a static stock of assets and a flow 

of variabll! inputs. The model of farmer as manager is the basis of nearly all theoretical 

and empirical assessments of risks from price and yield instability, but it clearly excludes 

important elements in farmer decision making that are strongly infh'·enced by these risks, 

e~pecially expecta tions and patterns of in v'estment in physical and human capital. 

Transforming HIe problem into one of dynamic portfolio investment decision making 

~normously complicates the analysis of risk, even when restricted to farm-level issues. 

Tracing the macroeconomic ramifications of price instability is even more 

complicated because general-equilibrium analysis is needed with dynamic investment 

7. Thil it the key conclulion in Nswbery and Sti,lItl (1981), in Sti,litl (1987), and in Bigman, Newbery and Zilbennan 
(1988). The latter authon, for namplf :'1 their dilcullion of JUlt'1 argumentl for price-ltabiliution policie., make the 
tollowin, conunent: •Attempt. to quan :" the net (efficiency) benefit. oC in.titutional attemr t. to reduce rilk, like 
commodi~y price .taniliu·tion or quota .icie., ,unelt that they are ulually .maJl and often e,ative· (p. 461). 
Workinl from a diff.rent lUIalytical Cramework, Ravallion (1987) comll. to a related conclul':'-.: "... alti:ou,h the rllulta 
of thil .tudy [of the Ban,lad'lh famine in 1974) lu"e.t a can in favor of fooderain price .tabi1intion, the mo.t 
appropriate fonn of policy intervention remain. unclur. The cue for public .tora,e [the mOlt conunon mechani.m ulld 
to Itabili" priCf!' in devolopin, countrie.) rllt. on the nature of the di.tonion. to market.; buCter .tocka will not be abl. 
to .tabiliu a competitive market with rational expectationl" (p. 172). Both approachel conclude there i. little empirical 
rationale for ,ovemment. to attempt to .taLiliu (ooderain priCII, a rllult .0 .harply at varianC'e wi~h aduiJ experience 
that different approach .. uhould be invllti,ated. 
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functions that are conditioned by stability-sensitive expectations.8 But incorporating 

these dynamic factors into both the micro and macro analyses offers the opp?rtunity to 

examine the impact of price-stabilization policies on agricultural development and 

economic growth. The sta tic, micro-based models simply do not address these issues; they 

are incapable of assessing the consequences for the economy of the price-stabilization 

polices that are widely implemented--consequences that policy makers actually worry 

about. 

Pradhan (1988), in his analysis of fertilizer-pricing strategies in India, reaches 

similar conclusions after a careful review of the analytical literature on price 

stabilization: 

The efficiency and policy implications of the perfectly competitive market 
with a complete set of markets need to be qualified (and qualified strongly 
in some cases) because their assumptions are not realistic. Perhaps most 
significant in this context are the assumptions about perfect insurance and 
capital markets, particularly in the context of economic environments 
characterized by uncertainty and price f1uc~uations. Unfortunately, the 
theoretical and empirical literature reviewed here shows that either the 
models are too simplified (e.g. the debate following the Oi-Waugh 
contributions), or they fail to capture some of the essential problems of 
price instability in uncertain tnvironments.... In an attempt to 
incorporate these, five such adverse welfare consequences (the contingency 
fund effect, the adjustment cost effect, the forecasting error effect, the 
psychic cost effect, and the "fear of bankruptcy" syndrome) stemming from 
continued adjustment and disequiHbria in the face of uncertain price 
fluctuations are hypothesized and introduced... some of the important 
effects can be embodied in a general notion of transactions ~osts as an 
increasing function of price instability and uncertainty. Indeed, once these 
microeconomic and macroeconomic factors are realistically (and even' 
Quantitatively) considered, it b~comes clear that imperfections in risk and 
capital markets combined with substantial price fluctuations for a 
commodity like fertilizers in a cC·..intry like India have significant adverse 
externaHties and non-Pa reto-main .;, ining welfare conseq uences (pp. 31-32). 

The absence of stock markets and insurance markets for Indian 'investors in 

fertilizer factories means that instability in fertilizer prices and uncertainty lead to sub­

optimal levels of investment in domestic factories, thus causing a larger-than-op'l:imal 

8. The macroeconomic dimenlionl of price Itability au Itrelled in Ravi Kanbur', review of the Newbery-SU,litl book. See 
Kanbur (1984). The extreme difT:culty of building dynwnie inveltment facton! into general equilibrium modell of 
agricultural pricing can be lien in a~ Janvry and Sadoulet (1987). 
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exposure to the world market in which India has a "large-country" effect on prices. The 

macroeconomic consequences of the adjustments required to cope with this added 

exposure are quantitatively significant, primarily for two reasons: the foreign exchange 

requirements are a large fraction of normal imports, and fluctuating prices of fertilizer 

lead to fluctuating supplies of food, which further destabilize the macro economy. 

The logic of extending Pradhan's analysis of fertilizer pricing to food pricing is 

straightforward.9 No farmers anywhere in the world have stock markets in which they 

can choose a portfolio of farm assets that can match their personal risk preferences. They 

are mostly stuck with the farms they have. Nor can.yield or price ri.sks be hedged in 

existing markets at reasonable r.osts. Asymmetric information makes crop insurance a 

very expensive option, one that is frequently nonexistent. Futures markets have very 

short time horizons; they are adequate perhaps for the short-run allocation of inputs but 

not for longer-run investment decisions where price uncertainty is a major impediment. lO 

Even in developed countries, few farmers use futures markets to offset their price risks. 

Stiglitz (1987) speculates that transactions costs may be too high, farmers may feel an 

informational disadvantage relative to large traders, and they may fear manipulati~n. 

Lack of liquidity can also create risks when new market information causes prices to 

change more than trading limits permit.ll Such lack of liquidity is a significant 

impediment to those farmers who do want to use futures markets; most do not or cannot. 

9. In fact, the loiic: In![in. with the analytic:al c:u. for lood-pric: ••tability, whic:h Pradhan hu ext.nd.d in an innovative 
luhion 50 f.rtiliaer pric:in,. The illUI. ror indu.trial inve.tment in the lar,e-.c:al. lerti1icer indu.try have lew direc:t 
c:ount.rpart. at thl l.v.l of farm invI.tm.nt., but invutment. in the marketin, ••c:tor hay ••imilar ec:onomi.. of .c:llle 
lAnd inability lor inv..ton to div.nily th.ir ri.b throu,h .t'Xllmarket portfolio c:hoic:••. 

10. SII CrawllJrd (1988) lor a mod.1 that demon.tratu the downw" .(' bi", to inveatm.nt in .uc:h c:irc:ul1lltauc ... 

11. Th. N.w York !i!!!!! reported on Jun. 16, 1988, that many farm.n who h&:i IOld com and lOY bean future. ",h.n yield 
pro.ped. w.re rs....orabl. attempted to buy back th.ir contract. u the .ummer drousht deepen.d. Lar,. poob o! un met 
buy ord.n accumulat.d for c:om and .oybean.--85 million bu.h.l. lor com and 12 million bu.h.l. lor lOybean.--u 
pri;:.. roe. chi dr.ily limit .ach day ol tradinr. 
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The Quantitative Significance of Price Stabilization 

The important analytical question for the stabilization school is not to demonstrate 

that the pervasive market failures in developing couniries lead to non-Pareto-optimal 

outcomts, but that they are quantitatively significant relative to the costs governments 

would incur in order to alleviate them. It is already clear that large costs from price 

instability will not be found in the static, micro-based models that follow the Newbery­

Stiglitz tradition. As noted above, impact on investment h-:havior and 0[1. the macro 

economy are the obvious places to look for more significant benefits from price 

stabilization, as well as at consumer preferences for price stability in the presence of 

adjustment costs. No formal model is oJfered here, but the likely ingredients of a model 

that would capture these effects include the following: displaced investments in physical 

capital at the farm level, the marketing sector, and the industrial sector; sub~titution of 

consumption and leisure for savings and work; biases in investments in human capital for 

the farm agent and intergenerationally in children: the transactions costs consumers face 

in reallocating budgets when prices change; the welfare gains from a psychic sense of 

food security (and voters in rich countries and poor alike place a substantial economic 

price on this factor); and the feedback from this sense of security to a stable politica~ 

economy, which reinforces investors' willingness to undertake long-term (and hence risky) 

commi t!llen ts. 

Investment.-- It has long been recognized that the absence of long-term contracts, 

future-contingency contracts, and perfect r:redit markets induces a downward bias in 

investment in both physical and human capital.12 Unfore co instability i~ food prices is 

likely to cause reduced investment in both kinds of capital at three levels of the economy. 

At the farm level, price instability leads to lower investments than are optimal in 

production for the market relative to production of subsistenc: crops, in productivity­

enhancing soil amendments, irrigation and drainage facilities, land leveling, and new 

12. See Crawford (1988) and Becker (1962). 
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technology, as well as in commcdity-specific knowledge and skiils. Farmers also invest in 

,rocessing and marketing equipment--small mills, motorcycles, and \ru(;ks--that allow them 

to increase the value added of their sales through better quality or timeliness of delivery. 

Sharp instability in prices make such investments riskier than is optimal for the society as 

a whole. The displaced investments are likely to be reflected in lower savings rates from 

farm incomes becau!le rural credit markets usnally do not offer efficient financial 

intermediation. There is also likely to be some displacement of work, and hence earned 

income, in favor of grc:a ter leisure. Both the (dded consumption from dispICl~~d sa vings 

and increased lei:;ure contribute to welfare of the farm family, of course, but the shift in 

allocation of time and resources beca'Jse of price instability is not optimal for economic 

growth. 

Inve!ltments by the private sector in marketing infrastructure are also dampened in 

the face of price instability (except, perhaps, for short-run speculative investments), and 

this lack of investment has a particularly negative impact on growth because of the 

increasing returns and public-goods aspects of developmen~ of an efficient marketing 

system. Such a' system must connect farmers with local buying agents, thus transmitting 

market information and permitting exchange to take place, w,hich generates gains in 

efficiency from trade. It must transform agricultural commodities at the farm gate into 

foods at the time, place, and form desired by consumers. An efficient marketing system 

has to solve the problem of price discovery, at least at the local level and seasonally, even 

if government price policy sets a band in which such price discovery must take place.13 

Many marketing investments are commodity-specific--rice mills and driers, for example-­

but decisions about trucks, warehouses, telephones, and so on maydso be based primarily 

on the production and trading prospects for a single important commodity such as rice or 

wheat, and these rrospccts depend to a significant extent on the degree of price stability. 

13. See Chapter" or Timmer, Falcon, ~nt. ;eanon (1983) for lurther analy.i. ol the importance 0' an emcient mark,tin, 
ay.tem and the role ol price policy in develop in, one. 
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The Industrial Sect.Q!.-- The industrial sector has a stake in food price stability 

because of the importance of wages in expected costs. Stability of money wages through 

stable food pricc;s is likc:1y to induce investments in labor-using machinery, thus. 

improving the efficiency of technology choice in labor surplus economies. If stable food 

prices also contribute significantly to a stable political environment in which investors 

can form secure long-run expectations, the overall level of investment in productive 

resources is also likeiy to be stimulated. Structuralist models that show the importance of 

stable food prices to the level of macroeconomic activity are also relevant in this setting, 

but as much for the impact of stability on investment decisions as for the stable level of 

employment and short-run economic activity itself.1• Contingency funds set aside to cope 

with unexpected price rises Clln instead be devoted to productive investments. 

The Macro Econo~.-- Not all macroeconomic consequences of stabilizing food 

prices are positive..The resource requirements of the price-stabilization progl'am itself 

can destabilize foreign-exc)tange requirements, the credit system and money supply, and 

budger allocations, a topic discussed in more detail below. An important operational issue 

is to balance the: positive macroeconomic effects against these negative ones, as well as 

against the operational costs of the stabilization program itself. IS 

Consumers.-- The last factor to be 5nr.orporated into the analytical model that 

underlies the stabilization approach to agricultural pricing is the impact on consumers. 

The models used in the stabilization debate so far have looked rather narrowly at gains 

and losses in consumer surplus or, more elegantly. in compensating variations or 

equivalent variations.16 The staLiliz~tion approach argues that important: '!rces of 

'welfare loss to consumers due to price instability are omitted by such neoc .ssical 

approaches. Two sources seem especially large and may be measurable. The first is the 

value consumers place on a voiding the transaction costs incurred because of the need to 

H. Se. Taylor (1980) for a model or the •••hort-/un effecta. 

15. ThHe iI.ue. have rec:eived c:on.iderabll! cmalytical attention in the cu. or Kenya'. vain price .tabili&ation provam. See 
Pinc:kney, rorthc:omin,. 

16. See Hallam (1908) and H~JmI (1985). 
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reallocate their budget resources each time relative prices change. Compared with rich 

consumers. poor consumers are likely to value this aspect more. To fulfill minimal 

nutritional requirements, rae poor feel the pressure to substitute among food commodities 

much more acutely than do the rich.17 Accordingly, there arc important implications for 

income distribution of f(lod price stability. 

Second, fear of food shortages in urban areas evokes a universal and visceral 

reaction. Governments are held accountable for provisioning cities at reasonable costs, 

and citizens have repeatedly demonstrated their capacity to bring down governments that 

fail in this obligation.18 It is acute food shortages--not the average. level of food prices-­

that induce anti-government ranics, however. FOud shortages are simply the mirror image 

of sharp price rises. Price policies that successfully avoid such episodes clearly contribute 

substantially to levels of overall social welfare. This level of social welfare is reflected 

in a more stable political economy, with its attendant positive impact on investors' 

expecta lions. 

The benefits froD! ~tabilizing the prices of basic foodstuffs, or other agricultural 

commodities with significant macroeconomic linkages, arc considerably larger than those 

reflected in the models that have been used ~o far to analyze relative costs and benefits 

of price-stabilization programs. While little is known empirically about the size of the 

dynamic and macro.:conomic benefits of stability, it is difficult to agree that they should 

be ignored in the evaluation of such programs. The pervasive, indeed univ~rsal. tendency 

of Asian governments to stabilize their domestic rice prices relative to unstable world 

market prices for rice suggests that the benefits may be very large. The rehtively 1pid 

economic growth in mar,' of these Asian countries ar~ues that the impact of effici ICY 

losses and budgetary costs on growth cannot be too large, at least if the price-stabilization 

program is well designed and implemented. A focus on these operational issues of design 

17. Sft Timmer (U)81). 

18. S.. Kaplan (1984) ror a rucinatinr hi.torical ~col1nt or the relation.hip between urban mUll. and their rule", with 
re.ped to provi.ioninr of buic f'oocilturr •. 
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and implementation,. which are much better understood than the resulting dynamic and 

macroeconomic beuefits, offers some practical guidelines in judging the efficacy of price­

stabilization policies. The guidelines are drawn from countries that hav~ been more 

successful than oth~rs in managing the complex tasks of intervening in agricultural price 

formation without incurring unacceptably large budgetary costs or sacrificing long-run 

efficient resource ~.llocation. 

Opera tiona I Issues in Analyzing Price-Sta bilization Policies 

All countries in Asia intervene in their rice markets. The primary analytical 

methodology used by economists to understand the impact of intervention, the bord(;r 

price paradigm, says they should not. This must be one of the widest gaps between theory 

and reality in all of economics. No single attempt is going to close that gap, but even a 

beginning might be useful. The ~ssential starting point is to recognize that the gap exists 

because of failures at both ends. The anllytical methodology has serious problems in 

purely theoretical terms. Relaxing the assumptions that make the framework simple and 

elegant, and therefore useful as a conceptual device, comes at a high cost in practical 

applicability. If analysts insist on realistic assumptions to reflect the pervasive market 

failure~. nonequilibrium outcomes, and lack of information in the economies of 

developing countries, their methodoicgies are made progressively more complex, situation­

specific, and dependent on the very knowledge ,hat is lacking. On the other hand, most 

governments do intervene too much, at significant cost to the budget and the efficiency 

of the economy. One goal of this paper h to find an analytical process that copes with 

both of these realities in the hope that out of this process analysts can emerge with better 

methodologie.s and price policies. 
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For this analytical process to work, both the objectives for and problems with 

market interventions must be recognized.10 In rice-based Asian economies, rice price 

policy can affect economic growth, income distribution, and political stability·-three 

important factors in any policy maker's objective function. Economic growth is affected 

by the level and stability of price incentives to farmers, which stimulate growth in output 

and rural incomes. Low and stabl.: consumer prices keep real wages low, thus stimulating 

investment, industrial output, and exports. With purchases of rice still a large share of 

household budgets in many Asian countries and rice production the single most important 

farm activity, the impact of rice prices on real incomes by sector and income ciass is 

enormous. Most countries have no other policy instrument with a fraction of the potential 

of rice prices to alter the society's income distribution. Because of the economic 

significance of rice, maintaiJ'ing reasonable stability in rice prices contributes directly to 

political stability. Nothing is more unsettling politically than rapid shifts in real income 

and wealth among large sectors of the population. Governments can eliminate at least one 

'important cause of such instability by stabilizing rice prices. 

Unfortunately, there are serious problems with the price policies used to reach these 

t",ree objectives. The most visible, and therefore the most important to government policy 

makers, is the cost to the budget of defending stable prices and of maintaining domestic 

price levels abo~e or belo'" prices in world markets. But there are important hidden costs 

as well. The budgetary costs are not painful just because taxes must be collecttd to pay 

for them if fiscal policy is to remain in balance. Expenditures for subsidies to prcducers 

or consumers have alternative opportunities in investments or other programs that might 

19. For mor. ex~en.iv. dilCuNion of the operational iNUN in food-price .tabili..tlon ....Id market int.rvention, 1ft Chapter 
3, "Implflmentinlt Price Policy: The Impact on Market. and Marketin," in C. Pet.r Tinune:, Q!llir'.t PriCOI Rieht: !h! 
Scop! and Limito.!!! AL)!icultural ~! Polic), (hhaca: Cornell UE'.ivenity Prvu, 1~6); the "principlll" IICtion of C. 
Peter Timmer, ""nalYlin, Ric. Market Interventiono in Alia: Principlel, IlIuII, Thtma, and LttilOn.," Development 
Oilcullion Paper No. 254, Asriculture and Food Policy Serill (Cambrid,e, MA: Harvard Inltitute for International 
Development, 19S'/); and the Indonllian experience lummarind in C. Peter Timmer, "The Role or Price Policy in 
Incrtulnll Rice Production in Indon ••ia, 1968-1082,P In Ray 'It.. Goldborlt, .d., Re..arch in Oomeatic and International 
Auibulin... Manaiement, vol. 6, (Gr..nwich, CN: JAr Pr..., 1986), C. Pet.r Timm.r, ·Rtculation and Otreculation or 
Ric. Marketl in Illdon ..ia: Renectionl on BULOG'I Cluncinl Rol. and Minion" (Cambridi" MA: Harvard Inltitute 
ror International Oev.lopment, April 1088; typllcript), and C. Peter Timmer, "Food Pric. Policy in Indon'lia,· In T.rry 
Sicular, ed., Food f.!i£! Policy in Alia (Ithaca: Cornell Univenity Prell, rorthcomin,). 
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offer higher payoffs. Static efficiency losses due to misallocation of resources are seldom 

large when compared with income transfers or GOP, but if distortions are sufficiently 

large and persist long enough to be built into investment patterns, the losses become truly 

significant. 

This is espec:ially true when prices for a single c.ommodity are the object of . 

intervention and all other commodities are produced and consumed according to market 

signals, which is the approach suggested by the analytical arguments developed here. The 

spillover effects of price policy to other markets can be immediately troublesome when 

close substitutes in production and consumption exist, but the longer-run impact on the 

structure of the economy is also worrisome. Keeping resources i~ agriculture that should 

be encouraged to move to the industrial or service sector requires policies that can make 

the entire agricnltural sector uncompetitive and therefore a high-cost burden to the rest 

of the economy. Diversification out of rice into commodities and livestock products with 

greater value added is a natural evolutionary process, which can be slowed or stopped 

altogether with price support and stabilization policies.2o Structural chang ~ is impeded, 

rice farmers develop powerful political lobbying groups, and the potential for policy 

reform then rests with highly polarized sectoral interests. It is not ch:ar whether the 

larger costs are to the economy or the political process. 

Lastly, continuous market interventions and price controls have an impact on the 

development of a private marketing sector. Investments jn physical and human capacity 

in this sector are not forthcoming if margins are squeezed, policy implementation is 

erratic, or the middleman is held responsible for policy failures. The loss is the absenc~ 

of competitive traders in search of marketing opportunities for new commOl :ties or 

greater volumes. Farmers need this dynamic search process; it provides them with 

information about what to produce and how profitable it will be. Government traders 

seldom reach farmers at all, much less with this type of information. Growth and 

diversification in agriculture is stimulated by transmitting information about changing 

20. S•• Timm.r (1087.) for. di.cullion of th. ral.tion.hip between .(ricultural divenification and pric. policy. 
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demand patterns to farmers willing to experiment. Only a competitive, dynamic private 

trading sector has demonstrated much capacity to establish this link. 

Stability of .Expectations in Marketing Systems 

Striking an appropriate balance between the public good arid private interests is at 

the core of much of economic a:lalysis and political debate. It is an ancient problem; the 

philosophical debate goes back to Aristotle and Plato and the analytical roots extend to 

Adam Smith, Pigou, and Lerner. The food price dilemma as a policy issue in developing 

countries is conceptualized in.Timmer (I986c) in terms of the tension between private 

dc:cisions by pt'oducers, traders, and consumers and the policy environment that affects 

those decisions. The issue here, however, is much more operational. How can government 

interventions into the level and stability of prices in domestic rice markets be designed to 

stimulate the development of a competitive private marketing sector rather than retard it? 

The issue is particularly difficult for policy analysts because the factors that stimulate 

the private sector are often subtle and hard to measure. Generating positive expectations 

about potential .role and rate of return on investment is obviously essential, but there is 

little academic knowledge about the ingredients in such expectations, and few policy 

analysts have personal knowledge of what makes private traders tick. We do know that 

positive expectations are fragile; they take a long time to build and can be destroyed 

overnight with one foolish intervention. Trading is risky enough without having to 

figure out what the government will do. Perhaps the best that price policy analysts can 

do to encourage an efficient private sector is to create a stable policy eJlvironment, set 

price margins wide enough for significant participation by the private sector, and 

eliminate legal and bureaucratic barriers to entry by private traders. Simple as these 

tasks seem, they often conflict directly with the short-run or long-run interests of policy 

makers in food price stabilization and of food logistics agencies in implementing it, 

- 16 • 




-- -Incentives to Farmers and Diversification 

Price policy for rice or wheat has an obvious impact on the short-run profitability 

of growing rice or wheat. The less obvious influences of price policy on the structure of 

incentives occur when these prices are stabilized relative to the prices of other farm 

commodities, thus influencing the choice of crops in ways not immediately apparent from 

comparisons of static profitability. In this sense, price policy is the key link between 

short-run and long-run diversification efforts in Asia. Two different dimensions to 

agricultural price policy must be emphasized: the impact of rice price policy on the 

potential to diversify into non-rice crops; and the potential to use price policy for the 

non-rice crops themselves in an effort to enhance their profitability and adoption. 

Price-stabilization schemes for basic food staples, for rice in Southeast Asia, have a 

direct impact on diversification programs through the following mechanisms: the 

enhanced profitability of rice production made possible by the stabilization (and support) 

of rice prices, and therefore the relative discouragement of non-rice-crops; the trade-offs 

between the budgetary costs of price-stabilization programs for rice and the costs of 

adjustment for farmers and consumers if rice pricr.s are allowed to fall (or rise); and the 

enhanced efficiency of the rice marketing system made possible by government 

investments on behalf of stable procurement and distribution capacity. Successful pric~­

sta,bilizatioll program.; for rice greatly enhanc, the profitability of growing rice, an . 
outcome once desired by most governments until the onset of gluts in the mid-1980s. 

Redressing this increased prc,fitability of growing rice due to price-stabilization 

programs is a difficult tlsk. Th~ government cannot simply give up the price­

stabilization program for rice and allow the entire agricultural economy to reflect border 

prices at the prevailing exchange rate. This alternative is not desirable for reasons of 

both income distribution and long-run efficiency, not to mention short-run political 
I 

realities. The price defended by the stabilization program is a topic of policy concern, 
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but continued effc1rts to stabilize domestic rice prices arc likely in all countries that have 

been traditional importers of 
" 

rice . . 

Nor is it feasible to redress the imbalance in the profitability of growing rice by 

setting up price-stabilization schemes for the non-rice crops as well. Rice in Asia has 

unique aspects that justify spending substantial financial and policy resource.s on 

stabilizing its price. For the same reasons that significant macroeconomic and general­

equilibrium effects of price changes for rice must be factored into evatuation of 

stabilization schemc:s, the relatively minor nature of these effects for nontraditional crops 

argues against a "spillover" justification for stabilizing their prices. More important, 

many of these crops must seek export markets as well as urban domestic markets, and they 

must be price competitive on a day-to-day basis to establish a reputation of reliable 

supply. Finally, many of the nontraditional croS's have very short shelf life--fresh frlJits 

and vegetables, live fish, and livestock products, for example--or require relatively 

sophisticated and timely processing. 

Price-stabilization schemes can work reasonably efficiently only when the 

commodity is storable at low cost and docs not have wide variations in quality that arc 

difficult to define in .terms of standard' price discounts and premiums. Few 

nontraditional crops meet these criteria, though corn and soybeans come closest. For 

countries that operate an import-substituting scheme for these crops, a temporary price­

stabilization scheme o.~a"lized around rural buying stations to prevent a collapse in local 

market prices as increased production comes on stream might make sense. But if the 

nontraditional crops must be exported, the most effective way to. stabilize prices is to 

ensure that the f.o.b. price at the port is transmitted efficiently back to farmers, after 

conversion at a competitive exchange rate. 

The importance of price policy to diversification efforts is thus somewhat 

contradictory. Rice price policy actually tends to be part of the problem rather than part 

of the solution, but there arc likely to be tangible benefits that justify imposing these 

added barriers to diversification. Price policies .for non-rice crops might also be part of 
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the problem, however, if they have the effect of causing farmers to produce crops for sale 

to government procurement agents at a guaranteed floor price and the government is then 

unable to turn around and sell them at a profit. The different technical and market 

characteristics of each crop must be examined before a uniform judgment can be macte in 

this regard, but many nontradi lonal crops proposed as suitable candicates for rice 

diversification programs hav~: either too complicated a set of marketing and processing 

requirements 'for government agencies to handle them efficiently or, at market prices, too 

Iowa production value to be adopted by farmers. Pilot projects to demonstrate technical 

feasibility of particular crops in a particular region are obvious exceptions to this general 

rule, but they illustrate the nature of the problem. Diversification crops must create more 

value added for the economy than that created by the rice they displace, and enough of 

the incremeiH must be garnered by the farmer to make it profitable to adopt the crop in 

the first place. Rice production with modern technology under irrigated conditions at 

stable prices is very profitable. It will be difficult to find substitutes that have wide 

applicability. 

Budgetary Costs 

Governments enact programs to stabilize commodity prices because free-market 

prices do not provide a satisfactory degree of price stability. These progmms are subject 

to two basic principles: they are activities of the public sector that require the 

expenditure of public resources; and price stabilization is inherently destabilizing t\) :;ome 

other part of the economy, usually the budget or credit system. 

Stabilizing grain prices has two distinct but related components: seasonal price 

stabilization between postharvest lows and preharvest highs; and year-to-year stability 

relative to world prices. The high costs of seasonal price stabilization often catch policy 

makers by surprise. Squeezing the price margin to less than the lows and highs that 

would be dictated by the full costs of storage incurred by the private sector, including the 

profit and risk premium, is an expensive undertaking. One simple model shows that costs 
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to the government budget rise with the square of the "squeeze" on the full price margin-­

that is, the proportion of the full seasonal price rise that the government attempts to 

prevent by implementing a narrow band between permitted low and high prices.21 The 

costs in this generic "floor and ceiling" price model do not include the overhead costs of 

maintaining an effective food logistics agency, nor the probability that storage costs for 

the public agency are likely to be substantially higher than those in the private sector. 

Stabilizing domestic prices in relation to world prices is most easily accomplished 

through a national buffer stock operated in conjunction with trade policy. Coordination is 

achieved by placing monopoly control over imports and exports in the hands of the same 

agency that manages the logistical operations involved in running the buffer stock. In 

principle, this role for the agency permits international trade to be the balance wheel that 

maintains a ~table equilibrium between domestic demand and s\~pplies available to the 

market from domestic production and net trade (and stock changes). Such direct 

quantitative contrcls often conflict with GATT rules or desires of trading partners, but 

they are sLndard in rice trade in Asia. Of the major countries in Asia, only Thailand 

does not restrict international trade in rice to a state-controlled monopoly, and even 

Thailand has often used extensive intervention into iu export trade to stabilize (and 

lower) domestic rice prices. 

Unlike seasonal price stabilization, which always cost~ the government money, 

monopoly of international trade can sometimes yield revenue for the budget or the state 

trading company. The key is the level of the domestic price relative to the international 

price and . e direction of trade. Economic forces limit the options, however, and push 

the resu1t~ •..ward su'bsidies rather than revenues. Countries that keep their prices below 

border prices tend to discourage production at ~fficient levels and hence end up 

importing the needed supplies, a t a cost to the budget, to keep domestic prices low (again, 

the exception is Thailand). In reverse fashion, countries that maintain prices to farmers 

well above border prices frequently produce surpluses that must be stored or exported at a 

21. SH Timmer (lgS6b), pp. 63-66. 
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loss. Consequently, schemes for both seasonal and annual price stabilization require 

public resources to be effective. 

Two distinct forms of financial resources must be committed on behalf of the public 

food logistics agency., Assuming the agency is implementing a floor and ceiling price 

policy through a com'bination of domestic procurement, market injections from short-run 

buffer stocks, and international trade, it needs a line of credit to purchllse domestic grain 

during the harvest and to store it until needed for market injection, as well as a 

continuing budget allocation to cover operational losses incurred because of the squeeze 

on the price margin. The subsidy required to cover losses on international trading (or 

profits) depends on prices in world markets relative to domestic prices, and this 

relationship can change dramatically from year to year. South Korea nearly always 

profits when it imports rice from world markets; Indonesia did in 1983, but its imports 

required subsidies in 1980 and 1981. In 1985 and 1986 Indonesia had to subsidize rice 

exports. 

With proper financial controls and accounting procedures, central banks and 

ministers of fina nce should expect their food logistics agencies to repay. with full 

interest, the credit used for domestic procurement and seasonal stockholding when the 

stocks are sold in the market. Continuing losses incurred on behalf of policy-dictated 

objectives for price stabilization should be visible in the routine budget. Such an open 

financing mechanism for food-price stabilization has the twin advantage of clearly 

identifying the regular sub~jdies incurred by society to stabilize its staple food prices and 

highlighting the f~ ... ~ that the instability is transferred to the outstanding debts owed by 

the food logistics: _ency. W::n crops are good and purchases are high. credit needs rise 

sharply. This credit is not repaid until the stocks are needed to co~tain d'omestic price 

rises. Repayment can take quite a whi:e if the privar.e sector (including farmers) also 

holds stocks from the good harvest and provides supplies to domestic markets for longer 

than normal. The added interest costs on the "excessive" public stocks must then be added 

to the agency's routine subsidy, or the stocks must be exported (probably at a loss). The 
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main point, however, is that demand for credit becomes unstable as grain prices become 

.stable. Sinc,: the outstanding credit held by a food logistics agency is often a substantial 

share of total credits outstanding from the formal banking system--20 to 30 percent is 

common··the macroeconomic consequences of this financial instability can be quite 

dramatic (especially if the country is operating under strict credit ceilings imposed by an 

IMF standby agr~ement, as in Bangladesh in the early 1980s). 

The transmittal of instability in credit and budget requirements to the rest of the 

economy can impose significant adjustment costs, no matter whether the food logistics 

agency is increasing or decreasing its use of credit and budp.etary resources. When needs 

rise, interest rates rise or government loans are rationed, budgets of other agencies are 

cut, investment projects are delayed, or the deficit is financed by increasing the money 

supply, with attendant potential for inflation (although the large grain crop that 

generated the requirements for additional credit has a negative impact on inflation). 

When loans are unexpectedly repaid as stocks are dra wn down, money and purchasing 

power are withdrawn from the economy, with potential recessionary impact. Changes in 

the real scarcity of food require that adjustments be made somewhere in the economy. 

The important questions for the analysis of stabilization schemes for food prices are 

which adjustments do the least damage to the growth prospects for the economy, and to 

the desired distribution of income. These q',estions require a general-equilibrium analysis 

with dynamic investment functions linked to the impact on expectations of instability in . 
food prices, in credit markets, and in budgetary behavior of the government. 

The operational signir:~al1ce of the two basic principles--grain price stabilization 

both costs public resources ld destabilizes eit er the government budget or the credit 

market-·ig Quite profour..d. Failure to face them directly is the most common reason for 

fai/lure of stabiHzation programs. Planniilg of stabilization activities can be based on 

exp~cted values under normal circumstances, and budgets can be drawn up under these 

assumptions. But actual operations mllst be conducted as reality unfolds, and reality is 

likely to hold surprises with respect to the size of the harvest, level of consumer demand, 



eX'Pectations of the private sector and its participation in storage and transportation, 

world market prices (in dollars), and the country's I!xchange rate. 22 For the logistics 

agency to cope with these surprises, it must be able to arrange for substantial c~edit lines 

on very short notice, often no more than a week or two. Many government agencies have 

difficulty allocating resources so quickly unless they understand in advance the need and 

can trust the logistics agency to spend the money, with adequate financial controls, for 

the intended purposes. It is no wonder that so few countries have been able to carry out 

this tasi< successfully over a long period of time. 

From Analysis !2. Implementation of Market Interventions 

Making government agencies understand the financial and operational mechanisms 

that permit a food logistics agency to implemect successfully a stabilization program for 

food prices requires a capacity to analyze and explain the complicated issues involved. If 

governments are willing to let world markets determine domes"ic pri'tes, no complicated 

analysis of price interventions is needed. It is also possible to intervene heavily into 

market outcomes without any analysis of the likely outcome, but such an idiosyncratic 

and unsystematic approach to agricultural pricing has proven ineffective in helping 

societies reach their food policy objectives. The alternative is food policy analysis, a 

somewhat formal effort to understand the impact of existing and proposed policies on 

these objectives. The principles and basic: methodological frameworks for this analysis are 

presented clsewhere.23 The experience of Asian countries in applying these principles and 
, 

frameworks to price-stabiliiation pc' i :ies demonstrates several ('ommon issues that all 

analyses of food price policy must address. Four issues seem pe.·vasive, but only one is 

analytical in the narrow sense. 

22. Pinckney'. analy.ic of the Kenyan expuience with the .. illUH pr..ent••everal operational ruide1in .. for copino, with 
the deviation betwun planned and actual int~rv.ntion lev.l •. 

23. S.. Timmer, Falcon, and Pearaon (1983); and Timmer (1986b) • 
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Analysis 

How does an analyst know which policies are best? This is the narrowly analytical 

issue, but even at this Jevel, a simple determination of optimal answers is not possible. A 

broad set of objectives must be incorporated into the analysis, as well as a clear 

recognition of the actual starting !,oint for the food system. The dynamic and 

macroeconomic benefits from sta'oilization of food prices are not revealed in the standard 

analytical models used to evaluate price interventions; this problem alone argues that. 

intuition based on e.<tensive experience in a country is likely to be at least as valuable as 

formal economic models based on optimization techniques in analyzing the costs and 

benefits ·of price interventions. 

Communica tion 

How can the results of policy analysis be communicated effectively to policy 

makers, so that appropriate policy decisions are made? This effort to communicate 

involves the analyst in a negotiating role in which pedagog'y can be crucial to the 

outcome. Although the negotiating role involves a subtle change in the analyst's task 

from th2t of understanding to advising, it does not necessarily require advocacy of 

specific polic.:y recommendations. Rather, the advocacy is for the analysis itself and for 

an understanding by policy makers of the trade-offs identified in the analysis. 

Comm:.mication across agencies is especially iMportant in building the understanding of 

the resource requirements for successful implementation of food-price stabilization 

schemes for extended periods of time. Cleai'" a full understanding of these requirements 

might lead to a decision that stabilization is ,JO expensive. A common mistake, owever, 

is to decide that stabilization is worthwhile on the basis of gross underestimates of the 

costs, with subsequent under-financing of the logistics agency. Speculative attacks on the 

agency "ause it to fail, thus exacerbating price instability and significantly jeopardizing 

credibility in all government activities because price-stabilization schemes are usually 
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among the most visible of gover~ment interventions.24 Such government failures are a 

major justification for the free-market approach to agricultural pricing, but they are not 

inevit~ ble. Relevant policy analysis that is :ffecti vely communicated to policy makers 

can be an important input to mor'e successful policies. 

Analysts in donor agencies such as the IMF, the World Bank, or USAID now play an 

important role in communicating the results of policy analysis. To improve the 

effectiveness of the aid process, development agencies increasingly conduct independent 

assessments of policy environments in various countries. These assessments can simply be 

offered to policy makers as input to their own process of policy analysis and design, in 

which case little controversy arises. Indeed, the added analytical resources available to 

governments in this manner are often warmly welcomed. 

Increasingly, however, donor assessments of policy form the basis for a policy 

dialogue with countries, the object of which is to induce policy changes in directions that 

the donors think advisable. If the analysis has been conducted in a way that genuinely 

illuminates the problems facing the country, this dialogue can be extremely productive. 

But such is not always the case. Often there are sharI? disagreements over the directions 

of appropriate changes in policy. In many cases the donor analysts have the economics 

right within the context of their models, which claim to r'iy!"esent the policy issues being 

discussed. But they fail tp understand the shortcomings of the models, which do not 

incorporate the broader dimensions of the economic analysis discussed in this paper, as 

well as the other ingredients in effective policy analysis. When donor analysts fail to 

communicate their analytical results in a convinCing r 'ihion because the results depend 

. critically on basic assumptions in the underlying mod 3 used, challenges to.the models 

can unravel the entire foundations of the policy advice and the usefulness of the policy 

dialogue. 

24. S~e Salant (1G83) ror an analYlil of the condition. leadin, to lucc...ful Ipeculative attackl on public rood a,encie., and 
';h,ir impact on price Itability . 
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The importance of basic models to drive policy advice is linked to t!te very short 

tIlne horizons in which donor analysts must often work. Three-week trips to unfamiliar 

environments mean that analysts must rely on readily accessible data, basic models with 

wide applicability in many countries, and a willingness to let fairly restrictive 

assumptions determine results. This approach may be workable for project analysis, with 

its relatively limited SCOPI: to question assumptions about the external policy environment. 

When that environment itself is the subject of review, however, the "sortie" approach to 

policy analysis requires reliance on an undC'rlying ideology about appropriate policy 

interventions rather than an understanding of the complexity of any given country's 

policy environment. A particular problem with development economics has been its 

vulnerability to wide swings in the prevailins political ideology and the resulting 

t:nthusiasm for particular approaches to the development process.26 A special advantage 

to watching this process in one country over a long period is the realization that 

intellectual fads come and go, but·the basic structural problems that must be addressed by 

policy remain. The only way to improve the effectiveness of the policy dialogue between 

donor and country is for both sides to recognize the long-run nature of the development 

process and the necessity for policy makers to live with the complex outcomes of policy 

changes in the short run. 

Implementation 

The third issue to be treated 1n the analysis of pricc-stabHiziltion schemes is whether 

a new or revised policy can be implemented. A frequent criticism, especially of 

econtimists, is that they are excellent at designing policies, b\ ones that governments are 

nllt capable of implementing. Such criticism misses ~hc main point: policy analysis that 

ignores problems of policy implementation is simply bad analysis. The problems may be 

26. The Cree-market approach hu been h vOlUe Cor much oC the HI8Ot, but community development, central plannin" rural 
development, buic need., and redi.tribution with (l'Owth were enthuliutically punued in earlier period.. Su.tainable 
development Merna likely to become the next .nthu.ium. 
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,economic. political. social, or cultural, but they must be incorporated into the policy 

anl\lysis itself if implementation is to be successful. 

Many observers feel that implementation of a policy is the most diCficult aspect of 

government intervention into the d~velopment process. Frequent failures in this regard 

cause a wide gap between objectives and outcomes, between rhetoric and results, and they 

have led to widespread disenchantment about '.:he actual potenti:l! of interventions to 

improve on simple market-determined outcomes. Part of the reason is simply the 

unpredictable nature of the world and the slower response of government policies to 

changed environments than the responses observed in markets. But much of the problem 

stems from efforts to implement policies that are unrealistit:;, that is, not based on careful 

analysis of the likely constraints that face policy managers and implementers. For a 

policy to be adopted, effective policy analysis must be communicated to .,olicy makers in 

a clear and convincing fashion; likewise., the analysis must incorporate the problems that 

will be faced after the policy has been approved for implementation: Although 

incorporating constraints on implementation vastly complicates the analytical tasks, it 

simplifies the task of communicating with policy makers because it is immediately clear 

that the analyst understands the problems the policy maker faces in the day-to-day tasks 

of policy management. 

A very wide array of constraints impinges on the potential success of a policy. A 

major reason why successful policy analysis requires extended time in and knowledge of 

the country concerned is because constraints on policy change are unique and 

idiosyncratic. Poiitics are frequently invoked :IS the main reason why ~ood economic 

policies cannot be adopted. Sometimes this means there would be suc~)road. popular 

opposition to the new policies that even elected governments would be in jeopardy. Rice 

riots have brought down more than one government, and promises of cheap rice have 

elected others. Sometimes it means narrower vested interests will be negatively affected 

by the policies and can use their influence on policy makers to prevent the change. Trade 

unions or the military often oppose increases in food prices 0'" devaluations of the 
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country's currency. And sometimes it just means that the minister does not ,think the 

change in policy is a good idea. A vague distrust of the market is easily translated into 

political opposition to price incentives and wider margins for traders. 

What is often forgotten when officials are criticized for lack of political will to 

implement needed policy reforms is that virtually all changes in agricultural price policy 

hurt someone's interests, vested or not. If those interest~ are the food consumption of the 

poor, political opposition to changes in pricing is desirable, even if the new price policy is 

intended to generate morc output and employment in the long run. Unless compensating 

programs for those most negatively affected can be implemented simultaneously with the 

price reforms, political opposition on behalf of the poor is both understanda"le and 

important. This argument obviously does not hold in those environments in which current 

price policy is so badly distorted or poorly implemented that the interests of the poor are 

being sacrificed, possibly even to the benefit of the better-off segments of the society. 

Whatever the political arguments, it is important for the policy analyst to determine the 

actual distributional impact of current policy and the effect of the proposed changes on 

the distri bu tion, of benefi ts. 

For good reasons or bad, the political constraint is always important. The task of 

the policy analyst, however, is not just to incorpo:ate constraints into the policy analysis. 

Rather, analysts need to determine which dimension of a policy is objectionable, to whom, 

and to what degree of impact. Is it possible to design compensatiug programs or an 

information campaign to clarify exactly who gains and loses under the new policy? This 

approach can be risky, especially when the vested interests are close to power, ' rare 

imply powerful. Sometimes policy analysis is a feeble instrument for inducin =hange; at 

other times courage and simple facts bring surprising results. Only individual analysts 

wrestling with their own conscience and the realities as they pet .:eiv~ them can decide 

which time has come. 
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Evaluation 

The last issue for the policy analyst is whether the new policy is actually ~orking. 

After the analysis, communication, and implementation, the policy must be evaluated. 

Much is to be learned by the original policy analyst from the evaluation process because 

unexpected problems always arise. Trying to distinguish systematic elements in these 

problems from purely idiosyncratic ones provides valuable lessons for the next cycle of 

policy analysis. 

Evaluation is the poor relation of the policy analysis family. Once the analytical 

design, policy negotiations, and implementation have taken place, few individuals or 

institutions have much energy or budget left for evaluation. If the policy works, it will 

be obvious; if it fails, it is better not to stir up a hornet's nest. Unfortunately, this 

caricature of attitudes about policy evaluation contains too much truth to be dismissed. 

Opportunities should not be missed to understand th" reasons a policy went awry and to 

channel this inhrmation back into the process of policy analysis and -design. Policy 

evaluation not only completo:s the linear process, of design, communication, 

implementation, and evaluation, but also provides an important input into the design 

process itself, thus making the piJlicy process an evolving circle rather than an arrow. 

To provide the necessary links in this circle, it is desirable for the original policy 

analysts to be in"volved personally in the implementation of the policy and the monitoring 

of its outcome. They thus develop a heightened sense of responsibility because they must. 

live with the problems created by their own design, and, for individual analysts, it aisc 

creates continuiq of insight. Such continuity is importanf for building the intuitive se je 

of the economy's likely response to various shocks and polley interv.:ntions, a skill that is 

essential to making policy analysis relevant to policy makers. In further support of this 

"intuition building," analysts can participate in the trouble-shooting that is an integral 
I 

part of making a new policy work. When this role in on-going implementation and short­

run evaluation is built into the original terms of reference of the policy analyst, analysis 
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an,4 design of policy are likely to be more pragmatic and capable of successful 

implementation. Few countries have an adequate supply of the analyst-practitioners that 

can conduct this amalgam of thinking and doing. Few universities have positions for 

scholar-practitioners who can develop the methodological tools for policy analysis; ideally 

such tools are an outgrowth of teaching, field research, and experience with policy design 

and implementation.26 

The gaps in pr,;sent approaches to improving policy analysis are painfully obvious. 

Academic scholars and methodologists are drawn to narrower and narrower topics thet are 

amenable to formal mathematical treatment, whereas practitioners become mor~ and more 

disenchanted with the perceived irrelevance of the new techniques.27 To close the gap, 

academics need to serve as practitioners, at least on enough occasions to understand the 

complex reality in which policy analysis and design actually lake pla~e. 

The goal of such cross-fertilization is not simply improved analytical methodologies 

for messy policy problems, although that is reason enough. The intended outcome from 

keepin8 policy analysts, including academic ones, involved in'the complete circle of the 

policy process is to improve policies. Lessons about problems in design and 

hllplementation should feed beck to the analytical methodologies, to be sure, but they 

should also be incorporated in policy adjustments on a regular basis. The necessity to 

monitor and adjust policies, rather than merely evaluate them for the historical record, 

has important implications for the design itself. Policy becomes a process rather than a 

result, flexibility and the cnpacity to change policy become a virtue rather than asign of 

gavernmental weakness, and continu,'y and consistency in the government's economic 

strategy is judged by its pragmatic attention to problems, including the problem of 

maintaining stable prices, rather than by any ideological yardstick. 

26, Perhapt more than other academic inltitutioM, th.. Harvard Institute ror International Dsvelopment (HIID) haa 
crippled with this problem. 

21. The debate over the cOlta and Nnefih or price Itabiliution il a clear cue in point. Tb, dynamic and macroeconomic 
benefita polited in thil paper are not math'matic~lIy tradable in a ,en.ral model without very lpecific empirical 
parameten, which Irnmedi~~ely ca.t the model ita ,en.rality and cndibility, 
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