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FOREWORD

The Agricultural Policy Implementation Project (APIP), which is co-financed
by the United States Agency for International Development (USAID) and the
Government of Tunisia, is intended to support the implementation of measures
advocated within the framework of the Agricultural Structural Adjustment Program
(PASA).

The two principal components of this project are realization of the studies
and reinforcement of the analytical capacity of executives.

The objective of the studies is to conduct the necessary economic analysis,
to formulate recommendations, and to monitor the impact of economic changes in
the framework of PASA.

The project, which was initiated in January 1988, has conducted several
studies focusing on the competitiveness of export " markets for certain
agricultural products; the impact of subsidy elimination on agricultural input
use; two action plans for vegetable oil and cereal marketing; and the fertilizer
distribution system.

The seminar "Agricultural Policy Reform in Tunisia: Structural Adjustment
and Challenges for the 1990s," organized by the General Directorate for
Development Planning and Agricultural Investment (DGPDIA), in collaboration with
USAID and Abt Associates, allowed us to present results of the studies conducted
under APIP and to discuss them with policymakers, academics, researchers, and
private agribusiness representatives.

This publication contains the seminar proceedings. It presents the work

and research conducted in DGPDIA and can be considered a dissemination tool for
the analysis conducted under APIP.
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OPENING SPEECH BY MR. MOHSEN BOUJBEL, SECRETARY OF STATE, MINISTRY OF AGRICULTURE

It is my honor and pleasure to be here for the opening ceremony of this
seminar on the "Agricultural Policy Reform in Tunisia: Structural Adjustment and
Challenges for the 1990s."

I will take this opportunity to welcome all our guests to Tunisia and also
to thank DGPDIA, USAID, and Abt Associates for the initiative they took in
bringing together this group of experts, this group of people with a common
interest 1in implementing agricultural policy in the context of structural
adjustment.

The priority given to the agricultural sector in the last few five-year
plans is justified for several reasons. First, the agricultural sector is
dominant in our national economy, particularly because a large portion of the
population earns its livelihood from agriculture.

It is further justified by the country's ambition to attain food self-
sufficiency, given the context of a world market characterized by uncertainties
in supply flow. Today more than ever before, independence cannot be achieved in
a situation where there is dependence on others for foodstuffs.

Agricultural development is an imperative. Although it is a challenge, it
can be accomplished if we remove all obstacles to the development of this sector.

It is for this reason that since 1986, Tunisia has undertaken a program of
significant economic changes to reestablish macroeconomic equilibrium and lay a
foundation for medium- and long-term growth. This program is based primarily on
reduction of the budget deficit, rectification of the balance of payments, and
establishment of a coherent price policy and a realistic exchange rate.

The Agricultural Structural Adjustment Program is a primary component of
the overall program. Its objective is to increase the agricultural industry's
contributions to general economic growth, to stabilize the balance of payments
and the budget, and to create Jjobs by increasing private initiative and
liberalizing economic activity in the sector.

For this reason, priority will be given to increased production of those
agricultural products in which Tunisia has a comparative advantage, particularly
cereals and export crops.

In order to attain these objectives, the Government has instituted a
medium-term policy essentially based on the following:

1. Gradual disengagement of the Government from commercial activity, combined
with reinforcement of its regulatory role, which will allow the cereals
sector to establish a plan of action for the purpose of progressing

toward:
. More coverage of the costs of assembly, storage, and distribution of
cereals;



. Storage incentives for local operators (producers, millers, and
livestock feed manufacturers), with the possibility that facilities
currently belonging to the Cereals Office could be rented out or
directly transferred to the private sector; and

. Improved coordination of transportation so as to reduce costs.

With respect to the edible oils sector, the Government is conducting
studies of new markets for olive oil and possibilities for improving edible oil
marketing on the local market.

To this end, a plan of action is nearing completion that will indicate the
measures needed to help realize these objectives.

2. The second focus of our medium-term pelicy is the implementation of a
price and subsidy policy oriented toward development. Since 1980, this
policy has served to free and adjust production prices and to eliminate
input subsidies 1in order to create an environment that fosters
privatization and liberalization of economic activities based on real
prices at all levels.

Currently, producer prices for most agricultural products are subject to
market forces. Prices for staple foods are controlled and fixed at remunerative
levels. For example, cereal prices are reviewed annually, and in the 1988-89
season they reached levels comparable to those in international indexes.

An input subsidy reduction program has been implemented so that prices for
fertilizers, livestock feed, seed, and herbicides reflect their real value. We
will see to it that the reduction program takes into account the need to maintain
incentives for agricultural production and modernization.

In addition to encouraging import substitution, the Government will support
the promotion of agricultural exports in which the country has a comparative
advantage. It is important to note that the 1987 figures, which were markedly
favorable for both exports and the food balance, were influenced not only by
favorable weather conditions but also by the measures taken.

3. The third important element in our policy has to do with the improvement
of investment. For this reason, it is important to note that the
Government raised the priority level for the agricultural sector in the
Seventh Plan, which provides that agriculture will receive 20 percent of
total investnent.

Resources will be allocated with priority given to those who satisfy the
following criteria:

. Efficiency of public investment and capacity to initiate private
projects and activities;

’ Improvement of food production; and

. Encouragement of private initiative in competitive activities.
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4. The fourth aspect cf our policy concentrates on the improvement of support
services established by the Government in conjunction with the
liberalization and privatization programs, and on the gradual
disengagement from public services. Measures have already been taken to
encourage the private sector and cooperatives to increase their
participation in this type of activity: fertilizer distribution was
liberalized in 1987, and the Agricultural Investment Code now favors input
distribution enterprises. Activities will gradually be turned over to the
private sector as it develops.

The priority given to the agricultural sector indicates our desire to
modernize, to increase productivity, and to integrate the maximum number of
small- and medium-scale agricultural producers into the economic system.

The agricultural sector is presently at the stage in which returns on
productivity could be rapidly obtained by influencing the means of production of
agricultural goods, prices, marketing channels, and the credit system.

Moreover, agricultural development requires the implementation of a
coherent policy consistent with the agricultural sector adjustment program. It
is also necessary to carefully examine other sectoral policies and to determine
the relationship of agricultural policy to other macroeconomic options.

It is in this context that the U.S. Agency for International Development
sponsored the Agricultural Policy Implementation Project, whose objective is to
establish an efficient and operational system that provides economic studies to
identify and support implementation of measures ensuring the success of the
agricultural sector adjustment program. These economic studies will primarily
deal with olive oil and cereals marketing, the impacts of subsidy reduction,
export competitiveness, and export markets for traditional export goods.

This seminar is an opportunity to deepen our understanding of practical
methods to implement an agricultural policy that prioritizes development.

On behalf of the Ministry, 1 emphasize our strong desire to take advantage
of and follow up on the great effort devoted to these studies and analyses, so
that the proposed plans of action can be properly implemented.

Ladies and Gentlemen, 1 am convinced that the earnestness and .the
perspicacity of your arguments will lead to pertinent and practical suggestions
for better implementation of our agricultural policy.

Your thoughts and suggestions are critical to our success in a cooperative
approach to agricultural reform. This is an absolute priority.

I wish you a great deal of success in your work and I thank you for your
attention.



OPENING SPEECH BY MR. PELLETREAU, UNITED STATES AMBASSADOR TO TUNISIA

I thank you for giving me the opportunity to address all the Tunisian
groups represented here today: those who make decisions regarding agricultural
policy, as well as those who implement it. 1 am very pleased to see such a large
gathering of decision makers. It is true not only that performance in the
agricultural sector affects all other sectors of the economy, but also that all
other sectors of the economy affect progress and development in agriculture.
Agriculture cannot and should not be isolated; agricultural policy is the most
important and efficient link between various sectors of the eccnomy. The United
States has a long and satisfying relationship with Tunisia in the area of
agricultural development. We are proud of what has already been achieved but are
well aware that much remains to he done.

First, we would like to thank the Tunisian Government for the continuous
progress made with the structural adjusiment program. You and your colleagues
have taken and continue to take many courageous initiatives, particularly in view
of the great variability in precipitation over the past five years and the
drought over the last two years. Recent studies as well as experience have shown
that the most daring initiative was the decision to liberalize and privatize.
There were doubts about the success of such an initiative. Tunisia has proven
that all of its efforts have been leading the country in a good direction.

Experience in other countries has shown that the success of a
liberalization policy is wusually manifested 1in rapid growth rates.
Liberalization did not retard growth, even in the short term. The stronger the
policy, the faster liberalization takes place, and the faster the growth occurs.
In addition, where there was growth, it occurred at all revenue levels. The
majority of the subsidies developed to protect the poor had the opposite effect.
On the whole, the elimination of subsidies improved revenue for the poor despite
the fact that it is often asserted that changes occur gradually. Liberalization
also led to job opportunities for many people, which is an important
consideration for Tunisia in the 1990s.

Agriculture is a key component in the economy, representing about 17
percent of the GNP and employing more than 30 percent of the active population.
The structural adjustment program will allow agriculture to play an important
role in the process of overall economic reform.

In many cases, the agricultural sector has led the manufacturing sector in
contributing tc change. The structural adjustment program has been and will
continue to be a principal means to achieve change. Today, the change is
occurring at all levels of Tunisian agriculture. Central planning is no longer
the modus operandi.

The private sector is currently in the process of assuming a vital role in
economic decision making formerly monopolized by the Government and parastatal
organizations. The private sector should and will have a decision making role,
not only in production but also in marketing, processing, transportation, and
export and import of agricultural goods. It is unrealistic to assume that things
will occur as they did in the past. The private sector must be ready to respond



.0 the changes and to support them. Vigilance, innovation, self-confidence, and
'f course, hard work will be needed.

I would like to submit to you the following questions in order to enrich
our discussions:

How can Tunisia best satisfy its total needs cver the next 20 years?

What are the agricultural products in which Tunisia has the greatest
comparative advantage?

Is self-sufficiency realistically the best option for Tunisia, or
would it be more sensible to opt for rational interdependence with
a friendly nation?  Should we interest ourselves primarily in
promoting exports of goods in which Tunisia has a comparative
advantage so as to obtain the currency needed to cover deficits in
other domains?

How could Tunisia increase its competitiveness on the international
market and increase the quality of its products?

How can Tunisia better utilize its 1imited water resources? How can
it improve the efficiency of its resources?

What is the best way to liberalize and privatize most rapidly
without negative repercussions?

Is it possible to target food subsidies in such a way that they
benefit only the poor?

How can Tunisia encourage its private sector to participate in all
aspects of the agricultural sector, not only in production, but also
in marketing, processing, and imports and exports?

What is the best way to adopt, import, and develop technology for
high quality crops and livestock products?

Of course, we will not find complete answers to these questions here. But
> hope that all of these jdeas, these surveys, and the professional knowledge
>quired during these two days will be useful in the coming months and wiil aid
u in making the best possible decisions about the agricultural sector. I hope
1at this conference will be both a stimulant and a success for all of you.
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SEMINAR ON THE AGRICULTURAL POLICY IMPLEMENTATION PROJECT:
PERFORMANCE AND PERSPECTIVES

SYNTHESIS AND RECOMMENDATIONS

A. SYNTHESIS

The Ministry of Agriculture (DGPDIA), in collaboration with Abt Associates
Inc. and the United States Agency for International Development (A.I.D.),
organized a seminar on May 24 and 25, 1990, entitled Agricultural Policy Reform
in Tunisia: Structural Adjustment and Challenges for the 1990s.

The seminar allowed us to make a preliminary assessment of the Agricultural
Policy Implementation Project (APIP) through the presentation of findings from
the studies undertaken to date. It was also an opportunity for academics,
researchers, private business representatives, executives, and administrators to
exchange valuable ideas on agricultural policy.

Four themes were examined:

. Structural adjustment,

. Competitiveness and export potential for olive oil, specialty
citrus fruits, and wine,

. Impact of input subsidy reductions, and |

. Role of public and private sectors in agricultural product markets.

THEME ONE - STRUCTURAL ADJUSTMENT

In the late 1970s and early 1980s, certain developing countries facing
economic disequilibrium called upon the international financial and foreign
assistance communities to help stabilize their economies. Not only were these
countries no longer able to repay their external debt, but the industrial sector
in which they had placed so much hope was incapable of resuscitating the
declining agricultural sector, the victim of policies that always placed it at
a disadvantage.

The approach that was adopted was to reduce demand until it reflected the
supply of goods and services available in the country. The measures taken in
various programs focus on currency devaluation, trade liberalization, and
reductions in subsidies and public spending. In 1983 the structural adjustment
program was introduced, which made it possible for all reform measures to be
focused on one sector, namely agriculture.

The common experience throughout the world is that structural adjustment
programs established since the early 1980s have not yet yielded the expected
results. [t is evident that a certain degree of institutional rigidity has
reduced effectiveness and at the same time increased social and economic costs.
It is now essential to reevaluate structural adjustment programs and adapt them
to a reality which economists have a tendency to oversimplify.
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Tunisia was not spared a crisis caused by deficit and balance of payment
problems, and in 1986 it adopted the Economic Rectification Plan, which is based
on reduced demand and increased supply.

There have always been several strong criticisms of global adjustment
strategy, which is based on liberalization policies:

. The programs are often imposed from the outside;

. The recommended measures and actions are sometimes inappropriate;
and

. The social costs of these programs to the least advantaged segments

of the population are usually overlooked.

It is appropriate to mention that adjustment programs are long-term and
require a long period of time for their effects to be measured. Nevertheless,
Tunisia has already seen some improvements, notably a reduction of the current
balance of payments deficit, an easing of inflation, and more control over
demand.

THEME TWO -- COMPETITIVENESS AND EXPORT MARKETS FOR AGRICULTURAL GOODS

Competitiveness and export markets were discussed with regard to three
products: olive oil, specialty citrus fruits, and wine.

Inolive oil, Tuiisia has a definite comparative advantage, which it needs
to improve by reducing production costs and improving productivity.

Tunisian olive 0il already enjoys an excellent reputation for quality among
the largest U.S. importers. But what strategy should be taken to ensure
successful market penetration? The recommended commercial strategy, which will
give immediate results at medium costs, is to enter into a joint venture with an
American partner who already has a brand name and an efficient distribution
network. Tunisia would be the exclusive supplier of the company anc prices would
be set according to international oil prices. Other options, such as marketing
olive oil under a Tunisian brand name, are 1likely to be very expensive.
Similarly, exporting in bulk would not permit sufficient value to be added.

In view of conditions in the international olive oil trade, including the
influence of European Economic Community (EEC) policies, export practices of
Spanish and Italian exporters, and restrictions on the North American markets
that control distribution channeis, the joint venture option is considered very
appealing. It is always important to be very aggressive and to closely follow
competitors' behavior.

Furthermore, the future of Tunisian olive 0il exports depends on the
arrangements made between Tunisia and the EEC after 1990. Production remains a
key concern, and the decline in recent years must be addressed if markets are to
be further developed.
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As far as the high-quality Tunisian maltese orange is concerned, it is
highly rated on the international market and will encounter no production flow
problems on the external market.

However, export to European markets promises to be more lucrative than to
North American markets, which are too distant for a perishable good to be
transported. In addition, North American phytosanitary requirements are very
restrictive (particularly in the United States).

A study on the competitiveness of the maltese orange should be conducted
~with a special focus on improved product appearance, packaging, grading
specifications and controls, and reduction of delivery costs.

The introduction of refrigeration during handling will not anly improve the
condition of the fruit, but also prolong the time during which it can be
exported, thus increasing its value.

A key factor which will become important in the future and which will most
likely affect the level of citrus fruit exports is the development of production.
Increased citrus fruit production can be accomplished through improved
cultivation techniques, such as fertilization and water management.

For wine, the principal international client is the EEC, which also offers
the highest prices. This market is composed entirely of red and rosé wines.
Muskatel Kelibia is the only white wine exported.

The following are the principal marketing problems that Tunisia encounters:

. Discriminatory commercial practices by the EEC common agricultural
policy, which grants subsidies to European exporters;

. France's control over the ordinary wine (vin ordinaire) market in
francophone West Africa; and

o The lack of funds for product promotion, which handicaps Tunisian
exporters in most new markets (e.g. North America). In very
competitive markets, wine sales are directly linked to the
exporter's ability to cover the publicity and promotion costs needed
to find a distributor.

Given the limited availability of wine for export, it is unlikely that
brokers will be found who will be willing to unilaterally assume these costs.

THEME THREE -- IMPACT OF FERTILIZER AND MIXED OIL SUBSIDY REDUCTION

The analysis focused on the impact of subsidy elimination on agricultural
inputs (fertilizers) and blended vegetable oils for human consumption.

Regarding fertilizer subsidy reductions and their impact on demand for
inputs, a study of subsidy allocation by region and by crop revealed that large
enterprises benefit more from subsidies than smaller ones do; that agriculture
benefits more in the North than in the Center and South; and that grain and
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vegetable production benefit more than tree crops do. This means that no matter
what the agriculturalists' ieaction to the prospect of input price increases,
large firms will be more affected than small ones, the North will be more
affected than the Center and South, and cereal and farming cultures will feel the
:hange more than any others.

Moreover, the elasticity of demand for fertilizer varies between 0.5 and
2, which means that a relative price increase of 10 percent will cause demand to
fall between 5 percent in the short term and 20-25 percent in the long term.

Elasticity of cereal production as a function of relative prices is around
1.5 percent, which means that the elimination of subsidies will cause cereal
production to fall 15 percent, while horticultural preduction will not change
significantly.

Regarding mixed oils, the policy of substituting imported vegetable oils
for domestic olive o0il, which was instituted in 1962-63, has attained its
objective of modifying the structure of edible oil supply and domestic
consumption habits. The price and subsidy policies zontributed the most to the
success of this substitution policy. The evolution of domestic consumption of
edible oils is characterized by increased overall consumption, which went from
107,000T in 1980, to 160,000T in 1984 and 174,000T7 in 1987. In addition, mixed
oils benefitted from a subsidy of 19.8 MD in 1986 and 30.2 MD in 1988.

Furthermore, grain oil refining is a service whose efficiency has been
frequently questioned. Concrete proposals have been made to revise the methods
of bidding for refining services and paying for refining.

THEME FOUR -- PUBLIC_AND PRIVATE SECTOR ROLES IN THE MARKET FOR AGRICULTURAL
PRODUCTS AND INPUTS

The fertilizer marketing system is characterized by the predominance of
public enterprises: SAEPA and SIAPE for production, STEC for wholesale
distribution, and the Cereals O0ffice for retail. This situation has led to the
establishment of a monopoly which greatly benefits the three enterprises.

Furthermore, since fertilizers are subsidized and the Subsidy Fund (Caisse
Générale de Compensation) pays subsidies with considerable delay, several private
enterprises have abandoned the system (e.g. SEPCM and STIPCE).

As for the grain storage cooperatives, the distribution margin does not
appear to allow them to cover marketing costs for seasonal products. In
addition, the timing for cereal harvesting coincides with that of fertilizer
application, which complicates matters.

Several proposals have been made in hopes of overcoming these difficulties.
Certain private individuals and organizations have been given the authority to
act as wholesalers, purchasing supplies directly from producers, and distribution
circuits have become more dynamic due to increased intervention by private
retailers.
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Under the current system of cereals marketing, assembly and imports are
monopolized by the Cereals Office, which delegates responsibility for assembly
to the CCGC and COCEBLE cooperatives.

The Cereals Office responsibilities are as much functional as they are
regulatory, which occasionally causes conflict. Study results indicate that the
current system assures the availability of cereals and derived products
throughout the country. However, under this system costs rise without
interruption, placing additional pressure on the state budget.

In addition, this study proposed the basics for a plan of action to reduce
the costs of the system by 1imiting public investment and cutting subsidy costs.
At the same time the plan calls for satisfying demand for cereals and continuing
to give production incentives, keeping in mind the goal of involving the private
sector in cereal assembly.

B. RECOMMENDATIONS
THEME ONE -- STRUCTURAL ADJUSTMENT

. Better define agricultural policy options in line with the goal of
increasing the sector's role in reducing the budget deficit and
improving the balance of payments.

. Rationalize the allocation of available resources and takc advantage
of agricultural products in which Tunisia has a definite comparative
advantage.

. Closely examine the relationship between macroeconomic measures and

agriculture sector-specific measures.

. In implementing the SAP and ASAP (the Structural Adjustment Program
and the Agricultural Structural Adjustment Program), consider the
international environment, which is characterized by increasing
protectionism, dumping, and special interest groups influence.

. Consider the social impact of all aspects of the ASAP.
. Reinforce the analytical capacities of organizations in charge of
the ASAP.

THEME TWO -- COMPETITIVENESS AND EXPORT MARKETS FOR AGRICULTURAL GOODS

a. For olive 011l

. Revive the olive oil sector by mobilizing significant financial
resources in order to increase production and satisfy demand in
foreign markets.

. Define an export strategy which considers new developments in the
European market, the increased size of the EEC, and the competition
European countries represent for Tunisian olive oil.
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Penetrate the North American market through an already established
distributor (by means of a joint venture).

Encourage the participation of organizations other than ONH in olive
oil export.

Encourage agricultural research on producing healthy plants without

Coordinate the various Tunisian exporters in order to ensure a

Establish that export expansion into Europe and the Middle East as

Improve quality control and bottling practices. Establish norms for

Establish contacts with foreign importers and distributors, organize

b. For specialty citrus fruits
viruses.
. Spread out the citrus fruit harvesting season.
regular supply flow to foreign markets.
a priority.
. Exploit specific market niches in Canada and the U.S.
. Improve product presentation.
. Improve promotion of Tunisian products.
C. For wines
this purpose.
special visits, and participate in wine fairs.
. Initiate publicity campaigns in target markets.
THEME THREE -- IMPACT OF SUBSIDY ELIMINATION

Fertilizers continue to be underutilized. The situation could be
improved by making agricultural credit more accessible, particularly
to small- and medium-sized agricultural producers.

Other measures should accompany the fertilizer subsidy reduction
policy, such as improving the availability of inputs.

Regarding blended oil, the practice of combining olive oil and other
vegetable oils must be terminated.

A subsidized pure vegetable o0il should be introduced to the market.

Refining costs for grain oils should be better understood.

14



THEME

. Entry procedures for the grain oil refining market need revision.

. Refined grain oils going to packagers and wholesalers should no
longer go through ONH.

FOUR -- PUBLIC AND PRIVATE SECTOR ROLES IN THE MARKET

. Eliminate the distribution monopoly of the Tunisian Chemical
Fertilizer Company (STEC) and allow other private individuals or
organizations to establish themselves as wholesalers.

. Give preferential prices for pre-season delivery of fertilizer.

Limit Cereals Office intervention in areas where the private sector
is well-established.

Make agricultural credit more accessible.

Conduct a census of all private retailers.

. Transfer certain public sector distribution centers to agricultural
technicians with resources.

Create a monitoring and evaluation unit to follow input supply
policy.

Open cereal assembly to private individuals or millers who fulfill
certain conditions.

Improve and simplify the system of grain grading.

. Separate the commercial activities of the Cereals Office from its
subsidy management role.

. Undertake a study on liberalizing imports of cereals to be used for
animal feed.

Improve understanding of operations of the parallel cereals market.
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I. INTRODUCTION

»Structural adjustment” has been the central concern of most of
the developing world during the 1980s. Many countries-~perhaps as many as
fifty-=have ﬁndartaken "adjustment programs," usually under the auspices of
the World Bank and/cr the International Monutary Fund (IMF). Since the mid-
1980s there have been scores of conferences on one or another aspect of

adjustment, and hundreds of articles in the press and learned journals.

Despite this vast amount of writing, and almost a decade of
experience, the meaning of "structural adjustment™ is not always precisely
defined. For most econouwists, it means changing the structure of production
so that the "adjusting"™ economy produces more "tradeables"--import substitutes
anc exports. This view reflects the situation in the early 1980s, when the
concept of atructural adjustment emerged. The problem at that time was
defined in terms of balance of peyments disequilibrium, due principally to the
oil shock of the late 1970s. Many analysts rocognized that slow growth and
economic distortions could also be due to inappropriate domestic policies.

But "adjustment®™ most often implied a response induced by external shocks.

Restoring equilibrium to the balance of payments is still an

important element in the theory and practice of struotural adjustment. But
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nowadays the concept is usually defined more broadly--it means the adoption of
measures designed to make an economy more productive, more flexible and more
dynamic by using available resources more efficiently and by generating new
resources. The importance of domestic policy deficiencies is more explicitly
recognized. In terms of specific policy content, "structural adjustment"™ in
the 1980s has invariably meant the introduction of more market-oriented
policies--liberalization of markets, more efficient use of prices, greater
openness, and a bigger role for private sectors. In the socialist or
ncentrally planned" economies, it has meant "marketization" or reduction of
the role of administered prices, deregulation, creation of new incentives for
private activity, encouragement of foreign investment and privately organized
cooperatives, and leasing of state-owned assets. In the industrial world it
has involved deregulation by sale of state-owned enterprises, and ericrcs to

contain the growth of public expenditures.

In the mixed economies of the developing world--our principal concern
here--"adjustment"” means adopting many or most of the following policies and

policy orientations.

o "Stabilization® or reduction of budget and balance of
payments deficits by fiscal and monetary measures such as
credit/wage constraints and employment freezes, cutbacks in
public investmant programs, and better targeting of

subsidies.
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More intensive use of private agents by deregulation,
contracting out of public services, sale of nonstrategic
state enterprises, and, in general, creation of economic,
institutional and political environments that are more

congenial to saving, investment and entrepreneurship.

Liberalization of markets, which implies more foreign and
domestic competition, removal of exchange rate and other
biases against exports, alignment of domestic prices more
closely on world prices, reduction of price and other

regulations, and removal of restrictions on entry.

More general and more efficient use of prices. Two

dimensions are involved:

- use of prices as an instrument of policy. Where
governments decide to stabilize food prices, for
example, a market-oriented policy posture calls for
buffer stocks and open market purchases and sales as
the best way to do it, rather than price controls and
mobilization of economic police to enforce them.
Where foreign exchange has to be rationed, auctions

are recommended, not administrative allocations;

- ngetting prices right," which means removing price

distortions that lead to inefficient resource use and
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inadequate resource mobilization. This implies
exchange rates that don't encourage imports and
discourage exports, interest rates that will encourage
saving and the economically rational use of capital,
prices that are close to border prices, and reduction

and better targeting of subsidies.

o Rationalization of public sector institutions: civil service
reform (usually meaning a smaller civil‘aervice, better paid
at the top); rehabilitation of strategic state enterprises
and liquidation or privatization of the others; reform of
strategic activities such as agricultural research,
education, and health; strengthening of public expenditure

systems, and improvement of tax systems.

Many of these raforms, such as the rehabilitation of atrategic
enterprises and activities and better planning and budgeting arrangements, are
universally accepted. But, with respect to many others, dissenters abound.
And the overall strategy of adjustment by the adoption of liberalization
policies has always had numerous oritics. In recent years the oritics have

beccme more vocal and the range of their criticisms has broadened.

Four sets of these criticisms are especially insistent. The first
is that the "standard" adjustment program is imposed from outside, and would
not be adopted were it not for external pressure, especially from the World

Bank and the IMF. The second criticism is more important: that the
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intellectual/analytic foundations of market-oriented development strategies
are incorrect--greater liberalization, opening up to more international
competition, export orientation and reduction of the role of the state are not
the right prescriptions for developing countries. The third set of
criticisms, linked to the second, is that the structural adjustment approaches
introduced in the 1980s have failed; there has been less growth in the past
decade than before, and countries with adjustment programs have done no better
than countries without such programs. Finally, structural reforms are said to
be responsible for a woraening of the position of the poofest and most

vulnerable groups in adjusting countries.

In this paper we assess each of these critiques. The assessmants
are necessarily simplified. Large and complicated analytic issues are
involved, and the experience in many countries upon which judgments are based
is often poorly documented. In this short paper, I try only to outline the
main themes in the various oriticisms and indicate some of tiae counter
arguzents. I am in general unpersuaded by the critics: I think we are on the
right track, though not in every respect. "Adjustment®™ strategies based 01
liberalization and market-oriented policies are more likely than alternative

policies to bring higher growth and more flexibility to eccnomies in

difficulty.
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II. STRUCTURAL ADJUSTMENT AS EXTERNALLY IMPOSED

The market-oriented economic reforms which are so central a part
of most adjustment programs are widely viewed as being imposed by outsiders,
particularly by the IMF and World Bank, but also by some bilateral donors,
such as the U.S. and France, which have "adjustment®™ or "policy-based" lending
programs of their own. Two corollaries follow: that in adjusting countries
there is little real conviction that these reforms are right; and that without

outside pressures they would not be adopted.

This is only partly right. It is true that the IMF and World Bank
have played major roles is defining economic reform programs as part of their
policy-based lending programs. Some bilateral donors have also attached
conditions to their policy-based loans. It is also true that in most of the
Third'Horld, especially in large portions of Latin American and Africa, the
political and intellectual classes are generally skeptical about the

effectiveness and desirability of 1iberalization-based development strategies.

However, most of the measures associated with
atabilization/adjustment programs would have been widely adopted anyway during
the 19808, even without outside pressures via policy-based loanas. This is s0

for a number of reasons.

0 Soms of the measures are quasi-automatic responses to

economic distortions. The current acoount deficits of the
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balance of payments are "automatically" reduced by import
reductions due to the drying up of trade credits a&s foreign
arrears mount. Real wages in public sectors tend to fall
when revenues rise more slowly than prices. Food prices
tend to rise faster than wages as heavily taxsd or otherwise
disfavored farmers shift to more profitable activities or

sell in parallel markets.

Other adjustment measures are required if large-scale
economic disorder is to be avoided; they are imposed by
political authorities anxious to prevent such disorders.
Budget deficits and money expansion that generate high rates
of inflation are, after all, shunned by most political
authorities--at least ... Africa end Asia. Export promotion
is a natural response to persistent foreign exchange
scarcities, as are adjustments in exchange rates. Hiring
for already overmanned public sectors becomes too costly in

terms of real wage levels,

The measures associated with "orthodox" stabilization programs are

thus, for the most part, not imposed by external agencies, but arise out of

the imperatives of domestic economic stability. Any political elite with a

soderate sense of responsibility for the economic welfare of their society

will be forced to pursue "orthodox"™ policies in the face of severe economic

distortions.
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It 18 the same for th? "adjustment" measures that favor export
orientation, liberalized and competitive markets, restructuring of private
sectors and resort to private actors: the objective circumstances of the 1980s

explain their widespread introduction more than external imposition,

The shocks of the mid 1970s and 1980s made clear in many countries
that many of the policies of the previous twenty years had to be changed. The
emphasis on import-substituting industrialization had led many developing
countries to industrial stagnation; they found themselves saddled with highly
protected, inefficient, import-dependent industrial structures, often

subsidized and rarely capable of competing ln export markets.

The vast growth in the role of government in the 1960s and 1970s
had also led to impasse. Government budgets had come to take 25-35 percent of
GDP; the mushrooming of state enterprises had led most often not to profitable
operation and high puolic savings and investment rates, but to dependence on
subsidies and budget drains. The regulatory systems that were supposed to
protect the vulnerable, in fact most often benefited the rich and powerful
more than the poor, induced corruption and parallel markets, and often stifled

enterprise.

In the quarter century after 1950, writers about economic
developzent had been eloquent in their description of private market failures;
they invariably jumped to the conclusion that where the private sector was
deficient, the state should step in. Experience revealed, however, that

. public sector failures can be at least as constraining as those in private
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perkets. Some reassessment of the role of the state naturally followed, with

a new realism about public sector gcapacity to take on developmental tasks.

For many countries, declines in rate of increase of government
revenues, unfavorable external circumstances and a growing debt burden,
stagnant agricultural production and slow output growth in general--all these
internal and external factors forced a search for new sources of economic
dynamism and faster growth. More positive policies toward the private sector
followed naturally. Just as the need to restore internal balance imposes
austerity on governments with or without the interrational financial
institutions, so too the need for external balance forces attention towards
export growth and towards measures that raise competitivity. Deregulation of
controlled markets, a search for encouragement of private agents, and the
restructuring of state sectors ars "natural" choices. The hand of the IMF or
the World Bank may be seen in some particulars, and in the determination of
how fast policy changes are introduced. But the main impulse is endogenous;
it comes from recognition of past policy failures and the need for new gsources

of growth,

III. THE ANALYTIC CRITIQUE

From the earliest days of theorizing about economic development,
the intellectual community has been generally unimpressed with the development

potential of free marke! policies in poor countries. We need only recall that
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even 80 liberal-minded a writer as Ragnar Nurske, one of the early pioneers in
development economics, believed that export-led growth was not feasible, and
perhaps not even desireable for developing countries. Development economics
textbooks before 1980 said lots about the role of the state and little about

private markets,

The skepticisu has both analytic and historic aspects. The
analytic critique argues that many of the diagnoses and prescriptions in the
reform agenda of the 1980s are unsound. The historical cfitiquo atreases the
point that many of the now-developed countries pursued policies condemned by
the World Bank and the IMF and that some of the examples cited az evidence of
the soundness of free market growth (e.g. South Korea) are nothing of the

kind.

One old and broad argument against market-oriented policies is
that markets simply don't work the way the text books say. An early
expression of this attack on orthodoxy was Dudley Seera' famous article of the
early 1950s--"The Limitations of the Special Case,"™ in vhich Seers argued that
infrastructure, information, entrepreneurs, political stability and other
factors assumed to exist in industrial economies were absent in most

developing economies. More recently, this view hus resurfaced in the United
Rations Economic Commission for Africa paper, African Alternativea to

Recovery (1989, pp. 3.3-3.6). It is worth citing this document at length.
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According to the authors of this paper, most of the underlying
assumptions and the presumed universality of orthodox economic theory are

largely inappropriate for poor countries.

Underlying the current adjustment programmes is the well-known
argument, based on classical economic theory, that output,
employment, and prices (including wages, interest rates, and the
exchange rates) are best determined by the free play of market
forces, and that prices are the most effective instruments for the
efficient allocation of resources. The argument is, of course,
based on the assumption that economic structures are time
invariant and sufficiently flexible so the demand and supply
changes respond promptly to market signals.

While the African experience does not completely negate these
principles, 1% illustrates, perhaps in a most profound manner, the
difficulties that would be encountered if the underlying
assumptions are far from reality, and if economic aggregates are
not very responsive to market forces. In the African situation
the simple truth is that many countries have moved toward free
markets without being in a position to take full advantage of
available market opportunities because of low capacity to adjust
their production structures. The consequences of these structural
rigidities are evident in many areas, but most notably the limited
capacities of Africen farmers to respond to price incentives
without assured supplies of relevant production inputs and in the
failure of domeatic production to respond to new opportunities in
export and domestic markets, following a currency devaluation,
because of a myriad of technical and supply difficulties; and, in
the slow response of savings to high interest rates. These
rigidities imply that the main burden of adjustment has been borne
by drastic reductions in domestic expenditures with aerious
economic and social consequences that have tended in many cases to
retard rather than promote the process of structural
transformation.

According to the authors of the ECA paper (and others with a
similar vision) the orthodox prescriptions are wrong: raising interest rates
only "encourages speculation®™ and discourages productive investment;

devaluation fails to stimulate tradeables production because of ®technological
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rigidities™; if grain markets are liberalized, the gains from higher prices go

mainly to middlemen because markets are not competitive.

The orthodox prescriptions for agricultural development are
especially harshly judged in the ECA paper, which reflects the views of
"structuralist® oritics who have become more vocal in recent years. Orthodox
"adjusters"” emphasize better prices for farmers as part of overall improvement
of incentive structures. But this, say the structuralists, puts the cart
before the horse. What holds back agricultural growth is not so much
inadequate prices but the absence of new technology and other nonprice factors
such as the absence of good roads, poor extension systems, limited fertilizer
availability, poorly functioning systems of rural credit, etc., This, they

argue, is the message of the vast majority of econometric studies of aggregate
supply elasticities in agriculture, which show them to be low--rarely higher

than .2 or .3, even in the long run.

Moreover, in developing countries more than in rich countries,
rural markets are said to be inadequately competitive, power relationships are
highly unequal, and, even in the most underdeveloped agrioultural systeus,
many rural houssholds are net buyers of food. All of this is said to limit

the utility of price policy interventions.

Liberalization of foreign trade regimes, another pillar of World
Bank/IMF-sponsored structural adjustment programs, is similarly viewed as a
flawed option. Genuine liberalization of imports might devastate much of

local industry in most of the Third World, especially in the least developed
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countries. And, more important, export-led growth is not viable for most
countries. Protectionism and fierce competition by more advanced producers
and import-replacing technological change make export-led growth problematic
as the fourdation of a development strategy. This is especially so for
primary products. Price prospects for raw materials are equally poor. Low
price and income elasticities maj'e output expansion self-defeating, except for
minor producers. If all the poor countries that produce devirages or fibders
or oilseeds were to expard output, resulting falls in prices might mean lower
export earnings rather than higher., There's no way, the critics say, that
expansion of primary product exports can generate an acceptable rate of growth

of output in exporting countries.

Privatization is attacked as another erronecus element in standard
adjustzent packages. Economic theory, according to many critics, does not say
anything persuasivs about ownership, only about competition. What matters,
according to this view and according to most recent analysts, is competition
and not ownership atructures. In practice, moreover, the privatization
process has revealed many flaws and dangers, notably the frequent granting of
financial privileges (high protection, direct subsidies, special contracts
with governzent, eto.) to encourage private takeovers of state enterprises.
And, in the least devaloped countries, indigenous private sectors are too thin
to buy and run state enterprises. Where foreigners are allowed to buy, fears

of recolonialization are kindled.

Finally, the oritios say that much of the enthusiasm for market-

oriented sdjustment strategies is based on a misreading of history. The great

32



success stories in East Asia (potably South Korea and Japan) never entailed
dispantling the state, nor early exposure to external competition. The 'state
was an active and important partner of the private sector in those cases. The
same is true in most of Latin America, including such growth powerhouses as
Brazil. Aren't the Bank and Fund recommending, for today's "adjusting"®

countries, policies that were not pursued in successful economies elsewhere?

Even when thus presented in capsule form, the far-ranging nature
of intellectual or analytic attacks on orthodcx adjustment policies is
obvious. To fully assess these arguments would require more time than we have

here. I will concentrate on some of the main issues.

Firat a few geperal points:

° No aipgle set of specific adjustment policies is implied in
a market-oriented strategy. The size of the country, its
adpinistrative capacity, its political and economic
structure and other factors will determine what is an
appropriate mix of public and private activity, of outward
and inward-lookingness, of reliance on markets and controls.
Much of what is right for South Korea will pot suit Guinea.
A narket-oriohtod strategy, in other words, can encompass

widely varying policy mixes.

(o] We are dealing always with imperfect alternatives--with

flawed models, not ideal types. The implications of a weak,
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small private sector has to be weighed against the existence
of a heavily pureaucratized, ill-paid public sector. The
obstacles to export expansion have to be considered in.the
1ight of the costs of a stagnant, inward-looking industrial
sector, a handicapped agriculture, and the limited

alternative uses of climate, land, and labor.

The existence of "structural” deficiencies should lead to
efforts to remove them, not to continuation of failed
policies of the past. If markets function poorly, their
operations should be improved; they should be made more
transparent and competitive, for example, not returned to
control by state monopolies/monopsonies. Moreover, the
validity of any strategy depends on how effectively it
erodes structural constraints to development. Encouragenent
of private provision of "public® services, for example, is
the most obvious way to stimulate the growth of an
entreprencurial class. Entiepreneurship is rarely hatched

inside pudblic sector organizations.

mwmmmﬁﬂ. This means not only

price policy,

but also policies toward rural institutions and the level and

quality of public spending in agriculture. Certainly it would bo better if

higher prices were accompanied by good credit systems, resesrch and extenaion,

etc. But in fect, in much of the world, especially in countries with lagging

agricultural systems, it is not fessible. New technology is often sparse, a3
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in Africa. Credit and extersion systems are usually paralyzed and input-
supply arrangements crippled. Price policy may be the only feasible

instrument available to spur agricultural growth.

Despite the pessimism about supply response, there do exist
exambles of how price and institutional changes (l1iberalized marketing
systers, freedom of organization of production) can have large impacts on
output and 1ndhce structural changes in agriculture. The mosat spectacular
example is, of course, China af'ter 1977. Agricultural production rose by more
in the period 1978-1985 than it had in the pravious thirty years. And this
was achieved pfincipnlly through better policies and freer, more narket-
oriented rural institutions. No new technology was at band, and input use

(1and, labor, tractors) actually fell except for some additional fertilizer.

Less well known and dramatic are recent changes in Madagascar. A
rice market liberalization program there has induced substantial change.
Higher rice prices led farmers to improve their irrigation facilities, buy
more inputs (tractors and fertilizers), reallocate land (with smallholders
renting to larger, more efficient growers), drain old, neglected fields, and

make new plantings of upland rice.

Many other examples of agricultural responsiveneas to policy
reforms could be cited, from Mauritania, Somalis, and Ghana to Bangladesh,
among others. There is a paradcx here. Pessimism predominates in the

econometric studies of supply elasticities. But anecdotal and case study
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evidence shows much more responsiveness to the policy environment.

ummmmnmwmmm. Almost nowhere do adjustment

programs entail massive removal of tariff or other forms of protection. What
Bank/Fund-sponsored programs generally seek is jower and more even levels of
protection. In reality, very few countries are ready to dispantle tariff and
other barriers, or to completely 1iberalize import regimes, and they are not

asked to do so.

Also, while export pessimism has deep roots, the growth in
developing country exports in the lsst forty years has exceeded all
expectations. Even in the unfavorable period of 1975-1979, twenty=-four
developing countries managed to increase their exports of manufactures by more
than 15 percent a year. It is true that the p}ospocts for primary-product-led
export growth are not good. But meat, citrus, fish, some fibers, and rubber
are among commodities with higher income elasticity of demand or with
environmental advantages that make their prospects brighter. And in any case,
what are the alternatives for primary axporters? If i{pndividual countries or
subregions do not continue to fight for export markets by increasing
production and productivity they will lose market share to competitors. This
happened between 1960 and 1980 to many African exporters who suffered dramatic

10s8ss in market shares in beverages, fibers and minerals.

In terms of viable alternatives, the "inward-looking" alternatives

to an export-based growth atrategy are hardly appealing--slover output growth;
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lower income; greater constraints on imports; a reduction in the "training
effect® that comes from competition in export markets; less exposure to new
ideas and opportunities and hence reduced potentials for discovery of new

economic options.

Where regional economic integration presents promise, it should be
more actively pursued; unification of small national markets into larger
regional ones is in fact a potential source of new growth. Opportunities
undoubtedly exist also in new, more carefully studied, imﬁort substitution.
But pone of this need be incompatible with better performance in export
production and marketing, which under any likely scenario is sure to be--at
least for a generation--the principal engine of development in most of the

poorest countries.

But the state can't do everything and shouldn't try. This is common sense,

not ideology. As ex-President Machel of Mozambique once said: "Marxism-
Leniniam doesn't mean that the state should sell tometoes and matches."”
Concentration on strategically important activities will allow the public
sector to work more efficiently. As for the mix of inatruments, using the
parket has well-known economic advantages. Under an auction system, for
example, the rents from foreign exchange scarcity go to the budget and not to
private importers. Auctions also economize on human capital and are easier to
run than administered allocations. Finally, the widespread veaknesses of

personnel practices, of accounting and auditing capacity, of financial
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panagement and budgetary practices, combined with low wages and freezes on
employment, suggest that for many governments the administrative efficiency of
public sectors is not likely to increase in the medium term. This gives
greater urgency to the use of more economical policy instruments, and to the
transfer to private agents of nonstrategic functions, and perhaps even scme

atrategic ones.

Finally, privatization of state aspets, the pain target of apti-
free-garket critics, does indeed bave its 1imits. The gains from the sale of
state assets are not likely to be large, unless accompanied by other changes--
for example the creation of a more competitive market structure. Moreover,
many obstacles have become evident, and these suggest that asset sales will
have a relatively limited scope, especially in the poorest countries.
Privatization approaches can be improved by greater tranaparéncy in
negotiation, and by greater willingness to allow nonviable enterprises to die.
Most important, privatization is likely to have greater impact in areas other
than privatization of property, notably privatization of management via
leasing of state assets, arranging various types of management contracts, and,
above all, bringing in private service providers by deregulation (allowing
free entry) and by utilization of the many techniques available to privatize
service delivery--contracting out, franchises, voucher systems, etc. These
are feasible and still neglected ways to mobilize private energies and

resources, and to nurture entrepreneurship at the same time.
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IV. HAVE ADJUSTMENT PROGRAMS FAILED?

Adjustment programs were cartainly oversold. The initial notion
was that structural changes couvld be brought about in five years; this was the
original World Bank vision when the first structural adjustment loans were

introduced. Everyone now recognizes that this was wildly optimistic.

Good answers to the question of whether "ndJthment' has failed or
not are, in any case, extremely elusive. If the main criterion is growth in
per capita income, then two fundamental truths make evaluation difficult,
First, good policies are only one factor in explaining growth; the best policy
reforms may not help much in the short and medium term if export markets
collapse or if drought hits. Second, evaluation must take into account the

"counterfactual®™ or "without-adjustment®™ scenario, which iz difficult to do.

Other, somewhat less fundamental factors impede evaluation of
success or failure in policy reform. There are many countries at issue,
within each of which the speed and nature of reform varies. Countries that
are star performers in one year fall off track two years latsr. Tue intensity
of reforms varies; in one country, trade liberalization may involve a minor
overall tariff reduction with small effects, whilo in another there may be a
truly significant opening up to external competition. More important, reforms
are only partially imr'omented in most instances. 4 dooroo'uny announce full
liberalization of grain marketing, but multiple market restrictions may

remain--movement controls, licensing requirements, etc. A4 tariff reduction

39



may be frustrated by informal increases in administrative controls of imports.
A devaluation may occur, but fear of capital flight and other factors may lead
to persistence of export-constraining adninistrative requirements on
exporters. Another oonsideration is that where severe distortions prevailed
before "adjustment,” most of the economy may already have adjusted informally,
vie ubiquitous parallel markets; the effecta of a formal reform program will

thus be much.diluted.

In many cases, finally, it is too soop to Judéo. In sub=Saharan
Africa, for example, it was not until 1985 or so that effective refornm
prograns predominated; in 1984, for example, real effective exchange rates had
Appreciated in more African countries than they had depreciated, and real
producer prices showed little improvement over 1980. Effective reform in much
of the region got under way only in 1985--too recently for serious evaluation

of impacts.

The difficulties of evaluation have not prevented heated
controversy on the question, however. In recent reports of UNICEF, the
Eoonomic Commission for Africs (aee above) and other agencies, "structural
sdjustment," defined as oconomic stabilization measures plus market-oriented
policy reforms, is severely oriticized for its sparae results in terms of

growth, as well as its heavy cost in terms of impact on the poor.

Africa has more formal adjustment programs than any other region--
about thirty--and the debate has been especially vigorous there, ‘he Economic

Conmission for Africa, in its draft report Ax:1g.n_A1&nzn.&ixga_;n_ﬂ;znn&nnnl
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Adiuatment Programmes (March 1989) says; ". . . poverty in Africa has worsened
in the 1980s. The average annual growth rate of per capita income in 1980-
1986 was either stagnant or negative in most of the countries implementing
adjustment and stabilization programs. In a few cases where improved per
capita income was recorded, it was largely at the expense of higher external
debt and the deterioration of social services. By 1988, average real incomes
in Africa, south of the Sahara, are . . . no more than 80 percent ol their

1

levels in the 1970s."

The ECA paper cites in support of its analysis the findings of a
major World Bank study (Report op Structural Adiustment Lending, August 1988),
in which the sub-Saharan countries studied in that report experienced a fall
in GDP growth to 1.8 percent after adoption of adjustment programs, compared
to 2.8 percent growth prior to adoption. Also, investment ratios fell and

budget deficits rose after implementation of adjustment programs.

The World Bank study, however, while noting slow growth in African
countries, concluded that the adjustment programs worldwide seem to have had
positive impacts in terms of growth. The thirty countries with adjustment
programs did better than thcse without adjustwent loans. The Bank study found
also that middle-income adjusters did better than low-income, and twelve
"asdjustment-lending-intensive® countries did beat of all. They note, however,
that all countries did relatively poorly in the 1980s, that sustainability was
not assured, that sub-Saharan African experienced especially slow growth, that
social costs were high, and that the commitment of moat governments is

uncertain.
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A new World Bank report, Adjustment and Growth in Africa in the
19808 (1989), has come out with a more positive assessment. It says that
there are signs since the mid-1980s of faster growth, and that this is
evidence that adjustment programs are working. Economic performance in
nineteeg African oountries with "strong reform programs® is bettsir than in
other countries of the region. These conclusions have been strongly attacked
by the ECA, among others. The ECA, defining country classifications
differently, concludes that African "adjusting® countries have done worse than

any other group of countries in terms of GDP growth and some other indicators.

In my view, these approaches to assessmont of the "success® of
structural adjustment inevitably yield contestable and fragile results.
Problems of choice of time period, country classification, and "weighting" are
ponumental. The World Bank study, Structural Adjustment Lending, for example,
defined "sdjusting® groups to include any country that has receivad an
adjustment loan by 1984. The Bank's report Adjuatment, apd Growih in Africa in
the 19808 defined reforming countries as those with an acceptable program in
place in 1986-1987. So the Adduatment Lepding report includes Sierra Leone,
Sudan, Zambia, and Zimbabwe among the vadjusters,” and excludes from this
oategory, eight African countries that had programs in 1986-1987 but not by
198%: Burundi, Central African Republic, Gambia, Guinea, Madagascar,
Mauritania, Niger, and Zaire. 1It's no wonder that conclusions about outcomes

differ.
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No firm answers, then, can be given about the economic "success"
or "failure®™ of the overall adjustment effort of the 1980s. It may be that
the question is wrong. We should be interested less in output and longer-term
effects and more in processes and in proximate or intermediate effects. Has
the process of defining adjustment programs increased insight into the
obstacles to growth, and generated new ideas about overcoming them? Have the
agreed programs beern implemented, and if rnot, why? Have local officials and
others learned something from the experience? Are policymaking processes and
institutions stronger? Have institutional reforms put core economic agencies
on a track that promises continued strengthening? Have any minds been changed

about what is good and what is bad policy?

V. IMPACT ON THE POOR

This has become the most discussed aspect of the adjustment
problexr and smong the most controversial. Two positions have been staked out.
The first, championed by UNICEF, is that the ®costa®™ of structural adjustment
progranms have fallen most heavily on the lower ends of the income and asset
distridbution. The removal of pfotoctivo subsidies (on food, for example) and
ocuts in soocial sector spending burt the poor, while middle class groups

(higher civil servants and businessmen, for example) are little touched.

The seocond position, aset out mainly in various World Bank

documents, is that many of the "standard" structural adjustment polioies in
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fact help the poor. Liberalization of agricultural markets, reform of
agricultural parastatals, devaluation, and export promotion schemes all tend
to help rural people, who form the Sulk of the poor in most developing .
countries. Subsidy reduction may hurt the poor, but since a bigger share of
many subsidies is absorbed by better-off people than by the poor (housing,
fuel, electricity, water subsidies, for example), the removal of subsidies or
better targeting tend to make income diatributions more equitubie. And, of
course,vfaater economic growth, which is supposed to result from policy

reform, is the beat way to reduce absolute poverty.

Batter information will not resolve these differences, especially
since the "with va. without®™ conundrum rezains. But it would kelp, since in
fact little is known about the preadjustment condition of ths poor or about
what has actually hapéoned during the 1980s. To know the equity impact of
food price rises, for example, we have to know more sbout who in rural areas
aro net buyers and net sellers. Cutting of aggregete health and education
expenditures is not 2o revealing as 18 detailed lknowledge about the atructure
of cuts and spending: whether primary schooling is cut, or scholarships for

university atudents, for example.

Bettor assesament of impacts on the poor will thus have to await
fuller information. Given the large volume of resources now being devoted to

this matter, better inforzmatioz should pnot be long in ooming.

One final observation ia worth noting. Most poople can agree that

it 1s better to have adjustment policies that apare the most vulnerable social
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groups, all other things equal. That is, if there is no trade-off between the
efficiency of adjustment policies and protection of the poor, the poor should
be protected. But if there is a domestic political consensus to this effect,
then the poor should receive this policy treatment, adjustment or no
adjustment. If there is no domestic political consensus about it, then the
donor community, which may have diffarent concerns on this issue than local
governnents, may have to impose its view via new types of oonditionality.

Thorny issues of sovereignty and donor intrusiveness are raised.

Moreover, if there are trade-offs between an avoidance of
Rexcessive social costs™ and efficient adjustment policies, as is likely,
broad issues of social policy are evoked. These include, froa the donor
perspective, the nature and objectives of policy-based lending, and in
particular the relationship between lending for direct alleviation of poverty

and growth/efficiency-focussed aid.

VI. CONCLUSIONS

Cynics suggest that policy-based lending and the structural
adjustasent which is its main objective are fads of the 1980s~~the most recent
in a long line of faddist notiong that have characterized thinking about
eoconomic development, from technical assistance in the 1930s to capital
investment in the 1950s and 1960s, to human needs in the 1970s. That is not

my view. Policy reforms that involve moving economies toward free markets,
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wvorld prices and private activity reflect the lessons of experience since
1950. Never again oan intellectuals, civil servants or political authorities
adopt the asymmetrical approaches of the past, whereby governments ue;e
assumed capable of taking on economic functions that were inadequately
performed by private actors. Everybody knows enough about public sector
failures and deficisncies to ask the question: can the state perform better
than private markets, ovon flawed private markets? Everybody also knows that
pew sources of growth are needed and that botter mobilization of private

resources and snergies are therefore indispensable.

For reasons indicated earlier, no firm judgwent is possible about
the impacts of adjustment programs on economic growth. One consequenc™,
however, is evident--as the World Bank Study, Adjustmept Lending, indicates,
countrises that adopt adjustment programs receive more external support than
countries that do not. Most observers would regard this as a positive
indicator, though increased indebtedness and intensified external depondence

ares also implied.

Those who have crafted the adjustment program have produced, on
many occasions, brilliant policy innovations as well &s ill-oonceived
proposals. There has probably been more pointed discussion of policy issues
1n developing countries in the past decade than ever before, and the policy
realisa of thinking and writing about economic development bas greatly

increased.
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Weaknesses in the process have impeded progress, and persist. The
Bank ard Fund continue to play too dominant a role in devising programs and
pushing their impleamentation. Conditionality is excessive, frequently
unnecessary, unmonitorable, and conducive to game playing and shoving of
problems under rugs instead of genuine, joint problem solving. Croeating a
greater sense of “ownership® in the ideas of market-oriented reform, and

addressing more apprupriately the dilemmas of oonditionality, are tasks of the

1990s.

Finally, it would be extremely helpful if those who deal in the
language of economic development could find a way to ease the term "structural
adjustment™ out of common usage. It's a misleading torm bocause it implies a
one-time set of changes with a one-time result ("adjustment®). In fact, what
is at issue is general economic policy. True "adjustment® is in fact an
ongoing process of framing good policies, which means deepened knowledge, more
rational decisionmaking procedures and strengthenad policymaking institutions.

In this scrse, poor countries, like rich ones, are pever beyond adjustment.
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Adjustment plans are often devised to meet external payment crises
reflecting domestic economic problems. Such crises break out when the balance
of payments* situation reaches the point where reseirves are depleted (1.e.
July 1986 for Tunisia). The depletion of reserves serves notice on the state
that the national economic situation is critical.

The crises generally result from inappropriate management of the
national economy in the international economic environment; they follow and
sust adapt to technologicel, economic, financial, social, and political struc-
tural transformations. This is especially true in developing countries whose
economies are generally small; the crisis {is all the more urgent when the
transformations are of a lasting, structural nature, and not short-term and
transitory (price fluctuations, provisional quotas).

The profound disequilibrium affecting the developing countries,
which often leads to adoption of a structural adjustment plan, occurs when
national demand grows at an unbroiled pace in relation to total local supply,
without being offset by stable capital flows (direct investment).

This situation could be sustained in the 1970s by the development of
international financial markets (i.e. eurocurrencies) and the hopes for
"sound" operation of the international econcmy. In the 1980s, however, the
problems that arose in Latin America, the new rigorous management of the West-
ern economies in terms of inflation, interest rates, capital and labor flows;
and finally, the Asian countries' growing influence on economic relations
between developed and developing countries have forced the latter to adjust so
as to ensure repayment. The net flows have become negative even internation-
ally. Bearing in mind these international considerations, developing coun-
tries such as Tunisia face the need for internal adjustment involving measures
to reduce demand and stimulate supply.

Measures to 1imit demand originating abroad (direct and indirect)
are the most effective and fast-acting if they are reenforced by political
conviction. These efforts require internal coherence and a strong commitment
on the part of the state, since half of the demand in the Maghreb countries,
for example, originates in the government sector.

Even exchange rate measures may have an immediate impact on the
demand for imports, depending on the initial gap between the official exchange
rate and the equilibrium rate, and on the degree of economic protection.

Supply-side and economic restructuring measures, however, require a
greater response time, especially in economies where supply was geared to on-
farm consumption or the parallel markets, thus requiring structural transform-
ations. The agricultural structural adjustment program in Tunisia is unfold-
ing in the context of these latter measures.

*The balance of payments is the difference between two national accounts.
It is comparable to a firm's balance sheet.
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1. GENESIS OF THE STRUCTURAL ADJUSTMENT PROGRAM

From 1981 to 1986 the Tunisian economy performed poorly. Per capita
GDP practically stagnated throughout this period, inflation rose, the trade
deficit reached alarming proportions, and unemployment continued to increase.

The poor performance resulted in part from external causes (deteri-
oration of the termis of trade, greater international competition), but essen-
tially it was due to the inappropriate economic policy adopted during this
period.

1.1 Economic Growth: Distortions Between Supply and Total Demand

GDP increased by 2.7% per annum between 1981 and 1986, a rate very
close to the rate of population increase (2.5%). This period was marked by
stagnant production and per capita income, compared to the 4% growth in per
capita income of the 1970s.

The slowdown in growth has affected the basic sectors, such as agri-
culture and agribusiness, hydrocarbons, construction, transportation, and
tourism. Only manufacturing industries (chemicals, machinery) have seen con-
siderable yrowth (6%), which has been costly in investment, however, leading
to a decline in productivity.

Although the decline in o011 production is explained by the depletion
of natural resources, the weak performance of the agricultural sector is due
above all to price and protection policies adopted to the detriment of the
major crops and livestock production. Likewise, investment in this sector was
limited to a maximum of 15% of annual revenues (i.e. a smaller share than the
sector's average share of GDP). Finally, climatic conditions have exacerbated
existing handicaps.

A decline in productivity has bean observed in the other sectors,
driving the capital coefficient from 5 in the 1970s to 9 in the 1980s.

Thus, supply has not followed the averages agreed upon because of
the institutional problems, as in the mining sector where the inappropriate
macroeconomic policy took a toll on textiles and tourism, which have felt the
effect of an overvalued dinar.

In contrast, consumer demand continues to grow at an average rate of
5% per annum (i.e. about double the rate of production), causing a disequilib-
rium that can only be reabsorbed by 1increasing dependency on external
resources, causing an increase in debt service which must be guaranteed and a
slowdown in investment since 1985. As a result, the trade deficit has reached
9% nof GAP, driving the rate of indebtedness to 60% of GNP.

This rapid growth of consumption is explained by an economic policy
with the following characteristics:

* Negaiive real interest rates until 1985, discouraging
savings;

e A policy of freezing prices and subsidizing certain {items
to encourage their consumption;
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* An overvalued exchange rate which is appreciating in real
terms, encouraging imports and discouraging exports;

e An incomes policy incompatible with the increase in pro-
duction (especially in 1982);

* A policy of ma‘ntaining a high budget deficit (6% of GOP)

financed by printing money and by external torrowing,
favoring rapid growth of public consumption.

1.2 Inflation: Increasing Gaps Amorng Inflatfon Rates in Our Favor

Inflation accelerated in Tunisia between 1981 and 1986, especially
{n comparison to the worldwide slowdown. Inflation was 10% in Tunisia during
this period, as compared to approximately 5% in the industrialized countries.
The main cause was rapid growth of the money supply (socme 208 per annum up to
1983, and 13% from 1984 to 1986). The saecond cause was the incomes poiicy,
particularly in 1982, which did not contribute the goal of increasing produc-
tivity, and had an impact through regulations on prices and margins.

Hence a 25-point inflation differential accumulated in relation to
Tunisia's trading pariners from 1981 to 1985, with no correction of the
exchange rate; rather, thae nomainal rate continued to be indexed to foreign
exchange rates. The dinar thus appreciated congiderably in real terms,
destroying tha competitivensss of Tunisian products abroad and favoring
imports, espaecially as tha compating countries of tha Mzditerranean basin
adopted adjustment mzasures and floating exchange rates (e.g. Morocco,
Turkey). Thus, tha parity of tha Tunigsian dinar vis-a-vis tha Moroccan dirham
appreciated from 24% to 80-85% nominally, and 15% in real terus.

i.3 Unezployment

The fact that newly created jobs covered only 62% of the additional
demand from 1982 ¢o 1986 11lustrates the gravity of the problem. Employment
demand stood at 78% in the 19703, driving unemployment up to 15% in 1986. The
various subsidies that capital benefits from (overvalued dinar, low interest
rates, fiscal measures) favor capitalist techniques; 1ikewise, labor legisla-
tion and social protection msasurus, as wall as collective bargaining agree-
ments, have limited recruitment by private enterprise.

The poor managemsnt of the national economy hag thus created acute
problems for the country, which were hiddan in the early 19803, with the grow-
ing recourse to external rescurces such as naw capital from the Gulf countries
and lsrger loans from external sources. After only a few years, lcwever,
sevare probleas arogse, dua to the pressures of the debt service and the drop
in direct foreign investment as a rasult of diminishing productivity and the
declining compatictivenass of tha Tunisian econcay.

The external paymant situation in 1986 led to depletion of foreign
exchange recerves in July 1986 and a crisis that prompted adoption of a recov-
ery plan and initig) use of IMF credit.?

*Initial use 18 constituted by a stand-by loan of 83 millicn SORs (i.e.
60% of Tunisia's quota at the Fund) and compensatory facilities of 115 million

SORs. :
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2. THE MEASURES ADOPTED

The goal of the recovery plan was a declaration in demand growth tc
bring 1t more in 1ine with local supply and to reestablish market mechanisms
in order to ensure rapid growth of exports. This liberalization would also
make it possible to conserve resources associated with public administration,
and above all to avoid a period of easy and massive borrowing.

The goal of the first series of measures adopted in the second
semester of 1986 and the first semester of 1987 was to slow down internal
demand. The following measures to correct prices of goods and services were
introduced:

* Ten percent (10%) devaluation of the dinar in August 1986
and a nominal deprecfation to attenuate the effect of the
inflation differentiul between Tunisia and its trading
partners (clients or competitors). This nominal depreci-
ation was on average 15% in 1985 and 10% in 1987, given
the structure of the country's international trade.

* An increase in the interest rate in December 1986 follow-
ing 1iberalization measures introduced in the banking sec-
tor and an earlier adjustment of rates effected in April
1985.

* Liberalization of the prices of certain agricultural and
industrial products and adjustment of the prices for cer-
tain basic items.

Parallel to these price measures an effort was made to 1imit govern-
ment spending, to put a cap on the growth of public demand, and, by acting on
incomes, to retard the pace of private consumption. The detailed list of
measures is presented in an annex.

While 1t 1s sti11 too soon to accurately determine the impact of
these measures on the Tunisian economy, the 1987 results and the preliminary
1988 results show that the overall balance is positive, especially in terms of
the trade deficit and inflation.

In effect, the corrective measures with regard to exchange rates
have made it possible to improve the cover rate of Tunisfa's international
trade, which increased from 80% in 1986 to 90% in 1987, and to almost 100% in
1988. Thus, the current deficit dropped from 8% of GDP in the course of the
six-year plan to 1% in 1987 and disappeared in 1988.

Likewise, halting demand growth made it possible td initiate a
deflationary process, despite the inflationary impact of the devaluation.
Thus, the double-digit inflatinon of the six-year plan was reduced to 7% - 8X.

The demand-sice recovery measures (devaluatfon, limiting public
demand, increasing 1interest rates) also appear to have improved the current
accounts balance. This solved the crucial problem that arose in 1986 in con-
nection with the external deficit, which Tunisia could no longer bear.
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In addition, the preliminary results of the first 10 months of 1988
showed that the measures continued to produce an impact without complementary
measures. Thus, tourism revenues and export earnings continued to grow, with
a slight additional depreciation of the dinar.

The parity of the dinar from December 1987 to May 1988 varied
1ittle, on average, with respect to Tunisia's partners. It depreciated
approximately 10% in relation to the dollar and the SDR, after the rise of the
dollar. Thus, our exports of goods increased 25% from January to October
1988, as compared to the first 10 months of 1987, and 19% for the entire year.
Likewise, tourism revenues increased 75% for the same period (90% in the
course of the whole year). Nonetheless, imports increased appreciably (+30%
for goods over the same period), after recent 1iberalization measures and the
various customs, fiscal, and exchange rate reforms. The cover rate also fell
from 75% in 1987 to 68% in 1988, with economic health deriving from tourism.

Finally, the recovery plan has had a negative impact on the balance
of payments, insofar as the debt service ratio held steady at 27% of current
revenues in 1987, the same level as 1986. It is estimated that this figure
will be 24% for 1988 because the recovery plan fails tq address renegotiation
or restructuring of the debt, as it does in other countries.

3. IMPACT ON GROWTH OF EMPLOYMENT

In 1987 the Tunisian economy yielded real GDP growth of 5.8%, due
especially tc agriculture, where value-added increased 17% (as compared to 1%
in the course of the six-year plan). Good climatic conditions were respon-
sible for the growth which was independent cf the measures adopted. In addi-
tion, the development of exports of goods and services increased the growth of
outward-oriented sectors such as tourism (+32%) and textiles (+6%); this is a
positive impact of the plan on economic growth.

On the other hand, the constraints imposed on internal demand have
slowed growth of those sectors geared to the domestic maket, such as con-
struction and public works (-5%) and the machinery and electronics industries
(0%). As a result, overall growth of the industrial sector was zero: growth
in exporting 1industries was offset by the industries geared to the 1local
market as a consequence of the 1imited demand.

In addition, per capita consumption declined approximately 1%, as
did the average standard of 1iving; final consumption increased only 1% at
constant prices. This decline has the greatest impact on those who depend on
fixed incomes, which did not keep up with inflation (+8% in 1987).

In 1987 investment also slowed, as did employment. In effect, the
FBCF already declined 10% at current prices as compared to 1985. This decline
continued in 1987 (0.5%), which is even more serfous at constant prices, driv-
ing the rate of investment down from 31% of GDP in 1984 to 21% in 1987.

Much more serious is the fact that this decline is due above all to
private businesses, which reduced their investment 13X in 1986 in relation to
1985 and 18% in 1987 at current prices as the process of 1iberalizing and
privatizing the economy began. This indicates low investor confidence in the
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private sector, which was lacking before November 1987 following political
disturbances, Zespite the growth reflected in the figures.

The decline in private and government investment {only public-sector
businesses increased their investment in 1987) drove up unemplovment in the
very short term and will weigh heavily on future development, which depends on
current investment.

It appears that growth recorded in 1987 was due to climatic condi-
tions and a rebound in export performance (tourism, textiles) in the wake of
the adjustment measures. Thus, it is not endogenous, internally-generated
growth that results from restructuring of the economy. Moreover, worsening
climatic conditions meant that the only levers remaining in 1988 were tourism
and the reduction of trade barriers with Tunisia's neighbors. Growth 1inked
to the development of external sectors was offset by the decline in agricul-
tural production and the slowdown of inward-oriented sectors, for overall GODP
growth of approximately 1¥.

In the face of the continued lack of private sector confidence, the
1988 development plan is based on export-led growth. This plan has the advan-
tage of solving the balance of payments problems but 1imits the standard of
living internally, as local demand has not increased, at least in the short
term.

This situation compelled the authorities to adopt a second series of
measures (see annex) in 1988 with a view to boosting supply. They are as
follows:

e Tax 1incentives and reforms aimed at restoring investor
confidence and improving the status of certain economic
actors;

e Monetary and financial reforms aimed at reducing the role
of the Tunisian Central Bank, &llowing economic actors
with surpluses to directly finance those with deficits,
reestablishing the role of the interest rate zt the price
of capical;

e Measures to restructure public sector firms and to priva-
tize some of them;

e Measures to promote investment, reviewing sectorai invest-
ment codes (agriculture, industry, tourism, services);

e Measures to reduce red tuze in relation to foreign
exchange transactions and foreign trade; and

e Liberalization of domestic prices and reduction of trade
barriers (customs duties).
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The Agricultural Structural Adjustment Program (ASAP) is among the
supply-promotion measures, especially considering that agriculture has
declined significantly over the last 20 years in terms of production,*
exports, and employment*. The lack of local supply has caused an ever more
serious food deficit, especially of ceral grains, meat, milk, and sugar.

The main reasons for this new phenomenon are the price freeze pol-
icy, which discourages supply, and consumer subsidies, which stimulate demand.
In addition, production of fruits and vegetables, which are not affected by
the price freeze, has increased 5% per annum.

A second reason is the lack of protection for agriculture, while
industry is highly prctected. This imbalance is aggravated on the one hand by
overvaluation of the dinar, which favors imports over local production, and on
the other hand by developed country dumping, which subsidizes the production
and export of agricultural products. As a result, the agricultural sector is
overtaxed on a net basis, considering taxation on inputs and outputs and the
overvalued exchange rate.

The measures propused by the ASAP are increases in the prices of
products subject to government controls (wheat, barley, milk, and meat) to
bring them up to the international price plus at least 15% to account for the
overvalued dinar. In addition, input subsidies, especially for water, should
be reduced so irrigated crops are not favored over large-scale farming.

These price correction measures should be supported by the macroeco-
nomic measures of the ASAP (i.e. depreciating the exchange rate, 1iberalizing
prices, and reducing protection for the {industrial sectors).

The other ASAP actions are as follows:

* Promotiong the export of agricultural goods and fish prod-
ucts by diversifying the products and markets and removing
the obstacles posed by certain offices. Subsidies could
be provided for exporters of agricultural goods and fish
products 1f the dinar remains overvalued, because these
products have 1ittle imported value-added, in contrast to
textiles and electrical and mechanical products, whose
inputs are mostly imported.

* Streamlining government spending and programs to better
use farmers' potential. The new budgetary constraints of
the Structural Adjustment Program must be taken into
account, but they should not be imposed more on agricul-
ture than elsewhere, especially since agriculture has been
at a disadvantage in the past.

* Promoting private investment by adopting an agriculture
and fishing investment code (April 1988) and designing a
land audit.

*Agriculture's share of GOP declined from 24% in the 1960s to 13% in the
1980s. Its share of exports declined from 60% to 8%, and of employment from
56% to 35X%.
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* Rationalizing the consumption of {mported basic goods,
clearly raising the problem of compensation.

It 1s still too early to determine the impact of these measures
through published data, but investment rose in 1988 (+9% at current prices)
and the number of additional projects increased. This upturn has been felt
primarily by private firms (+27% over 1987) and is based in the. machinery and
electronics industries, textiles, and other industries. It has also affected
agriculture, where investment surpassed the 1985 level, after a major decline
in 1986/1987. Likewise, exports of goods increased 10¥ in real terms, which
shows that exports continue to be dynamic. Finally, 1inflation did not
increase, remaining at approximately 7%, thanks to the incomes policy and the
restrictive budgetary policy adopted.

Moreover, the assessment of the impact of supply-side measures is
more difficult for at least four reasons:

* These measures generally require a long time to produce an
effect. The length of this period depends on rigidities
in the economy and the response of other trading partners
to the measures.

* Exogenous disturbances (i.e., climatic conditions, inter-
national environment) thwart assessment of the impact of
the measures. Theoretically, to evaluate the effective-
ness of the measures, one must compare what {is observed
after the implementation to what would have happened with-
out these measures. Thus, one must isolate the effects of
the actions taken to assess their effectiveness. The
*without" situation, however, can be observed only in
another country, and thus only in reference to different
conditions or to a theoretical model.

e The J-curve phenomenon, in which the measures taken first
have a negative impact on both the objective envisaged and
other objectives, makes the situation deteriorate initi-
ally. Only later do positive effects appear, hence the
reference to the letter "J". The length of time required
to reach the ascending part of the "J" {s hard to assess,
as it depends on the behavior of the actors involved. For
example, privatization of public sector firms initially
increases unemployment, but once the firms are stabilized,
they renew hiring.

e It is difficult to obtain recent sectoral cyclical data
that would make {1t possible to asses the impact of the
measures adopted in developing countries.

Because of climatic conditions in the agricultural sector it takes
even longer for the effects of the supply-side measures to appear and to be
isolated. This work will make 1t possible to entertain proposals for comple-
mentary measures to secure and strengthen the gains and to make possible an
adjustment plan that can realize its full potental. A team-based effort
should be initiated as soon as possible.
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ANNEX

1. Monetary Measures

Increasing interest rates in April 1985 and December 1986 (TMM +
3% for the borrower rates and TMM - 2X for the lender rates).

Reducing interest rates in October 1987 by 2 points aftér'a drop
in the TPS and the decline in the TMM.

Reviewing the RGFD, from 43% to 35%, distributed as follows:
10% (PAP), 20%¥ (BEQUIP) and 5% (CNEL).

Eliminating the AP-AR, placing more responsibility for lending
in the hands of the banks.

Reforming the monetary market (Dec. 12, 1987), making it the
mafin regulator of liquidity.

2. Exchange Rate Measures

Adopting a policy of maintaining a stable real exchange rate so
as to bring about nominal depreciation of the dinar if the
national inflation rate surpasses international inflation.

Devaluating the dinar by 10% in August 1986 and accelerating
depreciation in 1986/1987.

Granting amnesty in matters relating to exchange rates (Law 87-
72 of Nov. 26, 1987).

Liberalizing 1imports to certain products (raw materials and
equipment).

Allowing resident exporters to hold accounts 1in foreign
exchange.

3. Tax and Customs Measures

Enacting a tax amnesty (Law 87-71 of Nov. 26, 1987).

Establishing a value-added tax and reducing general income tax
and profits tax through legislation (1988 budget).

Reducing and harmonizing customs duties on certain goods.

4. Investment Promotion Measures

Adopting a new investment code, which eliminated the prior
1icensing requirement and granted advantages and guarantees, in
function of the criteria of export, decentralization and
creation of employment, technological component, and integra-
tion,
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* Restructuring public sector firms (Law 87-47 of Aug. 2, 1987),
determining the modes for their privatization.

5. Wage and Price Measures
e Liberalizing domestic prices for certain goods.
e Adopting restrictive incomes policy with certain corrective
measures: increasing the minimum industrial wage in July 1986
(from 2,640 to 2,900) and by 3% in November 1987.
The second series of measures adopted in the last quarter of 1987,

and especially in 1983, was aimed at launching economic recovery by stimulat-
ing supply and improving utilization of existing productive potential.

6. New Tax Measures

Reducing customs duties on equipment imports.
* Eliminating the VAT for certain goods and activities.
* Reducing other taxes.

* Reducing the recording fee on real estate transactions and meas-
ures adopted relating to income from transferable securities.

7. New Monetary Measures

* Reducing interest rates by 2 points in October 1987, following
decreases in the TPS (1.5%) and the TMM (0.5%).

* FEliminating the AP-AR, maing the banks responsible for credit.
As a result, the banks presently receive a larger margin than in
1986; but they are called on to share more actively the risk
inherent in all private sector lending.

* Expanding the money market so as to include the other financial
establishments, with a view to rendering 1t more dynamic and
making it the main regulator of money creation and circulation.

These measures are in addition to those undertaken since September
1986, revising the RGFD so as to 1imit deposits to 35% instead of the 43%
previously agreed to, giving the banks greater leeway in financing the economy
but also more responsibility, with the corresponding remuneration.

8. Other Institutional Measures Taken Recently to Encourage Investment and
Stimulate Supply

* Adopting new investment code (August 1987, 1988, 1989), elimin-
ating the prior licensing requirement and granting advantages
and guarantees in function of the criteria of export, decentral-
1zation and creation of employment, technological component, and
integration (Law 87-50).
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Adopting a law to restructure public sector firms (August 1987),
determining the modes of their privatization (Law 87-47).

Encouraging competition, first among local firms and then vis-a-
vis foreign Firms.

9. Measures Taken to Stabilize the Social Climate

Reemploying workers who had been laid off.

Increasing the minimum industrial and agricultural wages (begin-
ning January 1988).

Increasing the pay scale of civil servants by no more than 3%
for all wages and salaries.

In addition, other measures for regional development and promotion
of employment for young people have been zdopted as part of the effort to
better allocate state resources.

10. Measures Taken or Under Discussion in the Agricultur-al Sector

Rescheduling farmers' outstanding debts as of Dec. 31, 1987 and
extending this measure to members of the SCMs and the World Food
Programme cooperatives.

Extending the repayment deadline for farmers whose unpaid dcbts
are less than 1,000 D by one year.

Revising the agricultural investment code.

Encouraging young technical personnel to establish themselves on
state-owned lands.

Instituting real estate loans favoring young people.

Improving the financing conditions for procurement of agricul-
tural equipment.

Drafting a bi11 on collective landholdings to clarify their
situation.

Drafting a bill to regulate the exploitation of private and
state-owned lands by corporations.

Making barley, bran, and hay available to 1ivestock producers at
subsidized prices.

Using sugar beet, tomato, and olive-pomace by-products for
cattle feed.

Instituting a preferential rate for water to be used in addi-
tional irrigation of forage crops for 1988.
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REPORT SUMMARY
EXPORT COMMODITY STUDY
OLIVE OIL

I. INTRODUCTION

Olives are one of the most widely grown commercial crops in
Tunisia. Over the last decade, total olive oil production has averaged
104,000 metric tons per year and Tunisia has exported annually about 50
percent of its production. Export revenues have averaged 54,000,000
Dinars per year and only revenues from marine exports are comparable
within the agricultural sector.

This study finds that, while Tunisian olive oils are currently
competitive on the world market in terms of quality and price, exports
are increasingly being challenged for market share by exports from the
European Community. 1In the immediate future, holding or expanding
market shares will require meeting price competition and engaging in
effective marketing. For Tunisia, maintenance of market competitiveness
depends on imprcving present productivities of production, processing
and marketing.

II. DOMESTIC ISSUES
A. Production

At the production level, the study concludes that Tunisia is
living off the capital investments made by earlier generations of olive
producers and by the Government of Tunisia (GOT). Alchough some large,
efficient olive plantations do exist, a large percentage of the nation’'s
olive trees obtain low yields. These low yields are attributable to
over-aged trees and poor cultural practices.

Since the full use of modern cultivation techniques, water
catchment methods, and inputs other than labor has been restricted to a
minority of existing olive plantations, average production costs on a
per tree basis may be higher than in competing European countries.
Moreover, the small size of most Tunisian olive holdings and the
increasing fragmentation in tree ownership are making it extremely
difficult for growers to adopt modern technologies, chiefly because they
cannot spread the fixed costs of such modernization over a sufficient
number of highly productive trees. Historically, Tunisia has had a cost
advantage in olive oil production since production activities are highly
labor intensive. As labor costs in Tunisia rise, this advantage is
eroded, particularly if competing producers can offset higher labor
costs by mechanizing weeding, water management, tree pruning, and olive
harvesting.

To stay competitive in export markets, the study concludes that
Tunisia must make strenuous efforts to:
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1. Encourage regeneration of existing olive groves as the most
economic way to improve yields and reduce costs:

2. Provide credit and other economic incentives to olive growvers
so that they can consolidate their holdings into management units
containing highly productive trees;

3. Restructure producer price schedules so as to bring producer
prices for the different qualities more in alignment with actual export
demand. The current price structure with quality premiums favors
production of virgin oils relative to pure oils, whereas effective
demand in new markets, notably North America, is primarily for pure
oils. Similarly, the structure of olive processing fees for producers
needs to be changed from one based on the gross tonnage of olives
pressed to one reflecting the amount of olive oil actually extracted per
ton of olives processed. Finally, processors shoul~ be allowed to offer
olive producers lower unit processing charges cc:...:. urate with more
efficient processing technologies and thereby attiact business from less
efficient processors.

B. Processing

Tunisian olive oil is considered to be of high quality. However,
much of the oil is processed at higher-than-necessary cost due to the
obsolete nature and inefficiencies of many local processing plants.
Efficiency can be improved by:

1. Encouraging modernization of olive presses. It is clear that
the current flat rate fee structure of olive pressing encourages the use
of obsolete presses, which in turn results in higher cost oils. 1In
addition, the spatial distribution of presses is increasingly misaligned
with olive production areas. GOT assistance to the sub-sector must
include both a liberalization of present processing fee structures and
more creative, direct incentives for oil processors to adopt more modern
press technologies and, as necessary, site new presses closer to olive
production areas.

2. Preventing olive fermentation before pressing. Better controls
on harvest scheduling and storage of harvested olives are needed to
prevent fermentation and preserve quality. In this regard,
liberalization of processor fee schedules would allow for closer working
relationships between growers and processors so that harvest schedules
would more closely match the processor's capacity and scheduling
requirements.

C. Marketing

To improve efficiencies in export marketing of Tunisian olive
oils, three primary actions are essential:
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1. Streamline the ONH

If the ONH is to be effective and efficient in increasing
Tunisia's foreign exchange earnings from olive oil, four steps must be
taken:

a) Work with the processors and distributors to improve the
uniformity and quality of Tunisian olive oil;

b) Engage in an active campaign to promote Tunisian olive
oil in overseas markets;

c) Limit government-to-government sales to situations where
this is the only strategy which can achieve market penetration; and

d) Collect and disseminate market information useful to
private exporters.

2. Provide incentives for better product packaging for olive oil
entering the world market. Current GOT policies which encourage export
packaging with a heavy domestic materials component result in high cost,
low quality packaging and are cne reason why most Tunisian olive oil is
exported in bulk. The low quality packaging impairs the quality image
of Tunisian exports in all external markets. Until it is possible to
improve the quality of the export packaging, it will be extremely
difficult to make meaningful inroads into the North American or other
non-EC markets and capture the value-added receipts from shipment of
packaged products.

3. Explore techniques to increase exports of non-bulk olive oil.
It is imperative that a higher proportion of Tunisian olive oil be sold
in non-bulk form. This will be difficult to echieve in the short run.
One technique for facilitating the process would be to participate in
joint marketing ventures. If partners were carefully chosen,
appropriate sizing of export containers, improved product appearance,
and lower unit costs of export offerings would be enhanced.

II1. WORLD MARKET CONDITIONS
A. Production

During the mid-1980s world olive oil production ranged between 1.7
million and 2.0 million metric tons. Global olive oil production is
becoming less volatile. In the most recent five years, annual
production variability was less than 10 percent of average production.
In the preceding decade, year-to-year production fluctuations were
nearly 20 percent of average production.

Italy and Spain are, respectively, the leading world suppliers and
the major contributors to the 75 percent world market share held by
European Community (EC) countries. Over the past decade, Tunisia has
produced between 7 and 9 percent of the world’'s olive oil and has
exhibited relatively stable year to year export levels.

66



B. Exports

Over the past decade, the world olive oil market has become
increasingly export oriented, exports rising from 10 percent to 27
percent of production. Spain is the leading world net exporter,
followed closely by Greece. Tunisia is the fourth largest exporter in
the world, selling an average of 54,800 metric tons annually in the
period 1980-86. Of all major producers, Tunisia exports the largest
share (50 percent) of annual production.

No reliable data are regularly reported on world export or import
prices by grade and packaging. The gross value of exports is not a good
indicator of prevailing prices since no reliable data are available to
correlate prices, oil grades and package size by export market.

C. Imports

Italy is the leading importer of olive oils, purchasing over half
of the total world exports in some years. Much of that volume, however,
is processed and re-exported. The United States is the current leading
purchaser of imported olive oils, buying about 10 percent of total
traded oil (52,000 metric tons in 1986). “the United States has
exhibited steady growth in imports; however, there are significant year-
to-year variations. Two other nations, France and Libya, both of which
were leading importers in the past, have reduced imports sharply in the
1980s. Tunisia is the third largest supplier of olive oils to the
United States, after Italy and Spain, but currently holds less than a
five percent market share. Some Italian exports reaching the United
States undoubtedly contain olive oils of Tunisian origin.

With Spain, Portugal and Greece entering the European Econcmic
Community, the EC has become more self-sufficient in olive oil
production. This may threaten Tunisia’s export position. If the EC
market quota for Tunisia is reduced, Tunisia will be forced to look for
other market outlets,

D. North American Consumption

For the past fifteen years, average per capita olive oil
consumption in the United States has increased at a rate of 2.5 percent
per year. The arnual rate of increase is slightly higher in Canada.
Total annual per capita consumption in both countries, however, is low,
at 0.19 kilograms in 1986. Currently, olive oil constitutes about two
percent of total edible oil consumption, but increases in olive oil
consumption are predicted.
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E. Trade Restrictions

Tunisia has duty-free access to the North American market and no
non-tariff barriers exist to constrain Tunisian market access. The
absence of an accepted standard to define olive oils by grade in the
United States, however, does make marketing more difficult. In the
absence of such standards, U.S. marketing agents often promote their
products using terms and labels -- e.g. "cold-pressed," "extra light" --
which have no equivalents in prevailing international product codes for
olive oils.

IV. THE NORTH AMERICAN MARKET

Other than aggregate trade data, information on olive o0il sales in
North America is very limited. To gain insights, a total of 31 in-depth
interviews were conducted in the United States and Canada with olive oil
importers and other persons familiar with market and import conditions.

The composition of United States market demand has been evolving
quite rapidly in the 1980s. This is due primarily to the entry of new
customers who are health conscious and have relatively high income
levels. The olive oil market had previously been restricted to
consumers of southern European origin. These newer consumers tend to
buy olive oils in small container sizes (250 milliliters), in contrast
to the gallon purchases preferred by traditional consumers.

The Government of Spain is now encouraging a major expansion of
Spanish olive oils into the United States market and is offering price
discounts of 40 to 60 percent under comparable Italian oils. Olive oils
remain relatively expensive and price-induced substitution for other
edible oils is expected to be small. Sales increases are more likely to
be associated with changing life styles and dietary considerations among
American consumers. Most olive oil appears to be consumed in large
cities, especially on the east and west coasts and in Chicago.

The North American market is dominated by sales of pure olive oil.
Most North American consumers consider virgin oils too costly and
strongly flavored. Blended olive oils labeled light, pure or clear are
most popular.

About 70 to 80 percent of olive oil sales are made through
supermarkets, with the rest being largely to the restaurant trade.
Three brands, Bertolli, Berio and Pompeian, have a 70 percunt value
share of the United States retail market. This market share appears to
be very secure due primarily to these companies’ good distribution
networks and to strong brand identity by consumers. A large number of
brands make up the residual 30 percent of the market. In total, some 91
firms and subsidiaries import and distribute olive oils in North
America. These firms may be classified as:

1. Subsidiaries of foreign firms;

2. Importers and distributors of own brand name préducts; or
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3. Brokers.

The Canadian market for olive oils is even less well documented
than the United States market, but is thought to share many of the same
demand and supply characteristics. Canadian market demand is highly
concentrated in two major eastern cities, Toronto and Montreal. Ip
both countries, Tunisian olive oils are well-known and have a very good
reputation for quality among the major importers.

Unfortunately, North American consumers do not appreciate the high
quality of Tunisian olivas oil. They prefer the lighter oils, and are
willing to pay a premium for Italian oil. 1Italian processors recognize
this and blend the high quality Tunisian oil with less costly oils to
cater to the American preferences. As a result, it does not appear that
in the short run Tunisia can capitalize on its high quality oils by
obtaining a price premium in the North American market.

V. ALTERNATIVE STRATEGIES FOR INCREASING
TUNISIAN OLIVE OIL SALES IN THE
NORTH AMERICAN MARKET

Six possible market penetration strategies are selected as
representative of the approaches which might be taken by the ONH in an
attempt to further penetrate the North American market.

1. A Tunisian Brand Label With National Distribution

This strategy means development of a new label for Tunisian olive
oil and national distribution in the U.S. and Canada. This approach
would give better access to the retail market, which conctitutes
approximately 80 percent of sales. A well-accepted brand name would
improve price stability since recail prices are traditionally more
stable than wholesale prices.

The major constraint to this approach is the cost invclved. A
major cost would be the new product introduction ("slotting") fee
demanded by supermarket chains. These fees can amount to §$15,000 to
$20,000 per item. With up to five pure olive oil container sizes
required per supermarket chain, in addition to virgin and light oil
sizes, the total cost per supermarket chain could easily be $100,000 to
§150,000. Covering the major national and regional chains and including
funds for sample products and promotions, the initial costs of this
approach could easily be $2 million. This amount would have to be paid
in advance, perhaps several years before desired results are achieved.
Additionally, the initial market entrance for a new, non-Italian olive
0il could require a price discount of 15 to 20 percent below comparable
Spanish oils. This price discount would have to be retained for at
least a year, as established brands would resist the entrance of a new
brand by offering additional advertising and price concessions.

A new Tunisian brand is unlikely to challenge the three leading
North American brands and, therefore, would be placed in direct
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competition with the myriad of "lesser brands" who compete for
approximately 30 percent of the market. That available share is likely
to decline as the promotional activities for Spanish olive oils are
increased. Overall, obtaining a one to five percent share of the U.S.
market seems to be an upper limit, and this would not come for many
years, if ever. Moving beyond a 5 percent share would mean capturing
fully 20 percent of the market not controlled by the three market
leaders. In 1988 a one to five percent share would translate to a
quantity of between 455 and 2,273 metric tons of olive oil.

2. A Tunisian Brand Label With Regional Distribution

This approach is very similar to the first strategy, except that
only supermarkets in selected regions would be targeted. For example,
since the bulk of sales are made in a few regions of the U.S., it would
be possible to obtain a high percentage of total market penetration by
targeting outlets in four principal regions: the Northeast, tae
Atlantic Coastal States, the Great Lakes, and the Pacific Coast. Some
cost savings could be obtained in this way, but it should be remembered
that the bulk of promotion expenditures in a national campaign would
also have been made in these target areas. Costs for a substantial
campaign could range from $1 million to $1.5 million. The regional
approach would be an appropriate means of testing the feasibility of a
national campaign. A region, like the Great Lakes area of the U.S. and
Canada, or a state like California, would be a good initial target.

3. Supplier for Institutional Sales

Under this approach, the ONH--or a private Tunisian exporter--
supplies oil primarily in gallon containers to distributors for sale to
restaurants, hotel chains and other major outlets. This approach is
relatively straightforward but does involve the ownership of a brand
name.

The limitation of this strategy is that very little high quality
0oil is sold in this way. Most oil sold to institution outlets is pumice
oil. Distributors interviewed expressed an interest in carrying a
Tunisian brand, but at a 10 to 15 percent discount below current Spanish
oil prices. This market is extremely price sensitive and the brand
franchise is weak. It is felt that there are two principal
disadvantages of entering the institutional sales market. First,
Tunisian oil would lose its cuality recognition since this is considered
an outlet for low quality olive oil. Second, the institutional market
is a residual market and, as such, is subject to extreme price
volatility. There would be no certainty that the discount below Spanish
prices would remain constant from year to year.

4. Bulk Sales
This is essentially the approach presently taken by ONH in the
North American market. These sales are relatively easy to control as

they are handled on a case-by-case basis. When more profitable markets
exist elsewhere, there is little commitment to ship to North America.
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This berefit is also the greatest weakness because it results in a
market with no year-to-year stability. Each sale is independent and
Tunisia must compete directly on a price basis with all other suppliers
Moreover, there is no clear promotional strategy that would increase the
volume or stability of Tunisia's bulk sales. The open bulk market
appears to be in decline and will remain so as long as Common Market
packaging subsidy policies are maintained.

5. Bulk Sales With North American Stocks

This approach is the same as 4 above, with the additional feature
that bulk storage is held in North America. Having local stocks would
shorten delivery time and make it feasible for ONH to sell in smaller
volumes. This would make the product more attractive for a new class of
customers, especially smaller firms.

The increase in service costs implied by this approach is quite
sizable. It also focuses attention on a segment of the market which
seems to be in decline -- i.e., the small institutional supplier/mixer.
The technique could lead to competition with current bulk customers --
an undesirable situation.

6. Sole Supplier for a Distributor-Owned Brand

Under this strategy, the distributor owns the brand name and bears
the costs of market penetration. The ONH serves as a supplier of the
olive oil for that brand. Given the fluctuations of international olive
oil prices, the price agreement would have to be flexible and describe
not an absolute price but by a formula for determining the price.
Several firms have been identified which could serve the role of
distributor.

A major benefit to this approach is the assurance of an outlet on
a regular basis. Most likely, the volume would be relatively stable
year to year. GOT investment costs would be minimal and ONH activities
would be restricted to assuring the volume and quality of oil required
by the North American distributor. A disadvantage of this approach is
that the long term stability of this arrangement would be in doubt. The
brand name owner could at any time find another major supplier. A
multi-year exclusive supply agreement could reduce such risks.

VI. MARKETING STRATEGY RECOMMENDATIONS

In selecting which of these six marketing strategies is most
appropriate, several factors must be considered. The strategy must not
demand excessive resources in a single year, or require marketing
support from ONH which could not reasonably be allocated to the North
American market. Furthermore, in our judgment, a strategy should not be
adopted unless it offers a reasonable prospect of increasing sales by 20
percent within two years.

Using these criteria, only one strategy (#/6), sole supplier for a
distributor-owned brand, seems appropriate. Strategies 1 and 2 would
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involve major initial investments in a brand name and introductory
distribution fees. Due to the high failure rate (over 50%) of new
brands in the highly competitive U.S. market, product introduction is a
risky undertaking. In the case of the ONH, the risks are compounded by
the limited number of ONH staff who have expertise relative to the
North American market distribution requirements. Taken together, these
limitations suggest that the ownership of a U.S. brand is not an
appropriate short term strategy. Strategy 4 has limited additional
potential since this approach is the current marketing program.

The most attractive initial strategy then appears to be 6, the
establishment of a sole supplier relationship for an established
distributor-owned brand. This approach will provide access to the
critical United States retail market via a known brand but without the
costs and risks associated with establishing a new brand. An evaluation
of the Canadian market leads to the same conclusion. Indeed, this
approach is even more appropriate in Canada due to its small population,
concentrated major olive oil markets in Montreal and Toronto, and its
limited number of bottling facilities. This constraint would necessitate
importation in retail containers, not bulk. The Canadian market is so
small that a U.S. distributor could serve the Canadian market as well.
The economies of size in product handling and distribution, as well as
market oversight, dictate that arrangements be made to cover the entire
North American market, not the two national markets separately.

Interviews made for this study led to the identification of two
potential distributor cooperators, Lindsay Olive Growers of Lindsay,
California and Casa Importing, of Utica, New York. These firms are
predominantly regional in their distribution so that working with both
would not lead to a cenflict of interest. Casa could handle
distribution in the eastern Canadian market. These firms are offered as
suggestions for they have the necessary equipment and expertise, and
their management has expressed an interest in a supply agreement.

If this approach is followed, it would be necessary to negotiate
an agreement between the ONH and the distributor. Several factors must
be included in the agreement. Given the vicissitudes of the world olive
oil price, a price formula rather than a fixed price must be
established. A price formula is typically based on some observable
price, such as the EC support level. The duration of the contract is
also critical for its cancellation would leave the ONH without an outlet
for a substantial amount of its volume. At a minimum, it would be
preferable to have contracts with several firms to reduce dependence on
any one. Expiration dates of contracts should be staggered to avoid
simultaneous negotiations and significant disruptions in the flow of
exports into North America.

During the initial period of working with an existing distributor,
a knowledge base relative to the operation of the North American market
can be established. 1In the longer term, the potential of acquiring a
brand name should be reevaluated.

It is difficult to be competitive in the North American market
without intimate and daily knowledge of prices, the characteristics of
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American consumers and the people who control the distribution system.

A Tunisian export representative should be located in the United States
and should have the authority to negotiate prices and terms of trade for
olive oil exports on the spot since a fast response time is necessary to
capltalize on existing sales opportunities. This person should be
located near the offices of major customers. He should be fluent in
English and thoroughly familiar with American commercial practices.

This person should coordinate all North American sales agreements and
develop rapport with U.S. or Canadian-based processors and brokers.

If this marketing strategy is to be successful, it must be
supported by a number of key changes in Tunisia. The thrust of the
following recommendations is to produce olive oil of a quality more
commensurate with dictates of the North American market and to insure
that Tunisian olive oil is packaged and priced in a way that will allow
it to be competitive in the United States and Canada.

Tunisian producer prices must be restructured to bring producer
prices for the different quality oils more in alignment with export
market prices. The current producer price structure with quality
premiums favors production of virgin oils relative to pure oil, whereas
effective demand in the North American market is primarily for pure
oils. 1If farmers are charged a flat rate per ton for pressing olives,
there is little incentive to upgrade the quality and oil content of
olives produced. Changes in the processing price structure should
include charges that reflect the amount of oil extracted per ton of
olives processed and not simply the number of tons of olives processed.
More competitive charges for processing would also improve net returns
to farmers by encouraging processors to locate operations nearer to
producing centers, thereby lowering transport costs.

Modernization of olive oil presses should be encouraged by
allowing market forces to set the olive oil pressing rate. The current
flat average rate encourages the use of obsolete presses, which in turn
results in higher cost and perhaps lower quality oils. A revised
pricing system should be coupled with target GOT subsidies to encourage
additional investments in modern processing plants.

The requirement that only domestic materials be used in packaging
for export should be eliminated. The current GOT policy results in high
cost, low quality export packaging and is one reason why most of the
olive oil is exported in bulk. The poor quality, unattractive packaging
impairs the quality image of Tunisian olive oils in all export marlets.
Until the quality of the packaging is improved, it will be impossib.e to
make meaningful inroads into the North American or other non-EC markets.
Ramoval of this blanket requirement would make it possible for the
private sector to invest in equipment to package olive oil in
appropriate size containers and competition would force local
manufacturers of packaging materials to improve the quality and lower
the unit cost of their offerings.

Labor costs in Tunisia are considerably below those in the United

States., If the strategy of Tunisia being the sole supplier for
distributors with an established brand is to be followed, both quality
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and price considerations will be imperative. U.S. distributors who were
contacted expressed a willingness to market olive oil packaged and
labeled in Tunisia since they recognize the potential price advantage.
To capitalize on this opportunity, it is imperative that they be able to
meet container and labeling specifications, and produce a high-quality
packaged product.
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REPORT SUMMARY
Export Commodity Study
Citrus

Citrus products were one of five export commodities chosen for analysis
in 1988/1989 under the GOT/AID Agricultural Policy Implemeritation
Project. Part A of this study was directed toward assessing the key
factors affecting the export potential for Tunisian citrus fruits.

Part B of the study investigated the prospects for increasing citrus
export to the North American market. The results of Parts A and B were
used to develop strategic marketing recommendations for the Tunisian
citrus sub-sector of the Tunisian agricultural economy.

Part A: Citrus Competitiveness Study

INTRODUCTION

Citrus has been commercially produced in Tunisia since 1918. By 1986,
there were approximately 3.4 million citrus trees on 13,200 hectares of
land. Around 80% of citrus production in Tunisia occurs on the Cap Bon
peninsula, and over 90% of production is privately owned. In 1986, 85%
cf citrus growers had fewer than 2 hectares of land planted to citrus

trees.

Because of climatic conditions, Tunisia is the premium production zone
for Maltese oranges. Due to slow replanting rates, citrus plantations
in Tunisia have been aging. Other citrus fruits grown in Tunisia are
navel oranges, valencia oranges, clementines, mandarins, tangerines,
and lemons. Of these, Maltese oranges accounted for nearly 26% of
total production in the 1986/1987 season. Citrus production totalled
250,000 metric tons in 1986/1987 of which approximately 20% was
exported. Over 90% of citrus exports were Maltese oranges.

CITRUS PRODUCTION

Citrus production capacity is limited by climatic conditions.
Prevailing coast winds are cited as one serious problem. Also, citrus
may be damaged by hot, dry winds which also aggravate the problem of
June blossom/fruit drop. Moisture is the most important constraint to
increased citrus production in Tunisia because irrigation water
supplies are limited and citrus does poorly under drought stress.
Citrus also does not tolerate freezing temperatures although low
temperatures are required to produce good flavor and color.

Although the Maltaise Demi-Sanguine (Maltese in English) is the most
common citrus grown in Tunisia, lemons, and clementines are also
significant. The Maltese is considered the best sweet orange in the
world. The fruit in slightly oblong with a medium thick skin that is
easy to remove and deep orange flesh with crimson spots or lines. One
limitaticn is that the Maltese does not ship very well when it is fully
mature. Moreover, a tendency to low yields and alternate production
have been reported. Although general characteristics of the Maltese
can be described, there is a great deal of genetic diversity present in
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Tunisian planting of Maltese oranges. This influences fruit
characteristics such as crimson coloring and data of maturity.

The Eureka lemon produces throughout the year, but production is
heaviest in the spring. The quality of lemons produced in the cooler,
coastal regions is excellent. The fruit yields a great deal of juice
and is of medium size and uniform shape. Production is declininrg due
to problems with the Mal Seco.

A 1988 report by Groupement Interprofessionel des Agrumes et des Fruits
(GIAF) recommends that Tunisia citrus producers specialize in Maltaise
Demi-Sanguine and Eureka lemons. The 1986 citrus tree census by GIAF
tound that tree density averages 262 trees per hectare and yields
average 19 tons per hectare. Production has increased greatly over the
rrevious 20 vears due to young groves coming into production, the
development of water resources, and improved cultural techniques. The
GIAF has set a yield goal of 30 tons per hectare to be achieved by 1996
and ultimately to achieve 40 tons per hectare.

The key factors which affect production of citrus in Tunisia include
yields, pest and diseases, irrigation, soil fertility management,
pruning, and windbreaks. It is clear that yields could be greatly
increased through improved cultural practices because the climate and
soil conditions are well-suited for citrus. Yields, however, suffer
because of diseased nursery stock, weak trees, and poor soil and water
management practices.

The major pests affecting citrus are California red scale and the
Mediterranean fruit fly. Virus diseases due to poor cultural practices
at the nursery level adversely affect production. The most common
virus problems are Psorosis, Blind Pocket, Exocortia, and Cachexia-
Xyloporosis. Mal Seco is the only fungus which appears to be a serious
problem.

Irrigation is the most limiting factor for production of citrus in
Tunisia. Salinity is also often a problem in irrigation water.
Government irrigation projects are problematic because they often
deliver water to growers in large quantities over a short period of
time. Better control of summer weeds as well as individualized
irrigation systems, such as foggers and mini-sprinklers, can improve
irrigation efficiency . Because of the timing of government water
deliveries, the need for close monitoring, and tree moisture
requirements and poor soil texture, drip irrigation has not been
particularly successful. Many growers use furrow or basin irrigation,
but these methods have a problem with seepage.

Because Tunisian soils tend to be light in texture and calcarious, soil
fertility management is important. Water and nutrient retention tend
to be poor unless soil organic matter is maintained at high levels.
Nitrogen, phosphorus, calcium, and micro-nutrient additions are
recommended as well as manure applications or green manure cropping.
Legumes are the recommended green manure crop. Despite the high cost,
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many Tunisian citrus growers apply animal manure.

Although all citrus requires some pruning for correct tree growth and
fruiting, excessive pruning vhich often occurs in Tunisia is
unprofitable and often counter-productive.

windbreaks are essential for citrus production in Tunisia. Trees are
planted perpendicular to the prevailing winds. Cyprus is most often
used, ':ut tamarack, casuarina, and sesbania are also used.

The key factors affecting the quality of citrus in Tunisia are pests,
varieties grown, and climatic factors. Pests may cause damage to the
flesh or rind of fruit therefore affecting quality. Post-harvest
keeping quality varies among varieties, and post-harvest cooling
facilities to retain quality are inadequate. Although the Tunisian
climate is well-adapted to citrus growing, constant winds may scar
fruits if precautions are not taken.

The key factors affecting the cost of citrus production are irrigation
input use, and pruning. Irrigation is the greatest cost problem, but
the introduction of individualized irrigation systems can increase
efficiency and lower costs. The use of costly animal manure should be
evaluated versus the use of chemical fertilizers and winter cover crop
to reduce input cost. Because labor is abundant and inexpensive, much
unnecessary pruning is done on citrus trees.

Other crops which may be considered instead of citrus include table
grapes and off-season vegetable crops. Table grapes may be more
profitable then citrus, but the fruit is more perishable. Vegetable
crops also may be more profitable, but there are more risks invoived 1
vegetable production and more management is necessary. Also, not all
citrus growing regions are climatically suited to winter vegetable
crops.

In order to improve citrus production, three factors should be
considered. First, efforts to increase the production and exportatior
of Maltaise Demi-Sanguine and Eureka Lemons seemn well-founded. Second
monitoring of citrus stock production needs to be determined and
disciplined to eliminate virus-infected nursery stock. Finally,
individualized irrigation systems unique to soil conditions and water
availability need to be developed.

CITRUS MARKETING

The citrus production system in Tunislia consists of many small scale
firms and fragmented operations. Coordination within the industry is
facilitated first, by that fact that almost all citrus production 1is
located near Tunis, the largest domestic market and export port, and
second, that the Cap Bon peninsula is small enough so that various
citrus sector actors can easily interact. Three groups contribute to
the viability of the production sector. First, th2 Groupement
Interprofessionel des Agrumes et des Fruits (GIAF), a gquasi-
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governmental organization, provides materials and technical assistance
as well as gathers and disseminates market information. Second, the
Ministry of Agriculture (MOA) provides technical assistance, extension
agents, organizational aid, and research support. Third, various
private sector firms provide services similar to GIAF and MOA.

Citrus is marketed in three primary ways. First, a producer may sell
to an itinerant buyer who undertakes all the marketing functions and
then resells the citrus. Second, a producer may transport citrus to a
local or national secondary market where the price is negotiated as a
function of supply on a particular day. Third, a producer may deliver
to a packer/shipper for resale. These latter deliveries are usually
export destined and may account for as much as 20% of sales.

with Maltese oranges accounting for approximately 90% of citrus
exports, they are the only real citrus export commodity. The Maltese
season begins around the first of January, peaks in March and April,
and drops off by the beginning of May. The majority of Maltese exports
go to France where the 75/88 combined size category accounts for the
largest proportion of exports and generally receives the highest

average price.

Oranges for local consumption are marketed directly from farm to
wholesale markets with few marketing functions occurring in between.
Several marketing activities, however, occur for the export product.
Ooranges are graded by size and quality, treated for disease and fungus,
sometimes waied, packed in bcxes, and then delivered unrefrigerated to
the Port of Tunis. The fruit is then loaded onto pallets and placed
into unrefrigerated and often poorly ventilated boats for shipment.

Currently, about 35% of Tunisian Maltese orange production is exported.
In the 1987,/1988 season, 42,000 metric tons were exported of which the
majority were to France through the Pcrt of Marseille. As much as 100%
of exports have been shipped to France in past years. Recently, more
export oranges have been shipped to Eastern European countries
primarily under barter trades. The Eastern European markets will often
accept smaller size fruits which may be unacceptable for other markets.

Quality, timing, and competition as well as the price of other citrus
products affect the export prices received for Maltese oranges.

Maltese orange prices are considerably variable. Prices generally
increase as the season progresses because fruit quality improves.
Because of its gourmet perception in France, the Maltese often receives
a higher price than competing citrus from other countries. EC
enlargement may have a dampening effect on Maltese exports to European
countries in the future because of an expected increased supply of
oranges from Spain.

Marketing costs associated with exporting Maltese oranges can be
broadly classified into packing, shipping, and dock costs. These
categories, which account for nearly 50% of all marketing costs, were
identified as potential areas in which to reduce costs. Outmoded and
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bulky wooden boxes could be replaced with cardboard boxes which are the
worldwide industry standard. Handling costs are believed excessive,
and some handling activities could be shifted to the producer or to the
packer/shipper. Importer commission fees are generally higher than
other products because of the higher risk associated with variable
quality and arrival condition of the Maltese orange.

Domestic consumption absorbs more production variation than does the
export market. Often the price differential between domestic and
export markets is small enough so that producers are better off selling
domestically. Tunisian consumers have a high preference for oranges in
general, especially for the Maltese. Per capita orange consumption in
Tunisia is among the highest in the world, about five times that in the

U.S., for example.

The GIAF distributes much marketing information on internal and
external production and marketing situations for citrus as well as
other fruits. The information is generally timely and of high quality.
The GIAF has a permanent representative in Marseille who collects and
transmits information on the French market on a daily and weekly basis.
In contrast, there is a lack of information available about other
European countries and North America. A preliminary advertising and
promotion campaign launched in the 1987/1988 season in France was quite
successful.

Although GOT policies primarily operate on the production part of the
citrus system, one marketing constraint which appears to limit the
citrus industry is that retail margins on food products cannot exceed
20% of the wholesale price. Because this 20% margin is not adequate to
cover retail merchant procurement and merchandising costs, a less
efficient secondary distribution system has developed in order to avoid
government surveillance. Often a retailer will mix fruit qualities in
such a way that the average margin is 20%, but this prevents consumers
from being able to purchase a higher quality product at a higher price
if they wish as well as preventing producers from receiving the proper
incentives to produce high quality product.

A government policy which h s a favorable impact on the citrus industry
is a subsidy of 50% of transportation costs for shipments to new
markets.

CCNCLUSIONS

Three procduction constraints for citrus that need to be addressed are:
first, the provision of disease free citrus nursery stock; second, the
determination of the best adapted irrigation systems; and third, the
review of various other production practices.

Several additional factors affect the export potential of citrus.
First, although the Maltese orange can often command a premium price in
export markets, the Maltese loses competitiveness if it is priced too
high relative to other citrus products. Therefore, it is necessary to
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keep marketing costs low. Second, bulky, unappealing wood boxes need
to be eliminated. Third, package appearance needs to be improved as
well as the high losses associated with poor packaging. Fourth,
inconsistent grading of fruit needs to be replaced with better
practices. Fifth, deterioration of appearance and shelf life of
Maltese oranges needs to be improved through refrigerated storage and
transport. Finally, because of increasing international citrus trade
thrcughout the world, increased sophistication of marketing and
distribution of Maltese oranges is necessary.

Government policy changes which may improve export potential include
first, the possible creation of a collective sales agency to increase
the efficiency of sales transactions instead of having each exporter
making separate sales agreements. Second, because of keen competition
for Maltese exports by the domestic market, especially at the end of
the season when prices are highest, government policies need to
encourage diversifying current production to other fruit products and
maybe even to import other fruit. Lastly, more flexibility needs to be
allowed in retail price margins, especially for perishable products
such as citrus.

Part B. Citrus Export Marketing Analysis
WORLD MARKET CONDITIONS .

Total world production of oranges, tangerines, and mandarins averaged
46 million metric tons over 1980 to 1986. The United States is the
largest orange producing country with approximately 18% of world
production. Spain, Italy, and Mexico are the next highest producers.

An average of 5.2 million tons of oranges, tangerines, and mandarins
enter the world market each year with Spain accounting for 30% of world
trade. Morocco, Israel, and the United States follow. World exports
of oranges account for 11-12% of total production.

Maltes . orange production and exports are extremely small when compared
to world specialty orange output and trade and especially when compared
to all citrus output and trade. While citrus is utilized both in
processing (ready-to-serve and frozen concentrate juices) as well as
fresh consumption, this report concentrates only on fresh markets.

In the United States market, Florida and California account for 70% and
28% respectively of citrus production. Florida produces primarily
Navel and Valencia varieties of oranges and California produces
primarily Navel. About 75% of the fresh oranges sold in the United
States are produced in California, but Florida produces about 94% of
the oranges for processing.

Specialty oranges grown in the United States which may compete with the
Maltese include tangerines, tangelos, honey tangerines, temples, and K-
earlies. Total U.S. specialty orange production in 1986 averaged 1.2
million pounds. Florida is the leading specialty orange producing
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state, but much of the production is used for processing. On average,
fresh utilization of specialty oranges is nearly half of production.

U.S. marketings of fresh citrus start in September, peak in December,
fall off in January and February, peak again in March, and decline
sharply in June. The first peak occurs when Florida comes into full
production and the second peak occurs when of California comes into
full production. Thus, Maltese oranges may be brought into the market
in January and February when the U.S. market is less saturated.
Florida specialty oranges follow different peak schedules. Tangerines
and tangalos peak in December, Temples peak in January, and K-earlies
peak in October.

Tunisian imports would miss the highest seasonal prices if they were
imported into the U.S. in January and February when U.S. prices are
only at intermediate levels. U.S. prices generally are much higher
early in the seascn, but prices for both round and specialty oranges
are quite variable. In general, the prices of specialty oranges in
Florida are lower than in California. Coinciding seasonality is a
significant obstacle to Tunisian exports capturing part of the citrus
market. .

U.S. citrus imports have been increasing recently with 73,560 metric
tons imported in 1986/1987. Imports came primarily from Latin America
(Mexico), Israel, and Spain all of which accounted for 90% of imports.
Spain greatly expanded exports to the U.S. in the past several years
and has obtained 30% of the U.S. import market.

In contrast to the U.S., Canada is totally dependent on citrus imports
to meet domestic demand, and imports have been increasing recently.
The U.S. accounts for 70-80% of Canadian imports, but Japan, Morocco,
and Spain are also significant.

Consumption of oranges, tangerines, and tangelos in the United States
has been fairly stable at 6.1 kg per person over 1983-1986. However,
total citrus consumption in Canada averaged 27.4 kg per person in 1982-
1984 and has been increasing significantly.

The U.S. imposes import duties of $0.01 per pound on citrus imports
except for Caribbean Basin Initiative countries which pay no import
duties. Some developing countries, not including Tunisia, pay a $0.00:
per pound duty. Canada imposes no import duties.

In order to import into Northeast ports in the United States, oranges
must undergo cold treatment before entry. No such phytosanitary
regulation exists for Canada.

About three quarters of fresh fruits and vegetables in the U.S. are
sold in supermarkets with foodservice accounting for almost all of the
remainder. Although terminal markets have become increasingly less
important in the United States and to a somewhat lesser extent, in
canada, they still play an important roie in importing and distribut:rng
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foreign produce. Supermarkets rely primarily on wholesalers and
importers at terminal markets at major ports of entry.

EEC countries may be attractive targets for Tunisian export expansion.
Per capita consumption averaged 28.9 kg per person in 1985/1986 which
is about twice that in the U.S. and about equal to Canada. Consumption
varies greatly between countries. Lower transportation costs to
European countries along with high consumption may make those markets
more attractive than North American markets.

The EC has a complex system of tariffs. If the entry price for citrus
falls below a prede.ermined reference price, a variable duty may be
applied along with a customs duty to bring the price up to the
reference price. Common customs tariffs are applied in the range of
0.8% to 4.0% depending on the season. Quality restrictions also apply.
Some in the industry believe that a European quota of 28,000 tons will
be applied to Maltese oranges beginning in 1992, the anticipated year
of total Eurupean economic unification.

NORTH AMERICAN MARKET ANALYSIS

Due to the lack of domestic citrus production capacity, Canada imports
nearly four times the volume of fresh oranges as the U.S. The volume
of imports are quite vardiable from year to year and there is much
substitution among suppliers. Morocco recently entered the market in
1981 and increases its share of imports nearly every year. There
appears to be strong market opportunities for specialty oranges as well
as round oranges. Canadian demand for oranges during the time period
when the Maltese oranges are available for export (January to March)
could be strong enough to absorb a significant share of Tunisia’s total

export volume.

The U.S. has approximately 110 bearing acres of blood oranges which is
expected to triple in the next five years. However, U.S. brokers
report that domestic blood oranges are of low quality and would not be
likely to conpete well against a product like the Maltese oranges if it
was of high quality, juicy, and blemish-free.

Many North American citrus industry participants felt that a strong,
albeit limited, market exists for blood oranges in the U.S. if the
oranges are marketed as a specialty, high quality product. Current
market opportunities would lie mainly with small specialty produce
outlets and upscale metropclitan restaurants.

Importers felt that promotion at the distributor and consumer levels
would be required perhaps at a cost as high as $75,000 to $100,000 per
year. Price discounts and point of purchase displays would also be
needed. The most important type of promotional materials indicated
were price cards.

Without exception, importers indicated that they would handle tne
product on consignment terms only. After two or three years, FOB sales
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ray be possible. Container loads of 1000 cartons are the minimum
anount that would be of interest.

U.S. importers indicated that the most desirable orange sizes would be
cetween 56 and 88 count (per carton) with as much blood color as
possible. Cardboard crates would be better for shipping than wire
bound wood crates because the use of wooden crates increase product
damage and cardboard crates facilitate the U.S. inspection process.
Improving the appearance of shipping cartons would also increase
marketing potential. Brokers were not interested in secondary consumer
packaging. While in transit, crates with both netting and bhanding

should be used.

One constraint which was identified by broker/importers in importing
Maltese oranges was the 5 of 6 day delay required for federal
inspection of the product upon entry into the U.S. but this might be
resolved with on-sight inspection at the point of origin. Also, ten to
sixteen day cold treatment of imported citrus is necessary to control
the Mediterranean fruit fly. However, it may be possible to perform the
treatment on board ship during the 3 week transit time. Quality may be
negatively affected by cold treatment and needs to be further explored
for the Maltese variety. Shipment in containers holding 1000 4/5
bushel cartons is necessary for the required cold treatment, but some
U.S. brokers felt that no U.S. markets could absorb an entire container
before product deterioration set in. One further constraint is that,
by federal regulation, fresh citrus cannot be imported into any citrus-
producing state or one that borders a citrus producing state.

Virtually every importer interviewed indicated a willingness to import
Tunisian Maltese oranges under certain conditions, for example, under
consignment sales.

CONCLUSIONS AND MARKETING STRATEGIES
The following conclusions can be drawn from the preceding analysis.

1. Given likely difficulties and costs of entering North American
markets, first priority should be given to expansion in European
markets.

If production levels were increased to the level that export quantities
could be sustained to non-French markets, the first priority should be
for export expansion in European countries adjoining France which would
be less costly than exporting to North American markets.

2. As a secondary strategy, develop and expioit special market niche
opportunities in Canada and perhaps the United States.

Although the costs of entering the U.S. and canadian markets are high,

consumer tastes for high quality and exotic fruit may be strong enough
so that high market niches for most volumes of Maltese oranges may
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possibly be developed.

3. Whichever market is ultimately selected, quality improvement is
essential.

Uniform quality of export shipments is essential as well as durable and
attractive packaging. Cooling facilities in packing houses and
refrigerated transportation are necessary.

4. Promotional activities must accompany all export activity.

Promotion should be directed to buyers and distributors in the trade
because export volume would probably not be sufficient to justify
consumer level promotion. Displays at produce trade shows in European
countries should have first priority.

5. Extend the harvest season.

The harvest season for Maltese oranges should be extended through
development of early and late varieties, use of chemicals to hold fruit
on trees longer, and use of refrigerated storage. This would
especially facilitate taking advantage of the holiday season market
opportunities in Europe.

STRATEGIC ACTION PLAN FOﬁ ~TITRUS

Tunisia must develop a plan to reduce the cost of production and
distribution of the Maltese orange as well as develop a strong quality
image of the product and its packaging. Lower cost and a higher
quality image are essential for competitiveness. The elements of this
plan include production technology, market quality, and export
expansion.

Production Technology:

l. Use only disease free nursery stock.

2. Develop individual irrigation systems.

3. Improve pruning practices.

4. Invite in an expert consultant on pruning, pest control, soil
management, windbreaks, and variety selection.

Market Quality:

1. Eliminate the restriction on importation of quality packaging
materials through greater use of the offshore export licensing
arrangement.

2. Impose strict grading controls on export shipments.

3. Conduct experiments to determine the quality and cost
implications of using precooling equipment in all packing sheds and of
using refrigerated transport equipment for exports.

4. Eliminate the fixed wholesale and retail margin on domestic
sales of citrus products.
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Export Expansion:

1. Give first priority to developing European markets.

2. Establish a budget and a system for promotion in target markets.

3. Develop and exploit market niches in canada and perhaps in the
United States tor limited volumes of high quality fruit.

4. Extend the harvest season.
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REPORT SUMMARY
EXPORT COMMODITY STUDY
WINE

I. INTRODUCTION

World wine markets have experienced a period of substantial stress and
adjustment. Stagnating or falling consumption combined with continued
increases in production have been placing downward pressures on prices in
many countries,

The growing imbalance between supply and demand in the world market can
be traced to changes in consumer tastes and preferences in a few key
countries, particularly Italy and France. In each of these countries the wine
market has shrunk by about 10 million hectoliters over the last 20 years.
Increased urbanization, the aging of the population, concerns about the health
implications of alcohol, and a shift in preferences to other alcoholic
beverages, such as beer, or to non-alcoholic beverages, have had a dramatic
impact on wine consumption in major wine consuming countries. At the same
time, growing incomes have resulted in a shift in consumption patterns
worldwide away from cheaper, low quality wines towards more expensive high
quality wines. Producing countries have responded to this trend, particularly
the major exporters. In the early 1970's, quality wines accounted for less
than 25 percent of total production in the European Community. In recent
years the share of quality wines has risen to over 30 percent.

In a world of increasing production and declining consumption, the North
American market has been a relative bright spot for producers and exporters.
The wine market in the United States expanded rapidly in the early 1970's.
With an annual average consumption of 20 million hectoliters in 1981/85, it is
the largest non-European market and accounts for seven percent of world
consumption. The Canadian market has also increased in size, although with an
annual consumption of roughly 2.3 million hectoliters it accounts for less
than one percent of world consumption. In recent years, even the North
American markets have begun to show signs of saturation. Total wine
consumption in the United States declined in 1987 and 1988, and adult per
capita consumption of table wine has been decreasing since 1982.

II. DOMESTIC ISSUES

The Government of Tunisia (GOT) has an ungoing program for agricultural
sector structural adjustment. Priority has been given to the promotion of
agricultural exports. Wine was one of five export commedities chosen for
analysis in 1988/89 under the GOT/AID Agricultural Policy Implementation
Project.

The Tunisian wine/grape industry has been in a state of prolonged
decline since Indeperidence. In order to restore the viability of the
industry, improve export potential, and increase its concribution to the
national economy, &¢ number of domestic measures are required tc improve
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production practices, wine quality, and product presentation. These essential
measures are as follows:

1.

Improve wine grape production practices. Tunisia needs to improve the

quality and consistency of the basic raw material for wine-making.
Improvements in grape production should be made through the gradual
abandonment or removal of low quality vines and the establishment of new
vineyards on suitable hillside soils. Policies and procedures are needed
to make supplemental irrigation water available on a regular basis. The
use of irrigation for wine grepes needs to be expanded in order to
stabilize grape yields, and ensure product quality.

Increas ce i ves. In order to exploit the sames opportunities
which exist in domestic and foreign markets, profitability of the industry
needs to be improved. Better production practices are one element in
improving profitability; the other is to improve price incentives.
Incentives should be increased through: (i) eliminating the GOT/ONV
practice of fixing prices and processing margins through administrative
fiat; (ii) eliminating the practice of using tax revenues from domestic
sales to cover losses of public sector wine producers; and (iii) changing
the ad valorem tax on domestic sales to a lower flat rate tax per bottle,.

Develop a domestic wine productjon and marketing plapn. Several steps are
needed to improve domestic wine production and increase the efficiency of
wine marketing. These steps are important in improving wine quality both
in order to expand exports and to develop the domestic tourist market.
Sales to tourists is an area in which Tunisian wines have a clear
competitive advantage. To exploit this advantage and to develop exports
wine quality, product uniformity, and presentation must be improved.
Essential components of a production and marketing plan for wine are:

(1) redefine existing AOC wine regions to identify more clearly quality
characteristics; (ii) consolidate the number of wine brands into a smaller
number; (iii) eliminate excess wine-meking capacity by closing obsolete
state-owned wineries; and (iv) encourage cooperatives and private wineries
to market their products directly, rather than requiring that ail wines be
marketed through the ONV,

The remainder of this report summary emphasizes the export marketing

analysis for North America and suggests a strategy for exporting to North
American markets.

III. MARKET PROFILE OF THE UNITED STATES AND CANADIAN MARKETS

The major factors influencing wine consumption and imports in the United

States are as follows:

¢

the United States is a price and income sensitive market for wine:

the most popular price range for sales is $2.76-$4.25 per 750 ml.
bottle;

the most important wine consuming groups are households with incomes of
more than $35,000 and persons aged 30-49;
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¢ advertising, especially television advertising, is important and tends
to be used more for imports than domestic wines;

¢ the complexity of government regulations for wine sales at both federal
and state levels means that there are substantial advantages for
exporters in working through established importers and licensed
distributors.

The growth in the Canadian market has also slowed in recent years.
Major highlights of the market profile in the Canadian market are as follows:

¢ consumer preferences are changing away from red end rose wines toward
white wine;

¢ consumption is concentrated in the most populated provinces (Ontario and
Quebec in the east, and British Columbia and Alberta in the west);

¢ Canadian wine imports are dominated by white French table wines;

¢ imports have become more expensive with the depreciation of the Canadian
dollar.

An important point regarding the Canadian market 1s that government
regulation is much stronger and more pervasive than in the vuited States
market, and is a key factor in marketing wine in Canada.

IV. MAJOR FACTORS IN MARKETING TUNISIAN WINE

In assessing the marketing potential and appropriate strategy for
Tunisian wines, it is important to evaluate product characteristics and their
relationship to the North American market. Consumer acceptability is a key
issue in the pricing and positioning of wine in the market.

A. Consumer Acceptability

Wine is probably one of the most complex products to market. Not only
is it highly differentiated, but its success or failure in the marketplace is
determined by numerous subjective consumer factors which are constantly
changing. First, there are the perceived characteristics of the product in
terms of color, aroma, and taste. Second, there is the presentation of the
product, in terms of bo.tling and labeling. Finally, there are the
perceptions that may exist through knowledge (or the lack of it) about country
or reglion of origin.

It is difficult to s:z3ess these factors completely without exhaustive
market research, but in order to provide a preliminary assessment of major
consumer perceptions two taste tests of Tunisian wines were conducted in
Ithaca, New York under controlled conditions. The first was on July 7 and the
second was on July 22, 1988. Ithaca, New York is not a "typical” small town
of 50,000 people. It has two universities. one of which is a major
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international research university. The population is younger, better
educated, and more affluent than the national average. Because of these
characteristics it contains a large proportion of wine consumers. It is
therefore a good location to assess the acceptability of Tunisian wines among
an important group of potential consumers of these wines.

The first tasting was a blind tasting in which invited participants
compared Tunisian red and rose wines against selected wines from France,
Spain, and California, without prior knowledge of the country of origin.
These competing wines are priced in the eastern United States at between $3.99
and $5.99 per bottle. Participants included five wine experts and seventeen
residents of the United States. The non-expert U.S. group was comprised
primarily of researchers working on various aspects of the Tunisian export
study project and their wives. The objective of the tasting was to determine
the acceptability of Tunisian wines in comparison to other wines commonly
drunk by United States residents. Competing products were chosen as wines
somewhat similar in character and vintage to the Tunisian wines, in a price
range at the lower end of the premium wine price band. It was thought that
this price band would be the most likely for sales of Tunisian wines in the
United States. The wines included in the tasting are shown in Appendix 1.

The experts scored both rose wines, on average in the "dislike" range,
with the results heavily influenced by one who believed Wine A (a French Rose)
to be oxidized. Comments by the experts indicated that both rose wines were
too old to have the characteristics normally associated with a pleasant rose
wine. The experts were most favorably impressed with Wine H, a Spanish red
wine. Two Tunisian reds: Prestige Lamblot, Coteaux d'Utique, 1984 and Pinot
de Tunisie, 1983 scored well and were clearly judged to be comparable in
quality to the other reds tasted.

United States residents in the tasting were comprised of 9 females and 8
males. Three participants estimated that they drank fewer than 12 bottles per
year (the approximate per capita United States consumption) while nine
participants indicated they drank more than 65 bottles per year (approximately
50 liters, or the approximate per capita consumption of traditional heavy wine
consuming countries such as Spain and Argentina). United States residents did
not find either rose wine to their liking, and gave the highest average score
to Wine F, a California wine. The non-experts rated Prestige Lamblot highly,
but also rated Pinot de Tunisie and Coteaux de Carthage, 1984 as acceptable.

These scores reveal that, when the experts and United States residents
were confronted with tastes comparisons which could not be influenced by
product presentation or knowledge about wines regions or the origin of the
wines, Tunisian wines were judged to be about equal in preference to the
competing products. Except for a rather clear preference for the Spanish
among the experts, and the California wine (the most expensive wine among the
non-Tunisian wines tasted), consumer acceptance of the wine based on taste
preference alone appears to be a neutral factor in the marketability of che
three Tunisian red wines tasted.

At the second testing, the participants were primarily local members of

the American Wine Suciety. This group includes individuals who can generally
be characterized us having a significantly above-average knowledge of wine.
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They are a high income group and tend to be habitual consumers of wine. 1In
this tasting, participants were served Tunisian wines in their original
bottles so that the origin of the wine and the presentation (labeling,
bottles, corks) were clearly evident. In addition, other persons (guests,
other rescarchers working on the Tunisian study, etc.) were present. The same
scoring system was used as for the blind tasting.

The results of the tasting reveal that the red Tunisian wines were
generally well-received, as was the Blanc de Blanc. The Tunisian rose wines
were rated below average, as in the blind tasting. The Pinot de Tunisie
(1983) was particularly well-regarded, scoring high marks with the frequent
consumer group of the tasting panel. As in the earlier tasting the Prestige
Lamblot received high marks. Several individuals rated the Coteaux de
Carthage highly, but the scoring of this wine was highly variable. Subsequent
investigation showed substantial variability in quality across the bottles
sampled, an issue which is taken up again below.

The Wine Society group was asked to specify a price that they would be
willing to pay for each of the wines sampled. The average prices for the reds
were in the $5-$6 range, about the range for some of the lesser French AOC
wines. This is somewhat higher than the price raage which the authors of this
report would recommend, but this result tends to suggest that with appropriate
marketing Tunisian red wines could find a market niche in the United States.

B. Presentation

Because of the subjectivity involved in wine consumption the visual
image of the product is an extremely important factor in North America
markets. The condition of the bottle, label, cork and seal are extremely
important. Consumers interpret these as primary indicators of quality. They
can be crucial factors in whether the product achieves first purchase, and
hence whether the consumer actually has the opportunity to evaluate the
product itself. The bottles of wine which we received as samples for our
tastings were examined carefully.

One of the immediate characteristics apparent was that the labels on
most of the bottles suffered from one or more of the following defects:
wrinkling; crooked; glue on edges; peeling. These are problems which create
an unfavorable impression with potential consumers. The quality of labeling
must be improved if Tunisian wines are to be sold at remunerative prices in
North America.

The design of wine labels is important. Since French wines have a
favorable image in the United States, it is desirable that labels should
continue to be in French, but several need to be simplifiec. North American
consumers both appreciate and expect information on wine, particularly for
those wines with which they may not be familiar. It would be desirable to
have a small label on the back of each bottle in English with information
about the origin of the wine (wine region, variety, etc.) and lits serving
characteristics. A number of the labels were relatively "cheap" in their
appearance. A designer, familiar with U.S. packaging preferences, needs to
work on these labels. Better quality materials need to be used for labels.
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The labeling of Tunisian wines needs to be improved to increase their chance
of success in North American markets.

Examination of the bottles revealed several examples of chipped necks.
There were many loose-fitting and substandard corks. It is clear that higher
quality bottles and corks need to be obtained for the export market. Finally,
the color of some of the wines suggested premature deterioration. This could
be due to the quality of the corkage, but may also reflect problems in the
distillation, bottling or aging process. Rigorous inspection and better
quality control of bottles and their contents will be crucial if Tunisian
wines are to create a permanent and profitable niche in the North American
market.

C. Distributional Characteristics and Needs: The United States

The distribution system is three-tiered in much of the United States.
This means that it is mandatory for a wholesaler to act as an intermediary
between the producer (supolier) and the retailer. As a practical matter, an
importer is often added to the distribution system for imported wine. The
importer handles such matters as label clearance through BATF, import
arrangements and customs clearance. The importer also serves as a contact
with the numerous distributors that may be required to move a sufficient
volume of wine to make imports profitable.

Tunisian exports to the United States have been handled until recently
through an exclusive agreement with Carthage Imports of Kingwood, Texas. This
company has specialized largely in importing hand-made Tunisian craft items
such as terra cotta, ceramics, baskets, tile panels, and carpets. The company
attempted to distribute Tunisian wines in several states in the Southwest
(Arkansas, Louisiana, and Oklahoma), and in California. Carthage Imports
presented Tunisian wines at the major trade show, the Wines and Spirits
Wholesalers of America annual convention in Boston in April, 1988.

Carthage Imports had considerable difficulty in finding distributors
willing to handle Tunisian wines. Some wines deteriorated in storage. and the
quality of labeling and presentation were found to be a severe handicap in the
U.S. market. The prices of the wines ($8.40 per case for Chateau Mornag,
$10.80 for La Reserve red, and $10.80 for Pinot de Tunisie, all F.0.B. Tunis)
were too high to attract distributors given the current presentation of the
wines according to Carthage Imports. In California, the company attempted to
offer a tie-in package, in which German, Californian, Australian, and Tunisian
wines were offered to distributors as a package. The Tunisian wines were
consistently rated as the bottom choice among potential distributors, and were
not judged to be acceptable, largely on the grounds of presentation. The
management of the compzry has complained of not being able to obtain timely
samples of the wines for use in their efforts to expand distribution.

In August 1988, Carthage Imports sent a letter and a report to the
Director of the ONV indicating that they could no longer handle Tunisian wines
without more support in the form of promotion and improved product
presentation. At the present time, to the best of our knowledge, Tunisian
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wines are not marketed by Carthage Imports or any other importer in the United
States.

The authors of this report are in no position to assess the validity of
the complaints made by Carthage Imports about the cooperation it received from
the ONV in its marketing efforts. Certainly the firm’'s observations about the
quality of product presentation are consistent with our own. As stated above,
it is vital that this problem be resolved if a renewed effort to market
Tunisian wines is undertaken in the United States. It also important to note
that Carthage Imports is not a firm which specializes in wine marketing, and
may have been limited by its lack of experience and contacts in attempting to
expand the distribution of Tunisian wines. This raises the issue of what
alternative organizational arrangements could be used if a decision is made to
renew efforts to establish a market for Tunisian wines in the United States.

1. Organizational possibilities

The following options are open to foreign wine producers, as shown in
the matrix in Table 1.

Table 1. Matrix of Organizational Alternatives

A. U.S. B. Importer

Bottled Distributor C. Distributor
Entry cost L M-H H
Short-term M L L
revenue potential
Long-term L H M
revenue potential
Probability of M L-M L

success

H=high; M=medium; L=low.

Alternative A. Importation ip bulk with bottling in the Upnited States
by the importer.

This method is advantageous if a supplier can find the right lmporter
since this individual will supply all the marketing services needed. The
major disadvantages are that a high volume of a uniform product is typically
required and if the product is successful most of the financial returns are
likely to accrue to the importer.

94



Alternative B. PBottled imports with Importer-Distributor-Retajler
chain.

This is the most traditional route. The importer assumes the role of
contact for distributors who usually operate in a single state. This approach
needs substantial financial support for each brand exported, in order to get
label clearance, and for promotion and advertising, in order to move a
sufficient volume. The start-up costs are high and there is a low short-term
payoff, but a higher potential long-term payoff.

Alternative C. Bottled imports with Distributor-Retailer chair,.

This requires an agent in the United States, who develops contacts with
distributors, advertising firms, and the wine industry, etc. There is a
start-up cost in terms of travel, especially in building contracts with
distributors. An existing importer has much lower costs in getting
distributors to handle new brands.

For Tunisian wines the following characteristics are important:

-- There are numerous labels (brands) and imports of these would involve
small volumes. This makes start-up and marketing costs per unit high;

-- Tunisian wines have no existing image with consumers in the United
States. Their apparent "Frenchness" may help to give them an appearance
of quality, but among knowledgeable consumers North African wines are
generally associated with low price and quality;

-- There is no existing distribution system for Tunisian wines in the
United States.

All these factors suggest that the Importer-Distributor-Retailer chain,
Alternative B, is likely to be the most successful option for marketing
Tunisian wines in the United States. It involves higher costs and lower
returns, at least initially, but has the potential for the greatest long term
gains.

In terms of contractual arrangements, where there is a history of
business between an exporter and importer, credit can be extended to the
importing firm. The French, for example, frequently have such an arrangement
and even operate a credit agency with this function in the United States.
Other exporters, particularly where there is nc existing business relationship
with an importer, will send a letter of credit when the wine is shipped and
require immediate payment. This is the system that will proubably be needed
for Tunisian wines.

Several distributors and importers were contacted by the authors in
major cities such as New York, Washington, and Houston, as well as in some
minor cities such as Rochester, New York. Our experience was that
distributors are not enthusiastic about handling the product. However, we did
discover one firm which appears to meet the necessary organizational
requiiecments indicated:
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Exquisite Tasters International
233 E. 69th. Street, Suite 1-B
New York, NY 10021-5414

Tel: 212-517-7540

Contact: Dr. Edwin Fondo

Dr. Fondo, a native of Southwest Africa, was aware of Tunisian wines,
and is interested in importing them. He is highly regarded by knowledgeable
individuals in the wines and spirits trade. He handles various wines,
including several from France aad Australia. He has warehouse storage,
enabling rapid response to orders. Dr. Fondo would require an exclusive
agreement to handle Tunisian wines in the U.S. market. He has also indicated
that he would need considerable promotional backup from GOT, and that in order
to interest distributors in new brands the exporter margin must be low
initially. These requirements, mirrored by comments with other individuals in
the trade are part of the necessary up-front investment in a successful long-
term marketing strategy. We recommend that the GOT explore the pussibilities
of establishing a commercial relationship with a specialized and experienced
importer like Exquisite Tasters International to handle its wines, if a
decision ts made to renew efforts to market Tunisian wine in the United
States.

2. Margins and Pricing

The issue of pricing of Tunisian wines in the U.S. market is critical,
not only from the perspective of whether these wines are likely to sell, but
also whether Tunisia would find it profitable to ship wines to the United
States. There are a number of elements to be taken into account in estimating
the likely sales price and returns.

In terms of product pricing, based on our observations of the product,
the results of tastings, and consultations with those in the industry we would
suggest that Tunisian wine should be priced in the $3.00 - §5.00 per bottle
price range. This will place it in competition with "fighting varieties”
($4.00 - $5.00/bottle American produced Cabernet, etc.) and lower-priced
premium wines from France, Italy, Spain, Argentina, and Chile. This price
range includes the less well-known French AOC wines as well as many Italian
DOC wines. However, in order to be successful in this price range it will be
essential to improve the presentation of the wine, improve and maintain
consistent quality, and work with importers-distributors-retailers on the
establishment of an image for Tunisian wine.

The establishment of an image will require the preparation of good
promotional materials developed by government (using recognized public
relations experts in the American market), the use of trade shows (e.g the
Wine and Spirits Wholesalers of America), the exploitation of wine and food
exhibitions, contact with wine tasting groups, etc. It will also be necessary
to generate good will and product awareness by sponsoring trips to Tunisia for
potential importers, distributors, retailers and wine writers, etc. It 1s
recognized that Tunisia will never be able to compete with some other
countries in terms of media advertising, but Tunisia must be willing incur
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significant expenditures in order to promote its wine image. A few favorable
articles in the press, and the interest of a few key wine industry individuals
in handling and selling the product could make the difference between failure
and success.

D. Distributional Characteristics and Needs: Canada

The observations made above about presentation (labels, corks etc.) hold
equally for the Canadian market. However, a major difference derives from the
degree of government control of the distribution system. Bureaucratic control
means that the time required to introduce a product into the market is far
longer than in the United States. It can take several months to obtain a
listing for a product through a provincial Liquor Control Board (LCB), and for
the product to finally appear in the store. In Ontario, for example, less
than 800 imported wines were listed by the Liquor Control Board in 1986,
compared to almost 700 domestic wines. Only British Columrbia lists a large
number of imported wines (over 1,100). There is often little incentive for
LCBs to seek out imported wines with a good quality/price ratio, and in some
cases there are strong incentives to impede the sales of such wines. The
Canadian market is fairly small. Only Quebec and Ontario have populations
vith wine consumption levels which are large enough to justify much effort in
trying to establish a presence in the market. The opportunities for expanding
sales of Tunisian wine in Canada on a profitable basis are severely limited.
One possible exception is Quebec, where the affinity with French wines is
strongex. Most of the top selling red wines in Quebec are French, unlike in
Ontario where Italian wines are significant. The liquor board in Quebec lists
more imported wines than Ontario (over 900, compared to less than 800). It
might be possible to realize a limited volume of sales in Quebec by puofiting
from the French image of Tunisian wines.

V. STRATEGY FOR MARKETING TUNISIAN WINES IN THE UNITED STATES

Several steps are necessary in order to be successful in developing
profitable sales of Tunisian wines in the United States:

1. Control gquality

Tunisia must improve its quality control for wines and their bottling.
Export standards need to be set and enforced. Consultants, familiar with the
North American market, need to be engaged to work on improving product
presentation, particularly labeling. Better quality materials, especially
bottles, corks, and labels need to be used for export products.

2. Establish contacts

Tunisian exporters, and their representatives with English language
capabilities need to attend U.S. wine industry trade shows, such as the Wine
and Spirits Wholesalers of America annual meeting, on a regular basis in order
to establish contacts and build relationships with importers and distributors,
and to increase the visibility of their product.
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3. Develop a regional strategy

Through such meetings and related travel, industry representatives need
to select an importer to develop a regional strategy for marketing Tunisian
wine. Promising areas geographically could be the Southeast and Southwest,
although regional emphasis would have to be worked out with importers and
distributors. Sales to ethnic restaurants may be a possibility in some areas.

4, omote Tu ] wines

Undertake promotional activities to support the marketing activities of
importers, for example, through advertisements in wine magazines such as the
Spectator, the preparation of high quality publicity material on Tunisian
wines and their distribution through importers, wholesalers and retailers, and
the use of knowledgeable individuals to organize tastings and to present
Tunisian wines to the trade as well as to consumer groups, such as wine
associations or tasting societies.

5. Target visits

Selected wine writers and representatives of the trade should be invited
to visit Tunisia for an organized program of activities to observe the wine-
producing areas first hand, to increase their knowledge of the characteristics
and quality of Tunisian wines, to build good will, and to generate favorable
publicity for these wines in the United States.

6. Adve se

Tunisian exporters should employ a limited advertising campaign in
selected target markets to support the promotional activities of importers and
distributors. Such a campaign would be based on newspapers and magazines
(possibly radio spots) rather than expensive television advertising.

If Tunisia continues to maintain the levels of production of AOC, VDQS
and superior wines indicated in this report, and maintains its exports of
these wines to Western Europe, possibly 50 to 75 thousand hectoliters of
quality wine would be available for potential export to North America. It is
extremely unlikely that such a large volume of wine could be sold profitably
in North American markets. A realistic sales target would be between 7.5 and
11.5 thousand hectoliters for the U.S. market and 1 to 2 thousand hectoliters
in Canada, primarily in Quebec. Although, given the particular difficulties
of selling in the Canadian market, primary emphasis and the higher probability
of success must be attached to the U.S. market. A summary of projections is
shown in Table 2.
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Table 2. Projections of Potential Sales, Revenue, and Advertising Expense

Year Sales Revenues Direct
goal advertising

(000 cases) ('000 dollars)

1989 15 172.5 22.5
1990 35 402.5 52.5
1991 60 690.0 96.0
1992 85 977.5 127.5
1993 100 1.150.0 150.0

Total 295 3,392.5 442.5

This sales target was established on the basis of current penetration of
the North American market by countries which sell wines comparable to those
from Tunisia, and use a level of resources to market their product similar to
that indicated above. These countries had shipments to the U.S. market in
1987 of roughly 14 thousand hectoliters (Romania and Bulgaria) and 8 thousand
hectoliters (Argentina). Argentina, in particular, has products which are
similar to Tunisia’'s and has achieved its current level of market penetration
by selling reasonably-priced, well-presented wines of good quality.

Should Tunisia be able to duplicate the success of these countries, the
gross revenues from sales of the magnitude given above would be in the range
of $1-$2 million annually (based on prices of F.0.B. Tunis of $10-$13 per 9
liter case). A reasonable sales goal in the first year of a sales effort
would be 15 thousand cases, reaching perhaps 100 thousand cases in 5 years.
In order to achieve this volume of sales it is estimated that advertising and
promotion expenditures of $1.50 per case will be required. The advertising
costs of a five year promotion program would be over $440,000.

In addition to these expenditures, additional outlays would be incurred
during the first year or two of a sales campaign. These would be needed to
cover travel for Tunisian sales representatives in the United States and
Canada, promotional visits to Tunisia, the development of improved promotional
material, and paid publicity through trade magazines and trade shows. The
start-up expenditures over the first two years of the sales campaign would
probably total $500,000. This level of commitment would be required, plus
additional domestic expenditures to improve the presentation of the product
(improved labels, bottles etc.), in order for Tunisian wines to make any
significant inroad into the North American market.

Based on the wines that were available to us for tasting and evaluation
(see list in Annex C, exhibit 3), we recommend Prestige Lamblot, Coteaux
d’'Utique and Pinot de Tunisie as the two initial wines to be targeted for
export to North America. Too few bottles of Chateau Mornag, Grand Cru Mornag,
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were made available to us for thorough evaluation, but based on the authors’
subjective tastings, this wine also merits consideration.

Given the growing preference for white wines in North America, and the
predominance of rose wines in Tunisian production, consideration was given to
the Muscat brand, and to the rose wines, La Reserve and Ciairet de Bizerte.
The Muscat lacked the complexity and acid balance needed for a premium wine in
the selected price range, and the rose wines were generally sub-standard. It
should be noted that the roses we received, which were from the 1985 and 1986
vintages, are too old for market acceptability in North America, where the
preference is for young and fresh rose wines. Should Tunisia be successful in
establishing a presence in the U.S. market, it might be possible to develop
new export products, such as blush wines from existing grape varieties.
Tunisia should not compete in the U.S. cooler market, because of the extremely
low-cost wines which are used in this product. Tunisia’s first priority must
be to improve the quality of its existing wines in order to find a profitable
and secure market in the United States.

Ultimately, success in promoting sales of these wines in the United
States will depend crucially on selecting the right distribution arrangement.
It is the authors' belief that the importer-distributor system described above
offers the best prospects for success. As indicated above, it is likely that
the importer will demand an exclusive agreement to market the product. It
will be important to identify an importer with superior marketing expertise, a
good location, strong sales network, and commitment to the product. Even if
such an importer can be identified, Tunisian wines will face stiff
competition. Many table wines of reasonable quality are now available for $10
per case (CIF). Given the highly competitive nature of the U.S. market, it is
our subjective assessment that the long-run probability of success in
developing a permanent and significant presence for Tunisian wines in the
United States through the importer-distributor system of marketing is only of
the order of 25 to 50 percent.
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Appendix 1.

WINE SCORE NOTES

Blanchard Rose D'Anjou, 1984 (France)

B Chateau Mornag Vin Rose, 1986

c Prestige Lamblot Coteaux d' Utique, 1984

D George Duboeuf Cotes du Rhone, 1986 (France)
E

Pinot de Tunisie, 1983

F Sonoma Coiinty California Old Wine Red

Coteaux de Carthage, 1984

H Torres Coronas, 1984 (Spain)

BTl Hedonic Scorecard and Checklist

Disike exremely 8.9 /=2 ~-r
b Dislike Strongly 6-7 Neither Like or Dislike 10-14 _/z Tnn
» Dislike Shgnitly 1243 /2 Zyeren

Agecoility Citaiion (likely 0 IMProve 2 or more noints with age)

1ecklist of Characterlsiics for Reference in Note Taking

P

tmmtt st ma. .

oeorence. Cerbonation, Fregrance. Intensity, Grepe Essence. Heglth Aicohol. Acic. Swe
?rness. Aftertcste, Boicnce, Styie, Compiexity/Simplicity. Reminiscent of __ Chonges ..o~

|
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THEME THREE

SUBSIDY REDUCTION:
IMPACT ON SUPPLY AND DEMAND
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INTRODUCTION: PRICE POLICY IN THE FRAMEWORK .OF THE AGRICULTURAL
STRUCTURAT. ADJUSTMENT PROGRAM

As part of the Agricultural Structural Adjustment Program
(ASAP), implementation of which began in late 1986, the Tunisian
authorities undertook to phase out subsidies for three
fertilizers (ammonium nitrate, Super 45, and Super 16), 2,4-D
herbicide, certified cereal grain, and seed potatoes. These
measures were to be accompanied by ceveral other actions aimed at
bringing domestic prices of agricultural products into line with
their international prices.

The policy in effect prior to this program reduced the
relative prices of subsidized inputs, particularly of
fertilizers, to very low levels, but increased the outlays of the
Subsidy Fund (CGC: Caisse Generale de Compensation). Chemical
fertilizer subsidies came to 20 MD in 1985, accounting for 7 to
8% of all Subsidy Fund expenditures in recent years. The other
inputs are far behind fertilizers, with seed potatoes absorbing
2.3 million dinars (MD) from the Subsidy Pund, herbicides(l.6 MD,
and cereal seeds 0.8 MD in 1987. h

The ASAP calls for the gradual elimination of chemical
fertilizer subsidies over a five-year period, from 1986-87 to
1990-91; and of the subsidies for herbicides (2,4-D), selected
cereal seeds, and seed potatoes over a period of three to four
years, beginning in 1996-87. This calendar was slightly modified
after poor harvests in 1987-88, and in view of ths severe
financial limitations resulting from those harvests.

Eliminating subsidies will affect the allccation of
resources within the agricultural sector, use of inputs, supply
of the corresponding products, farmer incomes, and the
competitiveness of local as compared to foreign products. The
study on the impact of eliminating subsidies as part of the APIP
project analyzed the anticipated impact of these measures. This
study mainly addresses cereals and vegetable crops; these crops
are not, howaver, the primary users of subsidized inputs. This
report presents a summary of said study, highlighting the
principal results.

This report has three parts. The first addresses subsidy
policy and the use of subsidized inputs in Tunisian agriculture.
The second examines the impact of eliminating subsidies on farmer
incomes and on the economic and financial return of the main
subsidized products. The third part analyzes the impact of
subsidy elimination on the demand for subsidized inputs and
supply of the corresponding products.
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I. P E IDIZE

I-1. ROLE QF INPUT SUBSIDIES

Chemical fertilizers are the most highly subsidized inputs,
followed by seeds, and then herbicides and pesticides. ' Data for
1987 show that approximately 77% of the subsidies went to
chemical fertilizers, 17% to seed, and 6% to pesticides and
herbicides (see Graph I-1). Within the category of chemical
fertilizers, the most highly subsidized products are Super 45
(34% of the subsidies) and ammonium nitrate (approximately 30% of
the subsidies), followed by diammonium phosphate (DAP), which
receives 8.5%, and finally Super 16, consumption of which is
declining, which receives only 4.7%. Turning to seeds, 13% of
total input subsidies are earmarked for seed potatoes, and 4.3%
for cereal grains, four-fifths of which is for durum wheat.
Finally, in the category of herbicides, 5% of agricultural
subaidies are for broad-spectrum herbicides; as compared to 1%
for 2,4-D.

The total subsidy for the three categories of inputs came to
approximately 18 MD in 1987, accounting for 9% of total outlays
of the Subsidy Fund. This sum places chemical fertilizers,
pesticides and herbicides, and seeds at the same level of
compensation as oils, and far ahead of milk, for which the total
subsidy in 1987 came to 12 MD.

(a) Chemical fertilizer subsidies

Subsidies for the three main fertilizers (ammonium nitrate,
Super 45, and Super 16) surpassed 10.7 MD in 1981, and came to
some 12 MD in 1987. Subsidies for ammonium nitrate and Super 45
evolved in opposite directions. The price farmers paid for
ammonium nitrate covers an ever larger share of the cost, whereas
Super 45 subsidies have increased relative to cost. The subsidy
for DAP, which has come into use only recently, increased from
0.3 MD in 1986 to approximately 1 MD in 1988. We note that a
large share of the subsidies is financed by an 8% producer tax,
which in 1985-86 was equivalent to 11 and 17.5% of the subsidy
for TSP and ammonium nitrate respectively.

Overall, fertilizer subsidies are relatively small. This is
explained in large measure by the relatively low levels of
consumption. Maintaining the subsidies while at the same time
improving distribution, financing opportunities, and output
prices would require intensified use of fertilizer, which would
mean significantly greater outlays by the Subsidy Fund.
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GRAPH I-1

INPUTS SUBSIDIES IN 1987
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(b) Seed subsidies

Certified seed for durum wheat and barley is distributed
primarily by the Grain Board (OC: Office des Céréales) in
exchange for farmers’ grains. The exchange is made on the basis
of one quintal cof certified seed for a gquintal of marketed grain,
up to a maximum of 25 quintals. Over that amount, farmers can
exchange 1.1 quintals of regular grain for a quintal of seed, up
to 55 quintals. For any quantity greater than 80 quintals, the
purchase is made at cost. Beginning in 1987-88, the exchange has
been at the rate of 1 quintal of cereals for 1.15 quintals of
certified seed, up to 80 quintals, and at cost for any amount in
excess of 80 quintals. Subsidies for cereal seed vary depending
on the system of exchange. These subsidies increased from 0.6 MD
in 1981-82 to approximately 0.8 MD in 1986-87.

The subsidy for seed potatoes is quite significant,
increasing to 2.3 MD in 1987. The subsidy for imported seed
potatves is much greater than for local ones. In 1987, this
subsidy came to 2 MD for imported and only 0.3 MD for local seed
potatoes.

(c) Pesticide and herbicide subsidies

There are no subsidies or price controls for insecticides
and fungicides. Herbicides, however, are subsidized, and their
prices are controlled. In 1975 these subsidies accounted for
some 50% of the cost of the various products, for a total of .363
MD. This sum surpassed 1 MD in 1967. For the 1987-88 season,
the overall total of this subsidy was estimated at 1.6 MD,
accounting for 37% of the total cost. Subsidies for 2,4-D and
the broad-spectrum herbicides are larger than those for Illoxan.

The outlays of the Subsidy Fund for the input subsidies
studied here are relatively small. Nonetheless, the otherwise
desirable increase in the use of most of these inputs in the
future, and the probable increase in their prices, may well
create financial problems for the Subsidy Fund if these subsidies
are not eliminated. It is useful in this regard to recall the
case of cereal grain subsidies, which at first were quite small,
but which at present pose a major problem in the wake of price
increases for cereals and the increased demand for cereal-based
products.

In the cereals sector, the input subsidy policy combined
with price adjustments for cereal products has led to a major
fall in fertilizer prices in relation to the prices of cereal
products, as illustrated by the data in Table I-1. 1In effect,
from 1962 to 1987, the fertilizer price index increased at an
average annual rate of 2.25%, as compared to an increase in the
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TaBLE I-1

TRENDS IN PRICE INDICES poR CHEMICAL PERTILIZRERS
AND CEREAL PRODUCTS rRoM 1962-1987
(INDEX OF 100 IN 1980)

AP R A R P P R TR R R R R O e

---------
---------------
-----------------------

YEAR PRICE PRICE PRICE PRICE PRICE PERTI- ppyTI- PERTI- PERTI~
INDEX gggg: ;’;25“ ﬂgfx INDEX ~ LIZER pryzpp LIZER LIZER
FPERTI- EY CEREALS
LIZER WHEAT  WHEAT , EEEE‘_'__son BARLEY CEREALS

1962 ; B3.5742 48,8372 44.8052 33.8983 45,5315 : L.7M13  1.BES3  2,4654 1,835 :
1963 : 83.5M7 40.8372 44.8052 23.8983 45.5315: 17113 1.B653 2.4654 1.8355 :
194 : B6.5016 48,8372 44.8052 33.8983 45.5315: 1.7729 1.9324 2.5542  1.9016 :
1965 :102.3160 48.8372 44.8052 423729 47.1572: 2.0950 2.2836 2.4147 21697 :
1966 : 95.2713 48.8372 448052 42,3729 47.1572: 1.9508 2,126 22484  2.0203 :
1967 1102,9190 S5.8140 S5.B442 47,4576 54,2142 : 1.8440 1.8430 2.1687 1.8984 :
1968 : 99.4781 55.8140 S5.8442 47,4576 S4.2142: 1.7823 LT84 2.0961 1.8349 :

1969 :102.5130 S5.8140 95.8442  47.4576 S4.2142: 1.8367 1.8357 2.1601 1.8909
1970 :102.5130  S5.B140 S5.8442 47.4576 54.2142: 1.8367 1.8337 2.1601 1.8909
1971 : 76.8784 SS.B140 S5.8442 47.4576 54.2142: 13774 13767 1.6199  1.4180
1972 : 76.8780  S5.8140 S5.8442 47.4576 54.2142: L3774 L3767 1.6199  1.4180
1973 : 76.878¢ 55.8140 55.8442 47.4576 54.2142: 13774 L3767 L6199 1.4180
1974 ¢ 76.878¢ 70,9302 71,4286 67.7966 70,3835 : 1.0839 1.0763 1.1340 1.0923
1975 : 76.8784 76,7442 779221 76,2112 75,7820 : 1.0017 0.9866 1.0080 1,013 :
1976 1100.0000 767442 77,9221 76.2712 76,7620 : 1.3030 1.2833 L3111 1.3024
1577 $100.0000 83.0233 84.805: 85,2542 B3.6457 : 1.2045 L.1792 [.1730 1,195 :
1978 :100.0060 68.3721 30,503 93.2205 85.5790 : 1.i316 §.1000 1077 1.1163 :
1975 :100.0000 88.3721 90,9091 93.2203 89,5790 : 1.1316 1.1000 1.0727 1.1163 :
(980 :100,0000 10,0000 100.0000 100,0000 10,0000 : 1.0000 1,000 1.0000 1.0000 :
1981 :100.0000 111.6280 112,9870 116.9490 1127970 : 0,8958 0.8851 0.B55: 0.8865 :
1952 $130,2340 127.9070 129,8700 135.5930 129.5960 : 1.0182 1.0028 0.9605 1.0049
1983 $137.3670 148.8370 151,9480 161.0'70 1515130 : 0,9229 0.9040 0.8531 0.9066 :
1984 :137.3670 162.7910 181,8180 169.4920 166.1520 : 0.8438 0,755 0.8105 0.8268 :
1985 $150.7510 174.4190 188,3120 172,960 176.6150 : 0.8643 0.8005 0.8471  0.8536 :
1986 :164.0080 185.0470 207,7920 186.4410 188.4950 : 08815 0.7893 0.8797 0.8701
1987 :184.4310 215.1160 220,7790 203.3900 213.4850 : 0.8574 0.8354 0.9068 0.8639 :

ANNUAL AVERAGE GROWTHE RATE 1962-1987 -
tttttttttttttttttatttttttttttttttatt
RATE 2,250  5.6991  6.5601  7.H04% 6.2981 -3.7201 -4.3101 -5.2301 ~4.047%:
STUDENTS T (4,90)  (15.49) (17.30) (22,54) (17.01) (12.98) (15.02) (16,677 (14.28) :

ANNUAL AVERAGE GROWTH RATE 1972-1987 :
2'.""""""""""0"'!.t."t" H
RATE 7571  §.8491  9.244)  2.6651 9.0501 -3.092% -3.5671 -3.3071 -3.297%:

STUDENT'S T
. (13.06)  (25.12) (22.60) (22.42) (26,09 (6.62) (7.15) (&.21)  (6.82)

SOURCE: CALCULATIONS BASED ON DATA FROM THE DGPDIA, MINISTRY oOF
AGRICULTURE.
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cereals price index of some 6.3%, yielding a decline in relative
prices of approximately 4% annually. The general trend of
relative prices is depicted in Graph I-2. This price policy has
no doubt had an impact on the demand for subsidized inputs,
yields, production, and the competitiveness of local production
vis-a-vis imports, as shown in the analysis below.

I-2. IDIZED INP

(a) Trends in the consumption of subsidized inputs in
Tunisian agriculture

The main chemical fertilizers used in Tunisia are ammonium
nitrate (33.5% N), Super 45 (45% P205), and Super 16 (16% P205).
Use of fertilizer compounds and potash is limited. In recent
years, thanks to the subsidies, DAP (18% N, 46% P205) has been
used more and more. Only ammonium nitrate, Super 45, Super 16,
and DAP have been subsidized.

Overall, use of fertilizers has increased significantly.
Table I-2 shows average annual growth rates of consumption by
type of crop and by region from 1975-76 to 1986-87. Total
consumption in the country for the three main inputs (ammonium
nitrate, Super 45, and Super 16) increased from 156,000 MT during
the 1975-76 season to 268,000 MT in 1986-87, for an average
annual growth rate of 6%. The greatest increase has been of
Super 45, with an annual rate of 10.7%, and ammonium nitrate,
with an annual rate of 7.7%. Consumption of Super 16 has
actually declined at a rate of 4% annually, on average.
Consumption of fertilizer compounds and potash has decreased: the
decline in the use of fertilizer compounds has been particularly
pronounced (-8.7% annually).

Use of DAP remains relatively limited despite subsidies.
Until 1985, national production was earmarked exclusively for
export. Use of this fertilizer would make it possible to reduce
transport and handling costs for farmers. An effort to promote
this product should be undertaken so as to encourage its use.
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PRICE INDEX oOF FERTILIZERS/PRICE INDEX OF CEREALS

GRAPH I-2
TRENDS IN RELATIVE PRICES OF FERTILIZERS
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TABLE I-2

AVERAGE ANNUAL RATE OF GROWTH RATE
OF FERTILIZERS IN TUNISIA
FROM 1975-76 TO 1986-87

PR R R e R R R AR RE RS

FERTILIZERS CERZALS YORAGES VEGETABLE CROPS Tl!l CROPPING TOTAL {
NORTH  SODTH  TUNISIAyoprg SOUTH TUNISIA(NORTH SOUTH TUNISTA ffffffffff--ffffffﬁ NORTH SOUTH TUNISIA.,
awvonzuy | ToBL 1361 7,91 112,07 18.181 1251 ' 16.CY 13,9  1S.01 ' 203 <1361 -i.0% ' 8043 2,61 TR
NITRATE  '"(5.5R) (4.05) {5.63; '(B.46) (3.91) :9.26) "1B.7&: (4,33) (10.22)'(.63) (-2.65) (=.36) 'i6.61) (1.25) i3.33) '
[} [} [} t 1 t
. ; .
SUPER 3 v qr 2550 961 ' 1371 ILTE IRED 146D 20,41 1530 47D ILTL S0 ! 1041 16.97 i6.7h
'(8,6%) (7.31) (8.98) '(13.29){3.46) (I12.66i'(3.55) (4,60 (15.2) '(1.39) (2.58) (1.81) '{10,39) (4,51 (13,1041
| | ! | , .
cupEr 16 2461 -39.31 261 ' 681 --  <T.BL ' 1471 20,25 1520 LT -101 -0.51 ! -4.9% 16,05 -4.1:
1{-6.81)(=1.18) (=6.79)'(-4.53) == (=4.19997,17) (3.81) (6.89) '(-,27) (-.08) ¢(.14) ! !
] [} I ' 1
THREE _' . S e g . oy FEPVE
rwpurs FUTS' 37T 1431 391 U %01 151 9K ! a8 1681 i5.01 ' 2,00 -6.71 0% 601 .41 6.0 !
4L 1) (9.65) (4,32) (BT (3.79) (9.45) '11,82) (4,255 (16,6711, 71) -1.64) (,08) '11,06) (2,765 (11.52)
] ! ! _l ! !
COMPOUNDS (3)! NA NA NA ! NA NA NA ' =541 -0.8% -£.3% ' 0.9% - =0.041 ' -0.4% -7.2%  -6.7%
! ! =55 (-.02Y (-.87) '(.08) - {=,20) '(-,04) -,29) (-2,09!
' ! | l ' t
POTASH (1. 1 ya Mo NA ' NA NA O NA LT -ZELOY -B,5% f 0,21 15T <121t <021 -20,2% -0.1%
! L LT (RS0 (SS2YUG09 (L09S) (- 1) T 06y (-1TT 05
L} ] [} L) ] 1
MANURE . SO v O S 3 SRR PRI SRS ¥ | RS SRS TS S-S L ST R P S B0 DML M AR V4 SN
r(-1.71) (1.21) (.L04 V99) 1.T72) (LL40) TGLCESD -UL2 aTd E=01B) (=012 (-008) 1274 - 0T L
NB: Figures in parentheses are Student’s t.
NA = Not available.
Source: Calculations based on data from the Baseline
Agricultural Survey, corrected with data from the STEC.
(a) Growth rates are for 1981-82 to 1986-87, except for the
total for Tunisia, which reflects 1975-76 to 1986-87.
(b) Growth rates are for 1980-81 to 1986-87, except for the
total for Tunisia, which reflects 1975~76 to 1986-87.
(¢) Growth rates for 1978-79 to 1986-87.
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Considering that total consumption of chemical fertilizer in
1964 was no more than 34,000 MT, there has clearly been a major
increase in the use of fertilizere in Tunisian agriculture. The
government subsidy policy has no diubt had a positive impact on
the consumption of subsidized inputs. Nonetheless, the use of
fertilizer in Tunisia is still quite limited as compared to other
countries, as shown in the analysis below. Moreover, most
farmers still do not use fertilizer. Tahle I-3 shows that for
those cereals that absorb the most fertilizer, approximately 70%
of the farmers do not use chemical fertilizer. This situation is
explained primarily by lack of financial resources (in 36% of the
cases) and the lack of rainfall (in 33% of the cases). Rainfall
is an important factor, especially in the center and south
(almost 38% of all holdings). The lack of financial resources
appears to be a major factor, especially in the north (over 66%
of all cases). Overall, about 12% of all farmers do not use
fertilizer because they believe its use will not be efficient.
Doubts as to the efficiency of fertilizers are more pronounced in
the center and south than in the north (12.6% as compared to 4.5%
of all cases), which is normal given the low levels and
irregularity of rainfall in the center and south, which increases
the risk involved in using chemical fertilizers.

The use of pesticides, fungicides, and herbicides has
increased sharply, especially with vegetable crops and cereal
grains. Insecticides and fungicides are used primarily in tree
cropping (77% of the total). Grain uses the largest share of
herbicides. During the 1986-87 season the total area of cereal
grain crops on which herbicides were used came to 344,000 ha,
i.e. 18.9% of the total area in cereals, as compared to 14,300 ha
for lequmes of a total area of 114,500 ha, or 12.5% of tha total.
The cereal crop area on which herbicides were used has doubled
from 144,000 to 288,000, i.e. from 10 to 20% of the total area
cultivated.

During this period there has been a structural change in the
demand for fertilizer, which is reflected in a marked increase in
broad-spectrum herbicides, from 16.8% in 1977 to 53.9% in 1985,
and in a decrease of the share of 2,4-D from 83% in 1977 to 46%
in 1985. This change in demand is explained by the proven
efficiency of broad-spectrum herbicides, and by the relative
prices of 2,4-D and the broad-spectrum herbicides, in favor of
the latter. The elimination of subsidies for 2,4-D would further
encourage the use of broad-spectrum herbicides, which are more
efficient.
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Table I-3

USE OF CHEMICAL FERTILIZERS

WITH CEREAL CROPS
RRERRERR R AR R R RN ARNRRNRRRER

et L L Ll L L L LI PP PR T L LY P LI DL D Ll A L L T P L LY R R hb e T L T T TTTY Py g i S g g g uepuey S

-------- FARMERS======== , MAIN REASON FOR NOT USING FERTILIZER
. (in %)
CULTIVATING NOT USING NOT USING o INSUPPI- NOT A- use NOT CON- LIMITED OTHER TOTAL
CEREALS PERTILIZER PERTILIZER crpyt VAILABLE MANURE  VINCED  PINANCES
REGION (1) :

NORTHEAST 25700.0 4600,0 17.91: 1.21 4% 10,06 10,01 S6.8% !7.9%  105,0%
NORTHWEST " 56400, 0 13400.0 23,81 3.60 11,3 2,70 66.9% 13,55 106.4%
TOTAL NORTH 2106.,0 18000, 0 21,9%: 0.3% i 10,92 3.,9%  b&.OLE l4.0n 00,0
CENTER-EAST 47200.0 ¢5000.0 93,14 22.9% LI le.dk 25,30 23.0% 100,83
CENTER-WEST 54900, 0 €350C,0 97.41: 2.4 M 4% 12,95 6.0 9.6n  dwa
SOUTH 374;)0.(.‘: 37400.0 1(:01‘1: 68162 :-S: 8 :‘l :7."}: e ll . ‘;l‘ .
CENTER/SOUTH  ;33:05,6  135900.0 3 3LTE AR 3 LGSR LN DSEe
TUNISIA J2UTH60E 153906.0 85,98 332U 0. 1% s00h  LLTR20.9M e The Ui

Source: 1985 Baseline Agricultural Survey.
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Despite the increase in cereal crop area weeded, herbicides
are usad on only 20% of the total area cultivated nationwide, and
approximately 30% of the area in the north. According to data
from the 1985 Baseline Agricultural Survey, more than half of all
farmers who do not use herbicides weed manually. 1In principle
this type of weeding is more costly than using herbicildes,
considering the cost of labor. This suggests that in general,
for manual weeding, small farmers primarily use family labor,
which has a relatively low opportunity cost. The study also
indicates that approximately 18% of the farmers who do not use
herbicides believe that they cost too much. In most cases, given
the positive effect of weeding on yields, the cost-benefit ratio
clearly favors use of herbicides, suggesting that in many cases
financial limitations rather than their cost explain the failure
to use herbicides.

Use of subsidized seed has also increased rapidly with the
arrival on the market of certain high-yield seed varieties for
bread wheat in the early 1970s, and in the 19808 of several
varieties of high-yield varieties of durum wheat and barley, and
of triticale, a new cereal species used for cattle feed. The
demand for certified cereal seed has fluctuated widely because of
climatic conditions; but there is clearly an upward trend. In
effect, from 1969-1970 to 1987-88, the average annual growth
rates for use of certified seed for durum wheat and bread wheat
was, respectively, 8.2% and 6.2%. During the same period, the
4rea planted in cereals was practically stagnant, which implies
that there was an even greater increase in the average use of
selected seed per hectare of cereal grain. The comparison of
total area planted in cereal grains with that planted with
high-yield seed in the north shows that on average high-yield
varieties were used on 36% of all planted lands from 1977 to
1981, and on 45% from 1982 to 1985.

In contrast to fertilizers and to pesticides and herbicides,
whose use is still relatively limited, the use of certified
cereal seed appears to be excessive, especially among large
farmeras. In effect, it is the large farmers who tend to renew
their seeds each year, while a renewal rate of 10 to 15% would
generally be sufficient. In contrast, use of certified seed by
small farmers is still relatively limited. The exchange system
theoretically favors the small farmers by granting them more
favorable rates, but in practice, the large farmers who sell
their output to the OC benefit most.

The use of seed potatoes has also increased at an average
annual rate of 10% from 1980 to 1986.

(b) Comparison with other countries
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This comparison will be limited to consumption of chemical
fertilizers, which is the largest single category of inputs from
the standpoint of the C.G.C. In principle, comparisons of
consumption among countries is valid solely for countries with
similar agro-climatic conditions. This comparison does not take
into account climatic differences, but still serves an .
illustrative purpose. Table I-4 shows consumption of fertilizers
N, P, and K, in decreasing order of consumption in 1985 and 1970,
for various countries and groups of countries. This table shows
that in 1970 consumption of fertilizers in Tunisia was slightly
less than that of developing countries as a whole (4.8 kg/ha in
Tunisia as compared to 5.1 kg/ha for developing countries as a
whole), but greater than that of Morocco, Syria, Algeria, Jordan,
Iraq, Africa as a whole, Iran, and Libya. In 1985, despite the
increase in consumption in Tunisiae, its ranking dropped. CQOnly
Morocco, Algeria, Africa, and Libya were ranked below Tunisia.
Thus in general, consumption of fertilizer in Tunisia grew more
slowly than in the other countries. A 50% increase in
consumption would be needed to bring Tunisia back to its 1970
ranking. To attain the present level of consumption in Spain,
Tunisian consumption would have to increase five-fold; and to
reach the levels in Greece, Tunisian consumption would have to
increase by a factor of six. Therefore, there are excellent
prospects for increasing the use of fertilizer. If Tunisian
farmers are to become international competitors, they must
increase their use of chemical fertilizer.

ION OF THE E OF IDIZED INPUTS AND THE

I- o I
ADVANTAGES OF SUBSIDIES

I-3-1. DISTRIBUTION OF THE USE OF SUBSIDIZED INPUTS
(a) Use by crop

The grain and vegetable subsectors are the largest users of
subsidized inputs. PFrom 1975 to 1987, the cereal grain sector
used on average 51% of all chemical fertilizers, making this crop
the main beneficiary of subsidies for chemical fertilizer. 1In
second place were vegetable growers, with 17%, followed by forage
crops and tree cropping, with approximately 12% each (see Graph
I-3). Cereals production absorbs over 50% of the individual
inputs, except for Super 16, 38.6% of which is consumed by the
cereals sector. Vegetable production accounts for 31.5% of the
consumption of Super 16.
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TABLE I-4 CONSUMPTION OF FERTILIZER PER HA
OF AGRICULTURAL AREA

gopNSUKPTION OF FERTILIZER PER HA et e esnnnnnnnanententadtResRtnee
AGRICULTURAL AREA

IR NNNSE T IN R R NI ERORRECOIARRRRNRES EE.:‘;.:H:;.EE?.....nnnn-nn
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GREECE 3803 S8 ST Teas 43,0 5.0 §.7 6.2 YUGOSLAVIA
PORTUGAL J6.4 Ti.a 7B.S 73.3 37.3 43.9 9 5<.0  SPAIN
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NB: DCs = developing countries

SOURCE: FAO, FERTILIZER YEARBOOK 1986.
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QUANTITY CONSUMED IN 1000 T
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This suggests that the cereals and vegetables sectors may be
most affected by the elimination of subsidies, since they are the
main users of chemical fertilizers. Moreover, the elimination of
seed subsidies and subsidies for herbicides may further affect
the cereals sector, since it is the sole user of cereal seeds,
and the main user of herbicides. Of the vegetable crops,
potatoes will also feel the effect of eliminating subsidies on
seed potatoes in view of the large percentage of production costs
covered by subsidies.

(b) Use by region

Most fertilizer is used in the north. From 1975 to 1987,
average consumption in the north for the three main inputs
accounted for over 90% of the total. The north also consumed
83.7% of the potash and 84.4% of compound fertilizer frcm 1980-81
to 1986-87. The center and south tend to use manure, which is
not subsidized, accounting for approximately 52% of all manure
use from 1978-79 to 1986-87. Graph I-4, which shows conaumption
of fertilizer per hectare in the north in 1983, indicates that
vegetables are the main consumers, followed by forage crops and
grains.

The rate of growth of demand has varied by type of input and
by region. From 1975-76 to 1986-87, average annual growth was
8.4% for ammonium nitrate in the north, as compared to 3.6% in
the center/south; 10.4% for Super 45 in the north as compared to
16.9% in the center/south, and -4.9% for Super 16 in the north,
as compared to 16% in the center/south.

While most of the fertilizer is consumed in the north, which
is understandable given the more favorable climatic conditions
there, demand in the center/south appears to be growing more
rapidly than in the north. Elimination of subsidies may bring
this growth in consumption to a halt.

Comparing quantities used per hectare in the two regions for
each of the main fertilizers clearly illustrates the relative
importance of use of the different fertilizers in the north and
the center/south. Overall consumption of the primary fertilizers
is almoat 20 times greater in the north than in the center/south.
The difference is more pronounced in cereals, in which
consumption in the north is 30 to 40 times higher.

(c) Use by size of farm

For ammonium nitrate and Super 45, there is a positive
correlation between size and use level, except for tree cropping.
In contrast, for Super 16 there is apparently a negative
correlation in all sectors. Thus, if we exclude Super 16, whose
use is steadily declining, the largest farmers are the largest
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consumers of chemical fertilizers. Also, most cereal production
is concentrated on the large farms of the north. So at least in
the cereals sector, eliminating subsidies may have a major impact
on production to the extent that large farmers react by
diminishing their demand for inputs or their total area planted.

I-3-2 DISTRIBUTION OF SUBSIDIES

Analysis of the distribution of subsidies by region and by
crop indicates who benefits most from the subsidy system, and at
the same time who might be affected by elimination of subsidies.
Data from the 1987 Baseline Agricultural Survey on the 1986-87
season make it possible to determine the distribution of chemical
fertilizers that account for most of the subsidies by crop and
region (see Graph I-5). Distribution of seed subsidies is
difficult to determine because there is no information on the use
of seeds. Finally, data on the use of herbicides specifies
neither the quantity nor type of product used. A rough
distribution for this category can, however, be made on the basis
of certain assumptions.

Graph I-5 shows the region and crop-by-crop breakdown for
all chemical fertilizer subsidies. The overall value of
subsidies paid to farmers in the 1986-87 season came to
approximately 14.5 MD. Of this total, almost 8 MD are earmarked
for cereal crops, and 2.5 MD for vegetable crops. These figures
account for 53.4% and 17.4% respectively of the total. The two
northern regions receive more than 13 MD, or approximately 92% of
all subsidies.

The total swa of subsidies for herbicides is relatively
small. They came to .11 MD in the 1936-87 season. Most of these
subsidies went to the cereals sector. The northern regions
consume 99% of these subsidies.

The results presented above illustrate the extremely
inequitable distribution of subsidies. Large farms generally
benefit more than small ones, the agriculture of the north more
than that of the center and south, and vegetables and cereals
more than tree crops. This means that whatever the farmers’
response to the price increases foreseen for inputs, the large
farms will feel them more than the small ones, the north more
than the center and south, and vegetable crops and cereal grains
more than the other crops.
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This study of the impact of subsidy reduction on farmer
incomes and on their economic and financial return is based on
the technical/economic files of the Ministry of Agriculture,
which include standards for the use of inputs.

(a) Input Subsidjes and Financial Return

Financial return is measured by net farmer income, which is
the difference between the value of output and the costs of all
inputs, including those for which no expenditure is made, which
are thus opportunity costs.

The crops included in this analysis are grains (durum wheat,
bread wheat, and barley), potatoes, and citrus fruits (Maltese
oranges for export). These products have been chosen by virtue
of their share in the use of inputs for which subsidiea are to be
eliminated in the structural adjustment program.

Financial returns have been estimated on the basis of
recommended practices and technical standards set forth by the
Ministry of Agriculture. Work currently underway as part of the
APIP project will permit similar analysis on the basis of actual
farm practices. The technical standards are established by
climatic zone and farm size. There are three zones: the moist-
submoist zone, characterized by relatively high rainfall; the
semi-arid zone, with medium levels of rainfall; and the central
and southern regions, with very little precipitation. There are
three categories of cereal grain farms: small (less than 20 ha);
medium (20-100 ha); and large (over 100 ha). This distinction is
important, since the per-hectare yield as well as the impact of
the compensatory increase of the producer price will vary with
farm size.

In addition, certified seeds are used intensively by the
large farms of the moist-submoist zone, which produce durum
wheat, bread wheat, and barley, and to a lesser degree by the
large farms producing durum wheat in the semi-arid zone. All
other farms use only ordinary seed. Of the fertilizers, Super 45
is used almost equally for all crope and farm sizes, while
ammonium nitrate is used more intensively on the large farms and
in the moist-submoist zone, where wheat is grown, than on the
other farms. The small farms of the semi-arid zone and all the
farms of the center and south use practically no ammonium
nitrate, according to the norms. These fertilizers are used to
a considerable extent for potatoes and citrus fruits, but the
main fertilizer used on such farms is potash, which is not
subsidized.
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The herbicide 2,4-D is used at almost the gsame intensity by
large and medium sized farms that Cultivate wheat, and only
large farms producing barley; the small farms use little if any
herbicide. Also, 2,4-D is not used for the potato or citrus
crops.

(b) Trends in financial yield: 1985-8g to 1987-88

For most of the cereal crops, production costs per hectare
increased more than 20% from the season prior to the adjustment
program (1985-86) to the second year in which the program was
implemsnted. Cost incroases wers small for cereals Cultivated in
the center and south of the country, where little use is made of
subsidized inputs. Also, cost increases for potatoes and citrus
fruits have been considerably lower than for cereals because of
the importance of inputs other than the subsidized ones.

Prices of the inputs covered by the adjustment program have
increased much more rapidly than those of other inputs, with the
price of Super 45 and seed potatoes increasing moat sharply, by
75% and 60% respectively from 1985-86 to 1987-88. Nonetheless,
producer prices, which in the case of cereals are seot by the
government, have registsred even groator increases, which are
reflected in real net incomes rising for durum wheat and barley
producers.

Differences in yield among farms by sizo and szone are such
that the large farms of the moist-submoist zcne have the highest
net incomes per hectare. In most cases income per hectare of
large farms in the semi-arid zone is more than three times
greater than for medium-size farms of the sams zona@. Small farm
incomes are close to zero or negative, with the exception of
those located in the moist-submoist zone that grow durum wheat.

Producer price increases from 1985-86 to 1987-88 ~- more
than 30% for durum wheat and 27% for barley -- have led to
significant improvements in incomes generated by these two crops,
as shown in Table II-1. Por durum wheat the improvement has been
greater than 508, while for barley it is greater than 208, except
for the small farms of the somi-arid zone, where noainal net
incomes increased only 58, and for farms of the center and south,
where incomes became negative because of low productivity, with
cost increases outwoeighing increases in the valus of output.
Taking into account the average inflation of 7% yearly for the
same pariod, there has been a significant increase in real
incomes for these two crops, with the exception of the two cases
just mentioned. This increase is more than one-third for durum
vheat and more than 7% for barley, indicative of a highly
favorable trend relative to that of income generated by other
non-agricultural activities.
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TABLE II-])

ESTIMATE OF FINANCIAL AND ECONOMIC RETURN FOR THE 1985-86 TO
1987-88 SEASONS BASED ON THE STANDARDS

ANTICIPATED PINANCIAL CHANGE :ZCONOHIC CHANGE
RETURN (d/ha) 1985-86: RETURN 1986-87
1985-86 1986-87 1987-88 1987-88:1986-87 1987-88 1987-88

----------------------------------------

CROP _ AREA SIZE 0

MOIST-  ramcr ‘¢ 103.30 :131.90 : 157.50 :  49,291:: 16.03 : 63.86 :  310.841:
SUBMOIST MEDIUM :i 26,70 : 44,30 ; 61,80 : 131.46):: =32,93 ¢ ~45.20 ;¢ 14.60%:

SHALL ;i 26.20 : 40,50 : 53.00 :  87.94%:: -28.89 :

DURUM Ve . . ., .
WHEAT i ' ' "
LARGE :: 20,40 : 33,00 ;: 47,00 130,39%:: -48,62 : -45.42 : £.581
SEMI- MEDIUM .. 19,10 : 26.70 : 36.10 89.01%:: -42.86 : -43.64 :  -1,821:
ARID  SMALL 10,50 :-10.30 & -5.20 : 50.481:: -58.01 : -S6.04 :  3.403

13.11%:: 5.0
13.09%:: -49,0

MOIST- LARGE °° 122,90 :118.00 : 138,00
SUBMOIST MEDIUM ¢ 93.00 : 47.00 : £:,00
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-
)
~
-
-
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o
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O
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3
-

SOPT ¥ : : 5 ; :
HH!AT ' ] ’; « 9 " K + e - ' - . N
SeMI-  ramgp 0 9000 350 P24,00 10.29}.. 33.97 : 3535 : 34361

ARID MEDIOM ¢! 38.09: 30,00 49,90 : S.2¢%1 220,60 ¢ 22,47 +J, 255

MOIST- Lagge ¢ 82,00 : 86,00 : 99,00 ; 20,73%:: 78,35 : 2,12 -23.48%:
SUBMOIST MEDIUM :: 17,00 : 9.00 ; 2:.00 : 2.53%: 197 2,45 -87.571:

BARLEY SHMALL 2.00 f -7.04 . 4,00 :oo.oo:ff 6,40 -8.03 '2:5"'”f
LARGE i 24,00 : 20,30 : 32,00 ¢ 3233 17,041 465 :  -37.48%:

SEMI- MEDIUM .. 22,00 : 17.00 : 31,00 : 40900 15,82 1 6,48 :  -59,041;

ARID. SMALL 0 16000 :-25.00 1 -17.00 . S.562:: -22.50 ¢ 430,32 :  -39.%¢:

'3 » el . - . - ‘) 1 - - . - s::

CENTER/S0UTH 3 12.00 : 12,00 : 7.00 : xsa.,sz:: 29.34 : 34,87 : 16.8 :

EARLY 20 180,00 :378.29 ¢ 273,17 ¢ S1.76%::34}4.17 :3693.9] : 8. 195:

POTATOES IN SEASON.; 380,00 :589.76 : 484.70 : 27.551::5553.90 :5866.50 :  5.67%:
CITRUSES (Round tree/ ff : : f :: ' : : :
Mech. Trac.) ' ¢ 600.00 :180,40 : 109,38 ; 3 761,00 ; : :
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In contrast, incomes from bread wheat have stagnated in real
terms, or even dropped, as in the semi-arid zone, where nominal
incomes have risen only 10% on large farms and 5% on mid-size
farms. This is not enough to offset an increase in the general
price level (measured by the consumer price index) of 14% in two
Years. This trend has motivated cereal producers to grow more
durum wheat and, to a lesser extent, more barley, and less bread
wheat, which has become less profitable.

Despite increases in producer prices, small farms outside
the moist-submoist zone continue to run deficits because of their
small yields.

Potato growers have seen an increase in their real incomes
thanks to price hikes both during the season and in pre-season
for early potatoes.

(c) Financial impact of future subéidy reduétions

c ¢ Maintain the initial program, which would mean
that subsidies should be reduced in 1989-90 by an amount that
will make up for the delay in implementation of subsidy
reductions that occurred in the 1988-89 season.

ceéenario II: Extend the period during which the program is
implemented for one year.

In scenario I, fertilizer subsidies would be reduced by two-
thirds in 1989-~90 to make up for the extent to which subsidy
reductions fell behind schedule in 1988-89. Considering that the
total subsidy currently granted is equal to the difference
between the cost to STEC and its transfer price, the sales price
to the public of super 45 should jump from 10.9 D per quintal to
14,061 D. The remaining subsidy would thus be 1,581 D/quintal.
This increase is on the order of 29%. The price adjustments will
range from 13% for ammonium nitrate to 59% for seed potatoes.

The results of this simulation are shown in Tables II-2 and
II-3. The first table shows the impact on per-hectare production
costs. The impact is greater for large farms in the moist-~
submoist zone, which account for 4 to 5% of the 1987-88 cost.
This is due to the relatively major role of subsidized inputs,
with fertilizers and 2,4-D alone accounting for 16% of their
production costs. The increase for the large farms of the
semi-arid zone is not as great, on the order of 3 to 4%, since
subsidized inputs account for a smaller share of costs. The
impact on the costs incurred by small farms is small, no more
than 2%. Potato costs are affected more than cereal costs, as
they will rise by approximately 7%. The difference is due to the
important role of seed potatoes in potato production. Production
costs of citrus fruits will increase only slightly (1.2%), since
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potash, which is not subsidized, is generally used rather than
super 45 or ammonium nitrate.
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TABLE II-2

POLICY SCENARIOS FoOR INPUT SUBSIDIES
IMPACT ON FINANCIAL PRODUCTION COSTS

BY CROP, ZONE, AND SIZE

CERRR AR R R RN AR 00000000000 000400 [ IIXIX21])
T T e costina cxa oy T oRPERSATORT . PINANGIAL CosTIan
T SHARE ! YIELD ipicrrase or !
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Table II-3 shows the impact of reducing subsidies on net
incomes, assuming that neither the other cost elements nor the
production price will change from the baseline situation of 1987-
88. In most cases incomes are projectea to decline by more than
10%; the impact on small farms is relatively greater given their
very small incomes to begin with.

If the objective includes maintaining net incomes at the
level of the previous year, the adjustments to producer prices
that should accompany the measures to be adopted under this
scenario will average 0.5 d for durum wheat, 0.480 d for bread
wheat, and 0.325 d for barley. Theoretically, the adjustments
required are not uniform. The compensatory increases required
are higher for large farms than for mid-sized ones; in certain
cases the difference is greater than 50%. It will thus be
impossible to compensate cereal growers at a uniform rate while
maintaining all incomes at their previous level and ensuring that
the Subsidy Fund is not affected by any of these measures.

(d) Input Subsidies and Protection

One of the objectives of ASAP I is to attain effective
protection of 25% of all agricultural products by 1991, through
product and input price adjustments. The effective protection
coefficient that links the value added to domestic prices to
international prices also depends on the nominal protection of
both production and inputs. Effective protection is all the more
important since inputs are very much unprotected, while
production enjoys mezjor protection.
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TABLE II-3

INPUT SUBSIDY SCENARIOS

IMPACT ON FINANCIAL RETURN
ERRRRRRARRRRRRARRARRRRRN
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In recent years increases in producer prices of cereals have
led to nominal positive protection for these products after years
of effective taxation. Thus, in 1987-88 the nominal protection
rates for durum wheat, bread wheat, and barley were 47%, 40%, and
37% respectively (Table II-4). Reduction of subsidies will not
affect the extent of this protection unless the authorities boost
producer prices to compensate. In that case, the nominal
protection would increase three percent for each of the three
grains.

The nominal protection coefficient for inputs is less than
one with subsidies. In 1985-86, this coefficient was smallest
(approximately 0.8) for the large farms of the north, since they
use relatively more subsidized inputs. 1In 1987-88, price
increases of these inputs brought local prices closer to
international prices so that the nominal protection coefficient
is at present approximately 0.92 for most crops and farms. The
differences among farms of different sizes have become relatively
small.

The result of this nominal protection for cereal products
and of the net subsidy for their inputs has been that effective
protection is greater than nominal protection. In 1985-86, bread
wheat was the most highly protected cereal, with an average rate
of 75%, followed by durum wheat at 55%, and barley at 17%.
Changes in domestic cereals prices and in their world prices
since 1985-86 have led to an increase in effective protection for
durum wheat and barley despite the significant reduction of
disparities between the local and international prices of
subsidized inputs. At present durum wheat benefits most from
protection, followed by bread wheat and barley (Table II-4).

Effective protection for potatoes and citrus fruits is
largely determined by the nominal protection accorded these
products, which is negative. The corresponding effective
protection coefficients are quite small, less than 0.5.
Nonetheless, these results should be interpreted with great
caution, since the hypothesis may not be very realistic
considering that potatoes may be exported in large quantities at
prices already realized for small quantities exported to
Marseille. The results for early potatoes and Maltese oranges
would, however, largely remain valid.

The cost in domestic resources is an indication of the
degree of efficiency at which productive resources are used for
realizing a profit or for saving foreign exchange. It is
measured by the ratio of the value of non-exchangeable inputs
evaluated, in principle, at their reference prices, to the value
in border prices of the net production of exchangeable inputs. A
crop is all the more efficient when its cost in domestic
resources is small.
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The results of these calculations are shown in Table II-4.
This table shows that the large farme of the moist-submoist
region are the most efficient, especially for bread wheat and
barley. The semi-arid region i. only efficient for barley, while
the center and south are highly inefficient.

The potato and citrus crops are very efficient, considering
the high levels of income that they generate.

Since one of the objectives of suppressing subsidies is to
reduce the distortions caused by excessive protection, it seems
useful to forecast the impact of this measure on reduction of
protection. The results of this forecast are illustrated in
Table II-5. The measures of scenario I would bring the prices of
exchangeable inputs down, on average, almost to the border
prices, since the nominal protection coefficient is close to one.
As a result, effective protection would be diminished, but by
only 3 or 4% in most cases, because the share of subsidized
inputs in the total production cost of cereals would remain low.
Effective protection is still dominated by the difference between
domestic cereals prices and their international prices.
Standardization of effective protection for the different crops
(at a rate of 25% from now until 1991) as foreseen in ASAP I will
have a much greater impact on product prices than on input
prices.

IIT1. IMPACT OF ELIMINATING SUBSIDIES ON DEMAND FOR SUBSIDIZED
INPUTS AND ON THE PPLY QF PRODUCT :

Eliminating subsidies on certain inputs such as chemical
fertilizers, pesticides and herbicides, and seed, and bringing
product prices into line with their international prices, should
in principle have an impact on the demand for inputs as well as
on the supply of products. This effect will be all the greater
if the supply and demand elasticities are large. Estimates of
supply and demand equations can be used as a tool for simulating
the impact of different policies affecting the various prices
that farmers pay. Also, different price policy scenarios may be
studied; this helps decision makers to make enlightened choices.
This part of the report presents & summary of the principal
results from estimates of different elasticities for input demand
and supply of products.

1II-1. METHODOLOGY

For cereals and vegetables, which absorb the largest share
of subsidized inputs, separate estimates were made of demand for
fertilizers, area planted, yield, and output. The estimates for
cereals were made for all farms and products, by region, and by
product, for 1962-1987. Estimates for vegetable crops were made
nationally and one-by-one for the main products for 1976-1987.
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TABLE 1I-4

CHANGES IK INDICATORS OF PROTECTION

AND EFFICIENCY BY CROP, ZONE, AND SIZE
LA s N e R Y Y e R R R T
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TABLE II-5
SIMULATION OF INPUT SUBSIDY POLICIES:
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In each case a partial adjustment and/or adaptive anticipation
model was estimated. This has made it possible, in many cases,
to calculate the short-term and long-term elasticities. The
models took into account, to the extent possible, all relevant
variables, such as climatic conditions and means of financing, to
avoid having biased coefficients. till the most important
variables are the price of subsidized inputs and the amount of

input used.

SUPPLY _OF PRODUCTS

The analysis has shown that trends in prices, as influenced
by public policy, have exercised a considerable impact on the
demand for fertilizers, production, and yield for cereals and
vegetable crops. This quantitative result already shows that
elimination of the fertilizer subsidies not followed by
compensatory measures may reduce fartilizer purchases and yields.
The second important result of this analysis is that the
availability of borrowed funds has played a major role,
independent of changes in the prices of fertilizer.

(a) Impact of the elimination of subsidies on the demand
for fertilizers

Cereal and vegetabla crops together absorb some 70% of all
fertilizer. Changes in the demand for fertilizer in Tunisian
agriculture, ard especially the effects of the new price policy,
will depend to a great extent on the farmers' response in these
two sectors, and in particular in the cereals sector, which is by
far the largest user of chemical fertilizers.

The main conclusion that can be drawn from the econometric
estimates for cereal crops in the north is that demand for
fertilizers is sensitive to their relative prices, with a short-
term elasticity on the order of 0.4 to 0.6 when credit is
included as a variable in the equation. Thus a 10% increase in
fertilizer prices would lead to a 5% drop in purchasas. The
elasticity is clearly higher when credit is left out of the
equation. A second conclusion is that credit, not production in
the prior period, determines demand.

The long-term elasticities range from 0.7 to 2.25, with a
real value greater than one but less than the uppaer limit of
2.25. The 2.25 figure is obtained by excluding credit and other
effects such as dissemination of information, learning, and
improvement of the productivity of fertilizers with the
introduction of high-yield wheat varieties. The 0.7 value is
obtained when taking into account the credit restriction. These
elasticity values mean that increasing the prices of fertilizers
vis-a-vis those of cereals by 10% would lead to a decline in
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demand from 7 to 22.5%, once the farmers have fully readjusted
their use levels. The implications for the ASAP are clear.
Eliminating subsidims on fertilizer would be reflected in the
cost price and public sale price for 1987-88 by a 23% increase in
the sales price. Assuming that other factors remain constant,
the analysis indicates that as a result of subsidy removal,
demand for fertilizer would diminish over a few years in.
proportions varying from 17 to 51.7%, the most likely proportions
being in the range of 20 to 25%. The response would be less in
the short term (9 to 13%).

(b) Impact of the elimination of subsidies on planted area

From 1962 to 1987, the total area planted in cereal crops
nationwide more or less stagnated, thcugh it diminished slightly
in the north and increased considerably in the center/south. The
analysis showed that in general the price policy has no: had an
impact on the total area planted in cersal crops, at loeast in
the north, which accounts for some 80% of production.

Nationally, elasticity of the area sown in relation to tha prices
of fertilizers is small, from 0.15 to 0.2. This response of area
sown to prices of fertilizer appears to occur immediately, since
the estimated coefficient for area sown previously is small and
statistically insignificant.

The analysis suggests that overall the area planted in
vegetable crops may be affected by implementation of the measures
set forch in the ASAP. The different short-term elasticities,
which vary from 0.2 to 0.3, indicate that a 10% incraase in
fertilizer prices would lead to a reduction in area planted of 2
to 3% in the short term. In the long term this decrease would be
5 to 10%.

(c) Impact of the elimination of subsidies on yield and
production

From 1962 to 1987, cereals production in the north grew at
an average annual rate of 3%. Since the area was more or less
stagnant during this period, the increase in production is
explained primarily by the increase in vields. The subsidy
policy has affected production by intensifying use of fertilizers
and increasing yields. The analysis based on national data and
data on the north indicates that 10% changes in quantities of
fertilizer used lead to changes in production and yield on tha
order of 3%. The direct estimates of the sensitivity cf
production and yield in relation to relative prices are
elasticities on the order of 0.7 for all cereals taken together,
and higher values, greater than one, for durum wheat. Based on
these coefficients, eliminating subsidies would lead to a 15%
decline in production. For average production of 950,000 tons,
the reduction would be on the order of 142,000 tons, with an
increase of imports of some 20 MD.

137



As regards vegetable crops, the price effect has not been
verified for all the products taken together. Only for tomatoes
has the elasticity with regard to relative prices been estimated,
the figure being 0.8 for the short term, and 1.3 for the long
term. In these conditions a 10% increase in fertilizer prices
would lead to a decline in production on the order of 8% the
following year, and 13% in the long term.

Potato production appears to be relatively sensitive to seed
prices, which are highly subsidized. An increase in seed prices
of 10% could reduce production 2.6% in the short term and 10% in
the long term.

III-3. ESSMENT QOF THE BSIDY P

The policy of subsidizing fertilizers has resulted in
intensified use of fertilizers and a major increase in yields.
Estimates indicate that at current fertilizer prices, farmers are
motivated to increase their use, since the additional revenues
resulting from fertilizer use are significantly greater than the
commercial cost. Given the quantities and price in 1987, the
ratio of marginal revenues to marginal cost would be about 4.5.
Use of fertilizers remains less than optimal from the standpoint
of cereal producers.

From the standpoint of society, the cost-benefit ratio is
approximately 2.2, which means that each additional dinar yields
a social value of more than two dinars. Thus, use of fertilizer
is also less than optimal from the standpoint of society.

Measures should be taken to ensure that elimination of
subsidies not have a2 negative impact on the use of inputs and on
production. The foregoing analysis indicates that the use of
these inputs remains less-than-optimal from the standpoint of
both the farmers and society. The analysis shows that the means
of financing play a major role, independent of prices, in the use
of chemical fertilizers. This result is consistent with those of
surveys administered by the Ministry of Agriculture. At present
large farmers benefit from subsidies and from access to credit.
The gap between the productivity of fertilizers and the
commercial or social cost should be much greater for small and
medium farmers than for large ones. Therefore, means must be
found for making credit available to those farmers who for the
most part have been excluded to date.
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THEME 3: SUBSIDY REDUCTION--IMPACT ON SUPPLY AND DEMAND
MARKETING OF FERTILIZERS
INTRODUCTION

Since the impact of subsidy reduction on fertilizer demand was
addressed in the Agricultural Policy Implementation Project (APIP) study,
Reduction of Input Subsidies, this report will deal principally with the
effects on marketing, and consequently, on the supply and distribution of fer-
tilizers. We must first emphasize that the full impact on fertilizer marketing
will not be apparent until subsidies are completely abolished, which will
allow for the decontrol of fertilizer imports.

Nevertheless, decontrol of domestic marketing can be achieved with-
out complete abolition of fertilizer subsidies if certain measures proposed in
this paper are adopted.

After a brief overview of the use and marketing of chemical fertil-
jzers in Tunisia, based on data from the APIP report entitled Possibilities
for Improving Marketing of Chemical Fertilizers and Their Use on Farms, Febru-
ary 1989, this report aims to propose, within the framework of subsidy reduc-
tions on inputs, solutions that will allow for the removal of some of the con-
straints on the marketing of fertilizers.

A. FERTILIZER USE O FARMS

1. Assessment
The current situation is characterized by the following:

a. Since 1960, annual overall consumption of fertilizer products
has grown from approximately 10,000 tons to 100,000 tons, or approximately
250,000 tons of products at present. Use of phosphate and nitrogen fertiliz-
ers continues to increase, while use of potassium-based fertilizers remains
stagnant, even decreasing.

b. Over 50% of fertilizers are used by farms larger than 100 hec-
tares. Cereal crops use 45% to 50%. Ninety percent of fertilizers are mark-
eted in the North.

c. The study of fertilizers has developed very little since the
pre-1970 focus on the significant themes of agronomic research. Laboratory
analysis of soils has followed the same course.

d. Recommendations for the use of manures have resulted from
advances in research that is often dated, bibliographic data, and the opinions
of technical experts, most often resulting in a compromise among these three
sources of information.

e. The intensity of crop response to the manures and the profita-
bility of fertilizer application are influenced by numerous factors. Satis-
factory rainfall conditions, for example, are a key determinant.
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f. The primary reasons for non-use of fertilizers are the lack of
financial resources in the North and the lack of rainfall in the South.
Users' underlying motivations, however, are poorly understood.

2. Future Perspectives

a. The potential of agricultural production is sti1l under-
exploited and expansion of farming areas remains very limited. Consequently,
increases in production can be realized only through intensified use of farm-
ing practices, particularly fertilizer use.

b. At present, the potential deficit of nitrogen fertilizer use is
approximately 50%, and of phosphate fzrtilizer use, 40%.

3. Recommendations

a. Revitalize agronomic research regarding plant nutrition and
orient the studies toward an integrated approach by understanding crops 1in
their environment. A balance sheet of the results should be drawn up period-
ically.

b. Design or create a central laboratory at the national level
responsible for fertilization analyses (soil, crop, irrigation water, fertil-

izer) and work out the terms of reference necessary for manure recommenda-
ticns.

C. Research the motivations of farmers vis-a-vis stepped up use of
agricultural inputs, particularly fertilizer.

d. Improve procedures for granting seasonal loans.

e. Promote farmer use of certain simple and inexpensive technigques
(regular spreading of fertilizer, use of organic manure).

B. MARKETING OF FERTILIZERS

1. Assessment of Current Conditions

a Commercial lethargy on the part of the parastatal firms at the
apex of the pyramid constituted by the fertilizer marketing circuits, whether
local producers (SIAPE, SAEPA), the importer-distributor STEC, or grain stock-
ing agencies (0C, CCGC, COCEBLE) acting as wholesalers (representing respec-
tively 51,800t, 13,700t and 9,400t for the 12 months ending Aug. 31, 1988).
Causes: the de facto monopoly that SIAPE, SAEPA, and STEC enjoy as a result
of the subsidy policy; the payment delays of 12 to 18 months granted to STEC
(importing-distribution) would have discouraged the private sector. The
margin granted the wholesalers (0C, CCGC, COCEBLE) dues not cover the expenses
involved in a sales network. In addition, since their business in grain col-
lection 1s much more profitable than fertilizer distribution, they allocate
human and material resources accordingly.

b. Appearance Jf a network of private intermediaries-retailers
(RDP) and several agricultural service cooperatives (CSA), whose numbers are
increasing and whose total revenues (10.9 MD for STEC) surpass those of the
stocking agencies (7.7 MD), but whose geographic distribution is poor; they
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are not controlled upstream and are involved in a variety of roduc
pesticides, building materials, hardware, farming uater1af:. spzrt pa::sgf.g.'

(1) Annual sales of ROPs and CSAs varied from several hundred kilo-
grams to 4,000 tons in 1987/88 (the 12 months ending Aug. 31, 1988). Ouring
this period, RDPs accounted for 43X of STEC sales, in contrast to 8% for CSAs
while in 1984 the percentages were only 19% and 5%, respectively. '

.

(2)

Regfons % of fertilizer ~ Distribution of RDPs and (3As

demand in STEC by number by percentage

sales

Northeast 44 239 63
Northwest 45 37 10
Center/South 11 102 27
Totals 100 378 100

Cc. Lack of fertilizer stocking capacities at the start of the sea-
son by grain stocking agencies (coincidence of peak seasons), not feasible {f
fertilizers alone (cf. STEC buffer deposits) but potentially feasible for
farmers and certain sectors for which the "high season® does not coincide with
the high season for fertilizers (e.g., building materials).

d. Lack of financial resources for purchasing fertilizers when
desired. Even the credit granted by STEC to the Grain Board (0C: Office des
Céréales) is only partially passed on to the farmer. [n fact, credit sales
(three months froa STEC to the Grain Board) rose® tc over 5 MD in 1987/88,
while the Grain Board was able to pay farmers only some 2 MD per year. Those
of the CCGC, Coceble and OMVVM were estimated at 1.6 MD. Hence the total
comes *o 3.6 MD, yielding overall retailer needs of some 23 MD in 1987/88.

e. A gross marketing margin that is, on the whole, sufficient, but
which needs to be redistributed among the different groups (from the manufac-
turer to RDP), primariiy to wholesalers and at the expense of STEC (importing-
cistribution). It {s estimated that for the 1987 fiscal year this margin
accounted for the following percentages, of the sales price to the public: 45%
for ammonium nitrate (AN) and 36X for triple super phosphate (TSP) (68.3 and
62.3 DT/t respectively), of which 86X (AN) to 89% (TSP) go to STEC and only
14X (AN) to 11% (TSP) to retailers.

2. Recommendations

a. Objectives

-0 Vitalize distribution circuits to improve the quality of
services to farsars (supply, transport, credit, technical
information) through remuneration to distribution circuits
that would constitute an incentive.
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o Favor fertilizer stocking where it {is potentially possible
(1.e. by farmers and in the larger commercial sectors with
complementary seasonal business cycles as in building
materials) in order to improve supply while curbing dis-
tribution costs.

Total elimination of subsidies would permit the reappearance in
importing--the highest level of fertilizer marketing--of private businesses
involved in this activity several years ago, such as SEPCM and STIPCE. These
firms dropped out of the circuits because they lacked the financial resources
to withstand the long payment delays of the Subsidy Fund. Eliminating subsi-
dies would help new businesses presently operating as part of the network of
STEC retailers to enter importing activities. However, if a workable plan is
adopted (such as that proposed below), the status quo should allow for the
return of the private sector at the wholesale level.

A resurgence of the private sector in all areas of fertilizer mark-
eting would revitalize circuits and benefit both farmers and lower government
outlays. Sufficient nationwide competition should improve the quality of
services to farmers (supply, transport, credits/price, and to some degree,
technical information). These results have occurred in other countries, such
as the Philippines, where decontrol of nitrogen and potassium fertilizer
imports 1n 1986 resulted in the number of importers increasing from 5 to over
60 in a few months, cnncurrent with a price war that was extremely beneficial
to farmers following the elimination of margins.

b. Strateqy to Meet the Objectives Outlined Earlier

Gradually break up the de facto monopolies that benefit the local
manufacturers, SIAPER and SAEPA, and the importer/distributor STEC, by apply-
ing the following timetable:

0 In the first timeframe (1989), allow a new class of whole-
salers to receive supplies directly from the manufacturers
SIAPE and SAEPA on the same terms as STEC. The sine qua
non condition is to pay the subsidies to the manufactur-
ers, who will refund them to their wholesale distributors,
invoiced (&t their choice) either factory f.o.b. or c.i.f.
destination. Also, grant the manufacturers payment delays
for pre-season delivery. This last measure will allow
farmers to bufld up security stocks without having to wait
for the late release of conditional seasonal loans; it 1s
understood that such supplier credit will be passed on to
farmers throughout the distribution network.

0 In the second timeframe (1990), adopt a regional differen-
tial for bi11ing transportation costs, or better, bill
them at the real price, the difference between transport
costs of the Northwest and Northeast being only 2-3% of
the price of fertilizers to the public.

0 In the third timeframe (1992), when subsidies are abol-
ished, eliminate the customs duties (15% on c.i.f.) and,
if this has not already been done, bill transportation at
real costs. These measures should enable whoiesalers to
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become importers/distributors and eliminate the de facto
monopoly benefiting the local manufacturers. Thus, the
latter would have a period of three years to prepare them-
selves to meet foreign competition on the local market, as
they already are accustomed to do in the case of exports.
If subsidies are maintained, decontrol of imports will not
be possible unless the Subsidy Fund pays the subsidies to
importers with much briefer delays and grants them arrears
interest.

This gradual change will bcth give STEC the time to adapt to the
competition that will arise in 1ts local market sphere, and allow it to find a
solution for getting rid of its buffer storage facilities (such as transfer to
a complementary business sector). Buffer stocks could be held by the distrib-
ution network against payment facilities (perhaps for a disaster 1insurance
fund). According to the 1985/86 study by AGRER, S.A. for STEC, 30% of annual
consumption should be stocked before the onset of autumn (1.e. currently
80,000 to 100,000 tons of fertilizers) to reduce to 5% (one year out of 20)
the risk of stock depletion.

Several surveys must be corducted to develop a reasonable plan that
ensures harmonious integration of the private sector in all agricultural
regions and at all levels of fertilizer marketing.

Fertilizer activities must be as profitable as other business activ-
ities if they are to provide an incentive. Whether or not it complements
other business activities, 1t will attract sufficient economic actors to
induce competition that benefits farmers. As a result, farmers would be
assured of better prices and services, and Services Publiques (Public Utili-
ties) could select among potential retailers, resulting in quality service and
a level of profitability acceptable to the profession. This selection would
be made by enforcing the conditions (notably, means of distribution and prod-
uct knowledge) required to obtain fertilizer sales permits issued by the
CRDAs. The surveys, listed below, would also make it possible to determine
the optimal number of retailers needed in each governorship.

o Evaluation of the motivations drawing economic actors into
fertilizer distribution.

o Evaluation of acceptable break-even point for wholesaler/
retailers resupplying directly from the Sfax and Gabds
producticn sources in each governorship, for intermediary-
retailer activities.

0 Census of the present intermediary network (stocking agen-
cles, offices,. CSAs and RODPs): Tocation, resources
(stocking, transport, capital), revenues (total and fer-
tilizer), other business activities and the extent of
their activities.

NB: In the case of offices and stocking agencies, it is

necessary to evaluate the resources actually ussd for fertil-
izers and transferable stocks to the RDPs and £SAs.
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o Evaluation of needs for financing (stocks, transport, cap-
ital) and training (management, logistics, fertilization)
for the short, medium, and long term, and also of farmers'
needs for construction of small fertilizer warehouses.

o Historical review of institutional credit actually used
and currently available for fertilizers, whose annual
needs were estimated at approximately 23 MD in 1987/88.
This trend goes back to the concerns outlined in the pre-
ceding presentation (Reduction of Input Subsidies) to find
the means to make credit accessible to farmers who have
been largely excluded; two-thirds of farmers have not used
fertilizers because they lacked the financial means.

C. ROLE AND RESPONSIBILITIES OF PUBLIC UTILITIES

As 1imports are decontrolled and as the state disengages from the
management of input marketing in general, and fertilizers in particular, the
role of the public utilities will become more ambiguous, and its policy more
difficult to formulate and implement. Thus, it is essential to establish a
unit for formulating, coordinating, monitoring, and evaluating results of the
input policy in the Ministry of Agriculture. This office should have the
capacity and authority needed to act swiftly in all circumstances to win the
collaboration of implementing agencies at all levels of the official hier-
archy, private and parastatal. In addition, it should have easy and rapid
access to the decisionmakers. In the Philippines, the Fertilizer and Pesti-
cide Authority, an excellent model of the "inputs unit" that could be used in
Tunisia, has an autonomous status within the Ministry of Agriculture, as its
administrator is directly responsible to the minister, who serves as president
of the agency.

The objectives, strategy, responsibilities, means of taking action,
and personnel training proposed for this input unit are detailed in Chapter 4
of the APIP study, Possibilities for Improving Marketing of Chemical Fert{l-
izers and Increasing their Use on Farms, February 1989 (pages 96-100), from
which information and data used in this document were drawn.
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INTRODUCTION

This introduction is a partial presentation of an effort to formul-
ate a plan to market mixed oils in Tunisia. Edible oils are a strategic sec-
tor in Tunisia for a number of reasons:

e Olive trees cover a useful agricultural area of over 1.3
million ha, accounting for one third of all arable lands.

e Planting of olive trees makes it possible to make profit-
able use of the most arid zones, and the poorest soils,
which are generally not suited to other crops.

e The olive o011 industry is the main activity of approxi-
mately 30%¥ of all farmers. Overall, 1 million people
derive their subsistence directly or indirectly from the
olive oil industry.

* A veritable food-processing agribusiness has emerged from
this agricultural sector made up of oil mills, refining
facilities, and other economic units that extract and
process by-products.

* 0Olive oil is the fourth leading foreign exchange earner
after petroleum, fertilizers, and textiles.

e Consumption of ofls is a tradition rooted in Tunisia's
dietary habits; hence, the government views edibie oils as
a basic necessity whose price should be kept down for the
benefit of the most underprivileged sectors of the popula-
tion.

Over the last 10 years (1978-1987), the main indicators of supply
and demand of ofls in Tunisia have been as follows:

AVERAGE MINIMUM MAXIMUM
Production 101.7 mt/yr 58 mt/yr 155 mt/yr
Imports 84.1 mt/yr 35 mt/yr 115 mt/yr
Exports 58.8 mt/yr 37 mt/yr 87 mt/yr

Foreign trade in oils has averaged 143,000 T/yr over the last 10 years, for an
average value of some 74 MD. Moreover, marketing of oils continues to grow.
In 1987, foreign trade in ofls ceme to 172,000 T, for a value of 96 MD.

This paper describes the present status of the cooking oils market
and evaluates this market, presenting the results of a survey on edible oil
consumption in urban areas. Finally, the paper outlines recommendations to
improve the efficiency of administrative components of the oils market.
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1. CURRENT STATUS

1.1 Imports of Grain 01ls

The policy adopted by the Government of Tunisfa in the 1960s to
adjust supply and demand of edible ofls in the local market was based on the
following imperatives:

* Export as much olive o011 as possible in view of the
country's need for foreign exchange.

e Import grain ofls at the lowest possible cost.

* Maintain the local market price at levels accessible to
the most underprivileged sectors.

Thus, since the early 1960s Tunisian olive o011 has been considered
an export product. To guarantee sufficient supplies on the local market and
to safeguard the place of Tunisian olive oi1l on the international market,
grain oil1 imports began in 1962. These imports grew rapidly, particularly
given the favorable financial conditions of the first deliveries (under the PL
480 food assistance program). Grain oils are now imported at international
market prices.

A purchase commission made up of representatives of the ONH (Office
National de 1'Huile: Mational Office for Edible 011s) and the Ministry of
Economy {is responsible for entering into commitments for grain oil purchases.
A review of the average prices at which ONH has imported grain oils indicates
the wide fluctuations of import costs. Average prices for the most recent
years were as follows:

Year Average prices (in DT/T) Fluctuations
1982/83 304 -
1983/84 516 +69.7%
1984/85 549 +6.4%
1985/86 311 -43.4%
1986/87 263 -15.4%

Fluctuations 1in import costs are due less to the composition of
varieties of oils imported (soy and rapeseed, the latter being slightly less
expensive than soybean oi1) than to other factors affecting international
edible oil prices. The grain oils imported by the ONH are almost always made
up exclusively of crude soybean and rapeseed oils. Grain of) imports during
the 1986-87 harvest season are described on the following table:
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Grain 011 Imports

(1986-87)
Category Country of origin Quantity Price
(in T) (in 1000 DT)

Soybean o1l - Italy 6,052 1,691.0
- Portugal 2,913 791.6

- Spain 35,200 9,725.7

Soybean subtotal 44,165 12,208.3
Rapeseed of1 - Yugoslavia 6,169 1,520.0
- Netherlands 3,000 702.2

- France 54,746 13,971.5

Rapeseed subtotal 63,915 16,193.7
Grand total 108,080 28,402.0

1.2 Refining and Blending

The crude oils imported by ONH are distributed to 12 refineries in
accordance with quotas based on their installed capacities for refining. The
total 1s about 150,000 T/yr. The cost of refining, set by mutual agreement
among UTICA, the Ministry of Economy, and ONH, is periodically updated. After
the oils are refined, ONH collects and stores them at ONH facilities. Before
marketing the grain oils, ONH blends them, mixing all the refined olive-pomace
oils that it collected with part of the olive oil available.

For the 1982-1986 period, the blending operation involved the
following categories of oils:

Composition of Mixed 011

1982/83 1983/84 1984/85 1985/86
Surplus mixed o1l 314 1,258
Refined grain ofl 89,036 70,856 93,715 102,003
0live oll 3,669 14,292 6,977 3,516
Refined olive-pomace oi1l 1,214 3,297 2,076 1,461
Mixed oil obtained 94,233 89,703 102,768 106,980

Source:™ ONH figures.
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The average structure of mixed oi1 for the same perfod was as follows:

in tons in%

~ Refined grain of] 88,903 90.7
MNive oil 7,114 7.3
Refined olive-pomace o011l 2,012 2.1
Total mixed ofl 98,028 100.0

1.3 Marketing of Mixed 01ls

Mixed oils are marketed nationally in bulk or 1in glass or PVC
bottles. ONH returns the mixed oils to the packagers and wholesalers in the
amounts to be sold in bulk. Storing is done by ONH; in view of the s1im mar-
gins compared to storage costs, wholesalers and retailers avoid maintaining
their own stocks. During the course of the last two seasons, the breakdown of
mixed oi1s marketed by type of packaging was as follows:

Mixed of1 marketed 1986/1987 1987/1988
inT in ¥ inT iny
In bulk 79,137 72.2 89,538 71.6
Packaged 30,357 27.8 35,462 28.4
Total 109,674 100.0 125,000 100.0

Thus, approximately 28% of the mixed oils were packaged and 72% sold in bulk.

Schematically, the administrative process whereby mixed ofl f{s
fmported, processed, and distributed, is as follows:
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1.4 Subsidy on Mixed 011

ONH maintains a separate accounting of its mixed o1l activity and
presents its accounts annually to the Subsidy Fund (CGC: Caisse Générale de
Compensation) to cover the deficit generated thereby. During the 1985/1988
period, the Subsidy Fund compensated ONH for the following quantities in the
following sums:

Compensation for grain ofls and acid ofls (1985-1988)

Categories 1985 1986 1987 1988
Mixed o1l
- Quantity (T) 95,000 105,000 110,000 125,000
- Compensation (MD) 43,800 19,800 14,300 30,225

Average compensation by the Subsidy Fund has been for 108,750 tons
of mixed o011, which translates to an average subsidy of 27 MD. In 1989, the
Subsidy Fund outlays were expected to account for 128,000 tons of mixed oil,
for a total of 42 MD. The subsidy granted by the CGC may vary widely; such
fluctuations depend on the volume of olive oil included in the mixture. We
note that the quantities of olive o011 incorporated in the mixture have fluc-
tuated widely ‘n this period, with a clear downward trend:

14,537 T in 1983-8¢4
6,977 T in 1984-85
3,462 T in 1985-86

The average price charged by ONH for this oil has been 755.9 DT/T during the
period in question. Also, the percentages of olive oil 1incorporated into the
ofl mixture fluctuate widely, depending on the total harvest and thus, on the
levels purchased by ONH. The following table shows changes in the percentage
of olive 011 and olive-pomace 011 in the 011 blend:

1982783 1983784 1384785 1985746 Average
1982/83-1985/86
Olive oil 3.89 15.90 6.79 3.29 7.47
01{ve-pomace 1.70 2.67 2.02 1.36 2.19
oil

The above table indicates that the % of olive ofl in the grain
oi1/olive oil1 blend may vary from 1% to 4.8%. According to ONH, olive oi1 is
inciuded in the blend to ensur2 that "the consumer not lose the taste® for the
national product; in practice, it amounts to subsidizing domestic consumption
of olive oil.

finally, all the refiriad olive-pomace oils collected by ONH are
included in the blend and billed at the price that ONH pays. The quantities
and average price for the period under study have been 2,154 T and 547.6 DT/T,
respectively.
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1.5 Structure of Edibie 011 Consumption in Tunisia

The following table cemonstrates the average structure of edible o011
consumption in Tunisia for 1979-87.

Structure of Domestic Consumption of Edible 0ils
(Average for 1979-87)

Average Consumption Per capita
in tons in X consumption
(kg/person)
Family 35,984 25.3 5.1
Reserves
0live
0f1
ONH Sales 12,394 8.7 1.8
Total olive of1 48,378 34,0 6.9
Grain ofls 94,125 66.0 13.5
Total edible oils 142,503 100.0 20.4

A review of this structure of domestic consumption of edible oils
reveals that during the period covered, the average domestic consumption was
142,500 T/yr; dividing by the total population, this yields per capita annual
consumption of 20.4 kg.

In addition, total quantities of edible oils consumed domestically
increased from 107,000 metric tons in 1979/80 to 160,500 metric tons in 1983/
84, and then to 174,000 metric tons in 1986/87. Since 1982-83, per cepita
consumption has leveled off, with only 10% variability over the last five
years, from 20.8 kg to 22.8 kg.

Finally, the policy of substituting imported grain oils for domestic
consumption of olive oil with imported grain ofls, adopted in 1962/63, has
attained 1ts objective of changing the domestic supply structure of edible
ofls and hence the consumption habits of the Tunisian population. The factor
that has contriluted most to the success of this substitution policy has been
the price policy.

This socioeconomic choice has resuited, 24 years after implementa-
tion of the policy, in local consumption of olive oil accounting for no more
than one-third of demestic demand, with average consumption of 48,380 metric
tons, 74% of which is due to the establishment of family reserves. In con-
trast, grain oifl consumption has surpassed 100,000 metric tons in recent
years, accounting for 66X of all edible cils consumed in Tunisia, with average
annual consumption at 94,125 metric tons.
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2. ASSESSMENT OF THE CURRENT SITUATIOW

Domestic consumption needs for edible oils are about 20 kg/person/
year, for a total of some 150,000 metric tons/year. With the exception of the
establishment of family reserves based on the olive presses, GOT ensures sup-
ply of the local market through ONH by importing grain oil1s and then marketing
all the refined olive-pomace oils produced locally and part of the olive ofls
collected.

Local sales of olive and olive-pomace ofls by ONH are characterized
by the following:

e Fixed and inelastic component:

-- Incorporation of all refined olive-pomace o0ils in the
oil1 blend

-- Packaging and canning of olive ofl

« Insignificant component: sales to homes--approximately
570 metric tons/year

e Residual component, both quantitative and qualitative:
including olive oi1 in the mixed oil.

The 1last component 1s considered residual in the sense that it
accounts for a fraction, a quantity, and/or a quality that does not correspond
to the structure of external demand, and that in certain cases is a comple-
ment, generally due to a cyclical upswing of international grain oil prices.
On average, grain of1 imports cover 66% of local consumption needs.

The reasons for including olive ofl in the mixture are not always
set forth clearly. According to ONH, the olive ofl taste comes through in the
mixture used by Tunisian consumers. However, the practice is criticized for
the following reasons:

e It makes 1t possible for ONH to sell the non-exportable
residue of oil1s collected on the local market.

¢« ONH includes olive oils in the mixture at variable rates
because of difficulties in finding outlets abroad.

* Including olive ofl in the mixture increases the total
subsidy extended by the Subsidy Fund, which 1is borne
collectively by all taxpayers.

e The blending camouflages the nature and quality of more
than 58% of the olive oil ONH sells locally.

e Blending 1imits the consumers' choice among four types of

edible oil1s (soybean, rapeseed, olive, and refined olive-
pomace) to a single product.
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* Finally, because the percentage of olive oil in the mix-
ture is so Jow, the taste cannot be discernad, even by
consumers with a keen palate, especially considering that
olive ofl 1s used for cooking, not for seasoning.

2.1 Supply of other Grain 011s: Financial Assessment

The price of grain oils {imported by Tunisia fluctuates widely,
depending on international prices, which reflect supply and demand forecasts,
as well as incentive policies and speculation on futures markets. Although
Tunista has no control whatsoever over grain oil price formation, the Purchase
Comission charged with making purchases on the international market attempts
to keep import costs to a minimum, taking advantage of downswings on the
market to build security stocks; inversely, when world market prices are high,
the Ministry of Economy calls for a slowdown of imports, and consequently an
increase in the percentage of olive 011 included in the mixture.

Financial constraints 1imit the policy of controlling and regulating
imports of grain ofls. In effect, management of the country's foreign
exchange often determines that ONH must finance imports through international
Tines of credit, which makes 1t difficult to take advantage of short-term
market opportunities.

Thus, during the 1987/88 season, purchases of French rapeseed oi}
and American soybean o011, which accounted for 72% of all {imports, were
financed by medium-term loans (French loans in 1986 and 1987, and a GSM 102
American loan). This mode of financing has generated an average import price
3.1% greater than the average minimum price ($409.9 as opposed to $397.7).
The price differential was 7.6X over imports from the United States (3459.7 as
compared to $390.2 per ton). On the other hand, diversification of supply
sources made 1t possible to purchase at average prices that are 12.3% and
42.7% less, respectively, than the purchase prices of American and French
ofls.

Marketing of imported crude grain oils generates additional costs,
the largest being refining and blending with local oils. In effect, based on
the average prices for 1983-1986 and taking 100 as the index for the average
price for imports, the cost structure for marketing of imported grain oils is
as follows:

Purchase of crude grain oils
Customs duties

Refining

Blending with local ofls
Transportation

Other charges

Financial expenses

Share of ONH charges

[V
o )
HONWMN OO W~
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Thus, before distribution, the import price is increased by 53% due to the
various components that enter the marketing cost. The effective rate of
increase in the value is 46%, taking into account the following factors:

* Including local oils in the mixture, even though this
increases the cost 18%, also contributes an additional 11%
tonnage;

* The refining operation diminishes the tonnage of grain
oil1s some 4%, which 1s the pulp from neutralization.

The mixed oi1 obtained is marketed through ONH sales to wholesalers
and- packagers. The subsidized prices are a function of the sales prices to
the public, which are set by the authorities. Thus, the subsidized prices to
packagers are approximately 20% less than the subsidized price to wholesalers
to cover the processing costs while maintaining the small gap between bulk
prices and prices for the packaged product. The Subsidy Fund assumes the
difference between the subsidized price and the cost of mixed ofls is in the
form of a subsidy.

2.2 Financial Assessment of the Refining of Grain 0ils

The efficiency of refining grain oil has often been questioned.
Specific proposals to improve efficiency have been made, though no measures
have been implemented. The criticisms are based on the weak socio-economic
standing of this activity. An analysis based on firancial considerations
points out that the product is subsidized, which means that society bears all
inefficiencies as direct costs. The points that are questioned relate to the
procedure for placing orders on the refining markets, and the way that payment
for this service is set.

An automatic distribution of imported oils among the various refin-
fng facilities, proportionate to their theoretical capacities, has made the
refiners a sort of rentier class: On the one hand, they are guaranteed a
given level of work, while on the other hand, as a sort of corporation around
the ONH, they oppose all outside attempts to invest in this activity. Certain
refiners even enter 1into agreements to 1increase their refining capacity
(allowing them to 1increase their quota) under the pretext of integration
(which results 1n a squandering of national resources).

Furthermore, the way in which refining prices are set {is character-
ized by a quasi-automatic increase of 10X per annum. Having been set at 45
OT/T in 1983, the refining margin increased in later years to 48, 52, and 56
DT/T in 1986, reaching 72 DT/T for crude grain oil in 1988. Such price
increases result not from a detailed study of refining costs, but from the
refiners' demands, which are made by reference to a normative structure.
Also, the fact that the three refining systems have different rates of return
(some estimates place the net margins of the three systems at 25% to 60%) does
not explain this procedure for setting refining prices.

Thus, the regulation of this activity must be revised. In 1987,
refining costs accounted for more than 49% of the subsidies granted by the
Subsidy Fund for edible oils. After being refined, the oi1s are collected by
ONH to udd the olive and olive-pomace oils, before being returned to the pack-
agers and bulk distribution circuits. ONH Jjustifies this back-and-forth
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procedure out of fear that the subsidy may be removed, as a result of insuf-
ficient olive and olive-pomace of1s being included 1n the o1l blend. Although
few figures are available on the cost of this two-step maneuver, it clearly
increases the subsidy covered by the Subsidy Fund outlays.

2.3 Supplying the Local Market: Efficiency of the Current System

Meeting 1{nternal consumption needs for edibie ofls.1{s imperative
considering that the product is considered a basic necessity. The overal)
results of the national policy of substituting grain ofls for olive oil, are
as follows:

* A shift in habits and in the structure of domestic
consumption;

* A net savings of foreign exchange 1in terms of
international transactions: and

* Creation of an economic cost shouldered by the Subsidy
Fund to attain a social objective.

01ive 011, which in the early 1960s was the only edible 011 marketed
domestically, now accounts for only 34% of local consumption. This shift,
which was partially inevitable, would be difficult to reverse.

In effect, the recourse to imports of edible oil was inevitable to
cover the growing deficit in local production. On average, it would be neces-
sary to fimport at least 38,000 T of edibie oils if all olive oi] production
were consumed locally.

Furthermore, ever greater consumption of subsidized grain ofls has
created financial dependency as well as a dependency in consumer habits, which
make any change in the structure of edible o) supply un the local market slow
and difficult.

The financial dependent 1s 1inked to the fact that grain ofls mark-
eted locally are subsidized. Harsh restructuring of this price policy appears
to be unfeasible without a significant social cost. In addition to financial
considerations, two other factors have facilitated integration of grain oils
fnto consumer habits. First, marketing of grain ofls in a blend that includes
olive and olive-pomace oils has facilitated comnsumer acceptance of this new
ofl product. Second, apart from the formation of family reserves, the olive
cil on the local market 1s sold through processors, who market Riviera quality
oil. This blend of refined lamp oi1 and virgin olive oi) produces an ofl that
is not very tasty, causing public preference to shift to other ofls and leav-
ing only the connaisseurs to purchase virgin o1l from the of1 presses,

In international transactions of edible otls, the net balance of
foreign trade is positive, representing the difference between the value of
olive ofl exports and grain of1 imports. Even though the net gain in foreign
exchange 1s sti11 substantial, the long-term trend observed is downward,
following the gradual increase of imports.
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As an essential consumer good, edible 0i11s have benefited from sub-
sidies for a large share of the costs of grain oil imports granted by the Sub-
sidy Fund. In 1988, intervention of the Subsidy Fund came to 30.2 MD, repre-
senting a subsidy level of 242 DT/ton of impcrted grain oils.

Based on an average rate of import growth of 9.6X (observed over the
last four years), and maintaining the current subsidy rate, the total subsidy
after 10 years would reach approximately 75.6 MD (i.e. all else being equal,
the relative share of grain oil subsidies in relation to total Subsidy Fund
outlays would more than double).

Thus, it appears necessary to reduce Subsidy Fund outlays for oils
which should be undertaken with sufficient lead time to avoid constraints of
the dual dependence described above. Mixing, in addition to other harmful
effects, aggravates the deficit subsidized by the Subsidy Fund. In the 1985/
86 season, eliminating the olive and olive-pomace oils, included in the mix-
ture at the respective rates of 3.29% and 1.36%, would have produced a savings
of some 2.2 MD in Subsidy Fund outlays. Moreover, the varieties and qualities
of imported grain oils are not necessarily the most appropriate for reducing
Subsidy Fund outlays.

The example of refined grain oils ONH imported in the 1983/84 season
may be 1{llustrative in this regard. In effect, these refined ofls were
acquired at a price of 537 D/T, whereas the cost of importing crude grain oils
and refining them locally that same year came to 642 0/T (i.e. a difference of
some 20% of the final cost) which, all else being equal, means that the cost
of local refining is more than double the cost of refining on the inter-
national market.

3. CONSUMER SURVEY

Parallel to the analysis presented above, we conducted a survey
based on a representative sample of 450 householés 1in the Tunis area to
analyze consumer behavior regarding oils in general {in urban areas, and to
test certain propositions with a view to decreasing Subsidy Fund outlays by
d1:$rs:fy1ng the vegetable oil supply. The survey results indicated the
following:

1. Tunis-area households consume both olive 011 and mixed oils indepen-
dent of socio-professional category. Unknown on the market 30 years ago,
mixed oils are accepted and consumed by all socio-professional groups today.
Mixed oils have been integrated into the Tunisian diet as a natural compiement
to olive ofl.

2. Although the poorest socio-professional categories consume the
greatest quantities of mixed oils, subsidized oils account for more than 40%
of the consusption of certain well-off categories (high-ranking executives,
professionals, and mid-level staff), representing an economically unjustifi-
able burden on the Subsidy Fund.
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3. There 1s a potential market for pure grain oils not subsidized by
the Subsidy Fund. The extent of this market is directly linked to the sale
price of such oil. The most interesting hypothesis is that of a pure grain
ofl sold at a price of some 600 millimes. In effect, according to this
hypothesis, there would be a minimum demand of 30,000 T, generating savings of
7.3 MD for the Subsidy Fund.

4. This "potential demand" for pure grain ofl varies sigaificantly with
the sale price. Demand would fall from 30,000 T at 600 millimes to 7,500 T 1if
the price were set at 800 millimes/kg, and 1,200 T at a price of 1.4 dinars.
Nonetheless, even at the highest price (1.4 D/kg), potential demand for this
pure grain ofl would be at least 1,200 T. The Subsidy Fund would not subsid-
1ze the share of pure grain ofl that would replace the mixed oi1 and the share
that would complement 1t.

This quantity of o011 no longer subsidized (not taking into account
the share that would directly replace the mixed 0o11) in function of the dif-
ferent price hypotheses represents at least the followirg: 27,000 T at a
price of 600 millimes; 5,300 T at 800 millimes; 2,400 T a“ f D, and 1,000 T at
1.4 D.

5. These results indicate that the potential market share aof pure grain
o1l depends largely on 1ts price, and also that its impact on the consumption
of olive o011 in Tunisia is relatively limited (approximately 6% under the max-
imal hypothesis). The market share of mixed oiis would diminish, representing
a potential savings for the Subsidy Fund.
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4. RECOMMENDATIONS

The above analysis suggests both strategic and immediate actions to
improve the efficiency of the marketing of mixed ofls in Tunisia. Strategic
actions would define a coherent framework for intervention in the sector, set-
ting up immediate actions as a means to develop this framework in the medium
tern.

4.1 Strategic Actions

4.1.1 Investment Policy

The financial criteria, strictly speaking, should be retained to
measure the advantage of refining grain oils, using imported crude oils. The
logical consequence of this position 1s elimination of the need for prior
approval by ONH to create and/or extend refining capacities, as well as to
1iberalize the imports of certain grain ofls.

4.1.2 Redefining the Role of ONH

Import activities detract considerably from business and industry.
ONH should 1imit {ts intervention to making invitations for bids within
certain bounds and to negotiating the conditions for importing grain oils
formerly subsidized.

4.1.3 Price Policy

In the medium term, the price policy for edible oils should lead to
the establishment of & pricing system that reflects, the following concerns:

* Consumer prices on the local market should be less of a
deterrent to consumption of olive ofl by reducing the
major gap between olive of1 and mixed oils. Olive o1l now
costs five times more than mixed oils.

* Support for the least efficient refining units, establish-
ing the conditions for competition even if it requires a
subsidy policy at first to attenuate the initial social
cost necessary for this restructuring.

* The subsidy policy should more clearly target the social
objectives it is intended to meet, especially by reviewing
the array of products supporied by subsidies.

* The financial criterion should be a determinant in the
composition of the cost of supplying the local market with
duly selected products, generating a burden for the
government budget.
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4.2 Short-Term Actions

Short-term actions are the beginning of the strategic actions
recommended, reflecting the urgency of introducing certain reforms.

a. Eliminating the mixing activity by no longer systematic-
ally adding olive and olive-pomace oils to subsidized
grain oils.

b. Eliminating mixing by no longer blending the different
varieties and quaiities of imported grain ofls.

C. Marketing a subsidized pure grain of1 whose type may vary
along with the cyclical trends in international prices.

d. Marketing one or several unsubsidized pure grain ofls.

e. Marketing an oi1 based on olive-pomace and olive oils or a
blend of the two ofls at intermadiate prices.

f. Liberalizing unsubsidized grain oi1 1mports.

g. More accurately determining the cost of refining subsi-
dized grain oils and evaluating these costs in terms of
the price differential on the international market between
crude and refined oils and the differential 1in transport
costs.

h. Reviewing the procedures for marketing the refining of
subsidized grain oils and adopting the practice of invit-
ing bids which should not emanate frem the inter-profes-
sional organization. :

1. Determining the inter-professional organization respon-
sible for prior approval of 1nvestments in processing
centers.

J. Reorganizing the modes of marketing to eliminate super-

fluous market movements whereby ONH transports refined
grain oils to the packagers and wholesalers.
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What Role for Public and Private Sectors in Tunisia’'s
Grain Assembly and Import Markets ?

1.0 Iantroduction
Tunisia's structural adjustment program focuses on four major goals:

) increasing the role of market forces in determining prices of
agricultural inputs and products;

0 increasing the role of the private sector in marketing farm inputs and
products, both internally and internationally;

o enhancing the effectiveness of governmsent agencies in supporting
agricultural production and marketing; and

o protecting the welfare and nutritional well-being of poor consumers in
urban and rural areas of Tunisia. '

The grain subsector is pivotal to the future of Tunisia’s structural
ad justment program. Regardless of whether a Tunisian is a producer or
consumer of cereals, the organization and operation of systems for assembly
of local production, imports, processing, wholesaling, retailing, market
regulation and subsidy administration all have an impact on his or her
welfare.

The current system successfully assures availability of cereals and cereal
products throughout Tunisia. However, its costs have bsen growing rapidly,
leading the Government of Tunisia (GOT) to seek more cost effective options
consistent with its objectives for the cereals sector as part of its
Agricultural Structural Adjustment Program. As Tunieia approaches the
1990°'s it is clear that substantial investment will be requized to update
ite aging cereal marketing system infrastructure. This paper presents
findings from a study directed at identifying means to encourage a public-
private partnership to bring about the necessary investment.

Under the current system, a public agency, the Office des Céréales (OC), has
a legal monopoly over grain assembly and imports, which it shares by
delegation on the assembly side with two Cooperatives, the Coopérative
Centrale des Grandes Cultures (CCGC) and the Coopérative Centrale du Blé
(COCEBLE). The 0C's combined operational and regulatory responsibilities
put the cooperatives at a competitive disadvantage. Their ability to sell
or purchase is heavily dependent on the will and financing of the OC. As a
result the cooperatives’ performance cannot serve as a compatitive yardstick
against which the 0C's psrformance can be measured.

This paper begins with an overview of supply end demand factors affecting
the marketing system and demands upon it: production, imports, cereal
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consumption and expenditures, price policy and subsidies. On the basis of a
diagnostic overview of the marketing system, its operation, participants,
and functionsl activities presented in detail elsevhere, elements of an
Action Plan are pressented and their rationale explained. The plan is
directed at reducing costs of marketing operations, public investment and
subsidy requirements, while protecting producer and consumer prices and
incomes. Items raquiring additional analyesis are also identified.

2. Supply and Damend Factors Influencing the HMarketing Systea
2.1 Production

Drought and locusts combined to reduce Tunisia's 1988 cereals harvest to
289,800 metric tons (mt), with about 50,000 mt coming from irrigated areas.
This was more than 1 million tons (mmt) below the average for 1983-87, and
slightly more than 15 percent of 1987's record 1.9 mmt crop. One result of
the lowest level of wheat production since the 1920's was planned imports of
2.1 mmt of cereals for 1988, about double 1987 levels. The Ministry of

Agriculture estimated the 1989 crop at about 600,000 mmt.

Grain production in Tunisia 1is

conditioned by the wvagaries of

seasonal rainfall which lead to

swings from "good year® to “bad Figure 1 Conpoaition of Tunista'a Cereal Crop
year' of & magnitude unknown in most war/es

other countries. Durum wheat (blé&
dur) production natiomwide, which
accounts for about 60 percent of all
cereals production (see figure 1),
averaged 686,000 mt over 1975-1988.
However, recent yeare include two of
the best crop years in recorded
history (1985 and 1987) and two of
the worst (1988 and 1986). Durum
production in the good ysars was
nearly 1.1 mmt, but only 167,000 mt
in 1988 and 378,000 mt in 1986. The
swings are even more pronounced in
the marginal growing areas of the
Center-South, where production unil « 1,000 mt
averaged about 102,000 mt over the
paat fourteen years, with highs of
347,000 mt in 1983 end 185,000 mt in
1687 and lows of only 14,000 and
16,000 mt in 1986 and 1988.

=] Triticale
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Seures Mistetry of Agrisutnre At Assooistes Chart

Cereals make up about two-thirds of cropped area in the Northern p. - of
funisia (Governorates of Le Kef, Siliana and northward) and about three-
fourths in the center-south, for an annual total of about 1.6 million
hectares (ha.) for the 1984-87 crops (sse figure 2). About 60 percent of
cereals area is in the North, where higher reinfall meane that it accounts
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for about 80 percent of production.

Although cultivated area has ranged from 1.2 to 1.9 million ha over the
last five years, average yields fluctuate sven more wildly. During 1982-86,
annual aversge durum wheat yields ranged from .52 to 1.22 mt/ha; bread wheat
(blé tendre), which has characteristics most closely akin to what ip
classified as hard wheat in North Americs, averaged .85 to 1.85 mt/ha.
Average barley yields zanged from .32 to .8 mt/ha. (Khaldi, Enquéte de
Bege).

Cereals produced in Tunigia are either consumed or used for seed on the
farms where they are produced, sold through official channels, or sold on
the parallel market. During 1982-86, the official market assembled an
average of 39 percent of all cereals produced, including 40 percent of
durum, 67 percent of bread wheat and 24 percent of barlay. Official
assembly rates are highest in the North, accounting on average for more than
98 percent of officiel assembly since 197S.

While there are no data availsble on crop marketings by farm size, data from
the Enquéte de Baso indicate that almost two-thirds of Tunisian farms are
smaller than 10 hectares, but that these farms account for about 17 percent
of total arable land. Theee omezll farme probably account for an even
smaller proportion of marketed production as they probably consume a large
proportion of their own production and are perhaps the most likely to find
ecoromic interaest in selling the portion of their production that remains on
the parallel market.

At the other extremo, lese than 5 percent of all farms are larger than 50
hectares, but they control almost 40 percent of arable land (derived from
Khaldi). In the northern part of Tunisia, an estimated 2200 farms with
more than 50 ha reportedly account for 437,000 ha of agricultural laad,
including 215,000 ha in cerecle (FAO). This is about one-fourth of the area
planted to cereals in the North.

While the above data are an imperfect proxy for cereals sales by farm size,
they are indicative of a fundamental dilemma facing Tunisia's policy makers:
A £y 5 8 § §HH AR K 2 t the eroa.ls G
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2.1.1 Future Preductiom Prospsctc and Implications for Marketing

A Reform Program for the Cereals Sector must consider the future, as well as the
present. A marketing system that is able to limp along satisfactorily in 1989
may break down completely under the demands of growing production and imports to
feed the Tunisia of the year 2000.
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Simple extrapolation of historical
trends, shown in figure 2, indicates
slow growth in total cereal
producticn and rapidly rising
imports for the remainder of the
century. For bread wheat, which
accounts for about half of imported

grain (figure 3), the production
trend is extremely flat, while
imports have been rising more

sharply than overall imports.

The regional distribution of
production has a major impact on the
types of services that are and will
be required of the marketing and
distribution system for cereals in
different parts of the country. The
ma jority of assembly operations can
be expected to continue to be
carried out 4in the North. Any
opening of the market to assembly
can be expected to lead to primary
interest by additional operators in
the North, where availability of
abundant supplies will contribute to
lower per unit &ssembly costs than
in the South.

Under the cnrrent system, most of
the so-called Assembly Centers in
the South are primarily distribution
centers. Under current conditions
with the OC operating throughout the
country, assembly operations in the
North cover fixad costs that
contribute to distribution in the
South. The two cooperacives, CCGC
and COCEBLE operate exclusively in
the North.

In the event that the OC or some
other government agency assumes
responsibility for distribution in
the South, but playe a more minor
role in assembly in the North, the
costs of distribution in the South
will have to be faced explicitly.
Thie topic should be addressed in
greater detail in a separate
analysis.

Figure 2. . lslan Grain Production and Imports
History and Trend Projections
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Government targets for the Seventh Plan call for Tunisia to be 100 percent
self-sufficient in durum wheat by 1991 and 31 percent self sufficient in
soft wheat production. While the drought of 1988 and uncertain prospects
for 1969 may make these goals difficult to attain, they imply a need for
increased investment of resources in the system of local assembly and
distribution. Policy decisions in the near future will influence the
extent to which those resources may be obtained through esome partnership of
government, private business and the international aid and financial
communities.

2.2 Imports

From a position cf occasional exporter of durum wheat in the 1970's, Tunisia
has become a major, if somewhat variable, importer. Planned cereal imports
of 2.137 mmt for 1988 included 619,000 mt of durum wheat, 703,000 mt of soft
wheat, 615,000 mt of barley and 200,000 tons of corn (maize). In contrast,
total cereal imports were 307 mmt in 1974 and 1.3 mmt in 1986

In order to smooth import operations, a recently completed project has
increased storage and distribution capacity by 170,000 mt. A combination of
new construction, extension of existing facilities and rehabilitation was
funded by a loan from the World Bank, with all except 18,000 tons of the
affected capacity to be used for imported cereals.

The cost of Tunisia’s cereals imports is determined by the level of world
prices, exchange rates, the types, classes and quality of cereals purchased,
the costs associated with delivering grain to Tunisia, and available
concessional sales, credit, and aid programs, such as the Export
Enhancement Program (EEP or "Bicep') and PL 480 from the U.S.; Export
Refunds from the EC; COFACE from France; and WFP (PAM) from the UN.

TUNISIA'S GRAIN MARKETING SYSTEM
Tunisian Produosrs imports

g s S
=i

\.L.
e
1

Consumers
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Tunisia's devaluation of the
dinar(TD) in 1986 has :.ntributed to
higher import costa.l However a
veakening of the US dollar($) since
1985 has offset some of this
increase (see figuree 4 and 5).
Avallability of supplies on sharply
concessional terms reduced per unit
import costs wuntil 1988, when
drought and other factors pushed
prices up, so that the cost (c & £)
of imported bread wheat during the
latter part of 1988 was about TD
150/mt ($165) and durum wheat cost
TD 200/mt ($220). Imported barley
cost TD 135/mt (S148). In contrast,
Tunisian producers received TD
190/mt for bread wheat, TD 210/mt
for durum and TD 140/mt for barley
delivered to an officiel assembly
center during 1988.

2.3 Consumption and Expenditures

Tunisia’'s 7.8 million people
currently consume about 1.6 million
metric tons of cereals annually,
with Durum wheat accounting for
about 57 percent of total
consumption, bread wheat for about
39 percent and barley for about 4
percent. Per capita consumption,
estimated at an average of about 209
kg, ranges from about 162 kg per
capita in large urban areas to about
247 kg per capita in rureal areas.
This makes Tunisians among the
largest cereal consumars in the
world. Bread wheat, primarily in
commercially produced bread,
accounts for about three-fourths of
urban consumption, but less than
one-fifth of rural consumption.
Durum wheat, primarily in couscous,
traditional breads and pasta
products makes up three-fourths of
rural consumption and about one-
fourth of urban conaumption. Barley
accounts for a small amount of rural
consumption, and is negligible in
urban consumption. Barley is also
used for animal feed.

Figure 4. Exchange Rates
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Figure 5. PRODUCER CEREAL PRICES
Compared to World and General Prices
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One important objective of Tunisian Policy has been to stabilize the cost of
cereals and cereal products to consumers. Historically, consumer price
stabilization was accomplished by paying producers a lower price than their
products would bring internationally, effectively taxing agricultural
producers in order to subsidize cheap food for consumers. More recently, as
the government has increased producer prices in order to encourage
production, low consumer prices and growing consumption have increased
subsidy costs.

Per capita expenditures on cereals rose from 13.1 TD in 1975 to 28.9 TD in
1985 (INS). In real, inflation adjusted, terms expenditures were about the
game in 1975 and 1985, actually falling from 1980 levels. At the same time,
total expenditures tripled in nominal terms and rose almost 50 percent in
real terms (133.7 to 183.5 1985 dinars).

Food fell from 42 percent of total expenditures in 1975 and 1980 to 39
percent in 1985. During the same period, expenditures on ceresls fell from
21.4 percent of total outlays on food to only 1%3.8 percent in 1985.
Increases in the share of expenditures on meat and poultry (18.2 to 22.2I),
milk and eggs (7.2 to 9.91) mean that some of the reduction in direct
consumption of cereals is being replaced by cereals transformed to animal
protein.

On a regional basis there is considerzble variability in the importance of
food and cereals in total expenditures. Per capita food expenditures have
been highest in Tunis (250.5 TD) and in the East Central Region (202.2 TD).
They have been lowest in the northwest (134.4 TD) and West Central rogions.
Nonetheless, as a share of total expenditures, food makes up the smallast
share in the Tunis District (34.6%) and the highest share in the Northwest
(47.32).

Cereals make up only 11.7 percent of total food expenditures in the Tunis
District, but 23.6 percent in the central Western Zone, where they were 32.8
TD per capita in 1985.

Overall, expenditures in Tunisia are somewhat skewed, with those with the
largest half of income levels making 78.3 percent of outlays. One half of
total expenditures were made by the 20.3 percent of the population that is
best off.

As would be expected, food costs make up the largest share of expenditures
of those spending the least, 60.6 percent of those spending less than 100 TD
in 1985, compared to 26.3 percent of outlays of those spending more than 800
dinars. The latter spend almost eight times as much as the former on
food, however. '

Cereals also fall as & proportion of total expenditurns as total
expenditures rise, accounting for 32.6 percent of outlays for those with per
capita outlays of less than 100 dinars annually, and only 10.4 percent of
those spending more than 800 TD. Here the difference in totsl outlays was
much smaller, growing from 15.8 TD per capita among those spending the least
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to 39.7 TD among those spending the most.

Future Copsumption

According to Ministry of Agriculture estimates, growth in population and
income are expected to lead to a 53 percent increagse In total cereals
consumption by the year 2001. A 4.2 percent increase in per capita
consumption is projected. (derived from Chaffai, p.5) This implies that
maintaining the current system and level of subsidies on cereal products
will result in major cost increases over the coming decade.

2.4 Prices and Subsidies

Current Government of Tunisia (GOT)

policy is directed at keeping prices Figure 6. Calase Generale do Compensation
for cereals the same at all places -
in Tunisia and at all times

throughout the marketing year (June 000,000 TD
1 - May 31). This is accomplished 400
through payments of subsidies on

cereals valued at 168 million dinars soor

in 1988 and projected at almost 234

million dinars for 1989. These
subsidies offset costs of storage,
financing, transportation and resale
and labor. Cereals subsidies make
up between one half and two thirds
of the total expenditures of the
Subsidy Pund (Caisse Générale de B owve whost (U Sread Whem CJ Sartey
Compensation - CGC) (figure 6). TS BuiGemen T howi Ovien

%46 068 a7 1088
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Adt Acossiatne Ghert

The wultimate goal of the cereal

subsidy program is to maintain the

price of bread and cereal products

such as couscous and pasta at low

levels. During 1988, bread wheat purchased from the producer at TD 19 per
quintal (100 kg) was sold to millers at an average of TD 7.4/qx. Durum
purchased from the producer at TD 21/qx was resold at TD 9.1/qx, after
paying costs of handling, transportation and storage, and often with 60 days
free credit. The latter services result in marketing margin payments of
about TD 2.7/qx to the OC and cooperatives.

Growing subsidies have kept cereal product prices from increasing as fast as
other components of household expenditures. Between 19683 and 1988, prices
of cereal based food products increased 38 percent, while overall food
prices and the general consumer price index increased about 50 percent
(Ranque Centrale). Options for reducing the subsidy cost burden include
increasing consumsr prices, at least to those who are in the least need of
subsidises, cutting producer prices, and gaining in efficiency in the
marketing services that are provided. In light of the relative size of the
gap and the marketing margin, there has been considerable pressure to
consider price changes.
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An attempt to double the price of bread in 1984 led to riots despite the
fact that the political opposition appeared to accede to the move. Recent
violence in response to increases in bread prices in neighboring Algeria is
likely to contribute to continued sensitivity of Tunisian decision makers to
subsidy reductions on cereal products. While gradual subsidy reductions
may take place, the premise of this analysis is that any institutional
reform must be undertaken in the expectation that some level of subsidies
will continue.

Cereal subsidies for 1989 are forecast to cost the CGC an average of about
30 TD each for every man, woman and child in Tunisia. At subsidized prices
this would purchase more than 400 baguettes per person each year.

The data presented above demonstrate that high and low income consumers
alike receive some cereals subsidies. On a per capita basis, a very
preliminary analysis indicates that those who probably have the largest
incomes receive about 2.5 times the subsidy of those spending the least. At
the same time, since cereals outlays make up a large:r share of the total
expenditures of the poorest Tunisians, this group would be the moet affected
if the cost of cereal products increased. It ig beyond the secope of the
current study to identify the most cost effective way to target subsidies,
however this issue should be examined in further detail as one part of a
strategy to reduce the cost of the curront subsidy policy.

While current subsidy levels already contribute to higher CGC costs and
budget deficite, the future promises oven greater costs in the absence of
policy reform (La Presse, January 12, 1989). The cost of cereal subsidies
alone can be expected to reach 350 million TD by the end of the century if
cereals consumption continuss to grow at 3 percent annually, while prices
and subsidy levels remain the same.

3.0 Working Toward a Public/ Private Partnership for Improving Tunisia’s
Cereals Subsector

Tunisia's current system of grain assembly and imports successfully assures
availability of cereals and ceroal products throughout the country.
However, the costs of the current system have been growing rapidly, leading
the Government of Tunisia (GOT) to examine options that can fulfill its
objectives for the cereals sector on a mors cost effective basis. The
elements of the following proposal are intended to: reduce operating costs
of the gystem; limit public investmsnt requirements and contribute to
subsidy cost reduction, while satisfying demand for cereals and retaining
incentives to production. Probable impacts of individual elements of the
Action Plan on each of these dimsnsions are summarized in Table 1. It
should be underscored that many of the elements proposed below are
interdependent. Thus, adoption of some parts of the plan may have a limited
impact if essential complemsntary elements are no’ also put into place.

Any proposal for rethinking Tunisia's grair marketing system must reflect

sensitivity to the social dimensions of govurnment of Tunisia (GOT) policy.
In the short to medium term, it 4is 1lik:ly that the GOT will maintain
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subsidies on cereals products. While cereals product price increases may be
limited to somewhat less than the rate of inflation, gradual increases are
likely.

In September, 1986, the size of a baguette was reduced from 300 to 250
grams, effectively increasing bread prices 20 percent. This means that
gradual modifications of prices and reductions of cereals subsidies are
possible.

The 1984 price increases that led to riots resulted from a doubling of
prices. More gradual adjustments are both politically feasible, and likely.
The current forecast of an TD 80 million deficit in the CGC for 1989 will be
one motivating factor for attention to the level of subsidies, and to
organizational reforms that can limit subsidy costs through efficiency gains
rather than price increases alone.

The maintenance of a subsidy and price stabilization system will require a
continued role for government as market regulator. This will include
assurance of minimum producer prices, respect for official consumer prices
for cereal products, and limitation of the potential for fraud in
edministration of subsidies.

While the current subsidy system places important limits on the range of
reform options available, it does not eliminate them. Important strides can
be made toward freeing up the current system, attracting additional
investment in its further development as well as improving its efficiency,
and reducing its dependence on the public treasury.

In pursuit of these objectives, an action plan for the cereals sector must
include two major thrusts:

0 Meagsures to open the market to greatar participation and investment by
farmers, private traders ("negotiants®), cooperatives, millers and
other processors, so that modernization of the eyotem can be achieved
with a mix of public and private investment; and

0 Measures to redefine the role and improve operations of the Office des
Céréales, so that government objectives and interests can be protacted
through regulatory activity and subsidy administration at the same time
that private capital investment is stimulated.

Some actions can begin in the very short term, in some cases before the
beginning of the mid-1989 grain harvest. These include:

3.1.0 Short Term Measures to Free Masrket Opeorations and Encourage
Investment

3.1.1 Price System Flexibility
To encourage producers to reduce harvest-time marketing system bottlenecks

by spreading deliveries of cereals over a longer period of time and
investment in storage capacity, introduce a system of bi-weekly increments
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in local cereslc prices paid at Assembly Centers, calculated on the osame
basis as storag: payments to the OC and Cooperatives, and intended to offset
storage costs. This is a first step toward making the price system more
flexible to encourage private sales, purchases, storage and transportation.

Under this system, producers selling later than harvest could earn revenue
from storing grain, while reducing the pressura on the marketing system
that occurs when almost all of the officially marketed crop goes to assembly
centers during & one to two month period. Private investment in storage
could reduce public investment in the marketing system required to handle
peak seasonal loads that are aggravated by the current pricing system.

The OC, as agent for the CGC, currently pays and receives warehousing
margins reflecting storage and financing costs. Simply adding this margin
to the base support price wculd have no impact on government costs. In
cases where producers could afford to wait before selling all of their
grain, this system would provide an incentive to do 90, 80 long as the
increments are at least equivalent to actual storage costs. As a result,
some of the pressure to handle all marketed grain in 1-2 months would be
reduced. If there is nr interest in storing, the system would operate like
it does now, with no cost impacts. Options designed to facilitate grain use
as loan collateral, permitting farmers to get cash and still store their
grain are discussed below.

3.1.2 Grading Syetem Improvements

To assure the objectivity and consistency of the grading system, simplify
the current system, and make provisions for assembly centers to have the
equipment, staff and training to grade on an objective basis. Evaluate
options for public regulation of gradirng in a system with a mix of public
and private participants. At the present time, grading reportedly serves as
a subjective basis for price competition at some points in the marketing
system. Simplification and essurance of objectivity are essential if grein
is to be traded and stored jointly (commingled) on the baeis of grades.

While increased short term public sector costs would be associated with
improved grain grading and a shift to a public sector role as regulator of
grain quality, operating costs for the marketing system would be reduced by
reliable grades. Purthermore, consistent grades would encourage producers
to focus on the quality of the product delivered, rather than on the
individual delivered to. Consumers could benefit through a system that
would encourage production of cereals that will produce higher quality
products.

3.1.3 Shift Point of Subsidy Administration

Introduce procedures to shift the focus of the subsidy payment system and
control to the point of sales to millers and other processors. This would
permit additional operators to participate in cereals assembly as well to
sell directly to mills despite the current price subsidy system. Initially
this may require a system whereby millers pay the "prix de retrocession” and
sellers receive the subsidy component of the purchase price from the CGC
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through the OC. With the subsidy representing as much as 150 percent of the
price millers pay for cereals, financing the subsidy prior to payment by the
CGC and protection from potentially fraudulent subsidy claims are critical
to the succoss of this option. Availability of a range of options for
monitoring physical processes makes control at the level of millers
attractive. At the same time, recent problems with alow subsidy
reimbursement by the CGC make assurance of funde to keep market participants
solvent a critical consideration in implementing this strategy. In 1989, a
piiot operation involving a small number of millere and a limited quantity
of purchases should be tried. Alternative approaches to operation,
financing and regulatory control should be evaluated in Phase II of this
study.

Under the current system, millers and other industrial proceesors pay about
40 percent of the cost of their raw materials when local grain is purchased.
In return, their products are sold to bakers and consumere at substantially
lowver prices than would otherwise be possible. The balance of the producer
price and marketing costs are paid aes subsidies from the CGC through the
oc. Where private operators get involved in parallel assembly of cereals,
they reportedly sell to the OC or Cooperatives at the official producer
price by representing the ceresals purchased as their own production.

As noted above, the fact that these activities occur and are permitted is an
indication of some economic interest on the part of farmers, parallel market
assemblers and the official market. If there are economies to be attained
in the current marketing system by permitting other operators to
participate, they are most likely to be the greatest in deliveries all the
way to the door of the millers or other processors. However, the current
pricing and subsidy system will only make this attractive if those
assembling and delivering the grain can receive a price that approximates
the sum of the official producer price plus the official marketing margin.

Concentrating subsidy payments at the level of millers opens up several
options for working within the current pricing system but allowing Tunisia
to benefit from potential economies in marketing attainable through a more
open market, while limiting or decreasing monitoring costs. This will allow
increased price flexibility in the system and permit government iatervention
to focus on floor prices at the farm level and celling prices at the
consumer level. 1In light of the large proportion of total miller revenue
that will be derived from subsidy payments, and experience with CGC
difficulty in making rapid payments, the iessue of financing subsidy payments
must be addressed. At the same time, assurance that the large sums involved
will not invite increases in fraud will require attention to monitoring and
control.

In order for there to ba some flexibility in prices at the assembly and
impcrt level, those involved in marketing need to be able to sell to
individual millers, while government policy dictates that cereal products
will continue to be subsidized. Assuming that it iec possible to police
actual deliveries and agree on actual prices paid, t(his system would have
millers purchase cereals from storage organizations at their actual costs
and then receive a subsidy in order to assure that the price of products
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remained at subsidized levels.

Most subsidies that were previously paid to bakers have besen paid to millers
during the last two years because of difficulties encountered in operating
and policing the system with a large number of bakers. Officials at the CGC
believe that an effective system for administering and monitoring subsidies
through the millers could be developed.

However, in the face of a projected 80 million TD deficit for 1989, the CGC
is reportedly having difficulty making its payments. For the O0C, this means
that It obtains financing directly from the treasury instead. Private
millers placed in the same situation would have to obtain loans from
financial institutions and pay interest while waiting for subsidy payments.
They would expect these financing costs to be covered by the CGC in order to
continue to provide products at aubsidized prices.

As several millers have closed in recent years, and the financial condition
of several otiiers limits their access to ~redit, further concentratioa in
the industry might be expected to result from this shift. As some of the
smaller, leass efficient mills go out of business, average costs would be
expected to fall, contributing to lower gsubsidy requirements. However, it
i{s not clear that the Government would allow the less efficient mills to
clooe their doors.

In light of the important financial issues to be addressod, we recommend
that a pilot scheme be tried for 1989 whereby selected millers pay the "prix
de retrocession® to "revendeurs,® who than receive the subsidy component of
the purchase price from the CGC through the 0C. A limited ohare of total
miller purchases could be permitted during this mechanism.

The DPCE reports that prevention of fraud with oubsidy payments at the level
of the mills is possible. Millers currently meet with the OC on a monthly
basis to present planned monthly purchases. Historical data on monthly
purchases and quantities processed ("trituration®) are available. Utilities
usage figures, payrolls snd a variety of other factors could be monitored if
necessary. These factors would &all contribute to the GOT's ability to
monitor purchasce end utilization of cereals. Tough penalties for any cases
of fraud would also help keep the system operate. In light of inadequate
accounting in the current system, it is extremely difficult to estimate
levels of fraud for comparison.

In sum, the impacts of the focus of subaidy payment at the point of
miller/processor purchases are likely to include reduced public operating
costs and required public investments in order o asscemble and ship grain.
As long as the option to sell to the OC remsins, a more competitive market
should actually contribute to farm prices staying the same or rising, all
else being equal.

3.1.4 Open Market to Additional Legal Operators

Begin the process of cofficially opening the market to other operators. A
first step could involve expansion of the OC delegation of suthority for
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local assembly to millers, followed by legalization of private sector
activity that is currently tolerated as the parallel market. The latter
step may require modification of the regulatory texts defining the roles of
the OC and the Societé Nationale de Chemin de Fer Tunisienne (SNCFT), and
gsome modification of the tax code. Although the parallel market currently
operates unimpeded, it is technically illegal, which limits incentives to
invest in the marketing system and makes it difficult to regulate.

Whilc initially it is possible under its current mandate for the OC to
delegate its assembly responsibilities to a broader range of market
participants, eliminacion of the official OC monopoly on cereals assembly
and reinforcement of its role as a market regulator and subsidy
administrator should be accompliched by modifying its legal status.
Although there huve been no recent attempts to enforce the monopoly on the
local assembly side, this change would facilitate the development of
monitoring and regulatery programs to support Government regulatory
objectives vie-a-vis the cereals sector, while increasing flexibility and
encouraging investment in the sector.

Permitting additional participants in cereals assembly and storage would
legalize what already exists, and permit monitoring of the parallel market
prices and perhaps volumes. Some sort of licensing could be required, if
judged necesgsary. In order to permit use of the current storage &nd
transport eystem, access could be provided on a rental basis, either using
rates fixed according to new cost estimates or some sort of auction. Some
change in the current grading system will also be required in order to
permit commingling of grain without fear.

3.1.5 Price Monitoring and Reporting

In order for the GOT to successfully regulate the cereals market in the
public interest, an improved understanding of marketing coets, margins and
parallel market prices and operations is essential. Price monitoring and
reporting will dimprove understanding of parallel market operations,
encourage competition, and permit regulatory control. Information on actual
prices paid at points beyond official assa2mbly centers will protect
producers and ease estimation of marketing costs.

Increased monitoring will increase government costs, but reduce the need for
government to bear costs of market intervention when it is not required.
More effective market monitoring will be critical to government's ability to
regulate markets. It will also give Tunisian policy makers the confidence
to allow a liberalized market to operate. For producers and consumers,
market information should be valuable in making a range of sales and
purchasa decisions.

3.1.6 Investment in Storage Facility Rehabilitation
Tunisia’s Seventh Plan calls for improvement of local infrastructure for
cereals essembly. Modernization of facilities dating from the colonial

epoch is important to improved grain hzndling efficiency. The GOT should
pursu investment in modernization of grain storage and transportation
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facilities, especially those aimed at developing bulk handling capacity at
key assembly and storage centers (OC second phase storage project). Private
operators should be included.

It is consistent with GOT goale to continue and encourage additional
investments in the marketing system, 4including modernization and
construction of additional storage capacity and acquisition of eadditional
transportation equipment. Further attention should be given to appropriate
means to encourage public/private partnership in investment. Current
incentives and subeidies often mske it irrational for private firms and
individuals to invest without additional subsidies.

3.2.0 Short Term Msasures to Refine the Role of the OC and Streamline
Operations

The organizational problems of the Office have been studied since at least
the late 19708, when they were recognized as quite serious: a large but
inadequate staff, with too many untrained workers and too few qualified
professionals; over centralization both geographically in Tunie and
administratively in the office of the President Director General; lack of
a coherent organization manual, well defined procedures, and job
descriptions, lines of authccrity and responsibility. The reoult was a
classic breakdown of institutional effectivenes:, perhaps best exemplified
by the loss of control of the financial accounting function, which remaine
over two years in arrears.

The proposed solutions have received a remarkable degroe cf consensus over
the years, beot described in CNEA/SORES. A thorough overhsul of the
institution is necessary. To achieve this will require recognition by the
authorities both of the seriousness of the problem snd the degree ol
difficulty of the solutions. The solutions will require the allocation of
substantial resources to rationalize and modernize the Office des Cérdales.
Because of limited internal resources we believe a plan cf action must
include a rather substantial multi-year capital budget for technical
assistance by local and international management consultants to assist in
the implementatiop of the reorganization, the training of existing staff and
the hiring of new, qualified professional level personnel in most, if not
all, service areas.

Among the components of such a reorganization would be:
3.2.1 Separate OC Commercial and Begulatory Functions

Take immediate cteps to separata commercial services of the OC from
regulatory services and subsidy administration. This action 1s the first
gtep toward assuring that OC does not use its regulatory and subsidy
administration role to gain unfair competitive advantage relative to
Cooperatives and other potential market participants. It is an essential
condition if the Cooperatives are to become truly independent of the ocC.

To separate commercial activities from regulatory and subsidy management
functions will require an extensive ovaerhaul of the organization,
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segregation of subsidiary operating accounts, and creation of gseparate
operating and capital budgets for the two major services;

3.2.2 Strengthen OC Accounting and Controls

Strengthen OC financial accounting and controls, both at the headquarcers
and throughout the regional network, a total of 214 cost centers. Past
efforts in this arena have only succeeded in developing a draft opening
balance sheet for 1987. Transparent financial management and a cost
accounting system are essential to the other elements of this plan. The new
0C financial director should be provided the necessary resources, including
reinforced staff, equipment and multi-year local and international technical
assistance necessary to:

o Design &nd implement an integrated general lodger accounting
system and separate subeidiary cost accounting eystems for
comnercial activities and for the administration of public funds,
especially of the subsidy system as agent for the CGC and of taxes
collected as agent for the National Trezsury;

o install regional accouncing offices for control of the network of
assenbly and distribution centers where controls are particularly
weak (approximately 160 of the Office’'s 214 Cost Centers);

o strengthen computer resources of the head office and
computerization of the regional accounting offices to
improve the speed and reliability of reporting;

o train existing staff and hire new, qualified professional level
personnel in most, if not all, service areas; training should be
accompanied by extensive review of job descriptions and a
comprehensive program of bonuses in the spirit of new Government
guidelines for encouraging worker productivity ("intéressement du
personnel a la productivité'.)

3.2.3 Redefine OC Mission

Take steps to redefine the mission of the OC to focus on a combination of
market regulation, subsidy administration and limited commercial activity
required to assure food security. In preparation for separation of
activities not @essential to these roles, they should be placed in a separate
part of the OC. The range of activities currently required of the OC makes
it responsible for almoet four percent of GNP, a nearly impossible
management task. Among the tasks that should be considered essential for
the OC are:

o regulation of all phases of the cereals market;
o assuring floor prices to farmers by serving as a market of last

resort, either directly or through cooperatives and other
operators;
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o assuring availability of required imports, either directly or
indirectly, and;

o administrator of the subsidy system, as agent for the CGC.
On a slightly longer time horizon, a number of other actions are important:

3.3.0 Medium Term Measures to Free Market Operations and Encourage
Investment

3.3.1 Define Procedures for Private Imports

In importing cereals, a shortcoming that is often noted 4is that the
administracive apparatus of the bidding system prevents the O0C, and
therefore the GOT, from benefitting from market opportunities that sometimes
arise. For example, shiploads of cereals are sometimes available av
attractive prices on short notice due to situations affecting the ability of
other ports on the Mediterranean to unload vessels that have been contracted
for, and other factors. It 1s often argued that private operators should be
permitted to take advantage oi 3zuch opportunities.

In considering the O0C's future role in grain imports, two factors are
particularly important. Pirst, imports can be an important tool in the
process of price stabilization at the producer level and in assuring food
gecurity; and secondly, aes long as a subsidy syotem remains in place, the
public sector will play some role in regulating imports and subsidy
payments. A number of options can nonetheless be considered for protecting
public interests while pursuing efiiciency gains in import purchasing,
handling and distribution.

One option that is psrticularly attractive, and merits further development
in the next phase of this study, would involve a government regulatory
system whereby an independeut OC Commercial service and private importers
would bid for the minimum required subsidy for which they would be willing
to import and sell cereals at official prices. Initially under such a
system, the OC could delegate its power to import to those who would be the
lowest cost importera. If regulatory and commercial activities of the 0C
are e<fectively insulated from each other, it should be possible for OC
commercial service to compete on an equal footing with other potential
importers. Where the OC is the low cost importer, it would continue to
import.

The OC as regulator would continue to determine import levels required to
assure food security. Imports levels would also be used as a regulatory
tool for keeping producer prices within a band between a support price and a
price ceiling. This would be accomplished by determining the quantitieeg,
quality and timing of cereals to be imported and sold at subsidized prices.
Presumably there would be no need to regulate imports at unsubsidized
prices. However, given current subsidy levels, this is not likely o be an
issue in the near term.

Several years ago, the OC announced that rice imports were to be open to the
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private sector, and found little interest. Experience with seed potato
imports has besn similar. These experiences should underscore the
importance of placing the OC commercial service and any potential new
imporcers on an equal competitive basis. A 25,000 mt shipload of grain is
worth $3-5 million. It will be insufficient to simply annovnce that private
importers may import, where the risk of important losses is aggravated by
uncertainty as to the potsrtial actions of the OC.

As a follow up to this study, procedures should be developed to permit
private sector impurts whils preserving government's ability to assure food
security aad domestic market regulation. This will require that the 0OC
relinquish its moriopoly over imports and be empowered to delegate authority.
While there may not be immediate interest in private imports, it is likely
that these procedures will be first tested in feeZ ingredients imports. The
option discussed above rould encourage OC efficiuncy, while providing
opportunities for Tunisia to benefit from any economies that private
importers might achieve.

3.3.2 Develop New Sales Options for Producers

Introduce new sales options, such as forward deliverable contracts, and
credit alternatives that would permit farmers to obtain cash without gelling
their crops immediately after harvest. This will require examination of
credit markets and identifying sources of increased credit to farmers.

Forward deliverable contracts and warehouse receipts could be part of a
strategy for reducing congesticn at assembly centers immediately after
harvest, while providing &z means for farmers to obtain iiquidity. The new
OC regulatory division should work with the BNT to develop contracts and
receipts that will be acceptable as loan collateral.

If bottlenecks are caused by farmers who are selling in order to meet cash
flow requirements, two options should be considered:

1) Develop opportunities for credit worthy farmers to use grain as
collateral for loans.

Farmers receive credit for agricultural inputs. While there are collection
problems, some farmers are obviously more credit worthy than others.
Crealt could be eoxtended through banks and or organismes stockeurs,
preferably the former. It may be that those who can obtain credit are not
those who require immediate cash payments. Nonetheless, establishment of a
process whereby grain could be used for collatersl for loans could serve as
the basis fur eventual financing of operating and storage loans, perhaps
even financing edditional storage facilities.

2) If producere are able to finance themselves without immediate cash, they
stil]l may -ant to be assured of a certain price. At the same time, ability
to plan imports is one reason that the OC is often in a hurry to complete
cereals crop assembly. Forward deliverable contracts (FDC) are a promise to
deliver a specific quantity and quality at some gpecified date and price.

The combination of a forward deliverable contract and credit worthiness
should be sufficient to justify a loan to a farmer, even in a somewhat
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liberalized market. The FDC would provide a guaranteed value for the
commodity as collateral for a loan.

Protection against fraud would be required in either the case of cereals for
collateral or forward deliverable contracts. Presumably, since the majority
of loans for fertilizer are repaid, despite some important problems with
reimbursement, a core of reliable farmers could be found for credit bsased on
cereals inventories stored on farms or forward contracts. This would be
sufficient for testing the concept, and access to future fertilizer or seed
credit could serve as r concurrent stick to assure that responsibilities
were honored.

Without some change in cereal price policy permitting prices to vary over
time, there would be no incentive to bear the cost of storage, so the above
options would not be interusting.

3.3.3 Develop Procedures for Rental and Joint Use of Storage Facilities

Develop options to permit joint use of storage facilities by the OC,
producers, cooperatives and private agents. This should include providing
storage services on a tempa~iry per unit rental basis and methods for
determining prices. A reliable grading system will be esssntial to making
this process work without physically separating individual lots of grain.

Az indicated above, under the current system, the OC and Cooperatives are
unwilling to commingle grain in a esingle silo cell bacause of the grading
process, but joint use of storage facilities does occur. In order to make
more efficient use of the public investments in storage facilities theat have
been made to date, and those that are planned, a procedure for rental of
storage space is required. More efficient use of storage silos will reduce
required overall investments in storage capacity. While a proposal for
joint management and use of silos by cooperatives and the OC was made by a
group of consultants sevaral years ago, (Palmer, et al) what is called for
is a broader procedure whereby, the OC, cooperatives, farmers, millers or
traders would be able to pay to store grain or use its elevating and
blending capacity.

3.4.0 Medlum Torm Measures Affecting the OC and other Government
Responsibilitiss and Expanditures

3.4.1 Eliminate Nonessential OC Functions

Eliminate OC functions that are not essential to its principal mission.
Candidates for transfer or divestiture include equity investments in STIM
and GIAB flour mills, SOTEBI industrial bakery, SNAC feed mill, STL yeast,
minority interests in several tourist hotels and such activities as potato
seed and insecticide imports and distribution. This wiil require additional
study. Options might include sales to employeses.

3.4.2 Eliminate OC Regulatory Responsibilities vis-a-vis Bakeries
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Focus regulatory control on consumer prices of bread and cereal products
(which is not the OC's current job) rather than at the bakery level.
Transfeir the OC responsibility for monitoring bakery worker salaries and
benefits to another agency, eliminating its responsibility for bakery
inspection, and consolidating the current 4 million TD subsidy paid to
bakers with others administered and monitored at the mill level. A study
of the operation of the bakery margin ("marge de panification®) has been
proposed under the APIP project.

3.4.3 Evaluate Cereals Subsidy Targeting

In order to =reduce the cost of cereal subsidies while minimizing the
negative impacts on economically disadvantaged groups, ways to target
cereals subsidies should be examined. This will require a more rigorous
analysis of current beneficiaries of the subsidy system, and potential
economic and nutritional implications of subsidy reduction. There is a
substantial body of international experience on this topic <hat could
usefully be examined for Tunisian policy makers. One option to consider
might be to introduce a new bread with little or no subsidy that will
respond to quality preferences of parts of the population that do not need
to be subsidized. As a potential means of reducing subsidies without
harming the economic welfare of thcse most in need, targeted subsidies merit
further study.

3.4.4 Evaluate the Transport Subsidy System

Rethink the transport subsidy eystem, either by eliminating subsidies or
shifting to a basis that is less comdlucive to waste, and unfair competition.
The costs of the current system : re estimated as part of the CNEA-SIDES-
TECI study. A study that will update earlier findings and examine options
for reform is planned under the APIP projact.

4.0 Conclusions

THis paper has laid out the components of the economic environment facing
Tunisian decision makers as they seek an approach to policy reform in the
cereals sector that will reduce costs of operations and public subsidies,
while protecting government objectives regarding producer and consumer
welfare.

The elements of an Action Plan presented here would result in some
fundamental shifts in public and private sector roles in Tunisia's grain
markets. Government responsibilities for protecting producers, consumers
and taxpayers would be achieved through greater emphasis on market
regulation and subsidy administration. THe commercial role of the Office
des Cereales would shift from that of a munopoly with the power to delegate,
to being a market participant on an equal footing with others.

The objective of the proposed changes are largely to: 1) provide greater

incentives to producers and other private operators to invest in the
modernization and improved operation of thc marketing system; 2) to reduce
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the required 1level of public expenditures - through subiidies and
investments - by making the system more cost effective.

The proposals presented here are based on a combination of the authors owm
analysis and the best of proposals presented in numerous other studies over
the last two decades. The challenge to Tunisia’s policy makers will be to
transform the proposed agenda for action into a set of implemented reforms
leading to a marketing system that will respond to Tunisia‘’s needs in the
coming decade and beyond.
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Table 1 . POTENTIAL IMPACTS OF PROPOSED ACTION PLANZ

ACTION ITEM

EFFECTI3 ON
OPZRATING
Co8TS

(roduction =

+)

EFFECTS OM
PUBLIC
INVEETMENT

(reduction =

+)

INCENTIVES
FoR
PRODUCERS

EFFICTS OM
SUBRSIDY
REDUCTION
(reduc-
tion=+)

1.0 SHORT TERM MEASURES TO IMPROVE MARKET OPERATIONS AND ENCOURAGE

1.1 Biweekly
price
increases

1.2 Improve
grading
system

1.3 Move
point of
subsidy

payment

INVESTMENT

+ +

+ +
mcre cost
for equip-
ment/train-
ing;:reduced
movement

- +

short run

costs, but

necessary

for control

2 Key: + = positive impact
- = negative impact
0 = neutral in impact
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+
incentives
to produce
& deliver
higher
qualicy

+

as long as
OC assures
price floor

+

facilitate
monitoring
and control



EFFECIS ON
OPERATING
COSTS

ACTION ITEM (reduction =
+)

1.4 Open +

Market to

additional

operators

and

recognize

parallel

market

1.5 Price -+

monitoring some

and increase

reporting public
costs
reducing

1.6 Invest-
ments in
storage
facility
rehabilit-
ation

2. SHORT TERM MEASURES TO REFINE AND IMPROVE EFFICIENCY OF OC

2.1 Separate
Commercial
and
Regulatory
functions

other costs

4
more
efficient
system
should cost
less to
operate

+ will give

better idea
of actual
costs

EFFECTS ON
PUBLIC
INVESTMENT
(reduction =
+)

+
encourage
comple-
mentary
private
investment

-/+

system
costs
increase -
infrastruc-
ture in-
vestments
reduced

will require
investment
but change
in system
can get
private and
donors to
contribute

short term
increase in
costs -
greater
ability to
control
costs
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INCENTIVES
FoR
PRODUCERS

0/+
competition
should

help

+

dimproved
knowledge
of market
conditions

indirect
impact of
benefits of
more
efficient
system

+
may lead to
more sales
options

EFFECTS ON
SUBSIDY
REDUCTION
(reduc-
tion=+)

+
should
facilitate

o/+

eventual
reduction
in required
subsidies
if system
more
efficient

+
improved
control and
ability <o
attract
private in-
vestment



OPERATING
COSTS
ACTIOR ITEM (reduction =
+)
2.2 -
Strengthen short run
accounting costs,
and necessary
controls for control

2.3 Redefine
mission of
the 0C

3. MEDIUM TERM MEASUJRES TO FREE

3.1 Define
Procedures
for private
imports

3.2 Develop
new sales
options such
as forward
deliverrhble
contracts

+ eliminate
costs
unrelated
to mission

o/+

+
reduce
bottlenecks

EFFECTIS ON
PUBLIC
INVESTMENT
(reduction =
+)

+
will permit
improved
control

INCENTIVES

o/+
potential
advantage
if oC
better able
to regulate
grain
market

EFFECTIS ON
SUBSIDY

(reduc-
tion=+)

+
necessary
for better
estimation
of required
subsidies

MARKET OPERATIONS AND ENCOURAGE INVESTMENT

o/+

+
reduce
bottlenecks

191

o/+

+
potential
increased
returns to
production
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ACTION ITEM

3.3 Develop
procedure
for rental
and joint
use of
storage
facilities

4.0 MEDIUM TERM MEASURES

4.1
Eliminate
Nonessential
oc

functions

4.2
Eliminate OC
Regulatory
Respon-
sibilities
vig-a-vis
Bakeries

4.3 Evaluate
coreals
subsidy
targeting

4.4 Evaluate
transport
subsidy
system

KEFFECTS ON
OPERATING
COSTS
(reduction =
+)

EFFECTS ON
PUBLIC
INVESTMENT
(reduction =
+)

RESPONSIBILITIES
+ +
+ 0
+ 0
+ 0
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INCENTIVES
FOR
PRODUCERS

AFFECTING THE OC AND OTHER GOVERNMENT

+/-

KPPECTS ON
SUBSIDY
REDUCTION
(reduc-
tion=+)

+

unless
losses
simply
transferred
to another
government
agency
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Post Script
Since the first draft of the action plan discussed here was submitted to the

Government of Tunisia, a new PDG has been names at 0C. A number of steps have
been discussed with private and cooperative market participants.
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