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Nations’ summary data for a large number of countrics. The b,
features of revenue structure are: (1) the share of tax revenue in nation.!
income increases from 10 or 15 percent or less to around 25 pereent .
per capita income rises from low levels to moderately high levels; (2)
a much larger sharc of revenue comes from indirect taxcs (55 o ¢
percent) than from direct taxes (10 to 25 percent) in low-income cous,.
tries, and direct taxes increase in importance as per capita income risees!
(3) among low-income countrics, the share of foreign trade taxes vari. .
with the importance of imports and exports relative to national incoine;
but (4) taxes on foreign trade, both imports and exports, constiture a
very heavy share (30 to 6o percent) of the tax revenue of low-incom.
countrics, and the share falls as per capita income rises. Developing
countries generally tax those scctors casiest to tax, using the taxes mos
easy to administer,

Within the scope of tax analysis as defined by traditional public
“finance, the subject of agricultural taxation, much less of taxation in
developing countrics, would not appear. The idea of dividing an economy
into sectors and discussing the taxes on those scctors separately is im-
plicitly rcjected by the bulk of the literature on taxation. Preference for
ncutrality and avoidance of excess burden has meant the avoidance of
taxes that have strong substitution cffects: taxes on specific persons,
products, scrvices, or scctors. General taxes are preferred, since there is
less chance that they will interfere with market allocations.2 The decision
not to interfere with the market allocation of resources is based on the
assumption that the results of market allocation are desirable, which
is in turn based on assumptions about the sanctity of market-cxpressed
demand and the technical efficiency achieved by a freely operating
market. The prevailing attitude on neutrality, generality, and dircctness
in taxation has been challenged in the developing countrics, but largely
on administrative grounds.

Central to the present discussion is the trcatment of taxation, par-
ticularly of agriculture, by the principal contributors to the analysis of

! Historically, areas at the very lowest levels of monetization have depefiled largely on
direct taxcs such as simple poll taxes or lamd taxes. As modernization begrins, the first
sources of additional revenue are indireet taxes, giving low-income countries in the 1950'
higt shares of indirect taxes.
© *There is an claborate literawre, summarizad in Musgrave (1959, 149-54) and Walker
(1955, showing that even general taxes have substitution cffects and cannat be shovn to

be uncompromyisingly bCl(Cf for economic “’L‘";N'C than specific taxes, The approaca in
Sl { Pl
practice has been to prcfcr gcncr:\llty.
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cconomic development. Flence the major themes of the postwar literature
on taxation in the developing countries are first discussed. Some char-
acteristics of developing economies and the contributions of principal
theorics relevant to tax problems are outlined. Sccond, there is a brief
discussion of the contribution of agriculture to the finance of other
sectors and of investment within agriculture. The third section examines

the major revenue-raising devices used in developing countrics. In the

fourth section a varicty of the most important nontax instruments of
_wovernment policy and their implications for the problem of taxation
of agriculture are explored. Finally, some of the major arcas of blindness
are meniioned, and some profitable lines of further investigation are
outlined.

Considerations of cquitable income distribution are not trcated as
comprehensively as they must be in any discussion of particular mcasures
in particular countries at particular times. The tax and fiscal system is
thought of here both as a revenuc-raising device and as a mecans of
correcting certain distortions implicit in the dual economic structure
and in the varicty of tax policies already in usc in the developing
countrics. '

I. Recent Literature on Taxation and Development

Most of the postwar literature on taxation in developing countries
operates in an implicit or explicit framework of an cconomy relatively
frec from controls or other disequilibria, in which growth is determined
primarily by the size of the saving ratio, in simple Harrod-IDomar
fashion. An additional note of realism has somctimes been added by
wparating out the agricultural sector for special treatment of some sort,
since it presents certain administrative problems.

LOMATOR VIEWS ON TAXATION IN DEVELOPING COUNTRILS

The two most frequently quoted articles on the subject of taxation in
developing countries are by Goode (1952) and Ieller (1954). Both take
a position that direct and general taxes are to be preferred in developing
countries as in ndustrial countries. Due to administrative limitations,
bk of general literacy, presence of a large nonimonctized sector (mainly
i agriculture), lack of traditions of accounting systems and systematic
record-keeping, and a not always-incorruptible administrazion, however,
it is necessary to rely on taxes inferior by cconomic standards that are at
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least possible to administer.? They also recognize that “dircct and genera)”
taxes may be in practice neither direct nor genceral and, therefore, 1y,
not have the advantages usually ascribed to them. The second pant (..;‘
the widely quoted United Natjons document on the subject adds the
warning that is common to the carly literature: “The ultimate goal of
good tax administration should, however, be to improve the incone 1,y
system 1o such an extent that an export duty [or other specific levy] i
unnecessary” (UNTAA, 1954, 40).

The second major theme, beginning with Fleller (1951), is that tases
should be thought of as additions to saving, and since raising the saving
proportion in the developing countrics is a goal of all economic writer,
and policy makers, the goal of tax policy should be to aid in raising the
saving ratio. The most crude approach is simply raising public saving
through taxation,

Kaldor, in a scries of widely read papers (1953, 1950, and 1960), pro-
posed a sct of taxces, particulurly dircct taxes, that would fall on private
consumption and cncourage private saving. The limitations of such 3
system are discussed at some length by Goode (1960 and 1901) and
Chelliah (1960). Chelliah proposed revisions designed to improve both
the incentives and the administration of the package. Both Chelliah and
Goode (1961) pay more attention to the possible role of indirect taxes
on consumption goods. The basic idea in both direct-tax incentives to
saving and indirect-tax disincentives to consumption is that the substitu-
tion effect of relatively higher costs of present consumption would result
in lower present consumption and more saving for future consumption,
The argument neglects the point made by Nurkse (1953) that if the
Sime taxes on consumpion are expected to prevail in the future, the
only additional gain to be made by consuming in the future is the income
from the investment of deferred taxes. Whether this will have any ‘sul)-
stantial cffect is not at all clear. In addition, it is never clear firiori
whether the income effect or tl.c substitution cffcct of a change in

* The original authority an this point is Goode (1952), who is quoted favorably in
Heliir (1954), reprinted (in part) in Mcice (1964) and ia Pird and Oldmun (1964), and
widely read and refe,ced 1o in the development lirerature, Heller's major conuibution
(1954) also appearsd as part one of UNTAA (1954), was reprinted in Okun and Richaid.on
(1960), Meicr, and Bird and Oldman, and is alo used widely in one form or annther.
Heller's article was the most authoritative statement of the role of fiscal policy and tanatio..
in the context of the developing countries to appear in thr carly 1yso's.

The literature reviewed in this section is principally thearetical, and neglects such govern-
ment reports as that of India's Taxation Enquiry Commission,
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of land by latifundia. A World Bank mission to Colombia (IBRD, 145 )
proposed a graduated tax based on potential output, which has receiv, |
* considerable attention as a casc study. Hirschman (1963) has given an
intcrcsting and useful history of the proposal and attempts at implement,.
tion. Goode (1952) and Wald (1959) have given similar proposals
general if brief treatment. Kaldor (1962b) and Little (1964) have givey
somewhat more claborate treatment to suggested applications in Afric,
and India.

The 1954 conference at Harvard pointed out that there existed virtually
no detailed empirical studies on tax incidence in developing countric,
even of a relatively simple sort (Wald and Froomkin, 195, esp. 51-50).
In the decade since tie conference, livde has been done to remedy thi,
situation except for several studies on India. Fortunately, a major picee
of work was recently completed (Gandhi, 1905) summarizing and im-
proving on the estimates of tax incidence in India, and using an interest
ing empirical definition of taxable capacity to judge the relative incidence
of taxation on various groups within the Indian cconomy. The lack of
empirical studies, however, remains a major problem.

B. CHARACTERISTICS OF DEVELOPING COUNTRIES RELEVANT TO TAX PROBLEMS

The need to tax saving more lightly than consumption and take ac-
count of the administrative difficultics in raising taxes are not the only
deviations from neuatrality that are justificd in developing  countrics.
A number of the major themes of the literaturc on cconomic develop-
ment that are relevant to discussions of tax policy must be mentioned
bricfly.

That countrics change their economic structure during cconomic
growth was noted carly in the terature by Colin Clark (1939). Flow-
ever, it has more recently been suggested that changes in the economic
structure, particularly between the agricultural and industrial sectors
~and within the forcign trade scctor, are necessary conditions for further
economic growth, and that if these changes do not take place, cconomic
growth of the country as a whale will be retarded, The principal con-
tributors have been W. A. Lewis (1954 and 195%), Kuznets (1959).
Chenery (1960 and 1961), Johnston and Meclor (1961), Ranis and Fui
(1961), Johnston (1962), Fei and Ranis (1964), and Johnston and Niclsen
(1966). '

The role of increased agricultural productivity and increased marketed
surpluses of agricultural products, particularly food, in the structural
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For development, defined as long-run rises in per capita incong, ..
take placc there must be sustained increase in total production and .
productivity per head in agriculture. The important variable for th.
development of nonagricultural sectors, however, is not total agricultur.,
production, but the marketed surplus of agricultural goods. 1f I
marketed surplus of agricultural products can be increased without in-
creases in agricultural production, then industrial growth at favorall
terms of trade for the industrial sector can oceur cven though agriculi
production is not keeping pace. Ohkawa (1961) and Krueger (1y52).
among others, have pointed out in formal madels, and W. A. Lewis (195
and 1958) in his basic model, the adverse effects of inadcquate grow:h
of food supplics on industrial growth. However, there has not becs
adequate recognition of the shart-run role of marketed agricultural sur
pluses in overcoming the agricultural productivity botthoneck to non.
agricultural growth.?

The best recent discussion of marketed surpluses is Nicholls (1063),
though he docs not give much attention to the historical expericnce of
divergencies and parallels between production and marketed surplus.
The experience of Japan and Russia was emphasized more than a decade
ago by Johnston (1951). Japan experienced sustained and rapid increases
in agricultwral productivity in the carly stages of her industrialization.
Large proportions of those increascs were appropriated in various fashions
to finance industry a* favorable terms of trade. In Russia, on the other
hand, agricultural production and productivity failed to grow to meat
the needs of its rapidly growing industrial sector at favorable terms of
trade. The share of agricultural product retained in the *agricultural
scctor fell, however, and the government appropriated the surplus of
the agricultural scctor and made it available to the expanding urban
sector. It is quite clear that such a policy can be effective only for a
limited period. Eventually agriculture must produce additional output
from which to have a surplus. Perkins (1964) has pointed out the con-
trasts between the experience in Russia and China. The leugth of time
that one has, of coursc, depends inter alia on the level of agriculwral
production and consumption per head and the composition of agricul-
tural output. However, it is not strictly legitimate to basc arguments for

" Mention should be made here of the important p«)int' raiscd by W. A, Lewis (1665) thit
in many countries industia! wage levels have risen very high relative to agricultaral in-
comes, and that eonscious efforts 1o t-ansfer income to the high saving sector may rewult in

large windfalls to those laborers who can find employment at high urban wage levels,
rather than in greatly increased savin:,

O
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increased agricultaral production on the necessity for providing food for
nonagriculture and on the implicit assumption that increased marketings
can come only from increased production per head. In the analysis of
tax devices and their effects on allocation and on further growth of out-
put, onc must include the eflects on marketed surplus as well as the
possible cffects on output and other variables.

The quantitative importance »f taxes on marketable surplus, or the
volume of real income that can be transferred from one scctor to the
other through movements in the intersectoral terms of trade, will vary
from country to country. The principal determinants scem to be the
degree of export (or cash crop) orientation of the cconomy, the share of
the agricultural sector in total income and in total employment, the
distribution of income in the agricultural sector, and the size of the
nonmonectized scctor within agriculture, In most cases, however, it would
be possible to affect significantly the distribution of real income through
movements in the terms of trade.®

Two points should be made before proceeding. TFirst, in the analysis
that follows, tax questions are asked as #f agricultural production were
relatively constant. Little attention is given to the question of how to
appropriate a portion of increases in agricultural production, whether to
finance larger expenditures to benefit agriculture, or for general revenue,
or to bencfit nonagricultural sectors. Sccond, the emphasis is only on
sources of public revenue and on the side effects of tax and tax-related
devices on the agricultural and nonagricultural sectors. (Several other
chapters discuss specific problems of public expenditure policy for agri-
culural growth.)

Wi, Ordinary Taxes on Agriculture in Developing Countries

The major revenue-producing taxes on agriculture in developing
countries are land taxcs, income and personal taxcs, export and import

* This conclusion is in conflict with Mellor's in Chapter 2, in part because of his concern
with seeular trends in the terms of trade. Results of my owr investigations in Pakistan and
e cited below for Argentina indicate that it is possible to affect the distribution of in-
¢ome quite significantly by adjusting the terms of trade between scctors. On the basis of
< mputing “lmplicit exchange rates” for different commodity groups, it appears that during
2954/55, when particularly tight quantitative controls on imports were imposed folluwing
3 trade crisis, farmers in Pakistan reccived only about Rs. 3.25 per dollar’s worth of agri-
cfural products that they sold, but paid around Rs. 9.50 per dollar’s worth of manufac-
tered products that they bourht. More recently, agriculturc’s terms of trade have improved
caviderably, although in the mid-sixties farmers received anly about Re. s.00 for agri-
entutal products worth one dollar, but paid over Rs. 8.00 for manufactured goods worth
3 dollar (Lewis, 1966).
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duties, and sales and excise taxes. Chatacteristics of these taxes (1) in the
traditional public finance view, (2) in terms of revenue, and (3) in the
light of their side cffects on the development process are discussed.
Land-based taxes and income and personal taxes are kept scparate from
the taxes and tax-rlated policies alfecting prices of commoditics bouglu
and sold by the agricultural scctor; the latter can be thought of as taxes
on marketed surpluscs.

A. LAND AND LAND-BASED TANES

Surveys of a wide varicty of land-related taxes are made by Wald
(1959) and in the Harvard conference proccedings (Wald and Froomkin,
1954). Land taxes yield relatively litdle revenue in most developing
countrics today (and proportionately less than they did two decades ago).
They can be assessed in any number of ways on a variety of cconomic
magnitudes relating to land. Wald classifies land taxes into those on
area, on rental value, or on income, and “special purposes taxes.”

When area is used, a separation between (a) uniform rate and (b) classified
rate (or graded taxes) is meaningful. When rental value concept is the hase,

a distinction can be made bevween (a) annual value and (b) capital value.
Finally, when an income concept is used at least four subdivisions arc pos-
sible: (a) tithe, (b) gross yield or gross income, (c) net income, and (d)
marketed produce (Wald, 1959, 10).

Generally, the meaning of “land taxes” is given to tax bases other than
net income or marketed produce. Each of these land taxes could be
further subdivided for analytical purposes in assessing their effects. The
predominant land-tenure system, the degree of progressivity in the tax
rates, the variability of the rate of tax by type of crop grown, whether
or not taxes arc assessed on idle lands, and whether taxes are payable in
cash or in kind all exert considerable influence on the ultimate effects
of each basic kind of tax. The analysis of thie land tax in all its variations
is too broad to be reviewed in detail. The principal characteristics dis-
cussed here are (1) nonshiftbility, (2) strong income effects, (3) in-
centive cfect of potential output as a base, and (4) effects of a progressive
rate structurc. :

Taxes on the unimproved value of land ir the agricultural (and urban)
sector have been favorites since Ricardo, as it was thought that the tax
would fall on the uncarned income of the owner of the asset and could
not be shifted to ather persons, including even the tenants of a landlord.
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Whecther this part of the Ricardian model fits the type of feudal relations
that exist between landlord and tenant in many of the developing coun-
crics is not clear, however, and this characteristic is not the strongest
argument for land taxation. _

From an economic point of view, the basic advantage of most land
taxes in developing countries is that they strike the nonnionctized sectors
or those consuming their ewn production, which is not true of taxes
falling directly or indircctly on marketed produce. It is also the major
administrative disadvantage of such taxes, since assessments would often
have to be made without the guidance of market criteria for valuation of
output or asscts. It is sometimes argued, often while favorably citing the
e of Japan, that the land tax per se has an output-increasing effect on
the agricultural sector and that once principal advantage of such taxes is
that they result in greater cfforts to increase output. The argument as-
sumes that the agricultural sector is not alrcady maximizing its production
with given resources, which would not be true unless the marginal
product of labor (or some other factor of production directly comple-
mentary to labor) was zero. In the Japanese case, however, there was a
sustained rise in agricultural productivity, which was no doubt because
the heavy agricultural land tax was accompanicd by the infusion of
festilizers, education, and other improved inputs at relatively low cost
into the agricultural sector.

In addition o the cffects a land tax would probably have on output
of an individual farm operator, due to a predominance of the income
effect increasing effort over the substitution effect which would tend to
decrcase it there are further output-inercasing effects of land taxes in
particular situations, Suppose tenure arrangements are such that large
holdings of Jand are inefliciently utilized, while there is surplus labor on
small haldings. A Jand tax based on or related to potential output would
force owners of lirge holdings to use their land more productively (ic.
employ more complementary resources and increase output) in order o
nicet taxes, Such results are often thought likely to be quantivuively
fportant in most Latin American countries. The recommendations of
dic World Bank mission to Colombia (IBRD, 1950) and Hirschman’s
discussion _of the attempted implementation (Hirschman, 1963) deal
with such a tax proposal.

If the land tax is progressive (the rate per acre increasing with the

L& .o . . . . .
For an empirical study of these offeets using international cuoss sectic' “ata for the
mantfacturing sector, and for a2 goad thearetical discussion, see Winston (10 and 1966).

*

<
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size of holdings and/or the value of Jand per acre) there may be pressuze
on large landowners to scll part of their land as well as improve the
efficiency of its utilization. A progressive land tax could also be assessed
on potential output. Proponents of a progressive tax on potential output
of agricultural land, such as IBRD (1950), Kaldor (1962a), and Little
(1964), argue that it would discourage absentee-landlordism and specula-
tive holding of idle land and promote sale of such land to small-scale
farmers whe use the Jand intensively. An additional possible wrinl:le in
land taxation would be self-asscssment of land value by the owner.
Horesty would be enforced by requiring that the land be purchasable by
government or private buyers ar the assessed value, If landlords arc few
and powcrful and holdings arc large, however, opportunitics for collusion
are obvious." Thus despite the results to be achieved in principle by a
progressive tax on the self-nssessed value of land, there are rather obvious
administrative and political difficultics. It is unlikely that such land taxcs
could be used as a substitute for land tenure reform, which, as Raup has
emphasized, is likely to he a precondition for successful land tax and
other reforms. .

A stronger effect of land taxes emerges when one looks at marketed
surpluses. Most land taxes are assessed on a base related cither to gross
output or to potential output of some sort and have the strong income
effect already noted. Whether or not output is particularly sensitive to
increased eflort, the strong income cffect of the land tax in a subsistence
or largely sclf-suflicient rural cconomy will in general increase the
marketed surplus of agricultural products because of the increased cash
nceds of the farmers. An important effect of the land tax in the (wo-
scctor model s that it inceases the supplics of agricultural products
flowing to the wban arca, and ceteris paribus, results in lower prices of
food. In most cases the substitution of land tax for a tax of any other
variety giving the same revenuc yield will result in greater marketing of
surpluses and better terns of trade for the nonagricultural sector, a result
that, as pointed out above, would lead to larger saving and investment
‘and allow a morce rapid growth of the nonagricultural scctor.!* "I'his
latter aspect of land tax was probably a mare impartant part of its
salutary effects on Japancse development than its output-increasing effects.

A sell avessmient seheme s being tried in Chile. The scheme and s drawbacks were
brought to my attention by K. B, Grimy and T, Carroll.

" Thesc propasitions are deman-trared with greater rigor in S, R, Lewis (19030). Again,

the results depend an the values of income and price elasticities of demand as well a5 the
fulfillment of the assumptions of the twa-scetor rnodel.
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on marketings and are an inducement for persons in the nonmonctized
sector to move toward the market economy. By kecping the assessment
procedure simple it is possible to make the personal .tax an improved
substitute for the poll tax, as it can be related to crude measures of
ability to pay, thus increasing its revenue potential. Introduction of |
comprehensive system of personal taxes, though insufficicnt for high.
income taxpayers, would lay the groundwork for the intraduction of 4
more sophisticated tax system in the future.

Income and personal taxes can have incentive effects similar to those
discussed for land taxes, though generally not as powerful, provided that
all income from agricultural pursuits is included in the tax base. If in.
come is limited primarily to income from monctary transactions, he
tax would resemble more cluscly a tax on marketed surplus. An effective
and comprehensive income tax on agriculture would be most similar o
simple land taxes based on the value of crops produced. Pregression
could be introduced. Effects on output or on marketed surplus would
be similar to those already discussed. The additiona! incentive efiects of
taxes on potentia’ output could not be introduced, but income taxes
would be more flexible in revenue yields than taxes on gross output or on
land value.

In summary, dircct taxes on agriculture are probably best mot fro
levies related to land that are relatively simple to assess. As long as the
average rates are not extremely high, complete accuracy in rcdating the
rate on a piece of land to the production from that Jand should not be
necessary. By taxing land whether used or not, the annual collection from
each individual would be administratively much simpler chan where the
tax payable is related to the crop grown or its yicld in cach particular
scason. Jn cases of extreme flood, drought, or blight, rates could be re-
duced on the cntire affected area, Changes in the rates could be made
according to a moving average of harvest prices in the arca. It would
be much simpler to build refinements such as progression into suc!, 4
system than to introduce a system like the income or expenditure tax of
Western type into rural arcas,

C. EXPORT TAXES

Taxes on exports in developing countrics are often more overtly agri-
cultural t.xes than most other indirect taxes. They are sometimes regarded
as a substitute for income taxes in the administratively diflicult agricul-
tural scctor despite the fact that they fall on marketed surpluses only.
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available is reduced, thus faising the scarcity value of imports in the
country and creating a more profitable situation for import-compcling
industrics. Where export commodities can also serve as raw materials for
a domestic manufacturing industry, such as cotton textiles or vegetable
oil products, an export duty that reduces the domestic price below whyt
it would be in the absence of the tay provides a subsidy to domestjc
manufacturers. In the intermediate or long run, such a policy can provide
higher export earnings, since the products can be exported at a later
stage of fabrication and, therefore, earn more foreign exchange per unit
of raw material consumed.™ Such 2 policy scems to have been an im.
portant factor in the development of the cotton and jute textile industries
on the Indo-Pakistan subcontinent,

Related to export taxation s the extent of overvaluation of the do.
mestic currency at official exchange rates. As with most taxes, disincentive
effects that are mild at low rates of taxation can become severe at high
rates. If exports are valued at only onc-half or one-third their “shadow”
or scarcity value at official exchange rates, the addition of an export tax
is more scrious than if the exchange rate were closer to an “equilibrium”
rate. Extreme disc uilibrium has not been uncommon in Latin America
and other developing countries in the postwar period. Another point
relates to the monopoly position of major producing countrics. In the
postwar period, a number of primary-producing countrics that had, or
thought they had, monopoly positions in their major export commoditics
pursued restrictive price and production poliics to improve their gains
from trade, as the German Government did during the 1930's. As a
result of export taxes and related supply-limiting and price-increasing
devices, a number of countrics that emerged from World War 1T with
strong positions in inernational markets have seen their market position
dwindle. Examples of such a prucess are Uganda (cotton) and Pakistan
(jute). Thus, though some use of export taxes and refated devices seems
to be warranted both on economic and on administrative grounds, onc
could argue that-the limits of taxation without severc adverse cffects on
the entire cconomy have been reached in this sector more often than
with other kinds of taxes in recent years.

M An impartant problem not discussed Lere but raised in Johnson (19642 and 1965) is
that the tariff structure of high-income countries may discourage processing in developing
countries through low tariffs on unproce- «l and high tariffs on processed raw materials
itnports.

|/
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D, IMPORT TAXES

The role of import taxes in the revenue structurc of a ccuntry and
in the taxation of its agricultural scctor cannot be discussed scparately
from (1) the official value of the currency relative to its equilibrium
value, (2) the system of quantitative import restrictions used to ration
imports (a prevalent practice in many countries), (3) the policy of
industrial development and import substitution being followed by the
government, and (4) the real cost structure of the country and its relation
to money costs as reflected in market prices for factors of production and
for final products. The effect of import taxes in taxing agriculture de-
pends also upon the composition of exports and other marketed agricul-
tural production. The first two considerations, though of utmost im-
portance to -policy in specific cases, arc discussed later; we turn first to
the role of these taxes apart from the structural rigiditics with which one
must deal in practice.’®

It is, in general, not possible to separate the revenue function of import
duties from their protective function. In most discussions of t-riffs, par-
ticularly those centering around GATT and ncgotiations among indus-
trialized countrics, it is the protective function, not the revenue function,
that receives most attention and comment. But in the developing coun-
tries, taxes on imports have an important place in the revenue structure,
largely for historical and administrative reasons.

The usual attitude has been to try to climinate the revenue importance
of import taxes at an carly date and to rely more on direct taxes. If, how-
ever, one accepts the basic assumptions underlying the widely used mode]
of the dual cconomy, the international terms of trade between agriculture
and industry facing a small country generally are too favorable to agri-
culture, given the real cost structure of the developing country. Protection
is justificd for the manufacturing sector not only on infant industry
grounds but aiso on the grounds that the money cost of factors of pro-
duction to the industrial sector is overstated relative to the real social
appartunity cost of the factors to the country as a whole.

Manufacturers should therefore be protected to raise their domestic
prices relative to agricultural goods above the international price relation-
ship, This arpument was given prominence by Manoiles:s (1932) in the

g N . . . .
Fur an exceilent general discussion of tarifl theory in the contest of development sce
Ikrson, 1964l
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1930’s, was revived in the formal language of cconomic theory by Haber-
ler (1g50), and is dcbated and claboraced further by Hagen (1958),
Bhagwati (1962b), Bhagwati and Ramaswami (1963) and S. R. Lewis
(1963¢). However, the formal discussion assumes that the alternatives
are free trade and autarky, and the possibility of protective but revenue-
raising tariffs is pot considered.! Actually, import taxes as sources of
revenue compare favorably to direct taxes on economic grounds. Import
taxes, in turning the terms of trade domestically against agriculture,
tax agriculture both dircetly and indircctly. By providing domestic manu-
facturing with more favorable terms of trade, import duties raisc the
share of profits in income, thus raising the saving rate and the rate of
growth of nonagricultural output (under assumptions of the two-scctor
growth model).

These results can be achieved by imposing general import duties. Im-
port dutics arc also important in influencing the direction of investment
activity, particularly when used in combination with excise taxes or sales
taxcs on domestic output. The extent to which these more specific uses
of import dutics would serve to tax agriculture would presumably depend
on the extent to which the items taxed were consumed by the agricultural
sector. Tlowever, the importance of import taxces as general instruments
of agricultural tax policy lics partly in their power to influence the terms
of trade of the agriculiural sector as a whole, particularly where exports
arc largely agricultural and imports arc largely manufactured goods, and
partly in their ability to absorb purchasing power from the nonagricultural
sector if the latter benefits from the nontax policies discussed below.

If the agricultural sector depends on imported current inputs or on
imports of certain commoditics for its capital formation and if import
restrictions or import dutics limit the import of such commoditics, there
will be morc severe repercussions on agricultural production and growth.
In the simple model of the forinal dual economy literature, there is no
explicit recognition of this problem, even though in practice it can be
important. Some of the stagnation of agricultural growth in Argentina
after World War 11, for example, has been attributed to the complete
starvation of capital formation in that sector by import controls. The
more modernized the agricultural scctor becomes, the more it can be

1 yriffy and autarky are 4 sccond-best s Jution, Optimum solutions to resource allocation
are achievabls only throuch subsidics and taxes in the Gactor markets, where the underlying
distortions cxi<t, as brought out by Fik'or and David (1961) and Phagwati and Ranue-
swami (1963). Revenue tariffs as sceont bt solutibns are also discussed in Meade, 1955,
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erally have to be fairly heavy reliance on sales and excise taxes, In fac,
such taxes scem to be one of the miost promising sources of income.
elastic tax revenuc for developing countrics,

IV. Nowntax Policies A Jecting Agricultural Incomes

A wide varicty of government financial policies affect real incomes iy
the agricultural scctor and the intersectoral terms of trade. It is i
practice impossible to ignore these policies and their effects when assessing
the relative desirability of crdinary tax devices. One of the major short-
comings of the literature on taxation in the developing countries is the
failure to come to grips with these policies and to see their implications
for tax policy. 'To a certain extent the neglect is duc to the economist’s
natural bias of assuming that other policies are more or less optimal,
or should be more or less optimal, and then examining proper tax policy
in that situation.” However, many policies that it would be rational (in
the economic sense) to change are not changeable. For cxample, the
suggestion that a country revalue its currency to bring the official rate
more in line with real market conditions s likely to be met with the
attitude that the suggester has no regard for the country’s international
prestige. Exchange rates, however absurd, may in fact be untouchable,

In this scction, some of the principal nontax government policies arc
examined both for their direct effects on agricultural incomes and their
implications for government tax policy in general. The policies con-
sidered are: (1) marketing boards and export monopolies for agricultural
crops, (2) procurement policies and price controls for major agricultural
commoditics, (3) inflationary financing of government expenditures,
(4) exchange rate policy, (5) licensing systems for imports, investment,
and principal inputs, and (6) imports of agricultural surplus commodities
as a form of aid to finance government development expenditures,

A. MARKETING BOARDS AND EXPORT MONOPOLIES

The principal economic aspeets of marketing boards and of state export
monopolics have already been discussed in the scetion on export taxes.
In postwar years these bodies have operated as taxing agemts for many
commoditics in many countries. Their operations are discussed by Bauer
and Paish (1952), Walker (1962), and Levin (1960) for specific countries
in Africa and Asia,

When boards consistently buy at a price under the world-market price
and build up reserves (whether or not these are transferred as govern-
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ment revenue) they act as a taxing body and reduce the real income of
the agricultural exporter below what it would hive been in their absence.
However, since many of the boards operate at a surplus in some years
and at a deficit in others, the effects of their actions cannot simply be
identificd directly with eaport taxes. In addition, as Prest points out
(ig62), there will be important real economic differences when the export
monopoly or marketing board has its own marketing system in the inland
agricultural areas than when it simply acts as the official exporter, buying
from the private trade at the point of export. In the latter case the hoard’s
operation would be very similar to the export tax, but in the former it
would influcnce prices to original producers not only through its wedge
petween buying and selling prices but also in the margins it accepts as
wpprsed to those practiced by the private trade.

L. PROCUREMENT. POLICIES AND I'RICE CONTROLS

Government policies to procure agricultural products at fixed prices
are similar in operatinn to export monopolics, but arc broader in scope.
"The basic purposc is to assure deliveries of agricultural goods at less than
cheir opportunity cost to the cconomy. (Government policics to support
agricultural prices are discussed in Chapter 13.) The government may
or may not take a profit (that is maintain a margin between buying and
s2iing prices). Depending on the design of the procuremeitt policy, the
price responsivencss of the producers, the degree of coercion in making
production decisions, and similar factors, there can be a variety of results
from such s policy.

In the Soviet Union there were not only fixed prices but enforced de-
ades (Johnston, 1951), resulting in food supplies adequate for the
needs of the urban arcas and increases in marketed surpluses that were
Mrger than increases in production, While no revenue was received, the
terms of trade were turned against the agricultural sector in the most
direct sense: it was forced to supply specified quantities of food. (The
eoilectivization of agriculture under central control was, of course, very
ieporiant in enforcing deliveries.)

“Where coercion Is not used, the results will be less spectacular, but

can still yield substantial deliveries at lower prices than would
vherwise prevail. There are, or can be, dangerous elements in the pro-
vedure i proper limits are not observed, since agricultural development
could be stified by adverse incentives and inadequate resources for in-
tesing its output over the long run,
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General pricc controls and procurement policies go together in a
package in many countrics, with the aim of assuring food deliveries to
the urban arcas at relative prices {avorable to the ‘ndustrial scctor, Flow-
ever, when such measures are attempted without cither any increase of
production cr any attempt (such as forced deliverices) to raise the share
of production being marketed, official prices may be kept low in cities
but supplics may fall, resulting in not-very-suppressed inflation, since the
scarcity value of food would rise in the cities. One may get the adverse
effects of low agricultural prices on the agricultural sector without any of
the beneficial effects of more wage goods in the industrial sector. The case
of India in 1965 comes readily to mind as an example of such results.
Another alternative is found in postwar Argentina, where prices were
kept low in both rural and urban areas and the quantities of food neces-
sary to maintain low prices came from rediced exports.

In any of the above cases, however, the net result is cquivalent to tax-
ing the agricultural sector. The beneficiary of directly increased real in-
come to match the dircctly decreased real income in agriculture may be
the pubiic sector, in the form of a spread between buying and selling
prices, or the nonagricultural sector, in the form of lower prices and
larger supplics of food than it otherwise would have received.

C. INFLATION AND DYNANIC PROBLEMNS

The pros and cons of inflationary finance have been discussed at length
since the postwar resurgence of interest in economic development. Few
arcas of cconomic policy are as clouded by dispute as the question of the
“correct” amount of inflation or the inevitability of inflation during cco-
nomic growth. For the present discussion the important characteristics of
inflation are its income redistribution effects and its impact on relative
prices and on other fiscal and control policies, but even these cannot he
surveyed adequately here,

Inflation not only will result in some direct transfers of resources from
those whose money incomes cannot keep pace with the rise of prices, but
also will lead 1o the imposition or implementation of other policics dis-
cussed in detail in other parts of this survey. Price controls and rigid ex-
change rates with import controls are the st important concomi-
tants' of inflation and produce some of the worst side effects. They also
have combined with sustained inflation to produce dynamic patterns in

T call such controls Concemitants sicze they are ueed extensively by governments ate
tempting to avoid the overt iens of aiflatia by pioventing certain prices from rising.
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some Latin American countries that almost amount to cyclical behavior.
Periodic devaluations are combined with relatively rigid controls on some
prices between devaluations, resulting in sharp changes in relative prices
{(and in the distribution of income) at the time of devaluation.2? The
dynamic problems, also, cannot be treated adequately here. The rest of
the discussion is limited to some of the allocation and income redistribu-
tion aspects of principal policy measures.

D. ENCHANGE RATE POLICY

The policy followed by a government regarding the price it maintains
for forcign exchange and the vigor with which it attempts to maintain
it can have a very significant impact on the allocation of resources, the
pattern of relative prices, and the distribution of income in the country.
The use of single or multiple exchange rates as taxing and subsidizing
devices has been reviewed and summarized admirably by Bernstein
(1950), Schlesinger (1952), and Gradin (1958). The maintcnance of ex-
change rates for exports that overvalue domestic currencics is in effect a
tax on exports, since the exporter receives less local currency than the
scarcity value of his foreign exchange to the economy.

- In the case of a single exchange rate for all transactions, the tax im-
plicitly paid by the exporter is received as a subsidy by the user of foreign
exchange, who is able to purchase it at a price in local currency lower
than its scarcity value. Since exports are generally agricultural in de-
veloping countries and imports are often made by the commercial/
industrial sector, the policy transfers real income from agriculture to the
nonagricultural scctors by fixing disequitibrium buying and selling rates.

There will, of course, be problems of rationing the amount of forcign
exchange available at a price at which demand exceeds supply.?! Even
though the foreign exchange may be bought at a low price, the prices of
the imported goods arc likely to reflect the scarcity of the amount of
forcign exchange available, The burden of a tax on exports (in the form
of an overvalued currency) resulting in decreased forcign exchange carn-
ings, will most likely fall on the final consumer of imported goods (not

> Ferrer (1964) huav estimated for Argentina thae the change in relative prices brought
o .b,\' devaluation in 1659 transferred about 500 million dollars per year from the non-
agricultyr. ! to the agricultural sector. Working backwards, before devaluation the agricul-
wral sceter must have been “losing” soo million dollars per year duc to exchange rate
t“f»:tions brought on by, or aggravated by, inflation.

" Few developing countries now are able to supplement their exchange earnings with

evmigh fureign capital (long- or short-term) to allow all imports that arc desired at the
rsailing exchange rate.
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the individual who js able to obtain valuable foreign exchange at low
prices) as well as on the agriculturalist who must surrender foreign ey.
change at less than s scarcity value,2?

- A single disequilibrium exchange rate can transfer resources between
sectors but will not be directly revenue raising. Multiple exchange rates
for different types of transactions can be a revenue-raising device ang
€@n act as an intersectoral resource transfer device as well. The agricul-
tural sector can be given more unfavorable exchange rates for jis cxports
than the industrial sector, and foreign exchange users can be discrimi-
nated against as well,2* [y, addition, a spread between the buying and
selling rates for foreign exchange can be credited qs government revenue,
in lieu of actual ¢Xport or import taxes,

Currency overvaluation and multiple exchange rate systems create a
disequilibriuim in which there is a fertile feld for discretionary use of
tariff policy both to absorl, resources from the private sector and to pro-
mote or penalize certain types of resource use, The role of the import
rationing system iy determining proper tax policy is a subject that com-
plicates the above discussion, however, and it must be treated explicitly,

E. LICENSING AT FIXED PRICrs

The most {requently licensed sector in the developing countries s the
import scctor, though licensing is often used jn such items as steel, cement,
and petroleum products, and also in major raw materials. Since most
governments and government servants are unimpressed by arguments
that controls through the price system are likely to be more cfficient than
direct allocation,* direct controls and licensing are likely to remain and
should be taken account of in tax policy,

Scarcitics in particular sectors are often related 1o licensing, 1f supplics
are limited by import licenses and demand considerably exceeds supplics
at duty-paid prices, actua] prices will reflect the scarcity value, not simply
the duty-paid valye, Increases in dutics on imports then result i reduced
real incomic to the import licensces, not higher prices to the fina] uscrs,
Such a situation cxjsts for many coinmoditjes and in many countries,

¥ Note that when exchange rates are fixed, the symmetry between export and import
tuxes that wis first brought out by Lerner (1936) no longer exists, Restrictiors an cxports
and export carnings limit imparts, but reductions of imports do not neeessarily reduce
EXPOILs of expa.t earnings,

A pood discussion of this practice in Brazil is given in (Gradin, 1958). A variant on
multiple exchange rates used in Pakistan is anilyzed in (Bruton and Bose, 1963).

™ See, iater alia, W, A. Lewis (1948) for a discussion of the basic logic.
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The consumers, in agriculture or in urban arcas, are already being taxed
by licensing. The reduction of real incomes in the agricultural sector re-
appears as increased incomes in the nonagricultural sector rather than
- as government revenue. Where imports are tightly restricted by licensing,
increased duties on them will not affect their final prices and can there-
fore be increased substantially, even on mass-consumption items, without
raising the cost of living. This is an important point, but its application
will vary with the circumstances of particular countrics regarding cur-
rency overvaluation and the extent and types of licensing.

Where there are licensing systems in many major sectors of the ccon-
omy, absence of indirect taxes will not necessarily imply prices to con-
sumers that are near costs of production or import. More dircetly relevant
to agricultural taxation, overvalued currencics with restrictions on the
imports of manufactured products will result in substantial resource
transfers out of agriculture to industry. These can be then “collected” by
waxing the nonagricultural sector, which is administratively much easier
o tax.

Two empirical studies in Pakistan provide considerable support for
the point of view expressed here, Pal (1964) found that internal prices of
imported goods reflected license-created scarcitics and that domestic price
differentials were only slightly refated to tariff differentials. The result of
Radhu’s study dealing with domestic output taxes was consistent with
the view that in the tightly licensed Pakistan cconomy following the end
of the Korcan War boom increases in indirect taxes were absorbed by
the producing secters and did not result in price increases (Radhu, 1965).
“laxes” on agriculture through adverse termns of trade were “collected”
from the nonagricultural sector by indirect tax increases without further

ailecting prices.
¥+ IMPORTS OF SURPLUS AGRICULTURAL COMMODITIES

Discussions of the usefulness and the possible side effects of surplus

azricultural commoditics, particularly PL 450 food grains, in the pro-’

siias of Geveloping countries are found in increasing abundance, and
C.2 fsues are becoming more clearly stated. The use of PL 480 imports
b oflset development expenditure is likely to cause a fall in the relative
prices of commodities imported and of competing locally produced goods.
There is, in effect, a tax on those commodities, in that the prices received
i the rural sector will quite likely be lower than they otherwise would

> b
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be.®® If farmers are completely unresponsive to price changes in th;,
production and marketing decisions, their incomes would be reduced ang
no further complications would arise. If, however, there is a response of
production or marketing, the policy may have the sccondary repereys.
sions of shilts out of food grains into cash crops, withdrawal from, )y,
market economy, and/or reduced farm saving and investment thag pre-
vents agricultural development (Schultz, 1g6o; Beringer, 1963; Falcoy,
1963; and Fisher, 1963). Thus if supplies of marketed surplus or of
producticn are responsive to price, the “tax” on agriculture has importan
side effects that may harmi general economic progress in the long run,

Recent empirical studies, mostly on the Indo-Pakistan subcontinent,
have shown that farmers are remarkably responsive in the short run 1o
changes in the prices of particular crops relative to competitive crops
(Clark, 1957; Falcon, 1962, Krishna, 1903; Ghulam Mohammad, 1963;
and Hussain, 1964; these arc reviewed in Chapter 13). In general, major
food grains of , region appear to be Jess responsive than cash crops, but
the elasticity s significant, and positive. These results are extremely im.
portant in evaluating the relatjve desirability of methods of raising reve-
bue as well as in examining the nontay incomcvtransfcrring devices, and
much more concrete evidence of this sort is needed in other countrics,

If farmers arc not price responsive, prices of the agricultural jtems
imported arc reduced, giving the nonagricultural scctor more favorable
terms of trade. The agricultural sector suffers some reduction in real
income because of Jower prices. If farmers arc responsive to price, how-
cver, the output or marketing of the goods in question will fa]] and, pre-
sumably, the output of some other good will rise. In sucl a case the redue.
tion in the income of the agricultural sector will, ceseris paribus, be less
than if farmers took no aliernative course of action. Forcign surplus food
grains could be used to ¢ncourage production of other procucts for either
domestic or forcign consumption, which would be consistent with the
comparative advantage of the country, including in this the opportunity
of importing food £rains at no (or very small) outlay of domestic_ye-
sources. '

® A difficul byt interesting question, only alluded to jn most of the literawre, is the
alternative with which one should compare (e increase of I, 480 IMmports to offset some
expenditure, Does ong asume that the expenditure s not undertaken and impoit, are not
made? Or, does one assume that the expenditure s undertaken but financed in soinc other
way? If the expenditure undertaken was of a labor-intensive public works varicty, and if
the income clasticity of demand for food is sufficicatly high, the effect on the relative price
of food might be very small,
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Certain policies used separately, such as export taxes, currency over-
valuation for exports of agricultural commodities, marketing monopolics
for exports, imports of certain PL 480 commodities, procrrement policies
for food grains, and the like, will affect prices among agricultural com-
moditics. They will have important allocation eflects within the agricul-
tural sector. When such policies are used together, or when import licens-
ing, import taxes, sales and excise taxes, or other measures are used to
raise the aggregate price level of nonagricultural commodities, agricul-
ture's terms of trade may deteriorate, but with little or no reallocation of
resaurces among agricultural commodities. Finally, when relative prices
among nonagricultural commodities are changed so that capital goods or
current inputs for agriculture are taxed or subsidized, important realloca-
tions within agriculture arc likely to occur having implications for the
level and rate of growth of agricultural production.

V. Summary and Review of Research Priorities

The first three sections below discuss some central problems of further
research relating to taxation of the agricultural scctor, and the fourth
gives a short summary view of taxation of agriculture. With the exception
of land-based taxes, virtually all methods of taxing the agricultural sector
result in reduced prices of some or all commeaditics sold, or increased
prices of some or all commoditics purchased by that scctor. The impact
of tax and nontax policies on the price structure and the response of
agriculture and other scctors to such changed prices, therefore, appear to
be the central empirical questions.

A, EMPIRICAL STUDIES OF TAXNATION

The Harvard Conference pointed out in particular that tax incidence
studies even of a simple sort were not available in the developing coun-
tries. They recommended that one priority of research was to prepare
such stadies to indicate, under simple asswnptions, the relative taxes
(alling on various groups within the economy. Such studies have not
come forth. Due (1963) has presented computations for some of the
African countrics, but only India has had comprehensive treatment.

A recent study by Gandhi (1966) is an integration of and improvement
on all the previous Indian incidence studics. The principal conclusions of
Gandhi's “frst approximation” to relative tax burdens of agriculture and

PR
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nonagriculture js the ratio of “assigned” tax burden of ordinary diec;
and indircct taxes to income originating in each sector. Such 3 Criterion
- is not a fair measure, he says, since per capita incomes in agriculture are
substantially below those in the nonagricultural sectors, Gandhj presents
several methods of correction, first by deducting a “subsistence” allow.
ance in each sector, sccon by adjusting “taxable capacity” by parameters
reflecting the distribution of income and wealth, third by using wealil
per capita as” another weight, and finally by introducing progression,
Under all reasonable assumptions foi the differential weights, he suggests
that the agricultural scetor in India has been undertaxed relative to the
nonagricultural sector.2® One of the important points that cnierges as

onc reads Gandhi’s work, liowever, is the large number of supporting
documents and studies necded to do a detailed study of tax incidence,
* This more than any other factor probably explains the dearth of em-
pirical studics on taxation by scctor within other countries,

A major criticism of Gandhi's conclusions can be made on the basis of
the analysis of this survey. He does not take into account any of the non-
tax policies aflecting real income in agriculture, which in India are of
major quantitative importance. One should try to take account of the
nontax policies and estimate their quantitative effects, Such a course of
action would mean a detailed investigation of the relatjve prices of goods
within the country compared with the relatiye prices cxisting in inter-
national markets (taken as a standard of corrcet relatjye prices, since they
represent the free-trade alternative). The allocation of indirect taxes he-
tween sectors would change quite significantly. If (he limiting factor on
supplies of imported goods is licenses, not costs, the agricultural sector
is already being taxed by the licensing and exchange rate system. Irmport
taxes would fall on the licensees in the nonagricultural sector. Many
domestic industries whose product prices aré determined largely by the
scarcity value of imported inputs or the protection afforded the industry
by tarifls and import licensing would absorb indirect taxes on domestic
output. Thus, the assessment of tay burden on agriculture cannot be
accomplished without taking into account the cffects of nontax policics
on agricultural incomes. In many countries, incidence studics that did
not take these policies into account would give a very distorted picture
of relative tax burdens on agriculture.

¥ The entire excicise presumes, of course, that progressivity is a correct standard for judge
ing a tax system.
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B, PRICE RESPONSIVENESS OF FARMERS

The literature on farmer response to price that has emerged in recent
years is a major breakthrough in empirical knowledge relevant to tax
policy. Available studics, however, cover only a relatively small geo-
graphic area and, morcover, deal only with onc part of the price respon-
siveness problem: the responsiveness of onzput 1o the relative prices among
agricultural goods. Even here one should be cautious of overgeneralizing
from the observed results in a few crops for a few countries, In a recent
study of long-term trends in agricultural output and exports Beckford
(1962) ‘suggested that in an arca in which a crop is newly infroduced, a
disequilibrium situation is created between desired and actual output mix,
For a considerable time thereafter, short-run changes in relative prices of
the new crop and its substitutes may not affect the allocation of agricul-
wral resources much, if at all. The efforts of the system to work off the
disequilibrium will overwhelm the short-run changes of the minority
already in cquilibrium.

There is no empirical evidence on the responsiveness of production to
changes in the terms of trade between agriculture and industry. The
possible sources of response are (1) preferences for agricultural versus
industrial goods on the part of the agricultural scctor, (2) increased em-
ployment of abundant factors of production (unused land "and under-
employed labor) as output prices hecome relatively more attractive, and
(3) eflects of changed prices of agricultural inputs purchased from the
nonagricultural sector on the use of purchased inputs and, therefore, on
the output of the agricultural sector.

Finally, the question of the response of marketed surplus to changes
in both relative agricultural prices and the terms of trade of the agricul-

tural sector is very much in doubt. The response of marketings must

preallel the response of production for nonedible cash crops. But the
response of food crops, particularly major food grains, may not be the
sane for both marketed surplus and production. Food crops have alter-
native uses after harvest: they miay be used as further inputs (c.g. live-
stock feed), be held as stocks, be consumed, or be traded for nonagricul-
iveal products. Marketing, thercfore, may be more responsive or less
fesponsive to prices than is production.?” On the question of response of

7 Falvon (1963, 326) found farmers in the Punjab reported selling less food grains and
<z food prains to animals if food grain prices are low, and sclling larger quantitics of
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total marketings to the terms of trade between agriculture and indust,,
however, there is no empirical evidence.

C. RELATIVE PRICE STRUCTURE AND ECONOMIC GROWTII

A basic problem continues to reappear in various forms: what relatic
has the relative price structure to economic development? How mudk;
tampering will the price structure bear without destroying incentives:
How ca. it be changed to improve incentives? These questions are im.
portant both within the agricultural and nonagricultural sectors gy
between major sectors of the economy. Determination of comparativ,
advantage in international trade and its changes through time arc related
to questions of the price structure. The literature on the subject is graw..
ing,®® but it will requirc not only theoretical but also detailed empirica!
work on price structurc in a wider varicty of countrics before any clear
guidelines can be laid down. It has been argued here that certain cop.
scious interference with the market-determined set of prices is indeed
justified. Almost cvery government policy docs in fact influence relative
prices, and it is imperative that some information be made available en
the sorts of changes or corrections that are more desirable and those tha:
are less desirable. It is this basic issuc that lies behind discussions about
allocation of investment by central planning authoritics,

D. SUMMARY

The basic line of argument of this paper can be summarized as follows.

I. In order for sustained cconomic growth to occur, the agricultura!
sector must grow, first, to provide rising incomes in the largest sector of
the economy, and second, to facilitate growth of the nonagricultural sec-
tor. One corollary of this proposition is that there must be adequate pulb-
lic and private capital forination in agriculture,

2. The literature on growth and structure of the low income countries,
especially the literature on the dual cconomy, suggests that terms of trade
relatively favorable to industry would aid substantially in the growth of
the nonagricultural sector. In addition, if the latter sector’s terms of
trade deteriorate, its growth will be stifled.

3- One principal means of changing the terms of trade s to restrict

quality food grains (wheat) when their price was high and buying cheap foad grains f -
hotae consumption. Markcting would in this «1se be fuure price responsive than producticn.
and with a different lag. See also discussion in Chapter 13.

#One excellent survey s given by Chenery (1961), Many relevant issues are alsy dise
cussed in Mcicr (1963).

S
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international trade (on the import or on the export side). This is being
done consciously or unconsciously by many countries. It is also a method
that economic theory suggests may improve the efficiency with which
resources arce used in a country.

4. Combined with the restrictions of exports by currency overvaluation
and other export-taxing devices are licensing systems for imports. Liccnses
are usually given to the nonagricultural sector, and the agricultural scctor
as consumer of imports and import-competing goods is forced to pay
higher prices.

5. A supplementary measure in usc in many countrics is the import of
food grains (particularly PL 480 surplus food grains) to maintain low
food prices. If cash crop prices are depressed througir the overvaluation
of domestic currency or similar scheies and the food grains prices are
depressed by the import of food grairs, most agricultural prices are re-
duced relative to the prices of industrial products.

6. In this situation, the principal beneficiary of increased real income
(corresponding to the decreased real income in agriculture) is the urban-
industrial scctor. If food prices arc kept low, the principal beneficiaries
can be further isolated to (1) importers and (2) manufacturers of import-
competing industrial goods.

7 Thus, if indirect taxes are increased, they are not likely to result in

decreased real income in the agricultural sector, since that sector is already
being taxed through the terms of trade by the other policies of the gov-
ernment, which are very important quantitatively in many countrics.
. 8 The increase in indirect taxes on imports when licensing systems
for imports are prevalent is likely not only to raise revenuc, but also to
improve the allocation of imports among users (where licensees arce also
users of imported raw materials and capital goods). Casual cmpirical
observation suggests that this is an extremcly fertile field for increased
tevenue in a number of countrics.

9. Assuming policics that turn the terms of trade against agriculture,
increases in indirect taxes on manufactured goods are in part simply the
collection of taxes already paid by the agricultural sector to the nonagri-
cultural sector.

The conclusion reached over a decade ago by the Ilarvard Conference
remains true today: the major lack is in empirical studies of the impact
of taxes and nontax devices in the developing countrics. The arcas of
ignorance that arc most important for assessing the relative merits of
alternative schemes are, broadly, (1) the incidence of current tax and
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nontax measures in the country of concern, (2) the price responsiveness
of production and marketings in the agricultural scctor and igs subscctors,
with reference both to relative prices among agricultural gaods and to
the terms of trade between agriculture and industry, and (3) the relation.
ships between relative price structure and economic growth in cach sector
of the economy.
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