) »

) ... PN4BL-325
:Z:§h/ 7{;21’%fi) 3

COMPENSATION POLICIES UNDER AGRARIAN REFORIM PROGRANS

JOEN T. STEELE
Research Fellow

Compensation policies under agrzrian reform...
333.32 Wisconsin Univ. Land Temure Center.
S81L Compensation policies under agrarian
reform programs. John T. Steele. May 1964.
19 p. -
Bibliography: p. 18-19.

l.Agrarian reform.2.land tenure.3.Land expropri-
ation.li.Land valuation.I.Steele, John T. IT.Title.

THE LAND TENURE CENTER

College of Agriculture Madison, Wisconsin 53706
University of lisconsin May 1964
Pl n
Reter )



INTRODUCTION

About 60 per cent of the world’s population depends on
agriculture for their livelihood, and their level of living,
in general, 1s below that of other groups of socliety. There-
fore, one of the primary concerns of many countries today 1s
to improve the conditlions of the rural masses througi: varlous
programs of rural development, as well as overall economic
development.

One of the methods which has been adopted by many
developing countrles 1s land oxr agrarian reform. These reforms
have tslkten many different forms varying from mild reforms in-
volving regulation end public assistance to collectivization
and nationallzation programs. Kot uncommon to many of these
programs has been redistribution of land owvmership.

In this paper only one aspect of land redistribution
prograns, that of compensation of former landovmers, has been
censidered. The following have been discussed: reason for
concern with compensation, problems involved, and methods used
in selected countries.
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REASONS FOR CONCERN WITH COMPENSATION

In countries concerned with agrarian reform the issus of
compensation arises. For example, it arises when such rerorm
programs involve compulsory redistribution of land from larger
landowners to smaller landowme.s with the government expropri-
ating and r2selling the land. It might also arise where
colonizatiocn projects are belng planned in reglons vthere at
least part of the land 1s already 1in private hands and it is
desirable or essential for the government or agency involved to
acquire the entlre area before embarking on the project.

Property can be thought of as "the exclusive right of
possessing, enjoying, and disposing of a thing" or as %the
exclusive right to contrcl an economic good."™ Where private
property 1s held by indlvidusls the security of future
expectations concerning such property are quite important.
Without such security little investment on the part of
individuals can be expected. Among other tiaings this implies
that where private property 1s taken for public use or public
purpose a Jjust or felr compensation can be expected by owners
of land.

In addition to security of expectations, there are other
reasons why fair compensation may be quite importaent to the
future development of a country. In most developing countries
landowners pcssess scarce resources such as investment capical,
entrepreneurial ability and education. They should be en-
couraged to use thelr abilitles in areas which will be of
benefit to the couuntry's development. Providing fair com-
pensation for Sxpropriated land 1s one way of giving such
encouragement. ‘

lﬂaleigh Barlowe, Land Resource Iconomlics, Englewood
Clif{s, N.J. Prentice Hall, Inc., 1958, pp. 336-337.

2Bdward R. Harris, Jr., Land Redistribution: A Stimulant

to Industrial Development, Lynchburg, Virginia, Fidelity

National Bank, 1964, p. 29.
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PROBLEMS INVOLVED IN COMPENSATICN

Several problems have been considered in connection with
compensation. They include establishing a price, effects of
inflation on the value of the compensation, the effects of
the form of compensatlion on inflation, and getting the former
Jandowners' compensation productively reinvested within
thelr own countries.

Establishing = Price

When land iec talien by the government for public purpose
in tre United States Just compensation is required. Just
compensation has been defined Ly the courts as {he highest
price tne proverty would bring on the open market ellowing
reasonable time and full Lknowledge of its uses. It hes also
been taker. to be the price a willing buyecr tmould pay a willing
seller with neither of them being under any abnormal pressurec.’

However, when the sale is not voluntafy (as is usually
the case in a land redistribution program)® some proccdure
nust be worlied out for €stablishing the price to be paid to
tite landotmer. This might he done on the basis of the
estimated merket value, the cost of replacing with similar
land, or the capitalized velue (the present value of ell
future income). ZEach of these approaches has advantaces

and disedvantages.S5 In many caces appralsers use two or

all three of the methods above. It should also be noted
thet rarticularly in the case of less developed countries
sa’le prices of land may he above the canltalized value based

3Barlowe, op. cit., p. 185; and Kris Kristjanson, Teking
Private Land for o Public Purpose, Ph.D. Thesis, Agricultural
Economics, University of VWlsconsin, 1953, p. 5.

”An exception to this may be Venezuela vhere 1t 1is
reported that lendlords encourage squatters to come in so
they can request that the government purchase their land as
provided for under the agrarian reform law.

“See Barlove, op. cit., pp. 186-202; or Roland R. Renne,
Lard Zccnomics, New Yori, Hrrper and Brothers, 1947,
pp. 518-529.
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upon the income earning capacity of the land. This may be due
to such factors as sentimentel value attached to land that hes
been in the famlly for several years, prestige value assoclated
with landownership, or the use of lend as a hedge against
inflation. - -

In an anelysis of exproprlation of private land for
public purpose in the United States, KristjJanson noted that
federal agencies, includinz TVA, have placed emphasis on the
willing buyer-willing seller concept. However, TVA also
took into consideration costs and losses in getting re-
established where land could be bought withoutr condemnation.
“TVA maintains if people are to recelve Just compensetion they
should be able to re-establish elsevhere and be at least es
well off after the property was taken as before. "6

Effect of Infletion on_the Value of Compensation

Landowvmers are reluctant to accent payment in the form
of fixed obligetion instruments because of their vulnerability
to inflation. In this section the effects of inflation on
various forms of compensatlion have been consldered.

Cash: A lump sum cash payment would naturally be the
least vulnerable to inflatlon, provided it was made at the tim~
the property was wvalued and that alternatives were avaliable
where the money could be reinvested that were relatively free
from the effects of inflation., Installment cash payments, how-
ever, could be effected greatly by inflation unless the money
value of the installment were adjusted for changes in the
price level.

Commodity: The value of payment in terms of a given
quantity of commodity could be relatively free from effects
of changes 1n the level of prices. The real value should be
naintained if the demand for the commodity remained relatlvely
stable over the period (tnis would more likely be true if it
were a commodity of primary importance) and the government did
not take measures to keep the price of the commodity from
changing in proportion to changes in the general price level
(in attempting to control inflation for example).

6Kristjanson, op. cit., p. 6.
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Stock: The eflsct of infistion on the value of comnen-
satlon in the form of irdustrizl stock would depend on several
factors, One of these 1mouid e how falrly the stock had been
valued at the tinme it wes ezchanged for land. Another 1s the
financlal soundness of the enterprise or firm in vhich the
stock was distributed and expectations about its future
position. Assuming the stock was falrly velued, the firm
financially sound, and expectations for future growth were
average, compensation in stock should retein its value with
changes in the price level.

Government bonds: The value of payment in the form of
government bonds would be most subject to change due to changes
in the price level. This form of compensation would place the
greatest risk on the sellers of the land since those required
to sell their land are also required to provide the credit for
the compensation. The bonds usually mature after a perlod of
years, have a fixed face value in money terms, and bear a low
rate of interest. Inflation could greatly reduce or wipe out
thelr value unless some means of adjusting thelr face value
for changes in the level of prices were employed.

Effects of Form of Compensaticn on Inflation

One way of analyzing the effects of the different forms
of compensation on inflation is by employlng Keynesian
multiplier analysis. Through the use of the multiplier the
theoretical change in national income can be shown. The form
of compensation which produces the grestest theoretical in-
crease in national income would also be the most inflationary,
all other factors being held constant. However, 1t should
be stressed that with this analyslis it 1s intended to show the
relative, not the absolute inflationary effects of t-e various
forms of compensatlion. Ultimately, the effect of the form of
compensation on inflation would depend on how the money so re-
celved was spent and whether or not *hese sectors of the
economy were fully employed, how qulcily they could be expanded,
and how much of the new purchasing power created by the com=-
pensaticn was released on the economy at any particular tine.
Throughout this analysis a constant marginal propensity to
consume and invest, and a constant lmpact of assats on con-
sumption for all grcups in the economy has been assumed. It
has also been assumed that thexre were no changes in the foreign
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trade sector.7v With the above factors held constant different
torms of compensation would differ in thelr effects on inflation
and are consldered in the remainder of this section.

Cash payment: The effect of a payment in full in cash
would differ depending on how the money were obtained. Pay-
ment in full in cash could be done by printing money, payment
out of current budget surpluses, increasing tax receipts, or
sale of bonds to the public.

Printing money (or creating it through the central bank)
would be the most inflationary. The effect on national income
shown by the multiplier due to compensation in this manner
would be

i b+ 4d c .8
AY = Tr + @ —— .
1-b-4d 1 -b-4a AR

In this case the change 1n assets is equal to the amount of
money printing (the amount pzild to the former landovmers).
Where payment was made cut of current budget surpluses the
effect on national income (and therefore inflation) trould be
less since there is no change in assets and

cx=_0°%a4 pp
i-b-4d

"The assumption of different values for these elements
for different groups in the economy and changes in foreign
trade could be made and might change the conclusions, depend-
ing on the values used. However, to keep the analysis shorter
this refinement has not been included here.

8The relevent equetlions to thls gnalysis are:

Y=C+1

C=a+b (Y-Tz+Tr)+cA

I=I+d (Y ~Tz+ Tr)

where Y = National income, C = Consumption, 1 = Investment,

& = g constant, b = llarglnal propensity to consume, Tx =
Texes, Tr = Compensation to former landowners, ¢ = A constant
between zero and one, A = Assets, I°= A constant, end 4 =
Marginal propensity to invest.
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If payment were made by increasing taxes there would be no
effect on inflation assuming the b's of those taxzed and those
recelving payment were the same since the net tax and net
compensation would be equel.

ay=_2%2 q.__P*d  apoco o
It -a T -5 -3a

Sale of bonds to the public 1rould haeve the same effect on
level of prices as payment out of current surpluses. The
effect on national income would be

b +d
bY =y—v—3

and there would be no effect from assets since the public would
merely change the form of theilr assets.

An installment cash payment should rnot have any
inflationary effects if it were equaled by collections from
the resale of land. This 1s assuming that the marginal
propensity to spend (consume end invest) 1s the same for the
two groups. If it is different the results would be modified
depending on the respective values of b and 4. If the former
landotmers had & higher merginal propensity to spend then there
might be some inflationary effect.

Commodity: Payment in installnments in the form cf con-
modity should have about the same effect as money installments.
It would not be inflationary if collections were equal to
dispersements end if the two groups had the same marginal
propensity to spend.

Stock: Payment in the form of stock should not have any
Inflationary effects. It would merely be as change in the form
of the former landowmers' assets.

Government bonds: Payment in the form of non-negotiable
government bonds could be inf'lationary if the bonds matured
at the same time (and they had not lost thelr value due to
inflation in the meantime). In this case the change in national
income would be

b+ d

: Tr.
l-b-a

0 Y =
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However, if some of the bonds were pald off each year at the
same rate that new owners were paying for the land a possible
inflationary effect should result only if ths former landowners
had a higher marginal propensity to spend as in the case of
installment cash payments above. Payment with negotiable
goverrment bonds would have substantlially the same effect as a
lump sum money payment. However, to the extent that the bonds
were discocunted the erffect would be less.

Getting Capital Relnvested

- As mentioned above payment of compensation is important to
maintain people's securlty of expectations. If a country 1is to
develop and get increased productlon, increased investment is
very important. In addition to maintaining securlty of
expectations, it 1s important that the compensation be paid in
such a form and in a sufficlently large sum at one time that
relnvestment in the domestic economy will take place:s, If the
compensation is pald in small amounts at widely separated times
1t 1s likely to be consumed. If domestlc investments are un-
attractive because of lack of security of expectations or are
Just not available the compensation is likely to be consumed
or to go into foreign investment.

Several proposals have been made for transferring land-
lords' capital invested in land into other flelds. The major
points of some of these proposals will be enumerated here.

Johnson has suggested a program for land redistribution and
industrial development in which owners of expvropriated land
would be reimbursed with government bonds.® These could be
used, 1f desired, as security for loans from a national develop-
nent benk to finance certain approved investment projects
sonsidered to be beneficlal to the national economy. Money to
finance the operation could come rrom taxation, domestic {and
possibly foreign) bond sales, forelgn loans, payments by
purchasers of land, and creation of new money. Careful
attention should be given to the criterlia for approval of loans.
The success of such a program would depend on the formulation of
e well balanced development program. The national development

9V. Webster Johnson, Joint Program for Financing Land

Bedistribution and Industrial Development, Washington, D.C.,
Agency for International Development, 1932, 10 pp.
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bank could be the ggency for lssulng land bonds, collecting
payments for land, and in giving direction to a desirable
development program.

Due to the risks involved and the public benefit from
expansion of industry he Suggests four ways the government
might assist. They are:l

1. Government initiative in the construction of new
enterprises which would subsequently be turned
over to private investors a&s going concerns.

2. Joint participation and ownership by both
government and private investors in business and
manufacturing establishments.

3. Direct risk insurence of some type calculated to
orotect investors from unusual hazerds.

L, Government action to establish a favorable
environment for private investment through
construction of transportation and communication
facilities, harbor installations, through supplying
water and electric power, police and fire
protection and through efforts directed at
developing a literate and skilled la»or force.

hHarris suggests that former landowners should be paid
part 1n casi: and the remainder in registered non-negotiable
lend bonds tied to some inflation-proof index.ll Ke favors
establishment of a2 private development bank and cites several
ways in which the government could encourage and essist such
an institution.

The development benk could offer the holder of land bonds
several alternatives. The land hond could be 'sed as
collateral for a loan or could be redeemed through the banl:
and the funds be invested directly in development bank financed
companies, government ovmed corporations, or purchase of
investments from within the bank?’s portfolio.

/]

Inflation resistant land bonds would be a desirable
investment for commercial banks and they should be allowed to

lolbldc ’ ppo 9-100

Lparris, op. eit., pp. 46-57.
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purchase such bonds for cash. However, the cash would bte
required to be invested in an area within the productive
investment program. Exchange of the land bonds for shares
of a mutual fund should be allowed providing the mutuel fund
is promoting productive industrial growth.

Earris also suggests a program of risk inourance similar
to that presented by Johnson.

Mann and Blase have presented a proposal for agrarian
reform and industrialization in Peru which may have applica-
bility to other countries as well.12 In the case of Peru they
suggest the creation of one new institution, the Agrarian-
Industrial Investment Trust, and the use of several exlisting
institutions. The title to land acquired under agrarian reform
would be placed in the name of the Trust in exchange for trust
certificetes and the land would be resold to small scale owner-
operators for a small down payment and negotiable notes for the
balance. The Trust would then liquefy the title instruments
and notes through national and international credit agencles
end would also pledge 1ts industrial assets as collateral for
these loans as the loan funds were invested in industrial
stocks and bonds. The Peruvian government and AID would
provide enough addltional capital to allow the Trust to have
liquid assets for investing equal to 100 per cent of the value
of the security and title instruments which it held.

Investment of the Trust®s liquld assets in industrial
investment might be by the former landowners themselves, or
by the Trust in the form of risk or debt caplital. Formsr
landcuners could redeem Trust certificates in the form of a
cash account in the industrial development bank. However, if

they did so they would have to invest in accordance with a
priority list and meet certain other requirements.

Where former landowners retained their Trust certificates
the Investment Trust could purchase shares of common stock
elther in new or expanding firms in industries on the priority
list or in private or government bonds.

The Trust would be self liquidating with the rate de-
pending on the rate of repayment by new lendovmers. Increases

12prea Marn and Melvin Blase, Financing Asrarien Reform
and Industrialization in Peru, n. p., 1963, 19 pp.
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in the proportion of Trust assets to debts would be distributed
to certificate holders annuelly in the form of Trust assets
and the Trust would be completely terminated when all Trust
assets had been distributed in kind to the certificate holders.
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METHOD OF COMPENSATION IN JAPAN, KOREA AND TAIVAN

Japan, Korea and Talwan have been chosen as examples of
countries having agrarian reform nrograms and using different
methods of compensating former owners. The features of the
agrarian reform programs were somewhat different 1n specific
detall but they all involved purchase and resale of land.

Japanl3

In determining the price of land the objective was talien
to be to determine a reasonable price in terms of the income
producing capaclity of the land and the capacity of the buyers
to pay. National average net income data was used to celculate
an average land value. This was then adjusted for differences
in productivity by using rentel values which had been computed
for each field for taxatlon purposes. The national average
land value was divided by the national average rental value
and multiplied by the rental value of the specific fleld to
glve the value of that field.

The purchase price was pald in 24 year annuilty bonds
bearing 3.65 per cent interest and were non-negotiable. A
subsidy which amounted to the difference in the average value
of the land based on the landlord’s net income and that based
on the tenant's net income and applied only to the first 30
acres in Hokkaldo and the first 7.5 acres in the rest of Japan
was pald in cash.

At the time the legislation was written the compensation
for the land appears to have been reasonably close to the
market price and provided for different qualities of land.
However, hecause of ~apid increases in the price level (368 in

: 13For the detalls of the laws see: Xajita llasaru, Land
Reform in Jepan, Agricultural Development Series No. 2, Tokyo,
Agriculture, Forestry and Fisheries Productivity Conference,
1959, pp. 25~32; or Supreme Commsnder for the Allied Fowers,
Natural Resources Section, Japanese land Reform Program, Report
Number 127, Tokyo, Japan, 1950, pp. 26-36.
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September 1945 to 34,250 by July 1951 -- 92 times),l¥ rigildity
in the compensation formula, and failure to compensese in a
form which gppreciated, the land reform resulted in essential
confiscation of the property of the former landowners end a
windfall for those purcnasing land. Apparently no attempt was
made to attract fthe compensation into industrial investment
and, ln any case the value was reduced so much be inflation
befcre payments were made that the amounts were too small to
be 1invested.

Korea15

The purchase price pald for land expropriated uvnder the
Korean land reform program wes 1.5 times the average annual
production and was less for larger holdings. This was paid
in negotiable land bonds whose value was stated in commodity
terms, and which were to be razdecmed in t'ive years (redemption
was delayed due to hostilities and other problems). The
average annual production was based on the tax collectors’
records for the late 1930°'s.

There was o provislon for ellglible persons to purchase
covernment held (former Japanese) industries with land bonds.
It appears that generally the fo—mer landowner was not eligible
ed sold Lis bonds for cash at a2 considerable discount. The
purchasers of these bonds then used them to buy government
owned industries.

Although 1.5 tlmes the annual yleld seems low, the fact
that the payments were in terms of commodity should have
protected the bondholders agalinst inflation. However, the
actual payments were made in cash on the basls of the price

lL’Japzan, Bureau of Statistics, Office of the Prime
Minister, Japan Statistical Yearbook, 1961, Tokyo, 1962, p. 322,

15For an analysis of land reform under U,S.A.M.G.I.K.,
see Seung Oh Park, Agricultural Extension in the Economic
Develovment of Ior Aprisulture, a Thesls, University of
Wisconsin, 1963, ». 29: and Sidney Klein, The Pattern of Land

Tenure Reform in East Asia After Uorld War II, New York,
Bookman Associates, 19458, pp. 86-87.
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of rice which was controlled by the government. The offlclel
price was maintailned considerably below the uncontrolled price.

Pak concluded that the snnual peyments were so small thet
little industrial capitaslization could be stimulaced and that
a former }gndlord could barely support his family on the annual
payments.

Taiwanl?

The purchase price of land expropriated under the land .
reform procrem in Taiwan was set at 2.5 times the total standard
yield for the particular class of land. The standard yield for
sach grade of land was determined by locsl farm tenancy com-
mittees.

Saventy per cent of the payment was made in the form cf
bonds whose face value 1ras in terms of a quancity of commadlity.
The bonds bore four per cent interest and were redeemable in
equal annual installments over & ten year perlod. Payment for
paddy land wes made in rice, and for rein fed rice flelds half
the peyment was in rice and half 1ln cash based on the current
cash value of rice. For other land, peyment was made in cash
on the basls of the average price of swreet votatoes in each
locality during a specified period. The remeaining 30 per cent
was pald in the form of stock in four government corporatlions
which were placed in private hands.

J——

From the statistics avalleble it seems that the use of
rice and sweet potato bonds was reasonably successful in pro- -
tecting the vortion of the compensation payable in commodivy

16K.H. Pak, "“Outcome of Land Reform in the Republic of
Korea," Journsl of Farm Economics, Vol. 38, No. 4, November
1956, p. 1021.

17For translations of the land reform laws and regulations., .-

see Hui-Sun Tang, Lend Reform in Free China, Chinese-American

Joint Commission on Rurel Reconstruction, Taipel, Taiwan, 195Y;
Chen Cheng, Land Reform in Taiwan, China Publishir~ Co., 1961 te
or The Free China Review, ed., Land Reform in Free China,

Talpei, n. d. '
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bonds from inflation. The wholgsale orice index went up 1.5
times from 1953-55 to 1958-60.1 (These years were everaged
because of fluctuations in sweet potato and rice prices.)
During this same period the price of sweet potatoes went up
1.7 times and that of rice 1.2 times.l9 However, the price
of the industrial stock fell considerably and indicatlions are
that a substantial amount of it was sold.20 The reasons for
selling the stock and the present position of the companies
are uncertain.

18China, Republic of, Directorate~General of Budgets,

Accounts, and Statistlics, Executlve Yuan, Statistlcal Abstract

of the Republic of China, 1956, p. 200; Ibid., 1959, p. 299;
and Ibid., 1961, p. 267.

19Tajwan, Department of Agriculture and Forestry, Taiwan

Agricultural Yearboolz, 1961, p. 61.
2°H.S. Tang end S.C. Hsieh, "Land Reform and Agricultural

Development in Telwan,® in Land Tenure, Industrialization and

Sociel Stability: Experience and Prosnects in Asia ed. by
Walter Froehlicl:; Milwaukee, Wisconsin, I"::quette University

Press, 1961, pp. 137-139.
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SUMMARY AND CONCLUSIONS

The issue of compensation usually arises whenever land is
redistributed under a land reform program. The question of
compensation railses several problems. They include determinlng
the velue .f the land, the effecte of inflation on the value
of the compensation, effects of the form of compensation on
inflation, and getting the amount of the compensation rein-
vested in some other sector of the economy.

There are other reasons why it seems important i{o compen-
sate landowmers feirly for expropriated Land aside from the
question of equity. These include maintalning securi. ' of
expectations concerning private property and encouraging former
landowners to concentrate thelr efforts on other sectors of the
economy. The landowvning class 1s generally more educated, has
more entrepreneurial ability and managerial experience, and
has more investment cepital than other groups in less developed
countries. Tiie otmers of these scarce resources should be
encouraged to assist in the development of the country.

Several things can be done to encourage former landovmers
o use their resources more effectively in developing a
country. These include Jjust compensation in a form whlch 1s
not subject to erosion through inflation ard provislons for
and assistance in investing this money ir other sectors of
the economy. Compensation in the form of bonds whose face
value is in terms of a quantity of a commodity, corporation
stock, or bonds whose value 1s tled to an inflatlon proof
index are methods which have been tried or suggested for
protecting the value of the compensation from inflatlion but
which still do not place excessive inflationary pressures on
the country’s econony.

There have been some attempts to get the compensation
reinvested in some other sector of the economy. Such pro-
visious were made in the land reform programs of both Korea
and Taliwan epparently with more success in Talwan than in Korea.
Proposals for encouraging former landcwners to lnvest thelr
compensetion in other activitles were sunmerized. However,
these more speciflc programs for encouraging lnvestment of
compensation have not yet been tested. Further study should
be made of the attempts to encourage investment in Talwan
and Korea and in other countries where any substantial attempt
has been made to encourage reinvestment of the compensatlion.
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Such additional information could lead to further improvements
on the proposals which have been made. Eowever, the only way

to determine if these proposals will really result in pro-
tection of the value of the compensation and transfer of invest-
ment from land to other sectors of the economy 1ls to put thenm
into practice in some future agrarien reform program. In this
way falr compensatlion, protection against inflation, end
reinvestment of the compensation in other sectors of the economy
may become a reality in future agrarian reform programs.

t
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