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ABSTRACT

The paper is a survey of rccent dovelopments on this toric.
It uses a two—scetor (modcrn and traditional) modcl as the basic framework
for analysis. Agriculturc's rolc in devclopment is reviewed dricfly, as
arc thc methods of trancferring scsources from agriculturc: transfers on
privatc account, govcrmment tax and cxpcnditure policies, and policics
aimed at changing the tcrms of tradc of the agricultural scctor.

he bulk of thc papcr reviews the rccent cxpericnce of c.evelop—
ing countrics and the litcraturc rclated to this topic. It is organized
around threc basic thcemes. First is a revicw of thce policics including
tariff protcction that have influcnccd the domestic tcrms of tradc between
agriculturc and industry and the cffccts of those policics on the
agricultural scctor (which has usually becn lcft to pay the bill for
protcected industrialization). Sgecond is a discussion of the implications
of productivity growth (or thc lack: of it) in both the agricultural scctor
and in protcctcd import substituting industries for the questions of
rcgource transfcrs and of ‘goncral-ceconomic growth in both scctors.
Third, thc growing conccrn with unemploymunt and incomc distribution is
rcvicwed in conncetion witih the chioice of policics to tax agriculturc and
transfcr resources to industry.

The paper suggests a number of elements of an improved system
of taxing the agricultural scctor to transfcer resources botia to government
and to thc non=agricultural scctors while simultancously rcducing the
burden on agriculturc from misallocation effccts of the policics.
Attention is also given to polilics that would improve thce growth ratc
of cmployment and the distribution of incomce. Particular attcention
in thc papcr is given to the cffects of forcign tradc policics on income
transfers.



AGRICULTURAL TAXATION AND TITERSECTCRAL RESOURCE TRANISFERS

Stephen R. Lewis, Jr.
INMTRCADUCTIAT

The techniques of taxing the agricultural scctor in the Less
Developed Countries (LDCs) have not changed much in the five ycars since this
topic was last I‘o-\ziewed,,'L There have been a number of changes, howgver,
in thc underlying conditions facing many LDCs, particularly thosc associatcd
with rapid productivity gains of the "Green Revolution®™ and with urban and
rural uncmployvment and rclated social-political problems. In addition, a
large number of empirical studics of the cxpcricnce of the developing
countrics have appeared in the past five yecrss Both the changes in conditions
in the LDCs and the growth of knouledgce about the effcets of various policies
on economic bechavior have substantial. implications for the discussion of
appropriate devices for taxing thc agricultural scctor,

In this papcr L first cxplain how I view agriculturc in the
process of growthe. Thcen I roview the purposcs of making resource
transfers from agriculturc and various -instrumcnts that cany, in principle
be used to.tax the agricultural sector, dircctly or indircectly. Then,
in section IV, I revicw some of the changes in conccrns and conditions thet
havce emerged rcccntly and some of thce recent litcraturc on the dewclop—
ment process and devclopment nolicics relcvant to our topic. Scction
V contains somec proposals- for the-clements of a better systom for taxing
agriculturc and transferring rcsources from it, in thoe light of rccent:
expericnce and lessons I think we have lcarncd. There arc some final

observations in thce last scction.

AGRICULTIURE IN ECCOIOMIC GROWTII
In analysing the growth of agriculturc in most LDCs, and
articularly in discussing besic policy options, I continuc to find the

two—scetor model dcoveloped by We Arthur Lewis most helpful.z"’lt has now

* Peter N, Hoperaft and John H. Poucr provided both useful
comaents on a draft of the paper and helpful discussions of the issues,
for which they should be thanked but not implicated.




been followed by a large number of modcels offcring refincments and
1 ‘ .

amcindments, and most of thesc capturc a good number of the cssentials
of Arthur Lewis' conmtribution, thourh gencrally without the ricimess
of his papcr. In thc context of the Arthur Lowis model, agricultural
growth is orucial for itwe rcasons. First, it is virtually impossiblec
to have sustainocd growth of rcal income per capita, with some concern
for the distribution of incomc, without having incrcascs in agricultural
production and in agricultural prcductivity. Agriculture is simply too
largc in thc total cconomy for the situation to be otheruise; and the
studies of development by Kuzncts and othcrs have dcemonstratced amply
that rising sgricultural productivity is. intimatcly associated with
rising incomes per head and with other characteristics of structural
transformaticn during dc-vclopmc-n't,2

The second rcason for the central rolc of agriculitural grouwth
in economic devclopment is instrumcntal: it will be very difficult
(though not in principal impossible) for the rest of .the ecconomy,
particularly thc non=agricultural modcrn scctors, to grow rap.dly in
the absencc of sustaincd growth in agriculturce. Agriculiurcts

Yoontributions™ to develovment in other sectors which have been widely
discusscd,jVinclude fecding a growing non-ogriculturzl labor forcc,
carning morc foreign exchangce, providing capital for devclopment of thc.
rest of thce cconomy, serving as a growing markct for domestic manufac—
turing, ctc. As emphasized in carlier discussions of agriculturc's role,
these lattor contributions by agriculturc depend not on total asricultural
production but on thc markcitced surplus of agricultural productse. And,

in thc short run it may bc possiblc te incrcasc agriculturels contri—

butions to non—agricultural growth cven with relatively constant

production if thc marketed surplus can b¢ incrcascd.



In the "normal’ working of the Artihur Lewis model, toe
expaension of the capital stock in the modern sector provides
employment for labor which otherwise would have to be absorbed by. the
traditional sector; the resources for imcreasing the capital stock come
from the surplus of total valus added over wage payments (which are
assuned to be totally consumed,; income per head rises as labor is
moved from lower to higher marginal productivity occupations and as a
consequence the share of the modern sector rises din total ocutput; and
the share of saving in-income also rises.as the modern sector share
rises in total income, The classical phase of the model comes to an
end happily in the “well behaved' case where wages in the modern sector
begin to rise, because so much. labor has been transferred from
traditional to modern sectorsthat traditional sector labor becomes
genuinely scarce, A recent Fel-Hanis addition to tiwe model also
describes the behavior of export-composition in this well-behaved
development of a two-sector econemy.l

Some important aspects of the model are seen, however, when
all does not go well,  particularly when foold supplies to. the modern
sector do not expand as rapidly. as the modern sector's demand for labor,
In that case, the modern sector has to give up a larger share of its
output in order to feed its labor Force, leaving fewer resources for
capital formaticn, And, it is here that some of the major pelicy choices
have had to be made by various governments in the past decades. MNore

. _ . 2

food can be forced out of agriculture in the short run, but the long-
run probicm becomes one of ensuring a sustained growth of food supplies
to supnort the growing modern sector. Again, the Pei-lianis comtribut o
is helpful in cxploring some of the opticns open to a government facing

food shorvages in the short run,



A sccond problem with the ™ormal™ working of the modcel has
also become apparent in rccent ycars in somc countries. In his
original contribution Arthur Lewis pointcd out.that the model would

L2

come to-an carly end if rcal wegcs (in terms of modern sccton output)
rosc before "unlimitcd labor®™ had become exhiausted, since the incrcase
irn weges would result in a diminution of surplus and a failurc of the
capital stock to incrcasc rapidly onough to absorb labor from agricutturc.
Morc rcoently Lewis has pointed out in several contributionl that this
has been o substantial problem in a number of rcal situntions. . Azain
it is worth emphasizing that acccleratcd development requires more
rcsources, and that those resourocs have-gencrally come from a surplus
of valuc addcd over wagc peyments in socialist, capitalist, and mixed
cconcmies. I must confess to o personal worry that the recent and long
overduc conccrn for morc equitcblc incomc distribution may tend to
obscurc the important fact that resources for devclopment must be found
somcwherc, and it is unlikely thet they will be found in the voluntary
saving of wage laborcrs or of thce salaried®*middle classcs. In addition,
whilc the short—run cffect of rising wages and salaorics:will be to cut
into modern scctor surplus, numcerous authors have pointed out that the
intcrmediate run incentive meoy be to rccapture somc of the surplus through
capital-labor substitution, which will have adversc cffcets in tcrms of
the amount of labor absorbed in hizhcr productivity scctors per unit of
surplus generated. The rclevance of this process for agriculturc is being
discussed in othcr pancrs for this confercnce, and will be referred to
below as well.2
TRANSFER OF RESOURCES FROM AGRICULTURL

Twe aspects of agriculturce's contribution to saving and to
government revenuc may be distinguished. One is thc question of how

‘agriculturc may contributc to total tax rcvenue and to total domestic



saving. This is the question that preoccupied me in an earlier review.
The second question is whether agriculture should be making a net
contribution to a flow of capital or government services to other
sectors; i.e. what is tiie optiasl level and compositicu of net
transfers from agriculture?

There are three bhasic methods of transferring income from

-+

agriculture into a '"fund” of saving and of taxes, DPirst, there may be

voluntary saving by individuals ond firms in the agricultural sector.

If private investment in agriculiure falls short of the saving generated,
agricvlture will have made a net contribution to fi:ancing investment
in non-agricultural sectors. econd, the government may tax agriculiure
directlyr (with inceme or land tares) or through indirect taxes on items
agriculture buys or sells (particularly ezport taxes in the latter case).
The government may then provide capital projects for agriculture or under-
take a variety of current expenditures or subsidies that benefit agri-
culture. The net of taxation from agriculture (Which'requires some
incidence assumptions) over the expenditures benefiting agriculture
(wnich also requires some incidence assumptions) would be agriculture's
contribution to the non-agricultural sectors on govermment account.
Third, the goverrnment may turn the terms of trade against agriculture
(relative to some meoningful stendard) by a variety of policies reviewed
3 .
elsewhere. The beneficiaries of the adverse terms of trade for agri-
culture will be tae non-sgricultural sectors domestically (after netiing
out any indirect taxes that fall partly on agriculture and partly on non-
agricultvrwe)., To the extent that the increased non-agricultumal incomes

are saved at a higlier marginal rate than the decreased agriculturcl .ucomes,

aggregate saving rates will increase, and agriculture will have made a

net contritution 4o total saving in an_indirvect mammer, In addition, the



government can-tax the increased non-agricultural incomes to capture
part for government revemue, in which case a recalculation of agri-
cultural -nd non-agricultural contributions to government revenue needs
to be undertaken,

The size of the net transfer of resources from agriculture is
both difficult to measure and difficult to evaluzte in terms of its
optimality. The data requirements to maikte an estimate are substantial;
one must make estimates of incidence of taxes and of the benefits of
government current and capital expenditures; and one must have in mind
some notion of the Yappropriate’ terms of trade between the sectors in
order to have a standard of couparison with which to measure the actual
terms of trade., Pinally, assuming that each sector would =a2djust the
level and compositioir of its output, inpuis. =nd sales with chunges in
relative prices facing it, one should have estimates of supply and
demand elasticities to encble one to measure the value of resource flows
that actually took place as compared with those that might have under
different sets of relative prices. T.H, Tee's momumental study of

i 1 ) i
Taiwan's experience meets most, but not all, of these exacting
requirements in attempting to assess the size, ccmposition, and directivn
of the resource flows from agriculture., The question eof the optimal level
of resource trensfer is even more difficult to assess.

Optimal levels of resource tronsfer from agriulture will
undoubtedly vary from country to country and within countries over time;
and there are alsc likely to be situations in whieh “he gross level
of. agricultural contribution to govermment revenue may be inadeqguate
to-meet the service needs of agriculture itself, Thus, the level of
resource transfer (taxes plus other transfers) from agriculture eould
ve (i) "too small” in the sense that higher—productivity uses of capital

and of current government services in the non-agricultural sectors are



left unexploited; or (ii) ™oo small®™ in the sense that the government
sector is unable to provide (without rcducing higher—productivity uscs

of rcsources in nom—agriculturc) high—yiclding public currcnt- or capital-
services to agriculturcy or (iii) Moo large" in thc sensc that the
agricultural sector is unablc to financc higher—productivity activities
and instcad lower—productivity invcestments arc taken up in non-agricul—
tural scctors. In addition to thesce largely self—evident definitions of
optimality in terms of maximum growth of output, thorc could be additional
considcrations introduced on the- income distribution side, with transfcrs
from agriculturc ™oo lapge™ or Moo small™ in:tcrms of distributional

goals,

The optimality of vericus resource transfers from sgriculturc
obviously decpends on the goals of the socicty and on existing conditions
rogarding the distribution of income and thc productivity of investment
ana of currcnt government cxpenditurcs in the agricultural rclative to
other sectors of thc eoonomy.l However, in view of thce large wcight of
agriculturc in the LDCs, and thc impceratives of structural transformation
during dcvelopmenty I believe there is a presumption that the net flow
of resources will in gencral be in the dircction of optimality when
agriculturc is maeking a contribution to the financing of other scctors.
And, it is quitc possiblc that within a nct overall outflow of rcsources,
government may makc nct inputs from the public sector. Thoere may bo
times, though, when a conflucnce of circumstances (c.g. high=yiclding
agricultural varicties that substentially raisc thce productivity of capital
in large—scalc irrigation, drainage,; storags, and transport facilitics
for somc period of time) might makc a temporary rcsource: transfer into
agriculture scnsible from the point ‘'of overall growth. Thus, within an
ovcrall nct outflow, therc arcstill questions of tiring and of  composition

which are morc complcx.



\/ ARE THERE LESSQONS FROM RECENT HISTORY?

There arc tiree themes in recent cconomic history and in
rcecnt studics around which I will organizc some devclopments and
concerns ~Glating to the taxatien and resourcce transfcer guestions,
First, it has. bccomc abundantly clcar that government policics can
markedly affcct the terms of trade of agriculture and other relative
pricesy that such changes in relative prices can rcsult in substontial
transfcers of income among scctors; and that cntreprencurs in all sccetors
of thc economies of LDCs rcspond quitc rapidly to changcs in.rclative
prices, both of inputs and facters ond of output. Second, conccrns about
productivity growth that prcoccuried economists somewhat carlicr in
devcloned country studics hove begun to concern cconomists in LDCs.
Rapid productivity growth in agriculturc has in some cases substantially
increased price elasticitics of supvly; and, such growth has also
exacerbated some problcms of income distribution and of dircet taxation
of thc agricultural scctor. Ia addition, the failurc of total factor
productivity tc grow rapidly in import-substituting manufacturing scctors
haos resultcd in high and growing Dburdens cn the scctors that must subsidize
protected industry.l Third, and rciatcd to the first two, thocrec has becn
growing uncmployment and rclated unrcst in a large numbcr of LDCs, and there
has been a substantial incrcasc in concern for the distribution, as opposcd
to the growth, of income in the LDCs. Thesc threc themes arc extremely
important in thinking about appropriatc policics for taxation and
rcsource ‘transfors for the next decadey and somc of the cvidence on cach

of thom must be rcviewed first.

Effcets of Policy on Rclative Prices
- The impact of govermment policies in changing rclative prices
immediatcly raiscs the question: changing-them from what? fxistiag

studies havce used two diffcrent definitions of the situation with which



to compare te price structure 2t some point in time, One set of studies
emphasizing the protection aspects of the provlem, has used intermationsl
relative prices facing the country, or international trade opportunity

costs, 'Tue other set of studies has used tie structure of domestic

+
+

prices in some base period, These latter heve zenerally been concerned .
primarily or exclusively with the domestic temms of trade of agriculture
ard their movements relative to base period prices, The former have been
concerned with the extent to which domestit relative prices differ
from international prices, but have been primorily concerned with one
year only, The data requirements to do any one of these studies are
Tormidable indeed, and datz availabiliity undoubtedly exploins why most
9 J ) P

studies comnaring domestic and forelgn price structures have been

- o o

single- year studies, while those that heve been concerned with movements
of prices over time have been largely confined to movements of relative
prices domestically,

The appropriate price comparisons wier we are interested in
the possible distorting effects of policies sre between domestic
price ratios and the set of prices (of, where appropriate, marginal
N : 1 .
revenues) the country foces in international merkets,” . If one is
interested in agriculture's terms of ftrade under a given policy regime,
the relevant set of prices with wihich to compare actual prices receilved

and paid by agriculture is the set of prices agriculture would have faced

had there not heen particular policies with respect to foreign. trade
taxes, domestic taxes, and excliange rotes that distorted the domestic
price structure from thet which would face the country in intermational
troade, The comparison of the domestic terms of trade todar with the
domestic verms of trade in scme past period may te of interest for. sc .e
purposes, JSut, it does not present an alternctive set of prices which
could have been paid or recceived by agriculture today in- the way allowed

by comparison of today's domestic with tocay's international prices.
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Thus, if -ve are interested in the effects of policies on relative prices
and on income transfers accomplished by means of changing agriculture's
terms of .trade, we siiould compare the terms of trade cgriculture actually
faces with those it would have faced kad not distorting trade policies
intervened..

An example may be helpful here. Suppose one limited his/’kzr
attention to movements in domestie prices only, cnd suppose the
government followed a policy of using no indirect taxes or subsidies
(except to correct for world demsnd elasticities of sigrificantly less
than infinity) and had a floating exchange rate., And, suppose under
these circumstances we observed a deterioratioci: in agriculture's terms
of trade of twenty percent over a decade. Given the policy assumptions,

he deterioration in the domestic terms of trade could have come about
only because of a deterioration of world prices of similar agricultural
goods produced domestically relative to world prices of manufactured
goods purchased by the domestic agricultural sector., Domestic government
policy per se has made no impact in terms or transferring resources from
agriculture to manufacturing, even though the latter has clearly henefited
from the movements of the terms of trade., The only way in which to -
maintainr the eazrlier terms of trade for the domestic agricultural sector
is to intervene with taxes and subsidies to protect (i.e. subsidize)
agriculture and discriminate ageinst (i.e. tax) manufacturing relative

to existing international prices in the later peried,

Tecent studies indicate that government policies have indeed
had major effects on the structure of domestic (relative to world) prices,
and that substantial amounts of income have been transferred both between
sectors and between producers of different goods within sectors in many

countries., Detailed comparative studies of o number of ILils done by a
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group of consultants to the World Donk focussed on the impact of
indirect taxes, exchiange ratve policies, tarifis, and quontitative
restrictions on imports in protecting or subsidizing various activities
, 1 i . . . .

at the expense of others, Manufacturing industry was gencrally the
beneficiary and agriculture the sector discriminated against, but within
each sector there were a variety of sub-sectors subsidized and others
"taxed® by the protective system. In some extreme cases, activities
were found thet vielded negative returns to domestic factors waen the
tradeble oygfput ond the trodoble inputs oif the gcetor wore evoaluated at
intern~tional rother than domestic prices, so thtt recl notionnl income
would be higher if the cctivities simply cecsed to exist,
This has gencrrlly been tac result of H-riff "cogecding', with
o lower price of foreign exchonge implicit in prices of inputs thon in
prices of output.

The studies done by o group associnted with the Developiment
Center of the CECD summorized, interpreted, ond extended in the
volume by Little, Scitovsky and Scott, focussed broadly on manufacturing
and trade policies, ond maode it clenr thot policies thet favored
manufacturing in mony countries did so ot the expense of cgriculture,
By re-calculating GI? ot inteimotional instexzd of domestic relative
prices, Little et.cl. found thiat agriculture was subsidizing monufacturing
from ten to twenty percent or more of agriculitural value added as a
result of trade policies, Ny own studies in Fakistan™ indicated that
in the 1950s perhops cs much og ten to fifteen percent of agricultural
income was being transferred out due to adverse terms of trnde relaotive
to world prices, IZadie's excminction of Austria-Hungary4 in the late
19th and early 20th century (which is the only study I am awnre of which
ezxplicity tokes into account the supply response along agriculture's offer

curve in response to cnanges in terms of trade) sugsested thaot from



seventeen to forty-five percent of . ricultural exports except major
grains was tronsferred from llungarion agriculture in irtra-Pmpirve trade
as a result of protectionist policies favering Austrion monufacturing.

7,1, Lee's study of Taiwon, whiie using domestic base
period prices instecd of international prices o the point of comparison
indicates that the deterioration of agriculture's terms of trade for the
1950s and 1960s as compared with the base period in the 1930s involied
an implicit (or, as he says, invisible) transfer from agriculture
equivalent to half to two-thirds of the real capital outflow frem agriculture
. . 2 < or
in the latter two decades, Echevarria's study of €hile, differs from
others by looking at changes in relative prices (including changes in
international prices of goods actually traded) over several sub-periods
and by coleculoating the transfer of rescurces imvolved in chonges during
the period from prices existing in the immediately preceeding period.

He found agriculture as o whole gained as much os fifteen percent oi its
value added from chonges in relative prices from 1959/61 to 1962/64, which
suggests o similar loss of imcome in the earlier period relative to the
later one.

The cmounts of resources transferred from oagriculture through
the use of trade ond indirect tax policies, tien, have been very
substantial in relation to agricultural output in a large number of
countries, The amounts are even lorgser in importance relative to the size
of direct agricultural toxes, industrial output, or govermment revenue
cend expeinditures.

What should have been the consequences of these large gross
transfers? In the context of the two-sector medel, depressing agriculture's
terms of trade and improving them for the modern sectvor should hove
improved the saving rate and rate of investment for the econcmy, the

rate of growth in output znd employment in the modern sector, and the rate



of growth of output of the_ecconomy as o whole, The primcipal adverse
effects, recognized much e~rlier, might have beenn disincentives and lack
of investment resources in azgriculture which would result in inodequate
growth of agriculturcl output cnd morketed surplus and eventual decele~
retion of the growth of the modein sector.

Tnstecd, however, the principal difficulty enccountered by
countries following the policy of turning the terms of trade ogeinst
agriculture is the inefficiency wit: which the non-agriculiural seciors
used the tronsferred rescources, Zocause of tiie nature of trode policies
in o lorde numbexr of countvries, the set of relative prices facing the
momufacturing secior encoursged the establishment of industries aimed
primarily ot thie demestic market, using impoxrted (o exportcble) row
maverials and cepital ;goods purchiised at favorable exchange roates compared
to thie exchange rote implicit-in the prices at waich they sold output,

The nominal extent to wrich domestic prices of import substitutes

exceeded their internastional prices (c.i.f,) substantially understated

the extent of subsliday to valus added in tiic import substituting industiies
If the import substituting sectors haod roised profits by tie full amount
of their subsidy from protection, and if -profits were heavily reinvested,
nen - the mechianism for accelernoing. developweent through the use of trade
restricting devices os sugzgested iz the preceeding parograph probably

would have worked (except For possible adverse elfects on azriculture

as mentioned)s However, in most countries which have had detailed studies
of protection, a subztontial portion of the incrense in gross returns

tn the firm mode possible by the structure of protecticn subsidized the
inefficient use (frow the point of view of the econory as o whole) of
capital, labor, and intermediate inputs.4 Thus, a continuing subsidy

to the Ilndustries became necessery simply to support the level of output

and value added in sucn industvies, And, taerefore, the ngricultural
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sector.Wwas being "faxed"™ not to incrcasc overall seaving in the cconomy,
but rather to give an on—going subsidy to industries that would have

becn unablc to compete in intornational markcts, even with a corrcetion
for the overvaluation of currecncies that existed in countrics following

his pattern of "“growth™.

The first problem with a price distorting stratecgy, then, is
that it may encouragc the cstablishiment of industry thet is incfficiont

in

5]

static context. But, thc dymamic problems that have ariscn often
hove been of grcater consequencc. The infant industry justification for
protcction (which was invoked alcng with the “raising saving ratcs®
argument alrcady explored). assumes that costs will fall in the ncwly
establiched industry over some period of timce If the costs do not fall,
however, the industry will need.a continuing subsidy in ordcr to kecp
{producing at its initial levcls of profitability. Thus, oncc such an
industry is cstablished, it bcecomes a permanent drag on thce rcst of the
cconomy. And, in order to provide. protcction or subsidy to a new scctor,
or to allow a transfcr of income from agriculturc that would increase
profits (and by assumption, seving) thc squecze on agriculturc would
havc to be incrcaseds Altcrnatively put, if costs do not fall in an
import substituting scctor that is growing. the scctor recquircs a growing
subsidy from thc sectors of thc eoonomy (primerily agriculture) that
produce tradables cfficiently just t¢ maintain its growing lovels of
prod.uo‘tion.1 If agriculturc is unablc to providc such a growing subsidy,
thorc will bc a diminution in the growth ratc of thc import—substituting
scctor, since it will not be able to cxpand without the subsidy; unlcss,
of course, it is able to incrcase the productivity with which it uses

all rcsources.
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Scitovsky ond Scott huxve put the problem in ancther
contrivution of the sectors that are

-~
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-
{ith tne re-measurement of overall zgrowih rates,

often accompanied by greater iflotionary pressure ond more severe balance
o)
\

be largely iillusory growtl, or

of payments problems,;.
» zoirg has

statistical artifact; while ihe deceleraticn indicctes tant the size of

b

N

the acceleration phase is szeeinl to

the subsidy required to keep tie import-substituting sccto
become oo lerge for the more officient sectors to mointein,
econd difficulty with the use of the transfer from

A secor
agriculture hias cccurred where recl urbon wage rotes have riser,
in

in the import-subsitituting sectors, well before the end of

1
J

particuler
In these cuses (and there is a growing 1ist of
countries where this is of concein) the transfer from rgricultire hos

“unlimited labor,
resulted not in ireressed saving or increased. government revenue, but
increased consumption by the urbon labor fozce.ﬂ When this use of the
tronsfer is .lded to That absorbed by inefiicient use of intermediote
prodaucts ~ud of factors, the amount lert for tic increase of private or
Tius, in countiies where these

goverrment saving is further diminished,
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forces have been ot work in the non-cgriculitural sectors, the squeeze on
agriculture, which has been real and sizoble, has not been zrowth-
fostering in the ways that o gimpler view of the two sector model

would suggest.

A Turther set of problems engendered by price-distorting
policies is related to the fact ticd 2ll agricultural prices cre not
depressed relative o all monufactured goods prices when the terms of
trade overall have moved ngainst agriculiture, We have already mentioned
the effect of tariff "cascading' (lower rotes of duty on crpital and
intermediate products than on final consumption goods) on the inef-
ficient use of resources in the manufacturing sector, In addition
within agriculture tiere have been wide differences in the impact of
trade; tariff and price policies. Fumerous studies have shown how
guickly farmers in the LDCs adjust to chonges in relative prices among
\agricu turol products that compete for similar resources. It is notd
lsurprising therefoie, to find trade-distorting policies resulting in
inefficient use of resources within agriculture, particulorly discrimi~
nation agninst export crops cnd in favor of crops that are import
substistutes, Llso, the distortions in product cnd foctor prices thwt
have'led to a growing concern for efficient use of capital in the
monufacturing sectors of mony IDCs roise similor problems with respect
to agriculture, The protective syztems, and the overvalued currencies they
defend, usually have leit copital geods both for mamifacturing cnd for
agriculture with very favorable exchange rotes Irom the point of view of
users of these goods., Thuis type of policy hos probably had on adverse
impact both on the substitution of capitel for labor in using activities,
on the composition of industries by labor intensity, ond on the develop-
ment of capital goods industries, about which we skall say more below,
Even in the absence of substitutior, the subsidized price of capital goods
hos provided anincome transfer to users of copital goods from the rest of

socievy.



Crowth of Productivity

Certainly the most drametic events of the past five years in
the LDCs arc rclated to the Grecn Revolution, and the impact of such
rapid productivity growth in somc parts of agriculture on problems of
texotion and rcsourcc transfcr that concern us herc. Onc of the most
obvious impacts has beun thoe effcet on domecstic rclative prices of
agricultural commoditics, a subjcct trecatcd by othcr papcrs at this
conference, These changes in domestic production costs and relative
prices arc directly relatcd to the problems of the last subscction,

though with an intcresting set of twistse.

If governmcnts try to maintain somec historical lcvcl of
rclative domestic prices (espeoially for import—substitute products,
such as food grains on the South Asian Subcontinent) in the face of
falling domestic costs,; therc will be substantial subsidics from some parts
of agriculture and those parts of non—agriculturc that are efficicnt

producers of tradable goods,

To thce extent that resources arc substitutable, resources will
be drawn out of suh—scectors of agriculturc thnt arc efficicnt producers
of tradables into thesc sectors in which recal costs are felling but price
arc being prevented from doing so. Studies in Fhkistanz have suggested
that the introduction on ths new vorictics may make cropping patterns even
morc sensitive to changes in rclative prices than they had been under
troditional conditionsy just as political pressurcs build up to prevent
endogenous changes in rclative prices, the necd to makc surc that prices

rcflect opportunity costs becomes even morc impertant.

Another aspecct of the rapid incrcase in productivity in some
parts of LDC agriculture has beoen that the long—standing problcm of a lack
of income—cluastic taxes on agriculturc has beon madc cven worse. Those

countrice with land—bascd taxes and rclativcly long periods between



re-assessiuent of the base for ftoxation have experienced substantial
increases in agriculturcl incomes nnd no way in the present st.ucture

of toxaticn to tap them., In addition, the politicsl pressure to

maintain the prices of the products in which the productivity increases
have taken place means a further droin on government resources tc maintain
subsidies or guoranteed price purcnasing arrangements. Thus, ascuming
prices do not f2l1l substontially, o tox policy guesticn becomes: low do

we capture some of the productivity gains in purts of agriculture for

use by socilety as o waole,

The possibility of rapid productivity growth in agriculture
has another interesting dimension, As pointed out corlier, if there is 1ittle
productivity growth in the protected non-cgricultural sector, the expansion
o tant sector will reguire an increasing subsidy Trowm cgriculture (and
from the efficient parts of non—agriculture) sinply ©to keep going. The
rapid growth of productivity in agriculture, thew, can have an effect of
rostponing the time when non-agriculture has 1o beccme efficient. If the
non-agricultural sector wasz reclly in the process of cutting its real
cost of production, tiiis extra brectiing rocm before balance-of-payments
and other provblems closed in would be welcome indced, But, if the non-
agricultural sector were expanding, increasing its nced for subsidy, and
remnining an ineificient producer of tradaples, tie sudden increase in
the growth rate of acgriculture would simplis enable the sector to put off
the doy of reckoning and would be a waste of the productivity gains in

. 2
agriculture.

Growth of productivity in asriculture hos cnother diwension
relevont to considerations both of efficiency and of equity. If ropid
productivity growth puts dovmward pressure on the price of the commodity
in question, it will have a depressing effect on the net barter teims of

trode of agriculture. DBut, the inccme terms of trade need not deteriorate,



a point often forgotten in discussions of thc effcet of the Green
Revoluticn on farm Wclfare.l In addition, since a vexyy large fraction
of f-rms in many LDCs arc nct purchascrs.of food crops, the effccts of
productivity growth even with falling priccs are likely to be favorable
to farm welfarc., Also, chanzcs in the nct bartcr tcrms of trade as a
rcsult of the fall in farm prices arising from productivity growth do not
have decisive conscgucnccs for thc incentive to usc improved inputs or
new techniqucs. The cxpceted payoff for improved inputs involves both
the physical productivity of thc inputs (rising with improved tcchaiques)
and the pricc of output (falling with new techniques) relative to the costs
of the input. 30, whilc thc nct bartcr tocrms of trade are rclatively
easy to measure, that fact alonc should not lead to its overcmphasis in

N

discussing policy options or their effects on output growth in agriculture.

Finally, thc new agricultural technologies have anothcr effcet
on thc question of taxation, income transfcrs, and the net contribution
that can bo cxpected from agriculturc. Somc aspcets of the new varictics,
at lcast, involve the necd for morc sophisticatcd'(and expensive) water
control systcems; in general, it appears that benefits from the new
technologies will be optimized only with increascd use of fertilizers and
pesticidces, which increasc the nced for working capitel in agricnlturcs
even in "laber surplus® economics, the needs for preparation of ficlds
more carcfully and the incrcases in the size of harvests heve led to a
genuine (i.e. not caused by pricc distortions) nccd for investment in
equipment of various kindsj and the increased input necds and physical
output flows have created transport and storage problcms whiclh can be
golved only hy additional capacity in either or both systcms. Thcsc
éonsidcrations suggest that the absolutc ailocation of private and public
capital to agriculturc may well have to go up to optimize growth for the

econony as a whole; but at the same timc, the growth of productivity
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stemming from the.Creen Revolution mekes agriculiure bettor able both
to meet its own needs.and transfer copital to other sechors as well,
It would be dangerous to try to conclude amything "in nrimciple’” about
net transfers from or to agriculture in this set of conflicting
pressures,

Frmployment and Income Distribation: Guestions

The shortage of domestic saving wes "the development problem'
of the 19505, It was replaced briefly by the need for education and
troining in the enrly 1960s,- but thot gave way to the scarcity of
foreign exchonge in the mid- to late 1960s, Since tn¢ problems of
employment and of equitoble distribution of income apnecty to be the main
focus. of atiention ot the beginning of o new decade, ane can only hope
that as o profession we will sort out the relevant from the irrelevant,

and the helpful from the hammful, soomer thon we mave on these other

problems, This subsection —eviews o few ci the aspectc of employment and
income distrivution questions relevent to the problem addressed in tiis
paper,
A number of writers dealing with the Green Fevoiution have

pointed out that to o large extent the initicl beneficiaries ¢f the
new vorieties cnd other new cgricultural tecimologies have been the lorger

2 i - . . s
formers. Part of this hos 4o do with progressiveness, port with ability
to take risks, port with the need for working and perhops fixed capital
to exploit the new tecanologies. In any case, toe new technologles scenm
to have increased the incomes of larger farmers fnster than foam incomes
as o whole., In addition, the new technologies hove had a regicncl bias
in some countries, most dramaticanlly perhaps in Tokiston ond Indin, waich
has added political stroins of o different kind.) Thus, the technological
revolution in agriculture nas created o need Tor the systew of taXing

agriculture to tnp the additioncl incomes wirich are exacerbating already
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serious .problems of unequel ircome distribution.
An additional aspect of the income distribution question is
tre rise. of modern sector ‘wages cnend o¥ lzbor scnreity. Vien agriculture

.

is squcezed in order to transfer income to the urbon sectors, the rotionales

of raising rates of saviag and of employment growth are lost wien the
resources are sbsorbed by rising urban wnge rites, Yhile the higher wage
rates improve the income position of medern sector workers relative

to large rural landlords and mancgericl closses in the cities, it does
go ot the expense of parts of the agriculturnl sector that conmot boast
such largze incomes as the groups to wiich tuey are tronsferring income;
ond, whetier Lfrom the effecls of reduced levels of saving and

investmnent or from effects of capitol-lebor -subsitvtion resulting from

nigher wage rates, the employument opportunities in the modern sector ot

than avoilable in troditioncl agriculture are diminished

by
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from whetb- thiey might have been., In oddition, since liigher costs would
limit competitiveness with some inmports and in exports, there is a
reduction in dememl for outpubt wrich will clso reduce empnloyment
opportunities, - So, some aspects of an incomeg policy for the modern
sector are relevant to ccnsiderntion of methods ond levels of toxation
of agriculture.

~rice distortions. in the agricultural ond in the manufacturing
sector are involved with guestions both of income distribution and of
employment growth. The overvaluation of currencies, bolstercd by
protective systems that lenve prices of capital goods artificially low,
in conjunction with interest rates facing the modern sector in beth
agriculture and monufacturing thnt substantially understate the opportunity
cost of capital present o prckoge of conditions prevalent in o large

number of countries. ‘It s-ould not be surprising, then, to find countr.es

where -such cc:ditions ore present experiencing problems of unemployment



and unequ.l income distribwtion, This is particilarly so in light of

the experience of Japan and Tuiwan, and more recently Korea, where, while,
govermment policies encouraging industry and agriculture as well could
hardly he called neutral, the peculisr problems of recurring balance of
payments problems, unemployment, discriminsntion agoinst exports, lack

of local capital goods, etc. do not seem to be present in such cbundaonce
os in other countries wiich hove plursued the somewint siylized set of
policies outlined herein,

The kinds of policies thot have shorply bicsed down the price
of capital and the price of crpital goods, thus lowering the “user costh
of capital relative to labor have had three kinds of effects., First,
and most obvious, there is an incentive for capitgl labor substitution,
especially in cases where the urban wage rote has moved well above the.
traditional sector wage, but also in agriculture, waere the wage rate
may not be much avove the opportunity cost .of labor, htut the price of
capital is heavily-subsidized.l This effect, tnen, wreduces the amount
of employment for any given irdustry strucbure, and for any given level
of technology,., ~3econd, tue distorted prices of labor and capital would
lead to a choice of industry structure inconsistent with the resource
endowment of the country, further reducing aployment bolow whot 1t could
be with the avoilable capital, and, in addition, putting pressure cn tae
balance of payments from tihe inappronriate choice of tecliniguesiand,
where agriculture supplies most exports, placing nn ndditional burdea on
agriculture zs a whole), Third, and perhaps more subtle, the failure to
price imported capital goods at their opportunity costs will discriminate
against the production of capital goods domestically, which may have two
effects: since capital goods industries are relatively labor intensive
(in hend-skilled labor generally) o set of industries is: further discri-

minated -agoinst that would have provided more employment opportunities
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(and more renl output) per unit of capital thoen other industries; and
since the locally made capital goods would be more likely to reflect
local factor availabilities (and mnintennnce tolerances) the discrimi-
nation against local production of capital goods will result in a capital
stock embodying hisher capital/lavor ratics than would be the case with

a larger proportior of locally produced capital goodz in the total,

A particularly vivid excmple of the kinds of effects cited here

are explored curefully and empirically in an excellent recent study by

Koneda and Child of the industries supplying capital goods to the
. . . . 1 ; .
agricultural =sector in the Takiston Punjab, hev are able. to include

A

an additional, and in my view very important, cspect of the problem

since titeir study covered some firms that were relatively privileged

in thelr access te capital rnd foreign exchonge as well as o
preponderance of Iirms that operate withiout -such access (and7 indeed, for
the most part without knowledge of the nuthorities that they exist)., It
is impossible to do justice to the rich array of data treated in their
paper, but their firdings certainly suggest that (i) the privileged
access (at low prices) to capital and to imported capital goods and
matericls has tiie effect of incrensing the use of tiiese items even within
the same industry;(relative to firms . that do not have anccess ot subsidized
prices); (ii) loecal firms produce ccpital eguipment thot is more
consistent witl: local resource availabilities (including mointenance),
than 1s . the cose with imported capital eguipment; (iii) access to eapital
and to capital goods at low prices (from Toreign credits provided by aid
agencies in this case) has induced lorger farmers 4o adopt ;copital-using
and labor-displacing methods, wiile the capital zoods produced by the
local concerns tended to be labor-complementing, and were somedimes used

tc bresk lgcor bottlenecks at harvest time; (iv) the allocation system

for importe at the officicl exchange rate (which greatly undervalued
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foreign exchange) had substantisl adverse effects on the small and
wnprivileszd firms, whio were unable to get raw materials even atb

premium prices,

Cne final aspect of the imcome -istribution and ewployment

aspects of many econowiesg relevant To the agriculisur~l taxation
guestion relates to the distribution of land 2nd the incentives to use
land in production. Iond, more than most phisical acssets i1s a store of
value and a speculntive holding, Thus, part of the reason foi nolding

cnd (apart from prestige ond tradition) is unrelnted to the return from
current productive uses of lond, and it may be quite rational in the
process of selecling arnd moneging o portfolio of physical and finoneial
assets not to maxiwize the current xeturn to land, This would be more
true the lower the marginal utility of current income to the owmer, which,
one would expect to be the case with the loarger tizan the smaller landowners,
The guestion arises, wact are the factors thot might lead te less productive
uses of iand, and Low could the bax dystea be used to discourage this
znd encouraze more intensive use of land?

A number of studies in di¥ferent countries have indicated that
larger farme are generallr uvsed less intensively (in terms of both
output per acre and labor imput per aore) then are smaller forms, even
where farm is defined in terms of monogement units rather than owmership
2

units. Where differences in outrut per acre are small, there mey
still be differences in lcobor input per cre, the difference reflecting
capita’~laobor substitution in lorger momagement units. The pressure for
current income is less great on the larger formers and landowners.
Land taxes have substantial income elfects which tend to increase the
application of other inputs so as to increase current output (os well
as current merketings to pay the taxes ia cash), and the evidence

suggests that this may have been an important factor in obtaining the
P =]



substantinl contribution of ogriculiture to develomnnent in Jepan,

The lack of a l.nd tax, then, or 2 lond trx with very low rates relative
to current productive capacity of the lond will tend to induce less
intensive use of land for current production ot 21l levels of luand
holdings, but presumably it will make the greatrst difference with the
larger londholders,

There is o further problem which may contribute to the lack
of intensive use of land especially by larger land holders in soime
countries, It is guite common for copitel gnins to be Treated with
preferentinl rates (relative to ordinnry income) or to go untoxed
coupletely. One can expect to make rezso:ably good after tax income by

holding assets such as lond even in an econowy thot is not undergoing

g
rcpid price level irfietion, I there are costs to getting current income
from the land (manogement time thot could bester be spent on other parts
of the asset portfolio, bvother with. tenants if that is the primcipal other
option, or just o feeling that one does not want to get tenonts used to
living on one's land for sccinl-politiczl reascas), it may be quite

ational to lecve land umcultivated, the more so the lower the eventual. .
tax on_enpitel-gains,

If this general dingnosis is correct, the tax system might be
used to irncrease the employment opportunities for smaller tenonts and
landless laborers at -the some time that one made the- tax structure more
progressive, The more progressive the tax on capitel gains, and tie
greater the progressivity of the lond tox (byvsize of total heldings,
presunably) the more costly it would become to rely ou apprecintion
for income in the future and the more costly it would be to iold:lend with
low current levels of production and income; and the grenter the pressure
would be on individual landomers, especi~lly. l~rger ones, either to,

form more intensively themselves, or to let more lund to tenants, or to
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sell off thoss parts of their land that, under the reviscd rulcs of

thc tax geme, werc ne longcr rational parts of their portfolio of asscts.

I have tricd to revicw a veriety of ways of transferring income
out of agricmlturc,thcir costs and benefits, their side effects, and the
conditions under which ticy have or havc not been tricd, beforc talking
about thc elements of tax and transfer policics that scem rclcvant for
the decade ahcad. If the tone and cmphasis of the scetion have been
somcuhat negntive, it is bccouse it seemed more important to lock at the
comnon failures, and perhaps, too, because failurcs havc been more numcrous
than successcs. In addition, T.H. Lee's major contribution tc this
literaturc has emphasized the particular successful methods uscd in
Teiwan, and as he will commcnt formally on this paper it secms both un-

nccessary and presumptuous to dwell on the Taiwanese experience.

ELFIENTS OF A BETTER SYSTEM OF TAXTIG ACGRICULTURE

In specaking of a "better™ systcm, cone must have in mind some
set of critecria by which to judge methods,énd-levels) of incomc
trarsfcrs from agriculturc. This scction first discusses thc mcans of
gctting a gross transfcr from agriculiurc to goverament and to non-
agriculturc, and then goce on to deal briefly with the subsidy and
cxpenditure side of the govermment budget. In the discussion, "hottcr®
has rcfercnce to the critique of past pclicics in many countrics with
rcfercnce both to the adverse cffcets on long—run sustainable grouth
in agriculturc and in the economy as a wholc and to the advorsc effccts
on the size distribution of income and the opportunitics for cmploymcnt
(or for Mincome opportunitices™). Thc outline in this scction is skctchy
in part becausc of thc longer discussion in the prececding scection. of the

nature and cffects of various policy instrumcnts.
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Improved Means of Achicving a CGross Transfer
Exchange rate policy is intimatcly relatcd to questions of

appropristc fiscal policy and of income distribution and transfers.

A crucial clemcnt in designing a better system of taxing agriculturec

is the movement towards an cxchange rotc that more nearly approximatcs

the real cost of forcign cxchange to the economy, which in most LDCs will

involve raising the price of forecign exchange Such a move has a number

of implications. Where cxports arc predominatcly agricuitural, this will

reduce the implicit tax on agriculture from currcncy overvaluation., It

will also improvc thc cfficiency of resource allocation in agriculture where

cxport crops must compcte with import—substituting crops- selling currently

at a highcr implicit exchangc rate. In addition, in countrics which have

nmade a practice of selling foodgreins at prices above worid levels, increased

production {rom the "CGrcen Revolution™ has made the problem of maintaining

these prices more difficult. If the possibility existed of export at

prioecs reflecting the opportunity cost of foreign exchange to the cconomy,

there would be a floor to domestic prices which would have an cecsonomic

mcaning, and which would be self=financing in a way in which govcernment -

guarantced prices often arc not. So, moving toward a less overvalued

currcncy is also desirsblc in tcrms of easing transitional problems of

sharp productivity incrcases in parts of agriculturc. The move o more

rcalistic exchangc ratcs misht be accompanied by use of selcetive cxport

taxce so that produccrs and cxportcers would face world marginal revenue

. 2
rother than world pricc.

A closely related sct of mcosures constitutes a sccond
clement in a better system of agricultural taxation: the reduction of the
overall level of protection afforded to th: non—agricultural sectors and

a rcduction in the sprcad of cffcctive rates of protecction in those
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scoctors. To a largc extent, it is the high level of protcction tust has
enablcd countrics to maintain exchange ratcs that understate the
opportunity cost of forcign exchenge to the cconomys and o movencnt .
toward a more. rcalistic exchange ratc would necessitetc a change in
the levels of protection.l The high and differentiated levels of-

b T
protcctrion afforded non—agriculiure in many countrics has reguircd a
heavy burden of subsidy from agriculturc. What is morc important, the
subsidy often has been used not to increcasc the ratc of capital
formotion but has gone to a large extent to subsidize the inefficicnt
usc of resources by the non—agricultural sectors. The nominal increasc
in the »rices agriculiure pays for non-—agricultural tradablecs
(whcn compared with the prices rcceived for sgricultural tradablos)
measurcs. the gross income transfer from agriculture. What happens to the
gross:transfer depends on (i) the extent teo which the governmont tolics
a sharc of the total pricc pald by agriculturc in the form of indircct
taxcs on output, (ii) the extent to which the net nominal protecction
(after adjusting i1or domestic indircct taxes) is cascaded into higher
levels of effcctive protcction by differcntial tariffs on inputs and on
output, and- (iii) how thc produccr "uscs® the effective level of
protcction or subsidy on veluc edded (as betwcen carning maximum profits
cr reloxing productivg efficicncy thercby using larger amounts of labor
and capital and enrming Ysatisfactory" profits only)e” Govermment tox
and cxchange ratc polieics can have a major offcct on the uses of any given
level of gross transfcr. In particular, a differcntictcd tariff structurc,
witi: lower ratcs of teoriff on intermcdiatc and capital goods than on
finished products produccd in the ccuntry, will incrcasc thce share of
subsidy to value added for any given amount of nominul protcction. Thus,
not only should an aim of our "bcttcr systcm™ be one of rcdrcing the

noninal protection to the non—agricultural scctors, but it should also



be one of reducing tie differentiction of the t.riff structure, to moke
sure tiat less of agriculture's gross trnsfer subsidizes inefficiency
of rescurce use ir other sectors,

The thiird element of an improved system would be on inereased
use of iuldirect taxes on the domestic producticn of manufactured goods.
This ig closely weloated to the reduction of net protection, ~a domestic
indirect taxes such as 2 purchiase tax or o sales tox regardless of origin
be used to raise the price to fre purchaser witihout providing protection
to domestic producers. This type of policy ins three sepnrate objectives.
Pirst, it can be used as an across~the~voard tox to capture part of the
income transfer for the government sector, <second, it con be
differentiated by caotegories of zoods consumed by different incasze levels,
without simultoneously increcging the incentive. to preoduce -luxuries
domestically, This would be desiravle in order to introduce some
progression into tiie tox system. Third, the purcicse or ssles tox might
be raised to reascnnbly high levels on machiner) ond -equipment used in
both the agrigulturcl and non-agriculturel sectors for Ypure’ laber
displacement, This latter would be difficul®t to define in many cases,
b1zt there the effort to do so would .seem well worth~while in view of the
capital-labor substituticn which, buttressed by tied-aid crrangements
with well-meaning bilateral and multilateral foreign aild agenciles, aoppears
to be taking place in a nuwmber cf eountries.l

- The fourth part of an improved syste for toxing agriculture
is an old fevorite: a tax on the value of land, The virtues of the land
14 - — o
tax are well-known from other literature,2 and include & strong income
effect which induces owmers to incrense the output per unit of lond and
to market increased amounts of output in order to pov the land tax, With
increased concern obout questions of income distribution. and emplorment,

the land tex takes on some-added sigaificance., A tax on the value of



agricultural lend would raoise the cost of not using lond most productively

relative to labor and capital, and would encourage more intensive land

By

.

use, This would especially afrfect larger lond-owners who moy be
under-utilizing lond and who would have ndded renson (with an effective
land -tax) eitherto cultivate more- latensively themselves or to increase
the tenant population on their lands,

There are conmsiderable problems in introducing progoessivaty
into systems of land taxotion, o3 Is well known from the literoture,
However, 'some form of land tax prozressivity would be most desirable
from the point of view of its employment effects, its complementarity
to land reform policy ond its eifects oz equity. Hecent papers on
. 2
Pakistan and Colombia, a3 well as numerous carlier studies,; point.
to the desirability of incressing the rate of teox os size of holdings
increases, but there are zlwsys problems in combining a tox on lond with
a tox on persons., Jome variant on the type of "agricultursl income tax”
which is used 1u parts of the South Asizn Subcontinent moy- be appropricte.
This tax is in effect a progressive surtax on lond tox paid., The rate
of "agricultural income tax’ (which is of course misnomed), increascs as
the total amount of lend tox paid by any single reportiang unit increased.
To ensure effective enforcement, it would be necessary to combine &
progressive lond tax surcharge syetem with that of the income tax, thus
making some crosschecks available with cnother systen of collection and
helping to ensure that ownersiip wos translated into spending or income
units that couvld be-toxed, -

Despite o fairly widesprezd agreement on the desirable
features of some kind of tax on agricultural land reloted not to actual
but to -potentisl value of output there hns certainly been no comparable
widespread move to introduce or to improve land tox systems, The

fundemental problens are politienl ones, though there are also some major
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administrative problems in countries that do not have eastablished land
records cnd surveys., Mowever, the administrstive problems are worth
trying to overcome if one tiinks of o reasonable time horizon for tax
reforms and for an eduring svstem of taxation to be established. With
the alarning and increasing population pressure on land, the virtues of
a2 land tax, especielly one in which progressivity can be included, =are
worth the initial administirative outlays. As is so often the cuse with
basic tax reform guestions. one cones back to politics cg a constraint,
The fifth element in an improved system 1s a resonably
progressive income tax that iacludes inccmes from agriculture in taxable
. 1 - .
income, In thinking about planning over one or two decadcs, an
objective to move an increaosing segment of the population into a tax
system wihich is reasonably flexihlc and progressive should get some
priority in fiscal reform. Such a tax system can not reach down terribly
Tar in the income levels of most developing countries because of the
adninistrative costs relative tc the tax ccllections, Put, it would be

Ao

a way of ensuring that govermuents will share in productivity increoases
at least of larger farmers, In addition, tiere are several aspects
of an overall tax srystem that are significently improved if a basic and
established income tox is in operation., The ftie-in with the land tax
has been discusszsed; there would be cornections with capital goins taxation
as well,

Introduction or improvement of capital zzins texation is a sixth
aspect of improving the mecinisms for taxing cgriculture. .As discussed
in the last sectiocn, the absence of taxation of ecapital gains makes the
less—productive use of cgricultural land more attractive for those whose
demand for current income is not high. The use oi both land taxation and

capital gnins taxotion weuld te complementary to other efforts to promote

more intensive use of lend; and the use of a higher price of foreign



exchange ond of excise or purchase taxes on machinery and eauipment
that may be lobor displeacing would tend to ncke the increased intensity
of cultivation of litnd result in more application of lobor to the land
as well,

Questions of Lxpenditure FPolicy

In addition to the above suggesticns for revising the manner
in which countries have tried to move resourcss from agriculiture through
use of faxes and related policiles, there are some changes which mar be
warrented on the expenditure side of government policy as well,

First, there have been increasing cuestions raised in recent
years about the desirability of using subsidies to agricultural inputs and
to agricultural credit., One can hardly get ‘nto the debate properly in a
short space. !However, the use of below-narket interest rates (especially
when borrowers are the more wezlth: farmers), the sale of irrigation water
at below its opportunity cost (as occurs in Indis and Pakiston), and
giniler use of subsidized prices thut muct be accomponied by non-price
rationing systems clearly present situations in which govermnment revenues
can be increased by higher churges, wixich will siuwltoneously improve
resource allocation by penalizing low-productivity uses of scarce
resources, The question of using subsidized priceg to encourage adoption
of yield-increasing innovations by formers falls more properly in Raj
Kristma's paper for the conference, However, to tae extent that use of
subsidies and taxes will induce farmers to undertake socially productive 1
innovations that they might otherwise have avoided, it is relevant to the
subject of this paper that resources te available to the government
gsector to finance such policies. Tuws part of the gross tranfer from
agriculture may come back through use of subsidies; and to the extent that
government resource constroints might limit the productive use of subsidies,

o

he failure to extract a gross tronsfer from agriculture might limit .

!

agricultural growth,



A second ospect of expendifure policy has already been referred
to in section IV, An expanding agricultural sector will need a variety
of govermment services and capital projects that will require government
expenditures if agricultural growth.is not to be inhibited. The mix of
capital projects, govermment research efforts, cxtension services, etc.,
will very from country to country and over time, However, the lack of
government finance to provide such services will lower the rate of
agricultural growtn, and again the taxation of tne agricultural sector may
provide the public resources to allow capital formation to accelerate

. 1

agricultural growth,

The third opportunity for expenditure policy may appecr in
countries undergoing rapid productivity growth in foodgrain production,
Ags a part of the transition from food imports to self-sufficiency or even
to exports, there may be & need to adjust domestic prices of goodgraians
to world prices at a satisfactory price of foreign exchange., The
possibilit; of abrupt declines in Jooagrain prices has induced some
countries to opt for price support systems which at best are a temporaxry
drain on public resources, and at worst imvolve seriocus financing
balance of payments, and resource allocction implications as well, In
the face of shiarp increases in domestic production caused by productivity
gains from new varieties or new technologies in agriculture, governments
have an opportunity to undertake needed lavor-intensive public-works
investments and finonece them from domestic borrowing without additicnal
tex revenve., The increased demand for foodgroins from the labor employed
on the projects will provide some support for foodgrain prices, and instead
of government expenditures on increasing inventories of foodgrains held
(with no euployment created) there is an increase in the productive capital

, 2

stock and an.employment of lsbor as well, The parallel with similar uses

of PL480 imports of foodgrains comes to mind, and it may be useful to



remember that some countries anticipated PI480 imports and used them to
offset (in real temms) the wage costs of public works projects, while in
other countries there was simply a heavily subsidized distribution
essentially as famine relief with little resulting capital formation,
It would be a pity if countries now facing an expansion of resources at
very low opportunity cost were unable or unwilling to take advantaze of -
this means of increasing both the capital stock and employhent.

Private Resource Tronsfers

The transfer of resources from agriculture to the non-
agricultural sectors on private account has been neglected, as have
guestions of the resources ond incentives for private saving and invest-
ment in agriculture, In part tiails is due to my ignorance in this area, but
in part it is based on the observation thot in the Indian and Fakistan
Punjab, when investments were profitable (even under the adverse set
of terms of tradefor agriculture bosed on net barter terms of trade
analysis) the agriculturzl sector found the resources to undertoke
investments.l ‘Thus, I think the emphasis should be on (i) public sector
resource transfers ond (ii) o reasonable set of price incentives, and that
the private capital needs of agriculture are likely to be less critical
a bottleneck, expecially if the government is providing research outputs
of new and profitable crop varieties and technologies,

Restructuring of relative prices, particularly of capital
goods and agricultural implements, may alsc have scme lmplications for the
transfer of resources from agriculture on private capital account, The
study by Kaneda and Child points out the importence of family finance
in the development of small-scale agriculturally based industry in the
Pakistan Pubjab.2' Erern's stud of the development of the Indion Furjob
emphosizes thet industriclization there was closely rel-ted to agriculture

and that it was located in smnller tovms, as was- the case with much of the



industry in the Pakistan Punjab. ~If government policies discriminatc

lcss against local production of equipment for agriculture, there may be

a flow of privatc agricultural capital to profitable investment in the non—
agricultural scctors closcr to home, where rates of recturn arc higher and
perceived risks arc lowcr than would be the case with the institutional
types of invcstment in non—agricultural sectors normally open to farmers,.
Results in  hoth India and Trkistan suggest that the semi—-rural type of

non=-agricultural .growth is fairly labor-intensivc, as_wcll.

TMinally, there arc non—capital transfcrs between sectors,
particularly rcmittanccs from the non-agricultural scctor back to the
farm. These transfers arc important for the welfarc implications of
policies aimed at transferring incomec out of agriculturc, particularly
wherc such policies encourage thc inurcase in urban weges. While
transfers from urban workers bacl: to rural arecas will not mitigate the
effcects of high weges on capital-labor substitution, thcy will hclp cunsure
thot the agricultural sector sharcs in the incrcase in urban wage rotes,
which mitigates the adversc effcects on the size distribution of income
of increcasing thc wages of the alrcady high-wage sector. Thus, in evaluating
the net effccts of policies for transfering income through the price system,
or the Minvisible tranfer" that Lec discusscs, it is nccessary to take
account of thcese transfers as well. That they can be important is
indicated by a recent study in Kenya suggesting that about 20 percent of

the wage bill carned by Africans in Vairobi was remititcd to rural arcas.

CONCLUDIIG OBSERVATICHS

In the past fow years considerablce attention has beocen siven to
the adverse effcets on output and cmployment growth in non—agricultural
scotors from the distorted set of prices they faced — distortcd, that is,

from intcrnational trade opportunity costs. A considirable litcraturc has

also devcloped emphasizing theot both farmcrs and industrialists rcact to



price signals rather rapidly, so thot the prices facing the private sector
must be carefully considered os a part of government development policy.

As a result of the difficulties encountered by some countries using seriously
price~distorting policies, there has been considerable movement among a
number of countries toward removing some of the distortions, particularly

in adjusting the price of foreign exchange facing exporters so as to

reduce the bias in favor of import subsitution .ond agoinst exports.,

Perhaps it is now time to raise a warning thot distortions of
the prices of major agricultural commodities away from intcrnational trade
opportunity costs moy be even more dongerous in its short-run bolance of
poyments implications than distortions within the monufacturing sector,
due lergely to the relative importance of the two sectors in the
production of tradables., The danger is particularly serious with regard
to the reactions in couatries undergoing raopid productivity chonge in
agriculture, the more so the farther are existing exchange rates from
reflecting the value of foreign exchange to the economy; the total size
of subsidies needed to keep agricultural prices above world piices at the
officinl exchoange rotey, ond the implications ol this for the rest of  uver

are substantial.
government finance/ Tinnikly, inapproprinte choices of factor combinations,
particularly the substitution of capital for labor also present more
serious problems for the future of employment growth when it is the
largest employment sector that is mcking the dIncpropriate choice, rather
4 T
thon the smallmodern monufacturing sector,

For all these reasons, the dangers of major price distortions .

within the cgricultural sector mny be more serious thon similar distortions
1 . .

in the non-agricultural sectur. The only counteracting factor is that

agricultural lond and much of the reproducible copital stock in agriculture

except thot in tree crops would be less product-specific than the capital

stock in monufacturing, so that changes in the composition of agricultural
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output could be made relatively fast as price distortions cre corrected.
There continues to be substanticl scope in a great many
countries fcr govermment intervention through the tax system both to.
incrense tax revenue and to improve the a2llocaticn of resources by
correcting the prices thet foce the private sector, GSome of these
changes in tox rotes would strike directly at prices paid. by some or
2ll farmers for goods they buy., Others would reduce the rates of
protection being received by the non-azricultural sectors, which would
tend to lighten the burden of subsidy to those sectors bheing borne by
agriculture, The rapid productivity increazes now being experienced
in agriculture in scme -countries will make it much more feasible for
agriculture to contribute 2 rising amount of resource tronsfer to the
government 2and to the non-agricultural sectors, but g movement cway
from some of the policies of price distortion cmong internstionally
tradable goods is necessgary i the transfers of ngriculture are to be
effective in raising growth rotes of output and emplovment in non-
agriculture and in sustaining cgricultural growth itself in the coming

decade,



Page 1

2

1.

Page 3

1.

20

FOOTHOTES

Sce S.Re Lewis, Jr. MAgricultural Texation in a Doveloping
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Sec, for cxample, John C.ll. Fel and CGustav Renis, Develomment

- of _thc Labor Surtlus Eeconony:  Theorv and Policys or John W.
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Zeonomic Developmont®™,; and, -for an intcresting comparative
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Sec Tang, op. _cit and S.R. Lewis, oD. cite

Woho Lewis, ™A Reviow of Economic Devclopment;™ Somc Aspects of
Economic Dovelopments and summary papcer on the IiL.C. World

Bmployment Program in Intcrnational Labor Revicu, May 1570,

The recent papcr by Mellor and Lelc, ons. cit. incorporates an
explicit landlord sector into the agricultural sccltor. Thelr
device allows more explicit and carcful analysis of tho cffcects
of various tax policics on resourcc allocation, cioice of
techniques, and levels of marksting in the agricultural sector.



SeRe Lewis, op.cit.

Cne should make allowance for some contribution of agriculture
to the production of "pure® public goods such ss defense as

well as for the benefits from projccts or services that benefit
only agriculture. Some of the incidence protlems on tae tax
side of the calculation are discussed by V.P. Gandhi, Tax Burden
on _Indiar Asriculture.

SeRo Lewisg, ov.cit,

ToHo Lee, Intersectoral Cavital Flows in the Lconomic
oment of Taiwan.

An interesting discussion of the optimality problem is given in
Tang, opscit. Bee also M.I. Khan, "A Model of Optimal Resource:
Transfer from Agriculbture for the Benefit of Nonagricultural
Activities"™, and Johnston and Kilby.

Some of these issues arc discussed in HeJ. Bruton,; "Import
Substitution and Productivity CGrowth%. "It is important to
point out, ‘however, that growth of value added poer worker is
not enough, since this can take place through capital-labor
substitution or other means. What is necessary is that the
total resource cost (inputs and factors) of producing a given
quantity of output must fall for the burden of subsidy to
decrease.

One is interested in trade opportunizy costs, so where import
supply elasticities and cxport demand elasticitics anc less
than infinite, the trade opportunity costs are given by marginal
revenues or costs rather than prices.

B. Balassa and Associatcs, The Structure of Protectioa in
Devcloping Countries,

I.McDo Little, T. Scitovsky and M.F.G. Scott, Industry and
Trade in_ Some Develowning Countriess

SeRe Lewisy Jr. "Interrclations Between Agricultural and
Industrial Dcvelopment: Discussion™s; and Pakigtans Industria-—
lization and Trade Policies.,
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SoMe Eddic, "The Terms of Trade as a Tax on Agriculturc:
Hungary's Tradc with Austria, 1883-1913%". His study
distinguishes between the effeccts on major grains, where
producers had somc pclitical power, and other exports, where
they did not.

Lee,; op.cit.

Ro.Ps Echevarra, "ihs Tffect of Agricultural Price Policies on
Intersectoral Income Transfers®". This study has the virtue
that it differentiatcs among large and small producers, tenants,
agricultural and non—agricultural workers, non—agriculiural
producers and the rest of the world.

To the extent that capital is mobile, disincentives to
agricultural investrent might result in o shift to non-
agricultural investment. It might also be that lowcr rates
of return on agricultural invesitment would result in higher
consumption and lower saving by farmers.

The Meffective rate of protcction™ or the protecction to value
added is designed to measure the combined effects of nominal
protection to output and the presence of tariffs on ox
protection to industries producing inputs into the proteccted
industry. The concepts arc discussed and elaborated in
Balassa and Associates, op.cit. and Little,; Scitovsky and
Scott, ovacite

Even in this case, to tilic extent that the protection raised
the private rate of roturn artificially above that of ‘projects
with equivalent social rates of rcturn in agriculture, coverall
growth would be lower if capital moved in responsc to privatce
ratcs of return,.

Sce Balassa and Associates, ov.cit. and Little et.al .ops.cit.

he impact of thc growing nced for subsidy may show up in-

the form of foreign exchange shortages, inadequate saving,. -
inflation arising from excessive creation of factor payments
domestically relative to productivity of factors, or a
combinatior of all. Some of the rroblems are discussed by

JoHe Pouwer, “Industrialization in Pakistan: & case of Frustrated
Take—off?% or J.B. Shcahan, "Imports, Investment and CGrowth:

The Colombian Experience since 1950%.



1. Little et.al op.cit. pp.75-T6

2, In addition to the references to Pewer and Sheahan; sce A.C.
Hirsolman, "The Political Pconomy of Import Substituting
Industrialization in Latin America.”

3¢ The deceleration may also be brought on by the limitations of
markets at the distorted prices prevailing: import substitutces
run out of a growing merket aftcr imports have becn rcplaced,
and the currcncy overvaluation, the high cost—structure of
rotected industries, and the higher labor comts that oftcn
accompasy the import substitution phasc eliminate the
possibility of entecring the export market.

Again sce W.A. Lewis! more rcccut contributions.

Pace 16

1. Scc Colle Gotsch and W.P. Falcon, "Optimal Cropping Pattcras.
in the Mixed Farming Arcas of the Punjab™, and WeF. Falcon,
"The Green Revolution: Generations of Problems,™

Page

1. Seec CoHo Gotsch and WeP. Falcon, Azricultural Friec Policy
and the Development of West Pakistan, Vol, I and Vol IT

2. Ibid., To some extent thc added sensitivity comes from the lack
of specificity of the new technologics (i.e. tubewell water that
can be applied to supplement many crops, so cropving pattcrns
arc not tied to timing of canal irrigation or rainsi or new
varieties have diffcront growing seasons from traditional variectiecs
and mgy affcct profitability -of growing crops in seasons other
than those in which they themselves: arc groun).

Page 18

1. Some of these issues arc discussed for West Pakistan in S.Re
Lewis, Jre. WoPs Falcon and C.l. Gotsch, "& Commcrcial and
Fiscal Policy for Wogt Pakistan Agriculture in the 1970s%,

2, It secems rcasonably clcar to me that the sudden increcase in
agricultural growth; combined with large inflows of foreign
aid, provided thc manufacturing sector ir Pakistan with just
such an increasc in the source of subsidy in the early 1960s
and put off thc necd to rationalizc the sectorq thus maintain-
ing the necd to have a growihg subsidy from the rest of the
economy in ordcr to expand,

1. Sec Falcon, op.cit. and John W. Mellor, "Technological Change
in Agriculture and Intcrsectoral Resource Flows",
points raised in this paragraphe.
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Sce Mellor, "Technological Change," op.cit. Notec too, .
however, that the growing capital needs of agriculture wome-
from incrcased highemproductivity investment oprortunities,
thus raising the onportunity eost of wasting rcsources in
lower—productivity protccted scctors.

Sec Faleon, op.cit. and Mellor and Lele, op.cit.

Falcon, on.cii.

Sce Heo Kaneda and F.C. Child, "Small-—scale, Agrieuliurally

Related Industry in-the Punjab®, or C, Licher, T. Zalla,

J. Kocher, ¥, Winch, Employment Zeneration in Africa
griculture.

Kaneda and Child, ov.oit.

his point is also emvhasizcd in S.R. Lewis, Jr. and S.E.
Guisingcr, "The Structure of Protection in Pakistan®,

Sce, for example, R.h. Berrv, "On the Usefulncss of «
Presumptive Tax on Lgricultural Land in Colombia®.

On the general point seée, intcralia, ScR. Lewis,
pericultural Tavation'; op.cit. On the relation to

Japan, B.F. Johnston Migricultural Productivity in Japan®
is the standard sourcec. For a rccent review, ses Uedo -
Lele, "Agricultural Resource Transfers and Agricultaral
Developments A Brief Review of Experience in Japan, England,
and France".

Sce Lewis, Falcon and Gotscl, op.eit. or Johnston anc Kilby,
op.cit., THote also that the protection system that defends
the overvaluation must correspondingly be changed.

selectively and only to correct for

and marginal revenue should be stressed
eountries that have overused export

or twenty ycars.

That these should be used
differecnees :‘betwecn price
in light of the number of
taxes in the past fifteen
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A large devaluation with a failure to change tarlfi levels would
lcad to an increasce in foreign exchange. reserves; which may be
suitable lusxury consumption for ncc-mercantilist nations of t.
developed world, hut is a wastc of resources for the LOCs,

Thig asscriion of the rcsults assumes that the country docs

not produce much of the intermediatc and capital goods that

arc discriminatcd against by the tariff systen so that the higher
costs of protection arc paid by the agricultural sccior, rather
than by some substantial portion of manufacturing.

Seec 8. Bose and E.ll. Clark, "Some Basic Considerctions on
BN

Agricultural Mechanization in West Pakistan;™ Kancda and Child,
One.cite, Jonston and Xilby, ove.cit. and Bicher et.al. op.cit.

See Lewis, "Agricultural Taxation," op.cit. and H.F. Wald,
Taxation of Azrioultural Land in Underdeveloped Countries.

ESY

Sece Derry, on.cit, for a good rccent discussion with refcrence
to Colombila.

Berry, one.cit. or.8:Re. Lewis, WoP. Falcon and C.il. Gotsch,
*he Tax Structurc of West Palistan Agriculturc: Some Proposals".

Lowis,; Falcon and-Gotschy—"Tax—Strueture®,  ov.cit.

One of the difficultics with dircct taxation of agriculture
in India and Pakistan iz that agricultural incomes are not
taxable under federal law; taxation of agriculturc is a
provincial subject. For a suggested way around this problem,
sce Lewis,; Falcon and Gotsch, op.cit.

It is again worth stating that a presumption of a gross flow of
resources out of agriculture during development does not mean
that there may bc a net inflow on government account; or that
the net outflow need be large on governmens account.

This is discuesed by Falcon, op.cit. and by S.R. Lewis, Jr.,
WoP. Falcon,; and C.H. Gotsch, "The Grecn Revolution and PL48O:
Some Parallel Problems?®,



1.
1.
2
Pomc 36
1.

On investment in agriculturc, see, for examplc, Ghulam lMohammad,
"Privetc Tubcwell Development and Cropping Patterns in West
Pakistany® on investment in non—agriculture, sec Kaneda and-
Child, op. cit.; both subjeccts arc rcferred to in J. Macrae,
"The Relationship between Azriculiural and Industrial Zrowth,
with speecial refcorence to the Development of the Punjab

Econory from 1950 to 1965.%

Kaneda and Child. op. cit.

lacrac, op. cit.
Gele Johnson and W.E. Whitelaw, "The Detcrmination of Urban—

Rural Income Trensfers in Kcnya: An Estimated Romittanccs
Function.™ I.D.S. Discussion Paper No. 137.

Uo.Je Lele, MAsriculturol Contribution end Agricultural

" Devclopmént: 4 Bricf Revicw of Resourcce Transfer Expcrience

in Japan, England, and Francc," argues that protecction of
agriculture in Francc lod to a failure of growth in agriculturc
as well as in industry.
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