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the price drop was greatly diminished. However, there is no a priori 
reason why both prices should move together. 

Experience indicates that the first step in promoting food grain 
price stabilization is to ensure that food grain markets function effi­
ciently; that is, the private sector should be able to function unhindered 
in storing, marketing, and processing foodgrains. This includes not only 
traders and marketing intermediaries but also farmers who hold surplus 
stocks. What is necessary is to remove legal or institutional constraints 
on private marketing intermediaries. In some countries, government 
regulations restrict storage and interregional movements of foodgrains 
or restrict access to credit for food grain storage in the name of discour­
aging "hoarding"; the participation of private trade is often prohibited 
in the export and import of foodgrains. Public policy should be de­
signed to eliminate constraints on trade and to promote access to credit 
and market integration to facilitate and encourage private trade to 
respond to price signals. In addition, it may be necessary to take positive 
action to promote private trade, not only through investment in infra­
structure (such as roads, transportation, and communication facilities) 
and promotion of market intelligence, but also in some cases, in lieu of 
inefficient and costly public storage and marketing, it may be more 
efficient to provide limited public subsidies in the short run to private 
traders, so that over time they can gain experience and reap the econo­
mies of scale afforded by construction and maintenance of large-scale 
warehouses in an open economy. 

The case for intervening through public stocks to stabilize prices 
becomes less urgent if the food grain is widely traded in the world 
market. Stabilizing prices also becomes less important as countries gain 
experience in using foreign trade as a stabilizing factor, as domestic 
markets become more integrated, and as information on the food grain 
market is improved. In some countries with changing seasonal patterns 
of production and technological progress, production variability and 
price variability have declined over time. 

Countries can seek to reduce extremely wide fluctuations in food 
prices by smoothing out significant fluctuations around a long-term 
trend in the world price, so that efficiency and comparative cost consid­
erations are not sacrificed. For example, a five-year moving average of 
the border price-the import or export parity price-may be used as the 
basis for determining the target price. 16 For a limited period, in the 
early stages of diffusion of new technology, the target price may be set 
at a level higher than the long-run average border price. This can be 
justified as a means of either stimulating investment in technological 
progress (the infant industry argument), or compensating for the lim­
ited short-run opportunities of rural income diversification, or attaining 
a minimum level offood self-sufficiency. 

iGEven the use of the long-run trend price in the domestic market, adjusted periodically in 
terms of five-year moving averages, would be an improvement over the rnrrent situation 
where target prices are not linked to long-term supply and demand considerations. 
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The next question is how to determine the desired range of permis­
sible price fluctuations. From the operational point of view, minimizing 
fluctuations around the trend or aiming at a predetermined level of 
coefficient of variation in price around the trend is not a practical 
measure. A price band with a fixed ceiling and floor around a target 
price is operationally more convenient. The band should be wide-wide 
enough to leave adequate incentive for private traders to hold stocks 
and to undertake a stabilizing role. In an importing country, if the 
actual import parity price falls below the floor price, taxes on imports 
will be required. If, on the other hand, the target actual import parity 
price exceeds the ceiling price. subsidies on imports are in order. 
Similarly, in the case of a traditional exporter, taxes and subsidies will 
be necessary to smooth out fluctuations within a band of ceiling and 
floor prices around the export parity price. 

However, year-to-year production fluctuations may be so wide that a 
country imports in one year and generates an export surplus in another, 
as was the case in Indonesia, for example. In an open economy without 
restrictions on external and internal trade, fluctuations in domestic 
prices take place within the range of the import and export parity price. 
The gap between the import and the export parity price is determined 
by the costs of internal marketing, distribution, and transportation; in 
countries with inadequate or underdeveloped marketing and distribu­
tion networks or infrastructure, the differences between the export and 
import parity prices are wide. The commodity, in fact, takes on the 
nature of a nontradable commodity. As soon as the prices move beyond 
the export-import parity gap, owing to fluctuations either in world prices 
or in domestic supply conditions, the commodity becomes tradable. 

If the target ceiling and floor prices lie within the band of export and 
import parity prices, this would require that exports are subsidized to 
defend the floor price and imports are subsidized to defend the ceiling 
price. This would create a heavy burden on the budgetary resources of 
the government. If the price band (between ceiling and floor prices) is 
around either the export parity price or the import parity price, a 
combination of taxes and subsidies will be needed to maintain the price 
band. If, however, the price band is wide enough to lie outside the band 
of export and import parity prices, taxes will be used in both cases. 

It follows from the foregoing that the width of the band and its 
relation to import and export parity prices, especially in a country that 
alternates between net imports and net exports are important considera­
tions determining the financial viability of the price stabilization policy. If 
a price band policy is to be followed, considerable flexibility is needed in 
fixing annual ceiling and floor prices so that they are adjusted in accord­
ance with movements in domestic production and in world prices. A policy 
of taxes and subsidies on trade with a view to stabilizing domestic prices 
requires the maintenance of a "buffer fund" as distinguished from buffer 
stock, that is, a fund of resources financed by taxes and subsidies. This is 
most efficiently done if the government is able to build up a stabilization 
fund, to which tax receipts are paid and from which subsidies are with­
drawn, which can be protected from the pressing demand for resources 
from the rest of the government to finance general budgetary operations. 
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Reliance on trade policy cannot totally do away with the need for 
public stocks. When a country is an occasional exporter or importer of a 
commodity, its link with the world market is often tenuous. There is, 
under the circumstances, a heightened insecurity about the ability to 
obtain imports in years of shortfall or to dispose of export surplus in the 
world market. The country may need to locate buyers and impinge on 
the regular commercial trading arrangements of other exporting coun­
tries. Where foreign trade is conducted not by a public agency but by 
private traders, an additional effort needs to be made to ensure a 
smooth flow of trade at times of need. In many developing countries 
foreign trade in foodgrains has for many decades been in the hands of 
public-sector agencies, even when both public agencies and private 
traders coexist in the domestic market. It takes time for private traders 
to function effectively in import and export markets, following a policy 
ofliberalization or privatization offoreign trade. It takes time to acquire 
experience in gathering and processing information about the world 
market in foodgrains, including availability, prices, and international 
shipping or transportation arrangements. Also, there may be occasions 
when surpluses or shortfalls in domestic output are substantial and, 
within a short time, large sales or purchases must be made. At these 
times, public intervention may be needed to supplement the efforts 
of private traders. So, even when foreign trade conducted by private 
traders is the principal vehicle for implementation of a price stabili­
zation policy, the public-sector agency may need to playa residual 
supporting role. 

There is yet one more important reason for a residual role for public 
stocks. There is always a time lag between making the decision to import 
or export and the actual arrival of the imports or disposal of the exports 
on the domestic markets. Domestic buffer stocks are needed to tide the 
country over the time lag. In view of the time lag involved in either 
proruring imports or undertaking exports, variations in prices cannot 
always be exclusively dealt with by trade policy without any recourse to 
public stocks. This is especially true at a time of acute and large-scale 
food shortage. 

The diversity of circumstances facing different countries determines 
the relative emphasis on two policies, reliance on trade and public 
stocks. In many countries, there is the need for a gradual transition from 
a regime of heavy reliance on buffer stocks to one of reliance on trade. 
They need to "learn by doing" the progressive reliance on markets, both 
national and foreign trade, to achieve stabilization in a highly politically 
sensitive area of foodgrain prices. Sudden drops or rises in food prices 
due to domestic production fluctuation or variations in world prices 
continue to cause concern or worry in most developing countries. These 
are circumstances when domestic production fluctuations get inter­
twined with changes in world supply and prices. Moreover, a domestic 
production shortfall affects world prices when a country such as Indonesia 
is a large participant in the world market so that import prices go up 
when import needs go up. 

A country may be located in an agroclimatic zone or weather pattern 
that affects a large number of producing and consuming countries at the 
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same time. This is frequently the case with rice because it is a commodity 
that is principally produced and consumed in Asia and affected by 
roughly similar agroclimatic factors that cause variations in production. 
These factors support a residual role for some public stocks. 

With improved self-sufficiency in some Asian countries as well as 
growth in per capita income, concern with food price fluctuations per se 
decreases. The impact of a sudden rise in prices on the poorest consumers 
is the main concern. Similarly, an unforeseen collapse in producers' 
prices due to an unusually large harvest is a major concern. 

In most countries, a safety net program for the poorest people is 
increasingly being implemented. A safety net program, intended to 
protect the poor when food prices rise abnormally, consists of feeding 
vulnerable groups or subsidizing targeted food distribution or work 
programs with wages paid in cash or in food or a combination of these 
measures. These measures should be clearly distinguished from an open 
market operation to stabilize prices, even though they may be stabilizing 
under certain circumstances. Monetary payment rather than payment 
in food may be introduced, depending on the nutritional and consump­
tion effects of different systems of payment. This will reduce the role of 
public stocks and enhance the role of private trade in the actual distri­
bution of food to the market. Similarly, to mitigate the hardships and 
disincentives sustained by food producers at times of a sudden and 
substantial drop in producers' prices, public procurement may be 
undertaken to prevent a sharp drop in prices bel()w long-run costs. 
However, stocks should be sold as soon as the market price goes above 
the floor price. Domestic procurement by a public agency may have to 
be combined with exports at times of abnormally low world prices, if 
necessary, with the help of export subsidies. The foregoing policy, which 
relies heavily on trade and resorts to public stock operations as a 
residual policy to deal with sharp rises or steep falls, would require much 
smaller public stocks than otherwise. In this policy framework, private 
trade plays a major role. 

As the developing economies liberalize domestic trade and open up 
to international markets and price signals, and as trade restrictions and 
protectionist policies are abandoned following implementation of the 
Uruguay Round agreement, trade measures to achieve a degree of price 
stability would depart from the new rules of the game. Under the new 
trade regime, developing countries are expected not only to adopt 
tariffication in lieu of quantitative controls in imports, but also to "bind" 
tariffs at a maximum level beyond which they cannot increase them 
further, although they can reduce them. In practice, however, they have 
been given some freedom to maneuver: they are allowed to fix tariff 
ceilings above the currently applied rates, and the majority have fixed 
very high ceilings. They can continue to raise tariffs so long as the level 
is below the ceiling. So long as they remain below the ceiling level of 
bound tariffs, they may continue to use tariffs to regulate imports and 
import prices in order to implement domestic ceiling and floor prices. 
It is not clear, however, whether they can provide import subsidies, 
since, in principle. import subsidies are not trade-restricting but trade­
promoting measures: they may provide subsidies in addition to lower-
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ing tariffs. But new export subsidies are prohibited. In fact, over time 
the developing countries must reduce all export subsidies in use today, 
with the exception of export subsidies that relate to export marketing 
and transport. Therefore, subsidies to compensate for the gap between 
high domestic prices and low export prices are not permitted. 

However, countries are permitted to purchase for and sell from 
food security stocks at administered prices. In other words, domestic 
ceiling and floor prices are allowed to be implemented so long as they 
are not coupled with taxes and subsidies on trade, given the leeway 
provided by high tariff ceilings. To the extent that floor and support 
prices to farmers are above market prices, they are considered to be 
domestic subsidies. Under the Uruguay Round agreement, the aggre­
gate measure of subsidy (resulting from different types of subsidy) 
should not exceed 10 percent (as against 5 percent for developed 
countries). Also, developing countries are allowed to undertake subsi­
dized food distribution to meet the requirements of the urban and rural 
poor on a regular basis (FAO 1995c). It should be noted, however, that 
implementation of the trade reforms can extend up to 10 years by 
developing countries and 6 years by developed countries. Moreover, the 
experience with trade-based stabilization prices could throw up prob­
lems and challenges that developing countries can take up during the 
next round of negotiations on agricultural trade liberalization. In view 
of the limited liberalization of agricultural trade in the current round, 
the World Trade Organization is mandated to start new negotiations in 
the final year of the six-year implementation term. 

A relevant question in the aftermath of the Uruguay Round agree­
ment is what will happen to fluctuations in world food prices with trade 
liberalization? To the extent that protectionist policies in the past 
shifted the impact of fluctuations in domestic production to the world 
market and insulated the domestic market from external fluctuations, 
the elimination or reduction of protectionist policies is expected to help 
reduce price instability in the world market for foodgrains.17 On the 
other hand, there is likely to be a reduction in world cereal stocks, 
especially in the developed countries, resulting from the reduction in 
the domestic support programs. In the past, the public stock policy for 
foodgrains in the principal developed, exporting countries cushioned 
the impact of fluctuations in world supplies caused by weather or other 

17Various modeling exercises undertaken to test the trade liberalization scenarios fo­
cused more on quantifying the effects on prices than on price fluctuations. It is strange 
considering that one of the factors responsible for the rise of protectionism in the past 
was the effort to protect domestic markets from the effects of instability in the world 
market. One study of the impact of production fluctuations on price at the level of trade 
liberalization envisaged in the Uruguay Round found that liberalization would have litde 
effect on price stability. The production shocks chosen for simulation in the model were 
a generalized 5 percent decline in cereal output in the year 1999 and its effect on world 
prices in the year 2000. Further study and research on the subject is warranted (FAD, 
Committee on Commodity Problems 1995a, 1995b). 
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natural events. I
' In the post-Uruguay Round period, a decline in the 

amount of stocks held in the rich, exporting countries is likely to remove 
this stabilizing element. In this context, a reduction in the stocks of 
foodgrains in developed countries below what is required to stabilize the 
world market may create uncertainty. There may be a need for some 
kind of international understanding among the major producing and 
exporting countries to hold the minimum amount of stocks needed to 
alleviate acute fluctuations in world supplies (FAO 1990). 

IBIn the past, governments in exporting countries held stocks over and above their 
calculated need to ensure their reliability as suppliers. Also. food-aid donors held 
reserves to meet unexpected requirements. The decline in food aid flows might reduce 
the stock that would othetwise be available for meeting shortfalls in supplies in importing 
countries. Moreover, a decline in publicly held stocks due to a rutback in domestic supply 
programs in developed, exporting countries may not be fully compensated by a rise in 
private stocks (F AO 1990). 
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