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Summary findings

Multilatcral development banks, including the World commodity-producing countries pursue? What advicc
Bank, have advocated free trade policies for developing should multilateral banks offer about trade and
countries, including free trade in commodities. But investment policy? And what lending policy should
although free trade in commodities maximizes world multilareral banks pursue?
welfare, it does not maximize income or welfare for The following principles guide his analysis:
countries with power on the world marker (such as Brazil * The 4aicr that a country has power on the world
for coffee and Cvte d'[voire for cocoa). market for a specific commodity does not mean that it

If the reference group selected is developing countri 1s should not proceed with general reform. The theory of
as a whole, or the coffee- or cocoa-producing countries, the second-best says that distortions should be attacked
free trade is not optimal for those commodities. at the source. So countries should proceed with
Multilateral development banks that havc supported the stabilization and trade and domestic liberalization
coftee and cocoa agreements in the past recognize this. policies and should apply optimal export taxes to those
And the World Bank has imposed lending restrictions on commodities in which they have market power.
coffee, cocoa, tea, and sugar for fear char added * In their advice on trade and investment policies, and
investments would result in lower terms of trade and lost in their lending policies, multilateral development banks
income. should not use a country-by-country approach but

Given that free trade is nor optimal and that some should take spillover effects and strategic interactions
restrictions on output and investment might be desirable, into account.
Schiff addresses the following issues: What policy should
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Commodity Exports and the Adding-Up Problem in LDCs:
Trade, Investment and Lending Policy

L Introduction

The adding-up problem refers to the concern that if several developing countries expand their

exports simultaneously, they will experience such a decline in theeir terms of trade that their export

revenues and their real incomes will fall. This concern is assumed to be unwarranted for most products,

but may be justified for a limited number of agricultural commodities (e.g., cocoa, coffee, tea, vanilla)

and for some other commodities (e.g., copper and oil).

The debt crisis of the 1980s led to economic reform in many developing countries. Under

the advice of the IMF, the World Bank and other MDBs,' these countries undertook macroeconomic

and trade reforms which led to real exchange rate depreciation? This resulted in a higher output of

tradables and led to the concern about the negative impact of the simultaneous expansion of commodity

exports.

It is a fact that non-oil commodity prices fell quite dramatically in the 1980s and early 1990s.

For instance, a World Bank index of non-oil commodity prices fell by close to 50% in 198092. And

the price index of cocoa, coffee and tea fell by about 60% over the same period. This dramatic faill in

commodity prices is not necessarily entirely caused by structural adjustment in developing countries, but

may also be due to the recession in OECD countries over the period and the breakdown of the coffee and

cocoa agreements in the late 1980s.

1MDB stands for Multilateral Development Bank. MDBs include the World Bank as well as regional
baiks such as the IADB (lnter-American Development Bank), the ADB (Asian Development Bank), the
AfDB (African Development Bank) and the EBRD (European Bank for Reconstruction and Development).

2 Counties which undertook stmctural adjustment policies in Sub-Saharan Africa and produce
commodities such as coffee or cocoa include Cameroon, Cote dIvoire, Ghana, Kenya and Nigeria.



In this paper I exaniine the issue of optimal trade, investment and lending policies for primary

commodities for which the producipg countries have power to infludnce the world price. The issue is

also exnained from the viewpoint of the policy role and the project-lending role of the MDBs. The

various MDBs are influential in a number of commodity exporting countries and could play a useful role

in .their advice on trade and '.vestment policy, for those commodities as well as in their commodity

lending policy. The issues adcressed here have been around for a long time but a consensus has failed

tD emerge.

The principal analytical issues examined in this paper are:

1) What objective should trade and lending policies maximize? Should the objective be welfare, export

tax revenue, export revenue, or other?

2) What instrument should be used to attain the objective? In the case of trade policy, should countries

use export taxes, export quotas, or some indirect instruments?

3) What is the geographical reference group whose objective is to be maximized? Should policies be

designed on an individual country basis? Should the objective be maximized at a regional level. (e.g.,

Africa) or for producing countries as a whole? Or should the reference group be a sub-group of the

producing countries --say the poorest ones? Or should it be the world as a whole? And even if it is the

producing countries, would transfers from consuming countries not be a superior way to raise producing

countries' income than trade policy?

4) How do the various producing countries interact? And what type of interaction is in the producing

countries" interest'

From the viewpoint of the MOBS project lending role, the issue is relevant even if no country has
market power as long as the elasticity of world demand is low and loans are extended to most producing
countries.



5) Is there a danger of overestimating the degree of market power in the long run and thus of following

overly restrictive trade policies?

6) Should commodity exporters with an adding-up problem proceed with structural adjustment policies?'

Several additional issues are briefly examined in this paper. They includ! issues such as the

impact of general equilibrium distortions (e.g., protection of import substitutes), smuggling, time

inconsistency, governance and equilibrium taxes.

The issues listed above are examined analytically from the viewpoint of the optnal advice

and lending to be given to the producing countries. The advice andlor lending could come from a

bilateral donor, from a multilateral donor such as a regional development bank (the ADD, the AflB or

the LADB), or from a multilateral donor such as the World Bank- The constituency of each of these

donors differs and so then will the advite.

This paper does not claim to provide comprehensive answers to all the issues listed above.

Rather, the paper aims to provide some analytical foundations as a contribution to the debate on these

complex policy problems.

The remainder of the paper is organized as follows. In Section IL I give a very brief review

of some of the results found in the liteture. I focus mainly on work done at the World Bank. Other

studies are examined in the context of Sections m and IV. In Section m, I examine the issue of optimal

trade policy in the context of the analytial issues listed above. In Section IV, issues related to investment

'The analytical aspects of the problem are complex, and so are its empirical aspects. The latter are
severe because of the fact that optimal export taxes or quotas depend on the slope and the change in the
slope of the world demand curve and of all the supply curves. lTus, one needs to estimate second
derivatives of demand and supply curves or third derivatives of expenditure and profit functions. Such
estimation with any degree of precision* would be very bard to obtain even for annual crops in developed
countries, let alone for tree crops in developing countries. And most of the relevant commodities are tree
crops (such as coffee, cocoa and tea). 'Estimating long-mun response functions (i.e., planting equations)
is exremely difficult, especially because of scarcity of data on some important variables such as planting,
uprooting, tree stocks and their age ilistribution, rural wages and more. Moreover, some general
equiibrium effects (e.g., of protection of importables) need to be esdtmated as well.
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policy and lending policy for commodity projects are analyzed. Finally, in Section V, recommn:dations
I - -S. ,

are made with respect to trade and investnent policy advice as well as project lending policy for MDBs.

The section concludes with suggestions for future research.

The central point made in this paper is that two issues have not been sufficiently incorporated

in tihe analysis. These are: a) the impact of policy in one producing country on welfare in the other

producing countries, and b) the policy response by these other producing countries. This has led to

erroneous calculations of the welfare effects of policy interventions and thus to suboptimal policy

recommendations. For instance, as shown below, in the case of trade policy, taking a) and b) above into

account implies more restrictive trade policies for commodities subject to an adding-up problem.

However, it should be clear that the central point of this paper is p that producing countries

should raise their export taxes or have more restrictive trade policies for their commodity exports.

Producing countries might have excessive restrictions on exports, either directly through export taxes or

export quotas, or worse, indirectly through an overvalued real exchange rate or industrial protection.

If so, they should relax the export restrictions, especially the indirect ones. Whetier producing countries

should or should not have more restrictive policies is an empirical issue. The point made here is that in

order to give sound advice, MDBs need to take points a) and b) above into account.

IL. Some World Bank Studies

A number of studies dealing with the adding-up problem have been carried out at the World

Banlk Additional studies are discussed in the frame of Section HI Martin (1993) has shown that,

contrary to some previous results, the adding-up problem is not relevant in the case of developing country

exports of manmfactred goods once general equilibrium effects and intra-industy trade are taken into

account.
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In the case of tropical beverage crops, Goldin et al. (1993) show that the adding-up problem

exists in those markets and should be taken into account by policy-makers. Coleman and Thigpen (1993)

show that in the case of cotton exports from sub-Sahara Africa (SSA), no adding-up problem is likely to

be present. This is not surprising since SSA represents a small share of the world cotton market.

In a series of papers, many of which are based on large-scale computer models, Akiyama

examined a variety of issues related to agricultural commodities. He finds (Akiyama 1992) that in the

case of the cocoa sector in Ghana, varying the export tax over a wide range around the optimal tax has

little impact on the welfare of the country. Also relevant is the paper by Coleman, Akiyama and

Varangis (1993), where the authors show the negative impact of structural adjustment in Nigeria and

Ghana on the welfare of other cocoa producing countries.

A few lessons can already be drawn from these few studies. First, the adding-up problem

seems to apply to a limited number of products. The issue is probably not important in the case of

manufactured goods, and is limited to agdcultural and other primary commodities with a limied number

of producing countries.

Second, the prevalence of the adding-up problem can easily be underestied by not taling

all producers into account and ignoring their response to policy changes. For instance, in Coleman and

Thigpen's paper, if other producers react to the cotton output expansion in SSA by expanding their output

as well (a rational response under Nash strategy and optimal export taxes; see Section E), it is possible

that the world price might fall to the point that SSA would be worse off.

Similarly, Akiyama (1992) finds that varying Ghana's cocoa export tax over a wide range has

little impact on welfare. However, reducing the export tax would result in higher output in Ghana, in

a lower world price, and in a welfare loss in the othe producing countries. Moreover, the other

prod:!cing countries might very well react to the lower export tax by lcr ring their own export taxes

(e.g., under a Nash strategy, as shown in Section 11L3.b), thereby further lowering the world price.

-5-_



Hence, the impact on Ghana's welfare of varying its export tax might be more significant than reported

in the study once the reaction, of other producers are taken into account. And the impact on the total

welfare of the producing countries would be even larger.

The issue of policy interdependence in the case of commodity exports has generally not been

dealt with in an adequate ma,r ier in most studies. That issue - as well as the consequences of policy

cages in one country on the welfare of other countries - is centra to the analysis presented in this

paper.

m. Trade Policy

-1. Preiminaries. 

Before turning to the issues listed above, two points where some confusion exists need to be

clarified.

Market Power and Adding Up

The adding-up problem is generally thought to exist in the case of products produced by a

limited number of large producing countries facing an inelastic world demand. However, the problem

of the negative impact of simultaneous output expansion on the terms of trade, export revenues and real

income can also be present in the case of products produced by ; large nunber of small, competitive

producing countries. Why then is the adding-up problem generally identified with the former case rather

than with the latter?

Possibly because there is very little that can be done in the latter case if all raise output (say

because of technical progress in all producing countries) since free trade is the optimal policy for any one

country and a cooperative arrangement (cartel) is very difficult to establish with so many producing

countries. Also, the likelihood that all or most producing countries will in fact expand output
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simultaneously is small.' Moreover, with a limited number of large producing countries, oUtpUt or

policy changes in one country are likely to have significant effects on the other producing countries and

might lead to policy reactions. This is not true with many smail producing countries. Hence, the

analysis of trade and investment policy which follows deals only with the case of a limited number of

large producing countries. However, if an MDB plans to l to a large number of small producing

countries with a large aggregate share in the world market, then the adding-up problem remains relevant

as long as the elasticity-of world demand is low (see Section IV).

Demard Elasticity and Adding Up

It should be noted that world demand need not be inelastic for an adding-up problem to be

present. If the objective is export revenues, thez a simultaneous expansion of output will lead to lower

export revenues if world demand is inelastic. A fortiori, it will also lead to a lower real income or

welfare (defined as export revenues minus production costs for aWproduct not consumed domestically,

which is also equivalent to the sum of producer suiplus and export tax revenues). I believe the obj ective

of real income or welfare to be the more sensible one! Then, an inelastic world demand is a sufficient

condition for having an adding-up problem, but it is not a necessary one. Real income could fall with

output expansion even if world demand were elastic because increased production entai:s additional costs.

This widens the range of products for which the adding-up problem might apply.

I turn now to the analytical issues listed above.

-It has been claimed (e.g., by William Klein) that if all or most LDCs proceeded with structural
adjustment programs (SAPs), including trade liberalization, the effect would be a fal in LDC terms of
trade and a loss for them. This argument hl?s ceitered on expansion of LDC manufacturing exports. For
a convincing exposition of the opposite view that expansion of LDC manufactures will not result in a fal
in their terms of trade, see Bhagwati 1988 and Martin 1993. On the effect of SAPs in the case of
commodities, see Section M11.5.

'Maximizing export revenues can always be achieved through heavy subsidization of output, but that
policy would result in enormous distortions and, would be highly undesirable.

7 -



2. Reference Gmr

There has been wide disagreement over which trade policy commodity exporting countries

should pursue. This can be attributed in part to a confusion or disagreement with respect to the reference

group whose objective - such a. welfare - is to be maximized. Some economists both inside and outside

the World Bank and other MDBs have argued that the relevant reference group should be the world as

a whole. Their position has been that even though non-zero export taxes may improve welfare in the

Producin countries, free trade will maximize world welfare.

Choosing the world as the relevant reference group is as legitimate as any other choice and

is a matter of value judgment. The World Bank (or regional MDBs) are concerned with promoting

development and growth in the developing world (or some region thereof). Presumably then, their

concem would be with LDC welfare (or regional welfare) rather than with world welfare. If so, free

trade would not be optimal for commodities with an adding-up problem. Under free trade, the increases

in output would lead to a deterioration in the terms of trade, with the benefits going to the rich consuming

countries and the losses imposed upon the poorer producing countries.

Second, even though MDBs have, advocated free trade in general, they have supported

intervention in the past in the case of the coffee and cocoa agreements. Given US interests in Latin

America and EC interests in sub-Saharan Africa (SSA), both the US and the EC supported the coffee and

cocoa agreements until their collapse in the late 1980s. These agreements restricted supply in order to

support the world price- Given that the agreements were supported by the major shareholders of the

MDBs, the latter did not challenge these deviations from free trade.

Third, as discussed in more detail in Section IV, the World Bank, recognizing the negative

impact of added investments on the terms of trade and exhibiting a concern for the welfare of the

producing countries, has imposed restrictive lending policies for a number of commodities. The

producing countries is then the reference group selected by the World Bank in this case. On the other
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hand, the World Bank has generally advocated free trade for the exports of these commodities. This

might seem consistent with maximizing world welfare, but not with maximizing welfare of developing

or producing countries. If the latter were the reference group, and since the lending policy recognizes

an adding-up problem, then the optimal trade policy would be one that restricts exports rather than free

trade.7

Given the above, we assume for the rest of the paper that the relevant reference group -

whose objective is to be maximized - is the developing countries or some subset of the devdoping

countries. Relevant subsets include the producing countries, specific regions such as Africa or Latin

America (for a regional MDB), or a group of poorer countries such as IDA countries (members of the

International Development Agency). In the case of coffee and cocoa, the poorer countries are in sub-

Saharan Africa. The reasons for the specific choice of reference group under alternative circumstances

are clarified below. Choosing the developing countries or a subset thereof as the relevant reference group

implies that the optimal policy for the exports of commodities with an adding-up problem is 112 free trade

but rather a restriction on exports.

Of course, if producing countries pursued a free trade policy for these commodities and

obtained adequate compensation through lump-sum transfers from the consuming countries, then everyone

would gain. This is a fundamental point. If the producing and consuming nations could negotiate such

an arrangement, then free trade policies would be optimal. However, there is a basic problem of

credibility. If the producing countries pursue free trade, the world price will fal, but producer prices

will rise and the stock of trees will grow. The consuming countries could then stop the transfers with

less fear of retaliation, because with the larger tree stock the producing countries would not be able to

- Some of those who advocate free trade as the best policy for commodity exporting countries (even
in the presence of the adding-up problem) also support an increased diversification of agricultural output
in those countries. However, the fact is that optimal export taxes will lower the producer prices of those
commodities and will result in a shift of resources away from them and into other activities. In other
words, diversification of output will be larger under optimal export taxes than under ree trade.

-9-



make a credible threat. Once -'le compefitive stock of trees were planted, the optimal output would be

larger (and the world price would be lower) than tnder the sm'aller stock of trees resulting from

producing countries applying their monopoly power. Iflus, the producing countries prefer to have control

of the income transfer by imple menting trade restrictions. And the fact is that the consuming countries

have supported the coffee and t icoa agreements in the past.

The advice of the MDBs and of bilateral aid agencies to LDCs has generally been given on

a country-by-country basis. In providing policy advice to country A, the MDB country economist

working on country A has generally ignored the impact of that policy advice on welfare in country B,

as well as the policy reactions in country B and the impact of those reactions on welfare in country A.

Such advice is myopic in the sense that the actual outcome of policies based on country-by-country advice

will generally be worse than the impact expected by qach country advisor (Panagariya and Schiff 1990).

Given the assumption that MDBs are concerned with developing country or regional welfare,

they might be expected to have a broader approach than one based on country-by-country policy advice.

Because of the extemnalities or spill-over effects in the case of commodities where countries have market

power, maximizing welfare on a country-by-country basis will not maximize regional welfare (say,

Africa's) or the welfare of producing countries as a whole. Nevertheless, the internalization of these

spill-over effects does not seem to have occurred, whether at the LDC or at the regional level, in the

advice given by MDBs.

The group of client countries of the World Bank (most LDCs) is of course larger than thfe

group of client countries .of the regionni MDBs. Assuming full internalization of spill-over effects by the

regional MDBs, then, under uniform taxation, the recommended optimal export tax wM be smaller than

the one recommended by the World Bank because the market power is smaller at the regional level.

Regional MDBs can fully internalize externalities which occur mainly within the region or between

neighboring countries, such as those dealing with infrastructure and some aspects of the environment.
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However, in the case of commodity expurts produced across two or more regions, they can only

internalize part of the externalities.

For instance, coffee and cocoa are grown in tropical climates across most regions, and

changes in Brazil's coffee or cocoa policies are felt not only in Latin America but in Africa and Asia as

well. Vanilla is mainly produced in Africa (Madagascar) and Asia (Indonesia), so changes in policy in

one continent are also felt in the other. Similarly, a change in Chile's copper policy has effects on Peru

as well as on Zambia and Mongolia.. These cross-regional effects are not taken into account by the

regional MDBs. On the other hand, the World Bank might better be able to take these effects into

account (as it has done by restricting lending to several crops).

Some crops are mostly consumed in developed countries - such as coffee and cocoa - and

some crops are heavily consumed in the developing countries as well - such as tea and. sugar. In the

latter case, the higher world price resulting from export taxes in the producing countries will lower

welfare in the consuming LDCs. This implies, ceteris paribus, that the export tax which maximizes LDC

welfare will be lower when LDCs are also major consumers of the product in question.

In the analysis which follows, we assume that consumption takes place primarily in developed

countries. This is a reasonable assumption since coffee and cocoa - the major agricultural commodities

with an adding-up problem - are mostly consumed in developed countries.

3. Interaction Among Suppliers

a. Cooperative Strategy (Cartel)

LDC welfare is maximized by charging the cooperative export tax. (forming a cartel).'

'One would expect that a cartel would maximize profits by minimizing production costs. This would
imply charging a unifbrm export tax to all its members, i.e., determining export quotas in such a way
as to equate marginal production costs across producing countries. Then, the cartel solution would be
identical to the cooperative tax solution. Neverthieless, most cartels do not behave in this seemingly
rational way. The problem with.the cooperative tax solution - which appears optimal in a static
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However, my view is that such a caitel would prcbably fail. First, the International Coffee Agreement

(ICA) fell apart a few years ago despite active support by the consuming countr;es. And the same

occurred in the case of cocoa. Second, even though OPEC has been a remarkably successful cartel,

commodities such as coffee, cocoa and tea are different from oil. The output of oil is essentially

controllable and predictable since it can easily be stored simply by not extracting it and leaving it in the

ground. This is not the case with coffee, cocoa and tea, where significant annual output variation (say,

due to climatic conditions) may result in severe disagreements on the size of the export quotas. And even

OPEC, with its predictable output, has experienced such problems. Third, as in every cartel, each

member has an incentive to cheat (free ride) and sell more than its quota at a price close to the high cartel

price. Such cheating usually leads to the temporary or permanent demise of the cartel.

b. Nash Strategy

Since the cooperative solution does not seem to be a realistic alternative for these

commodities, another alternative is a non-cooperative restriction on exports, such as a tax or a quota.

One of the forms of strategic interaction which is generally considered is the Nash strategy. That strategy

assumes that each country maximizes its objective taking the policies of the other countries as given.

The Nash solution has an advantage over the cartel solution. As mentioned above, each

member of the cartel has an incentive to cheat and raise exports in order to capture a larger share of the

framework - is credibility. Equating marginal production costs in all member countries implies that the
quota of the least efficient producers will be very small or nil (since the large cooperative tax implies a
low producer price). Hence, the less efficient producers will lose under cooperative taxation and will
demand compensation in order to join the cartel. The problem is that if these producers strongly lower
their production, their specific capital (trees) will deteriorate over time and they will lose their bargaining
power in the cartel and may lose their compensation. In other words, their threat of leaving the cartel
and raising output if not compensated will not be very credible. To be credible, these countries must
continue to produce. In order to avoid these complicated compensation issues, cartels have often
advocated proportional reductions in the exports of its members. This is the case in the recent attempt
to recreate a coffee cartel in Latin America. Such arrangements may be optimal from the cartel's
viewpoint even though production costs are not minimized

-12-



rent Thus, to be successful, the cartel solution needs a monitoring and enforcement mechanism. The

advantage of the Nash solution is that it is an equilibrium solution. As long as exogenous shocks do not

affect the system, no country has an incentive to change its policy or behavior.

It can be shown that export taxes under Nash equilibrium are lower than cooperative taxes.

Thus, if the producing countries play a Nash game, industry output will be larger and the world price

will be lower than under the cartel solution. This implies that for most commodities considered here,

producing countries will not be able to fully exploit their joint monopoly power.'

-b.l. Welfare versus Tax Revenue

Export taxes can be levied to maxinize welfare. On the other hand, many low-income

countries which levy commodity export taxes have a thin tax base, and choose export taxes in order to

maxmize tax revenues. There may be other reasons why a country might charge revenue-maximizing

taxes. Many countries have parastatal marketing boards which act as a monopsony on purchases from

the producing smallholders and as a monopoly on exports. Then, if the parastatal's objective is to

maximize profits, it will behave like a revenue-maximizing government in terms of the (implicit) export

tax, the producer price and the world price, but a large share of the revenue will go to the parastatal.

Second, some countries are characterized by a large number of small producers combined with a few

large exporters. Then, the colluding exporters may behave as monopolists on the world market and as

monopsonists on the domestic market. The solution in this case is also the samne as that of the revenue-

maximizing goverrnent in terms of the (implicit) tax, the producer price and the world price, though not

in terms of who gets the revenue.

9 As discussed in Section V, even though the Nash assumption is widely used, tie exact nature of
strategic interaction requires further study.
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Panagariya and Schiff (1993, 1994) have shown.that, under the Nash strategy, revenue-

maximizing export taxes are larger than welfare-maximizing export taxes. The intuition is that when

maximizing export tax revenues, governments not only exploit their monopoly power on the world market

but they also exploit their monopsonistic power with respect to domestic producers. They have also

shown that revenue-maximizing export taxes may very well result in higher welfare than welfare-

maximizing export taxes (Panagariya and Schiff 1993, 1994).' Moreover, revenue-maximizing export

taxes must necessarily result in higher tax revenues.

The result on welfare is confirmed by simulations carried out for the cocoa sector (Panagariya

and Schiff 1993). They found that welfare was higher in the case of export tax revenue maximization

in each oftheproducingcountries (85% higher onaverage). Tax revenuewas gasohigher (333% higher

on average). The policy implication is that countries need not sacrifice welfare in order to obtain more

revenue (assuming Nash behavior holds). By levying export taxes to maxinize revenue rather than to

maximize welfare, producing countries will not only obtain higher revenues but probably higher welfare

as well.

It is probable that in some producing countries, coffee, cocoa or tea are not important as a

source of tax revenue (e.g., cocoa and coffee in Brazil, cocoa in Malaysia), and these countries would

choose welfare-maximizing (optimal) taxes. Other, poorer, less-diversified countries and with a thin tx

base (mainly in sub-Saharan Africa) might prefer to choose revenue-maximizing taxes. If so, some

countries would choose export taxes to maximize welfare while others would choose taxes to maxiniize

u The intuition is that Nash welfare-maxiimizing taxes are lower than cooperative (i.e, cartel)
welfare-maximizing taxes and the latter generate higher joint welfare. Nash revenue-maximizing taxes
are larger than Nash welfre-maxnimizing taxes in each producing country. They may therefore be closer
to the cooperative welfare-maXimizing tax level and may therefore generate higher welfare.
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tax revenue. It can be shown in this case that, as long as reaction curves are positively sloped,' welfare

must be higher in the welfare-maximizing countries compared to the case where all countries maximize

welfare; and tax revenues must be higher in the revenue-maximizing countries compared to the case

where all countries maximize welfare (Schiff 1993). Moreover, it is possible that all countries will be

better off in this case both in terms of welfare and in terms of revenues.

b.2. Export Quota

Panagariya and Schiff (1992) also found that under Nash, export quotas are more restrictive

than export taxes. Hence, Nash welfare-maximizing quotas result in higher welfare than Nash welfare-

maximizing taxes in the symmetric case (all countries equal) and probably also in the general case.

Simulation results in the case of cocoa lend support to this finding. Welfare was found to be higher in

each country in the case of Nash quotas (over 30% higher on average). Tax revenues were also higher

in each country in the case of quotas (over 150% higher on average), assuming export quotas were

auctioned. Thus, countries might very well be better off under Nash welfare maximization if they use

export quotas rather than export taxes as the policy instrument.

On the other hand, one of the problems with the export quota is that it has to be allocated to

the various producers and most allocation mechanisms have generally led to inefficiencies. Unless the

quota is auctioned or a secondary market for the quota exists, the allocation will be inefficient in the sense

that not all producers who obtain a quota share will be among the most efficient producers (marginal

1 Positively sloped reaction curves mean that as one country raises its export tax, others raise their
export tax as well, a reaction which would be expected. By raising its export tax rate, the first country
reduces its exports. This increases the excess-demand facing the other countries and their market power.
They exploit their increased market power by raising their export taxes as well. Sufficiency conditions
for the reaction curves to be positively sloped are provided in Panagariya and Schiff (1993, 1994). They
are: a) the excess-demand curve is concave to the origin or linear, b) the supply curve is concave with
respect to the vzrdcal axis or linear; and c) f5e world demand curve is convex to the origin or linear.
Thus, reaction curves are necessarily upward sloping in the linear case.
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production costs will not be equalized across producers). Second, additional resources will be wasted

in rent-seeking activities related to attempts to capture quota shares.

Thus, on the one hand, export quotas result in higher welfare than export taxes under Nash

strategy for producing countries as a whole and probably for each individual country. On the other hand,

allocation of export quota shares result in significant inefficiencies (unless the quota shares are auctioned

or can be traded). I would argue that export taxes are preferable to export quotas, unless quota shares

are auctioned or are allowed to be traded, i.e., unless the quota shares reach the most efficient producers

costlessly.

c. Stackelberg Leadership

I mentioned above that, rather than choosing welfare-maxiniizing Nash taxes, producing

countries as a whole could do better by forming a cartel, but that such a cartel would probably fail.

Another alternative would be to allow one of the producing countries to act as a leader. A Stackelberg

leader pre-sets his tax rate - to maximize his objective - by taking the other players' reactions into

account. It has been shown under plausible conditions that if one country becomes a Stackelberg leader,

the policy instrument used is an export tax, and the objective to be maximized is welfare, all countries

gain compared to Nash taxes (Panagariya and Schiff 1993). Followers gain too because the higher tax

levied by the leader results in a higher world price and in higher welfare for the followers. Moreover,

the followers then also raise their export taxes to increase their welfare again. The policy implication

is that if export taxes are chosen to maximiize welfare, all producing countries would be better off -

compared to the Nash solution - if one of them became a Stackelberg leader. However, if the policy

instrument used to maximize welfare is an export quota, then if one country switches from a Nash player

to a Stackelberg leader, that country will gain but all the others will lose (with a net loss overall).
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One problem with a Stackelberg game is that the pre-commitment to a given tax rate by the

Stackelberg leader needs to be credible. This would be difficult in the case of export taxes in a one-shot

game since the Stackelberg leader could easily choose a tax rate which differs from his pre-announced

tax rate once the other producing countries chose their own tax rates. However, in a repeated game (such

as played annually between the producing countries), the Stackelberg leader's pre-announced export tax

rate might be credible since all would know that cheating might provide some current benefits but would

result in future losses due to credibility loss. Assuming the present value under cheating to be lower, the

Stackelberg leader would have no incentive to cheat in such a dynamic game and the Stackelberg solution

would hold.

4. Overestimating Market Power

it has been argued that producing countries tend to underestimate the ability of consumers and

of existing and potential suppliers to respond to price changes in the long run, and they may therefore

overestimate their degree of market power. For instance, it is certainly true that the response of both

consumers and producers to the formation of OPEC has been considerable and may not have been

foreseen when OPEC was formed (with energy conservation, shift to other sources of energy, and with

new sources of oil supply). OPEC's policy has led it to lose market share and market power over time.

However, the members of OPEC certainly gained from forming the cartel Cin terms of present value or

wealth). A number of economists have taken the loss of market share over time as proof of misguided

policies. It is worth emphasizing that market share is not the objective to be maximized and that

maximizing welfare (m terms of present value) may entail a falling market share over time.

In the case of cocoa and coffee, the market power of an individual country is probably

limited, except for Cote d'Ivoire in the case of cocoa (about 32% of world output recently) and Brazil

(34% in 1991) in the case of coffee. Of course, the adding-up problem is not about the impact of a single
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country's policy. At the regional level, Sub-Saharan Africa has considerable market power in cocoa (over

50% of world output) and Latin America in coffee (about two thirds of world output).

The argument of overestimating market power can be rephrased as follows: market power

falls when it is used (as with OPEC) and it falls faster than policy-makers expect. In the case of cocoa,

the fall in Ghana's output due to its highly overvalued currency in the early 1980s led to a significant

output response in Cote d'Ivoire and Brazil as well as in (the recent entrants) Malaysia and Indonesia.

And with the lower prices in recent years, Cote d'Ivoire, Brazil and Malaysia have reduced output.

This evidence would seem to suggest that the elasticity of excess-demand for cocoa facing

individual countries is quite large and their market power may have been overestimated. In a simulation

of the cocoa market, Panagariya and Schiff (1990) calculated long-run (steady-state) Nash welfare-

maximizing taxes and assumed large elasticities of supply (a value of 3.0) for newcomers Malaysia,

Indonesia and Oceania. The optimal export tax was small for these three countries but not for the large

taditional producers. The tax was 25% for Cote d'Ivoire, 20% for Ghana and 15% for Brazil. It should

be noted that these optimal taxes are smaller than the tax which would have been obtained from

maximizing the present value of welfare rather than steady-state welfare. And, as noted before, if some

or all countries maximized tax revenue, then Nash taxes would be significantly higher still. And so

would welfare.

Thus, even though the supply response may be large in some countries, optimal taxes may

still be quite high and free trade would not be the optimal strategy for other important countries. In fact,

industry welfare (the sum of producer surplus and government revenue for all producing countries) was

found to be some 23% higher under Nash welfare-maximizing taxes than under free trade, and 125%

higher under Nash revenue-maximizing taxes than under free trade.
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S. Structural Adjustm-ent

The fact that structural adjustment in a number of countries will lead to a depreciation of the

real exchange rate, to an expansion of commodity output, and to a fall in the terms of trade of these

countries, does not imply that structural adjustment policies (SAPs) should not be pursued. On the

contrary, second-best theory teaches that distortions should be attacked at the; source. In this case, it

implies that domestic policy instruments should be used to correct domestic distortions and trade policy

instruments such as export taxes should be used to deal with issues such as market power on the world

market (Panagariya and Schiff 1990). As indicated by Bhagwati (1971), unexploited market power on

the world market is a distortion from the viewpoint of the producing countries. Thus, SAPs should be

pursued - including stabilization and trade and domestic liberalization - and optimal export taxes should

be levied on commodity exports where market power prevails. And the optimal export tax will be larger

following the SAP than in the absence of an SAP.

Welfare will be higher with SAPs and optimal trade policy than in the case where SAPs are

not carried out or if SAPs are carried out but are not accompanied by optimal trade policy. Ihe concern

that SAPs by several countries in the absence of optimal commodity trade policy might result in lower

welfare may well have been justified, especially for countries where comnmodity exports are important

in the country's economy. The concern was that these countries would suffer from immiserzing growth.

Note that a domestic relative commodity price increase due to a lower export tax will have

a larger effect on output than an 'equivalent" relative price increase due to real exchange rate depreciation

or due to lower industrial protection. The reason is that the lower export tax raises the commodity price

relative to all other prices in the economy, while a real exchange rate depreciation raises all tradable

prices relative to non-tradables and lower import protection raises all exportable and non-tradable prices

relative to importables.
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6. Additional Tssues

General Equilibrium

There are general equilibrium aspects to consider. If the Lermer symmetry condition holds

(i.e., the trade balance is exogenous for each period or in an intertemporal sense), then we know that an

import tax is equivalent to an export tax.'2 Thus, industrial protection results in a tax on exports,

including commodity exports. This must be taken into account when designing trade policy for

commodity exports. Import liberalization raises the price of exportables relative to importables and

relative to non-tradables (because of real exchange rate depreciation) and will lead to higher exports,

including commodity exports. Hence, optimal explicit export taxes will tend to be higher when import

taxes are reduced. Of course, it is preferable to have lower import taxes and a higher commodity export

tax than the opposite because import taxes distort relative prices by taxing all exports as well as non-

tradables.

And these import taxes are not unimportant. A World Bank comparative study of eighteen

developing countries (Schiff and Valdds 1992) found that the tax on agriculture and other tradables due

to industrial protection over a 25-year period averaged about 28 percent. This tax has probably fallen

since the mid-1980s because of SAPs in a number of developing countries. Still, the tax on exports due

to import taxes (and due to macroeconomic imbalance) remains important in many developing countries.

Tnerefbre, industrial protection and macroeconomic policies must be taken into account in the design of

optimal export tax policies.

Smuggling

The export tax level in one country cannot be determined independently from the level in

other countries if smuggling is feasible. The difference in tax levels must be smaller than the cost of

1 This holds even in the presence of non-tradables as long as the trade balance is exogenous.
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smuggling from the high-tax country to the low-tax country. If the difference in tax rates is larger than

the cost of smuggling, the high-tax country will lose part Df its tax revenue to the benefit of the low-tax

country. The low-tax country will obtain a rent in terms of increasing the base on which the export tax

is applied. Thbis is the familiar problem of tax competition.

This occurred in the early eighties when the degree of real exchange rate (ER) overvaluation

in Ghana was so large that a significant share of its cocoa output was smuggled to Cote d'Ivoire and

Togo. The impact of Ghana's policies at the time could have been much worse from the viewpoint of

the parties involved - including Ghana, its neighbors and the world market - if smuggling had not been

feasible. With smuggling, Ghana's producers were able to sell part of their output at a higher price

thereby dampening income loss, the reduction in output and the destruction of tiees; Cote d'Ivoire and

Togo obtained additional tax revenues; and world exports were larger than what they would have been

without smuggling.

Tune Consistency

As stated by Branson (1993), there may be a problem of time inconsistency in the case of tree

crops. This problem would not arise in the case of annual crops. However, in the case of long-lived

capital such as tree crops, the horizon over which producers optimize may very well differ from the

policy-makers' horizon. This issue is examined by Besley (1993). Given that te horizon of a typical

government is likely to be shorter than that of producers with long-lived capital, authorities may have an

incentive to charge low taxes at first to provide an incentive to producers to increase plantings, and then

to sharply raise taxes once the trees are planted. However, rational producers will expect this and will

not respond to the low initial taxes as the govemment might expect. This credibility problem constrains

the levels of sustainable tax rates which can be imposed. Besley provides a solution to this problem.
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The time inconsistency problem is more likely to prevail in democratic systems where

government leaders are elected for relatively short periods of time, unless the present leaders are

concerned that leaders which are elected in the future come from the same party. In that case, they will

take future effects into account in their policy formulation and there should be no credibility problem.

Governance

A number of commodities with an adding-up problem come from countries where leaders

have been in power for long periods of time. In this case, the problem is not one of time inconsistency.

Rather, the problem may be that the objective pursued by the leaders differs from overall welfare

maximization and involves maximizing welfare of some influential group (e.g., the military).

Many analysts argue that export taxation of commodities is a bad idea because the country

will lose market share over time and will be worse off in the long run. As argued earlier, the objective

to be maximized is not market share or annual welfare in the long run but rather the present value of

welfare. And the optimal path for the market share may very well be a declining one over time.

However, it is possible that these analysts have an implicit mistrust of the governments of the producing

countries and believe that the revenues collected through the commodity export tax will not be used

effectively for the public good. If that were the case, than a smaller tax would be preferable.13

However, this problem applies to taxes in general and not specifically to commodity taxes, and is thus

beyond the scope of this paper.

' To derive the optimal solution when it 's assumed that government revenue is not used as
effectively as private funds, one can give a weight w between zero and one to public funds which reflects
the relative social value of public funds compared to private funds. For instance, if at the margin, 60
percent of public funds are used for the private benefit of a small elite or for ostentatious projects of little
social value, then w = 0.4. Then, rather than maximizing the sum of producer surplus and export tax
revenue, the optimal tax would be the one that maximized the sum of the producer surplus and w times
export tax revenue. That tax rate would be smaller than the tax obtained when public funds have the
same social value as private funds.
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IV. Investment and Lending Policy

Section III discussed trade policies for commodlties with n adding-up problem. In this

section, I examine the investment policies In the producing countries as well as the lending policies of

the MDBs.

1.nvs 4

A country undertaking new investments in commodities subject to the adding-up problem

should expect to have a negative impact on the world price following the investments' gestation period

since the country's increased output faces a downward sloping excess-demand curve. This negative price

effect will not only affect new investments but will reduce the return on the existing capital stock as well

(tree stock in the case of cocoa, coffee or tea; mineral reserves in the case of copper or oil). It bas

therefore been suggested that the marginal revenue rather than the price be used to calculate rates of

return on new investments (Coleman, Akiyama and Varangis 1993; Branson 1993).

Two observations on this solution are in order here. Pirt, the marginal revenue calculation

of the rate of return is correct for any single country if there is no strategic interaction and other

producing c6untries do not respond to the new investments by changing their own policy. However, if

countries do interact, say according to a Nash strategy, then the marginal revenue calculation witfi

xalsing export taxes (or quotas) is incorrect.

A country expanding its output will have a larger share of the market and will thus have more

market power. The new Nash equilibrium will thus entail a different configuration of taxes or quotas.

We assume here that the investment is large, has an impact on the world price and is deterdned
by the government. In the case of small private investments made by atomistic producers, the world
price remains unchanged and there is no policy reaction by the other countries, so that the calculation of
the rate of return on the investment is straightforward. This is not the case with large public investments.
Private investments by atomistic producers are a function of the (current and future) producer price and
were considered in the cocoa simulations discussed in Section DI where long-mn elasticities of supply
were used. These elasticities include the response due to private planting decisions.
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This new equilibrium policy configuration, and the resulting world price solution, must be taken into

account when evaluating the rate of return on new investment projects.

In fact, as suggested by Krishna (1993), the two sets of policy decisions (trade and

investment) are in fact linked. When a country makes an investment which leads to a lower world price,

it lowers the incentive to make new investments for the other countries. Tbis dampens somewhat the

reduction in world price caused by the initial investment. This effect should also be taken into account

by the first country when estimating the rate of return on the initial investment.A

Second, the suggested solution for calculating the rate of return on a country's new

investments does not include the losses incurred by the other producers. This is fine for an individual

country. Advice on investment decisions given on a country-by-country basis will not maximize :he

producing countries' welfare and might even result in all countries being worse off. An MDB concerned

with thX producing countries' welfare should internalize the spillover effects and calculate the rate of

return on any new investment for the producing countries as a whole or for the selected reference group.

Ihis and other issues were examined in a seminal paper by Goreux (1972). He calculated

the rate of return on new investments at the individual producer level (at the given price), at the national

level (including the impact on the-rate of return to the entire domestic capital stock from the reduction

in the world price), and at the international level (including the impact on the rate of return to other

countries' capital stock).

The rate of return on an investment is lower when its impact on other producing countries

is taken into account. Thus, the advice on investment would be more restrictive when given by a regional

MDB than when only the investing country's welfare is considered, and it would be most conservative

when givenby the.World Bank (because it would consider the impact on all relevant countries). In other

5Imn fact, if countries choose export tax rates strategically, there is no reason why they would not
do the same with respect to investments. One difference between taxes and investments is that taxes are
easily changed while investments are irreversible (or hysteretic).
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words, the same principle which applies to advice on trade policy also applies to advice on investment

policy. To wit, that taking spillover effecls into account results in a more restrictive policy advice. As

discussed below, this principle was applied by the World Bank in its own lending policy for several

commodities.

2. Lending"

The concern here is with the lending policy of MDBs. For instance, the World Bank has a

long-standing policy of not lending for projects for a limited number of commodities. In the case of

coffee, cocoa and tea, the no-lending policy started in the early 1970s. For sugar, it started ir. the early

1960s. There are some exceptions to the ban on lending, and during the commodity boom of the 1970s

loans were made as the expected return on commodity projects was considered to be high enough even

when spillover effects were taken into account. For instance, in 1974, the.Board of the World Bank

recommended a vigorous lending program for cocoa.

The policy implies a belief that the adding-up problem was important for these four

commodities and that outut growth for these products had to be slowed down. Such a policy is not

compatible with a policy of free trade and implies optimal trade restrictions (tax or quota) for the exports

of these commodities. The lending policy has been reviewed by the Operations Evaluation Department

(OED) of the World Bank. The OED 1993 report recomunends that the World Bank policy be

abandoned. This is supported by Branson (1993).

Te OED report argues that the share of World Bank lending in total lending for these crops

(private and public) is small and that its impact on total output is small at best. The report presents the

total annual area planted (replacement and increment) for the period 1961-1990 as well as the area planted

36 In the case of lending, the adding-up problem also applies to the cse of a large number of small
producing countries if the MDB lends to a large number of producing countries and the elasticity of world
demand is low.
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in World Bank projects. The World Bank share in total plantlng is small, with an average share of 8.4%

for cocoa, 4.5% for tea, 2.2% for coffee and 0.5% for sugar. The conclusion is that World Bank lending

has little effect on total output. And therefore, restrictions on lending should be abandoned.

Two comments are in order. First, since the World Bank policy was not to lend for these

commodity projects (with some exceptions), it should be no surprise that the World Bank share in total

area planted was small. Second, the OED report claims that all but the poorest commodity producing

counEties have access to alternative sources of funding, so that World Bank lending has no effect on total

investment in these countries and only affects the composition of loans. If this is so, then the share of

planting under World Bank pmjects is unrelated to total planting. The lack of effectiveness of World

Bank lending would then be unrelated to the share of World Bank projects because of the producing

countries' access to other sources of funding.

Recommendations with respect to lending policy must distinguish between those countries

which have access to alternative sources of funding and the poorest countries which do not. Since the

former countries have access to alternative sources of funding, why should the World Bank provide the

funding? Coffee, cocoa and tea are commercial crops which generate foreign exchange and which can

attract private investment. Why use scarce World Bank resources which would have no impact on

resource allocation, when they could be used more effectively to finance public goods investments in

education, infastucture, environment, and the like? Hence, I recommend that the lending restrictions

be maeinned for countries with access to alternative sources of funding.

As for the poorer countries with no access to alternative sources of funding, I agree with the

OED report that the World Bank policy should be abandoned. However, loans to these countries should

not be evaluated on a country-by-country basis. The World Bank (or any-MDB) should be concerned
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with the overall welfare of these poorer countries (or whatever reference group is relevant). It should

only lend to these countries if it raises welfare for the group of countries as a whole. 1

For one department of an MDB to recommend lending, say, for cocoa to Ghana while another

department recommends lending to, say, Cameroon, without regard for the impact of each loan on the

other country and on third countries and without endogenizing policy reactions by the countries affected,

does not appear to be a reasonable way for an MDB to assess projects (as joint profits will certainly not

be maximized and everyone might end up worse oft). Thus, once again, simple marginal revenue

calculation of the rate of return on a project will not provide the conrect answer since it ignores the

impact on the welfare of the other poorer countries and ignores the possible new policy configuration

which might result from the new project.

Another issue is that of fungibility, which is relevant in the poorer countries as well. Assume

the MDB is funding a cocoa project which is intra-marginal. Then, it might be argued that such a project

would have been funded in any case and that the MDB is really funding a marginal project rather than

the intra-marginal cocoa project. If so, the MDB's impact on cocoa output will be limited, even in the

case of the poorer countries.

V. MDB Policy

Based on the arguments provided in the previous sections, I attempt here to answer the

question: What should the advice on trade and investment policy be for the MDBs and what should their

lending policy be for commodities with an adding-up problem? The section ends with a suggestion for

further study.

n I ;abstract here from the distributional issue arising from differences in size of planting area, as
between plantations and small farmers. Here, the former may have access to commercial sources of
funding whie the latter may not.
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1. Trade and Investment Polic'

In the case of tradc policy, a cartel will maximize industry profits. However, as discussed

in Section m, a cartel will probably fail, especially for agricultural commodities. If countries interact

in a way which approximates the Nash strategy, then the solution provides a policy equilibrium.

Contrary to the cartel case, a Nash strategy require no coordination, monitoring or enforcement.

The Nash welfare-n1 aximizing solution could then be taken as a lower bound for all countries

(where all do better than under free trade). And it would then be possible for some countries to do

beifer, without any country doing worse, than under Nash welfare maximization. For instance, countries

could all do better if they maximized welfare using export taxes in a Stackelberg game rather than in a

Nash game. And they mnight all do better if they maximized tax revenue rather tha- welfare under Nash

taxes (as confirmed for cocoa by *e simulations carried out in Panagariya and Schiff 1990).

On investnent policy, 1) if trade policies are independent of investment, then a marginal

revemie calculation of the rate of return under existing policies is correct for the individual country; 2)

if trade policies respond to investments (as they would under Nash strategy), then the evaluation of te

rate of return must be done at the new policy configuration; and 3) if the reference group is larger than

the individual country making the inviestment, then MDBs should include the welfare losses by the other
I ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~I

countries in their calculations, i.e., the marginal revenue should include not only the losses from the

lower world price on the country's capital stock but also on the other countries' capital stock. Otherwise,

-investmes might be recommended to several producing countries because each investment appears

profitable when in fact all countries could be worse off due to the spillover effects.

Moreover, if countries interact strategically in terms of trade policy, there is no reason wby

the same-would not occur with investnent policy. For instance, one country making investments in the

sector will reduce the incentive for other countries to make investments in the future. This effect should
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be taken into account by the first country. In other words, the investing country should take into Account

the possible impact of its new investments on other countries' irade policy and invesment policy.

2. Lending Policy

Following the analysis of lending policy in Section IV, the policy recommendations can be

summarized as follows:

1) Maintain the lending restrictions for countries with alternative sources of funding.

2) For countries - such as the poorer ones - with no access to alternative sources of funds, the MDBs

should only lend if two conditions are satisfied:

a) the funds provided actually have an effect on investment and output of these commodities (problem

of fungibility); and

b) the project raises welfare for the reference group (say, the poorer countries) as a whole and not

only for the country obtaining the funds.

3) The MDB may not be able to make all the possible loans which raise welfare of the poorer countries,

and might be limited to a smaller number of loans. Then, in order to maximize welfare of the poorer

countries, the MDB should first lend to the country with the lowest costs, then to the country with the

second-lowest costs, and so on.

' This statement holds unambiguously as long as the variouk loans result in thb same increase in
ouput. If not, then the statement need not hold. If, for insttce, instead of a constant output increase
we assumed that the size of the loan were constant, then a loan to a low-cost country would read to a
larger output increase than an equivalent loan to a high-cost country. Thus, stch a loan would result in
a larger reduction in the world price and possibly in a smaller welfare gain for the group of poorer
countries as a whole.
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3. Further Study

The Nash strategy requires considerable information since it depends on the world demand

and on the supply curves of all the producing countries. The MDBs could play a very useful role by

helping the producing countries understand the structure of the industry. This would include information

on world demand and on all the supply curves, including all the estimated parameters, and the

consequences of the various strategic games. This should of course be supplemented by all the market

information provided by the commodity-specific associations and by the formal commodity exchanges.

In estimating the long-term elasticities, it is important to identify potential new entrants as

well as substitution possibilities in demand. The latter has been important for sugar (with com

sweetners), for copper (with copper wiring being replaced by fiber optics), for natural fibers (with

synthetic fibers), and even for cocoa (wih the use of palm oil in lower-quality chocolates).

In addition to continuing to improve the estimation of commodity models, two central aspects

which require fiuther study are the mode of strategic interaction between the producing countries and the

objective(s) pursued. Is the interaction close to a Nash solution, Stackelberg, cartel or other? Does it

vary by commodity? Is Stackelberg leadership more likely with one dominant producer? And does the

type of interaction depend on past experience? For instance, South and Central American coffee

producers recently formed a cartel which has already led to price increases of over 40% in recent months.

Was their willingness to enter such an arrangement affected by the past existence of the ICA?

As for objectives, do countries maximize welfare, government revenue, or do some maximize

the former and others the latter? Or do they maximize a combination of both, with the weights depending

on economic anditions which might vary across countries and over dme? For instance, a government

with less fiscal discipline might want to extract more revenue and might be less concerned with welfare.

The same would be true of a low-income country lacking altemative revenue sources. This should affect

optimal policies in other countries. And might the policy depend on the structure of the industry and be
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the equilibrium outcome of the interaction of the various interest groups? For instance, a country with

competitive producers and a powerful parastatal or a monopolistic private exporter may have a policy

which is closer to revenue than to welfare maximization.

As stated in the section on structura adjustment, countries should pursue structural adjustment

programs - including macroecononic stabilization and trade and domestic liberalization - and use trade

policy for the few commodities with power on the world market. Hence, it would be preferable for these

countries to establish fiscal discipline and have competitive commodity production and exports. However,

given that these objectives have notbeen attained everywhere, the existence of non-competitive conditions

(such as parastatals or other monopoly exporters) and the lack of fiscal disciplinewill affect the objectives

of the trade policy.

I believe that more research should be devoted to understanding the nature of the objectives

pursued and of the policy interactions. This would help MDBs provide better advice to producing

countries, and would help the latter move to a better policy configuration.
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