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The Rat 1onality of Economic POllLy

i ‘k%lph[?a#timore, G.:Edwa:d'SChuh;"aﬁd‘Robeﬁt"
‘Qﬁeséionsvabout thé‘fationai ity of éco§omlc po;lcy come up in é Pumbér.ot -
ldifferent ébntékté.‘ Wor example, models of 1nduced‘fechnlcaf change tor veo#ors 1
Uof the econbmyiin which.pubiicly finaﬁced researchris‘important pbéit éyratiénal

ponse on the part of pOllCV makers to changes in fact01 priﬁé ratios (see {?}S
But econometricrmodels¢'on the otherjhaéé, typically treat.econgmicxgolicy as an
'exogencus,variable'oi aé aﬁ exégénoﬁsly_ééﬁermine& ¢oﬁs£rain£,on’éconéﬁic

. » ) | o 1/

variables.” Seldom is an attempt made to specify and gquantify behavioral

’equaflons for pcl cy mdkerb as SOClal agencs.

In contrast,ﬁo thesé "be}ief"_and "agnostic" views, there is a large body

conomlc p

1on whﬂchvﬂmpllns“that

e

. . . e . . S A e
are lrxatlonal, Thls 9051t10n has been express d chque“ ly in recent discussions

of acriCthuxal pollcy, where 1t,is argued.that~the exigtence of import boards,
eypqrt boar ds, and government maxhe#lnﬁ aﬂe‘CJe constitjpte a.barrier to the
fficient use of markets anﬁ the world's resources. Implicitly ox e.gllcltg

such public agunci““ do not) respond ¥ ionale

-to the price incentives they receive.:

#*Ralph Lattimcre is with the Econcmic Branch, Agriculture Cans x

is Senior Staff Economist, President's Council of ”“onomlﬁ Advi qerS; and Robert
Thompson is Aabi tant Professor, Department of '
iUn1¢ rsity. »
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economic activity° In supporL of thlS prop051tlon ev1dence is drawn from a

e:couple of recent attempts to spe01fy and estlmate behav1oral equatlons for,.

policy_makers., In bOLh cases the resulfs are part of a larger study° }

Behav1oral Equatlons for Publlc Pollcy

Trade pollcy is an 1mportant and frequently used means of transferrlng

erme part of the ag:icultural 'surplus' (1n the Nlcholls':sense [4]) to then
unonfefm secedr [5};6]; In thls sense it becomes a powerful means of allocatlng
vresources within the eeonomy; as well as an‘imporfant means:of determininé the
fﬁi o seetoral, functionai; and personalvdistribeﬁien of iﬁcome. | o
ihere.are menyfeiements ﬁo_tra&e éolicy, and Seidom»caﬁ oee eieﬁent be

understood in isolation of others. Exchange rates are often set at other than

equilibrium levels, tariffs are impesed selectiVely, export and,impoftIQuotas

‘are usedwtoréguiébéqeahﬁﬁm flows, and a wide rangeiof>expof£‘texeé and subsidies
f’ are often used. The proliferation and seeming ad hoc nature of such'policy‘interé

‘ventions often add to the belief that there is little rationality to the total

"complex.of‘policy.‘ This view is reinforcedvby‘the appérent contradiction of some

of the policies that are imposed, where often it seems that thevrightfhand

taketh away what the left“hand glvethq

“able by a re}atlvely imple economic model. For example, the Brazilian government

 guotas, export taxes, overvalued exchange rates, and the tying of exports to the

_quanflty of beef supplied (@hroyghzétorage} to the dcmestiv'market;during-the'slack

been to iewerethe,dOmestic.-~,wv

?oxldry’seasongl The net effect of these policies has

price of beef in terms .of the domestic currency when the latter-is evaluated
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at the effective exchaﬁge rate for beef exports. Hence, these policies have

driven a wedge between the exogenously determined world price and the domestic

price of beef, with the result that the domestic'price is lower than it would

otherwise be.

In general, the level of trade intervention for a given product is the net
effect of policies introduced to meet a number of objectives. Typically, these
include a desire to remove resources from the export sector into the import

competing sector, to increase government revenues, and to hold down the domestic

P
~

price of exportable products, which in many cases are agricultural products.
Given this framewoik, researchers commonly assume that the level of intervention
for the product being studied is determined exogenously to the model being studied,

.dn part because ﬁhe.pqliciesviqtroduced to meet the above objectives can be

extremely complex and diverse.

‘However, in a recent econometric study of the Brazilian beef sector [3] we
- hypothesized that over the period 1947-71, trade intervention against beef
exports by government authorities was determined primarily by a desire to hold

down the domestic price of beef, and that the importance of other disériminatory

g TEFY s

motives was small by comparison with this objective. This led to the definition

“of ‘an intervention varizbie, I ,  (measured in cruzeiros per unit weight)] which

L of B

50 defined:a £ofor: evporti«

fob

times the free trade (or equilibrium} exchange rate {(li*) minus the FOB price

times the effective exchange rate {HE);Vg'
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 This intervention mechanism was assumed to work in the foilowing’mannér}
If there was an increase in the»quantitylbf;beef aéméndedvby the rest of the

world, for example, then the external or FOB pride'would rise, othét‘things.being‘
_equal. If the’government‘wishéd to prevent the doméstic pricevfrom'rising,vit

could lower the effective exchange rate by'any one or a combination of policies.

The most direct means, in terms of the above definition of thé interVention} was
to change the effective exchange rate relative to the equilibrium exchange rate.

But at times the government introduced guantitative restrictions on exports as

&y

well, sSince it ié.difficult to calculate the ekport tax that is eqﬁivalent to
. a quantiﬁative rest;iction, it is uSUaily not stsible'to expreSS'the domestic

price in terms of the FOB price. However, since the domestic beef price is

observable, it'is possible to calculate the level of ‘intervention (I7) as the

difference between the FOB price evaluated at the free-trade exchange rate and

the domestic beef price:”

I“=(p. . 0") - P IR :
t fob -t . g

where Ii is the level of intervention including the effect of quantitative

e

restrictions.

price of beef to domestic consvmers and the need for foreign exchange earnings. |

One measure of the government's interest in holding down beef prices is the

of inflation is highly visible to policy makers as well.as the public, and

N
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f,;.: s:nce beef products have a welght of 0. 25 in Lhe food prlce Lndex,‘ Hence,'an

..

'"rulncrease in the rate of lnflatlon was hypothe31zed to cause an 1ncrease in the
level of interVention, other things being equal.
~ The overall position in the balance Qf'payments,.en the other hand, was

7 hypothesized to act as a constraint on the level ef ihtervention.i More‘epeci«

bficaliy, when the baience ef pejmehts is iﬁ”eurﬁluee(er e#pected'te'be‘ink.
surplus))’tﬂe go§ernmeﬁt‘is expected_te increase the‘ieveiiof intervention,
% '3“ othexr thlngs belng equal because tﬁe eoﬁntry cen‘efferd te sacfificejbeef
gl. | vexport earnlngs w1thout prec1p1tating a balance of payments pfoblem. Similarly,:
| if the government expects a deflclt in the overqll balance of payments (or if
Vthe defic;t is‘expected to :ise), if will tend to redﬁce»the~level of interven-‘b
v;ion in orde#‘teﬁemelie?afeior.oyercome a ehqfeaéeief fore%gﬁ exéhange.;hh |
The FOB price:ofbbeef Was‘aleo inclﬁded in the equation on:tﬁe éfounds

'thae the higher this price thé greater nmust be tﬁe level ef intervention te"
maintain a éarticular pr%ée (er quanfity coﬁsemeé) in‘ﬁhe'domestic market. In

addition, a set of policy dummies was included in order to test whether differences

»

’over time in major policy stances or tra&e affected the relationship

2187 05X,
(1.80) %%

S

(2.75) bex (2 ‘9g) Fx % (1.30)% 0.10)6  (0.41)

R? = 0.73  ° D.W. = 1.71 -

- where It = level of discrimination (as described aboVe) against beef exports,

X =

weighted average price of Argentine beef s:des and corned beef in
London, UssS of 1963/675 per ton (weights 0.5:0. 5).




‘ :x$v= ovefail po%iﬁioﬁtin‘fﬁebbglanée‘éféayméﬁté,. ‘
Xg = pmc‘g;_aum, - ’lﬁfo’r 1953-59, o"étherw'ifse‘; :
'}’XG - policy @m,‘ = i‘_fo'r 1960-63, 0 otherwise. '\

'é if_-  Pjtjx7 = poliqy’dummy, =, iAf§rfl964-7l,7O otherwise.

é 'Thé policy dummy forjthe pefiod l947—$2»was‘suppreSSéd'inbbrderitéré?oid »
i : siﬁguiarity;>:i£svefféct appearsvin fhe constahf:ﬁérm::v | | | |
Paramefers 6f fhe equation weré estimatea 5y ordina;y leastrsquares. Overall}
‘fhe.étatistica¥ éupport.fof the modéi is“qu;tgﬂgéod,H.96mé‘73 beréent‘of thé varié'
v, : : s . -

ation in the level of intervention is explained. LAll'éoefficients with'g_priori
restrictions have fhe expected sign, and two of the three "economic" variables

{the world price of beef and the rate of domestic inflation) have coefficients

-‘thatfare;signifidantly,diffe;ent;from zerd.at:thga;;percentr}evelkd The%remaining‘-ﬁ

variable, the overall balance of payments, has a coefficient that is significantly
different frém.zero at the io-percehf level.

Only one of the policy dummies had a ;oeffiéient'that was significantly

different from zeroc at usually accepted levels, and it was significant at the .

5-percent levél, _This policy dUmmyAreférs to the period 1953-59, ﬁhich“is\

3 RIS

&

“generally recognized as a period of liberalization of trade policy with- respect. -

cient is consistent with the hypothesis that there was a-

shift in the equation

describing the intervention of policy makers at this time.

6
corn sector. The results were as follows:™
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—l 508 + 583X8 + 005X9 + 1. lOSXlo ~‘l7 316X11 + 14 683X12 + 25 334Xl3

ﬂ

t' ( 218)***( 016) (. A88)** (13 OOO)* (18 368) (16 519) %

é‘ ','R? - 0747- ; D.W;.=>1°569

5 where: . : R

€  ’ 1I£ = Jevel of government 1nterventlon, deflned as the world market prlce

ﬁé of corn in dollars times the shadow rate of exchange less the domestlc
1?, price of corn, in cruzeiros per metric ton, o o t‘l' Ec_'
, Xg = percentage increase in the Brazilian consumer priée index.

é_ X9 = overall position in balance of payﬁénts; in miliioﬁs of U.S. dollérs,'
oy g = world mérket price éf.cérn, in dollérs per met:ic ﬁon.‘ |

é» | Xll =~l:in years 1953-59; 0 in'all others.

f X35 = 1 in years 1960-63; O in all.otheréoA

0 in all others. .

1 in years 1964-70;

The:stétistléal results again support the model quite well. - Some 75 percent

of the.variationvin'the level of intervention is explained by the included variables.
Two of the variables, the rate of'inflation and the world price of cornf have

i

coefflclents that are s19n1flcantly different from zero at the 1~percent level

. 1he pollcy stance in the 1064 70 perlo& was more dlscrlmlndtory agalngu corn than

‘in ha other peri‘ods”cons:ideréd,”“Théré“ism_Som0 évidence that the baslc pollcy

od but the level of

The stetistical results are consistent with judgments of others that

domestic inflation and the cost of living were the major factors influencing’

trade policy arguoa that the main reason for the overvaluation of the Brazllnan'

‘gurrency was to keep the domestic cost of 1iving down In both models the
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coefficients of the domestic rate of inflation and the world price of the
"xéSpectivs commodities are highly significant and have the éxpeéted Sign;>_The
‘coefficient of the balance of payments variable is Substantiallvaeaker, and in

only one case was it marginally significant -- at the 10-percent level.

"That‘such'a la:ge fractioh of the variations ih'the level of intervention

% lfhrough trade'ﬁolicy coﬁld bevexpiained by a limited'set ofvvariables hfpothe—

; sized to explain it suggests that there was more rationality to Brazilian

i ;tré@é poli&y than many have bélievede Moreq&gr, the dpminant faétor iﬁfluencing
ﬁraée policy appearé t6 haﬁe been a concern with inflation‘and the ﬁrbaﬁ COnsumef,

év:" In gttem&ting to ?gbtect consumers, éf course, pplicy ﬁakérs discriminated égéinst

agricultural producers.

It should also be noted that the variation in the level of intervention was

quite 1érge, with rapid shifts from one period to another. The mecdel is not

"ﬁust explaining one “trend" variable with anothér'éetréf "trends."  The rate

of inflation also fluctuated widely from dne periocd to another, as did the

prices of the commodities (although to a lesser extent).

Concluding Comments

.

. B1Ll that is required is that policy makers act, in the final analysis, as if

s

hape economiic

course, a large part of our economic world is left unexplained.
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e " Footnotes
;/ An important exception, of course, is the. formalization and esﬁimation of_
tax f;nctions. Strictly spéaking, these_equations do not describe ﬁhe
behaviqr of government per se, however, but rathef attempt to idéntify
functional felationships among eéqnomic variables, given that polic§7
decisions have already been ﬁaéeo |
2/ For detail, see [31. eépecially Chaéter 1 and‘Appendix A.
E 3/ The effectivé exéhange rate foi beef is éhe.rate that applies to
e 'béef e#portérs;'corrected‘for ény taxgsAof subsidies which apply to

B those exports. .
j_ 4/ During periods in which multiple exchange rates prevailed the effective

‘vate of exchange was defined at times for narrowly defined groups of

v cat L T G, e emas el . AT

- “o

‘products. ‘At other times

@

a single exdhangé rate prevaiiéd for'ali"”'

exports. For detail, see [3] and [ej.

,

5/ Numbers in parentheses are student t-ratios. Three asterisks indicate

that the coefficient is significantly different from zero at the l~percent

N level, and one asterisk indicates significance at the lO-percent level.

Tt 0t Loy . . ¥ TR - . . o i, )
6/ The numbers in parentheses are standard errors in this case.
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