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Efficiency and Equity
of Food Market Interventions

This paper reviews the economic rationale of food market interventions in India, the problems
that arise in designing these policies and their performance. The evaluation points to certain
directions of reform which require that the framework of a centralised public distribution
system be set aside in favour of a regionally differentiated safety net of food subsidies sensitive
to local consumption patterns, needs and circumstances.

|
Introduction

his paper examines the efficiency

and equity of food market inter-

ventions in India. The paper re-
views the economic rationale of such in-
terventions, the problems that arise in
designing these policies and their perfor-
mance in the Indian context. The evalu-
ation pointsto certaindirectionsof reform.
[t will beargued that thesereformsrequire
that the framework of a centralised public
distribution system be set aside in favour
of aregionaly differentiated safety net of
food subsidies sensitiveto local consump-
tion patterns, needs and circumstances.
Dissolving the existing arrangements
would, however, face formidable but not
insurmountable political economy con-
straints. The scale of food subsidies and
itsincidence in particular states would, of
course, besubjecttopolitical initiativeand
interest.

|
| deal Market | nterventi ons

The principal efficiency argument for
food market intervention arises from the
absence of risk markets. Private storage
of foodgrains across years is typically
unprofitable. However, such storagemight
be socialy profitable because poor risk-
averse food consumers cannot obtain
credit or insurance against crop failures.
Price stabilisation is therefore a substi-
tute for missing risk markets. The reduc-
tion in risk is beneficial to producers
aswell.

BHARAT RAMASWAMI

Evenwith complete markets, the market
solution in poor countries produces out-
comesthat involve unacceptably low food
consumption for the poor. The equity
objective of food market interventionisto
augment the food consumption of such
target groups. This is accomplished by
offering subsidies on such consumption.

A mechanism for achieving both these
goasisthe procurement (purchase), stor-
age and distribution (sales) operation.
Suppose the subsidy scheme requires an
annual distribution of 15 million tonnes
of grain. Annual procurement would
however vary depending on the size of
harvest and the available stocks with the
government. It could be greater than 15
milliontonnesin timesof abundant sup-
plies. In such times, the government
builds up stocks. It could be less than 15
milliontonnesintimesof shortfall. Insuch
times, the public distribution draws down
stocks. With luck, such a scheme can
smooth out the inter-temporal variability
in crop supplies.

Only inexceptional circumstances, such
as a sequence of bumper harvests or a
sequenceof disastrouscropfailures, would
such schemes fail. Except for the limita-
tion in such rare events, successful price
stabilisation should mean that over crop
and weather cycles (such as 8-10 years),
the average size of government purchases
would be equal to the annual distribution
of 15 milliontonnes. If thiscondition were
not met, price stabilisation would not
be sustainable. Stocks would either be
continuously augmented or depleted.
Sustainability therefore requires that
the change in stocks (i e, the difference
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between procurement and distribution)
should on average be zero. The variance
or swingsin stock levelswould depend on
the extent of price stabilisation. Greater is
the extent of price stabilisation, larger is
the market intervention (in terms of pur-
chasesand sales). In an open economy, the
government would coordinateitsinterven-
tion with international trade. Empirical
studiesusually findthat international trade
reduces the size of market intervention
required to achieve agiven degree of price
stabilisation.

|
Desi gni ng Sust ai nabl e and
SQuccessful | nterventi ons

There are severa problemsin operating
and designing a sustainable intervention.
Asthediscussion above suggests, theidea
is to stabilise prices around their mean.
However, the mean price (and average
supply) does not remain unchanged.
Stabilisation itself changes it. Typically,
in adeveloping economy, average supply
tends to increase over time. As a result,
interventions that try to stabilise with
referenceto historica supply levelsand do
not adjustwill tendtocarry toomuch stock.

First, there are the exogenous factors:
technological progress and Engel’s law.
Supply grows faster than demand and the
relative price of food declines. Second,
there are the endogenous factors. Price
stabilisation of food crops favours them
over the crops that are not supported. The
supply responseto price supports must not
be underestimated. In markets where pro-
ducershold rational expectationsof future
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prices and supply, price stabilisation
decreases price variability and producers
increase supply as aresponse to reduction
in risk. These effects are even greater in
developing country markets, where with-
out futures markets and information dis-
semination services, producers have little
means of forming rational price expecta
tions. In addition to decreasing price
variability, price stabilisation reduces ir-
rational forecasting errors and substan-
tially reduces risk relative to the non-
supported crops.

If intervention does not adjust to these
long-term supply factors (by letting aver-
age pricesfall), it will tend to accumulate
stocks. In addition, market interventions
develop political interests. As price
stabilisation is eroded by the goal of
supporting producer prices, it further
distorts the allocation of resources to the
supported crops deepening the problem of
sustainability.

On the distribution side, a successful
interventionisonewherethetarget groups
receive the entire subsidy. Here the prac-
tical issue is that while the poor can be
counted, itisnot easy toidentify them. The
targeting criteria cannot be those that can
be claimed or mimicked by the non-poor
in order to receive subsidies. Associated
with any targeting scheme are errors of
exclusion (due to exclusion of some
members of the target group) and errors
of inclusion (due to inclusion of some
members of the non-target group). While
anideal targeting schemekeepsboth these
errorstotheminimum (perhaps, even zero),
nobody has discovered such aschemethat
workseverywhere. Usually, thereisatrade-
off between the two kinds of targeting
errors. Liberal or loose targeting schemes,
of which universal accessis a polar case,
minimise exclusion errors but maximise
inclusion errors. Conservative or tight tar-
geting schemes minimise inclusion errors
but increase the chances of leaving out
some of the target group. The trade-off
implies that efficient targeting design is
the outcome of minimising a weighted
sum of exclusion andinclusion errors. For
instance, developed countries, concerned
as they are about inclusion errors, have
especialy in recent years, opted for con-
servativetargeting schemes. Subsidiesare
time-boundandaresubjecttoawork require-
ment. On the other hand, in Indiathereis
astrong casefor weightingexclusionerrors
more than inclusion errors. In rural India,
as much as 75 per cent of the population
earns an income that lies within twice
the poverty line [Gangopadhyay and
Wadhwa 2000].
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v
Sabilisation

Inthissection, | consider thestabilisation
outcome of the food market intervention.
In particular, | show the contrast between
the decade of economic reforms and pre-
vious decades.
(a) 1991-92 was the last year that public
distribution offtake (of rice and wheat)
exceeded procurement (of riceand wheat).
Since then procurement in every year has
exceeded public distribution offtake.
(b) In the period before 1991-92, procure-
ment and public distribution were more
evenly matched. During the 20 years
between 1972-73 and 1991-92, procure-
ment exceeded public distribution offtake
in 11 years and was smaller than public
distribution system (PDS) offtake in the
other nine years.
(c) Define AS = (Procurement — PDS
Offtake). It is a measure of excess stock.
This can fluctuate widely from year to
year. [t doesnotincludeimports/exports or
open market sales. Nonetheless, itisa use-
ful measureinour context becausethese are
thequantitiesthat arelargely determined by
the government’s choice of administered
prices: the procurement and issue price.
Net exportsand open market sales aredis-
cretionary policiesthat areputinplace only
when stock levelsarenot at desired levels.
(d) In an economy, where the government
stabilises annual supplies over time, the
average value of AS over along enough
period ought to be zero. Theaveragevaue
of AS over the period 1972-73 — 1991-92
is .43 million tonnes. When the period is
extended to 1999-2000, the average value
of AS rises to 2.3 million tonnes. In the
period of eight years from 1992-93 to
1999-2000, the average excess stock was
7 million tonnes.
(e) The real surprise is that at the end of
1999-2000, we had only about 45 million
tonnes of grain stocks. The excess stocks
during 1992-93 — 1999-2000 sum to 56
million tonnes. Since the stocks at the
beginning of 1992-93wereabout 11 million
tonnes, we should have had 67 million
tonnes. The discrepancy is accounted by
open market sales (about 20 milliontonnes
of principally wheat) and exports (about
2milliontonnesof mainly rice) duringthis
period.
(f) The primary reason for the mismatch
between procurement and PDSinthe 1990s
was a jump in procurement rather than a
fal in offtake (although that has been
pronounced in wheat) (Table 1).
(g) Prices of rice and wheat, measured in
constant rupees, increased during the

1990s. Thisreversed thetrend of declin-
ing prices observed during the period
1970-90 (Table 2).

The situation is unsustainable and present
policies can continue only if the next two
crops fail. In the next two sections, the
paper considerstheresponsesof producers
and consumers to food market interven-
tion that exacerbate the problem of excess
stocks.

'
Procurenent and Specul ati on

Once stocks are on the unsustainable
path, they can build up very quickly be-
cause of speculative expectations.! The
government announcesaprocurement price
that is fixed at the same level throughout
the season. For a grain seller, the oppor-
tunity cost of saleto the government isthe
market price of grain but at a later point
intime. Thusprice expectationsdetermine
the sales to the government. Price expec-
tations are in turn dependent on future
government actions. When government
stocks are large, it is natural to expect
future sales from these stocks. Indeed,
open market sales are the principal means
by whichthegovernment hasbrought down
stocksfrom unwanted levels. They reduce
private storageintwoways. First, because
futuresuppliesareexpected, smaller quan-
tities of private storage are sufficient
(to arbitragetheseasonal pricedifferences).
Second, there is no systematic way in
which the open market sales occur. It is
very difficult to predict the timing, quan-
tity and priceof grainofferedinopenmarket

Tabl e 1: ChangeinReal Pricesof R ce
and Weat
(R certt)

1970- 71- 1989-90  1990- 91- 1999- 2000

Rce 323 +23
Wheat -40 +28

Surce: Author’ s cal cul ations usi ngdatafrom
various i ssues of t he £cononi ¢ Survey.
The whol esal epri ceindi ces of riceand
wheat aredef| at ed by t hewhol esal epri ce
indexof al | conmodi ti es.

Tabl e 2: Changes i n Aver age
Procur enent and Of f t ake

(MI1iontares)
R ce R ce Wieat Weat
Procure- Oftake Procure- Gftake
nent nent
1981-82to
1991- 92 9 84 86 7.8
1992-93to
1999-2000 12.6 9.8 11 6.6

Surce: Author’ s cal cul ati ons usi ngdatafrom
various i ssues of the £coroni ¢ Survey.
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sdles. In such situations, private storageis
also very risky.

For boththesereasons, largepublicstocks
canleadtoevenlarger stocksinthefuture.
Indeed stocks can be so large that private
stocks might not be carried at all. Thisis
what happened withwheat procurementin
2001 when the government procured 19
million tonnes, which is reckoned to be
almost the entire harvest that came to the
market in Punjab and Haryana. Private
trade picked up only 10-15 per cent of
suppliesprocuredfromother regionswhere
the minimum support price was not opera-
tive. As aresult, stocks at the end of the
2001 whest procurement season amounted
toahugehoard of 65milliontonnes, which
was the quantity of rice and wheat output
in 1971.

\'{
Gftake, QualityandPrice
Transni ssi on

Now consider consumer behaviour that
can cause the government to carry excess
stocks. According to case studies and
anecdotal accounts, consumers perceive
the grain from the PDS to be of lower
quality than the grain from private retail.
It hasnot been realised that such consumer
behaviour hasimmediate implications for
government stocks and food subsidy ex-
penditures. Before we turn to the impli-
cations, note that as government and pri-
vate trade procure grain at similar prices
(especialy wheat), thelower quality &t retail
level markstheinefficiency of government
operations. Newspaper accounts speak of
quality deterioration at different pointsin
the distribution chain. At the point of
purchase itself, the government often
buys lower quality and damaged grain
(often because of political pressure).
Quality loss is severe in the commonly
used methodsof storage(coveredandplinth
storage). Furthermore, the FCI does not
have the systems to implement the first-
in, first-out principleof inventory manage-
ment. As a result, their stocks often tend
to be old.

Quiality preferencemeansthat unlessthe
PDSgrainissufficiently discounted, some
consumers would prefer to buy market
grain even when it is more expensive.
Consumers, however, differ in their valu-
ation of quality and hence in the price
discounts that they require to buy PDS
grain. Suppose the government increases
the issue price in order to keep the food
subsidy within manageable limits. Thisis
typicaly the response (usually lagged) to
hikes in the procurement price. The price

discounts on PDS grain falls, which leads
someconsumerstoexitthePDSand switch
demandsto the open market. An empirical
analysis of these demand switches is
containedinBalakrishnanand Ramaswami
(2001). As shown in Baakrishnan and
Ramaswami (1997), thesedemand switches
are commonly observed in the seasonal
patterns of PDS wheat offtake.

We therefore observe the following
sequence: higher procurement price, higher
procurement, higher issue price, lower
offtake, and larger stocks. This describes
government operations till 1997. The in-
troduction of targeting which created dual
pricesfor abovepoverty line (APL) house-
holdsand below poverty line(BPL) house-
holds led to two opposing effects. The
APL households, which had to pay an
issue price equal to the economic cost of
the FCI, moved out of the PDS reducing
offtake. The BPL households received a
substantial discount on the economic cost
and had incentivesto utilisethe PDS. The
stateswithawell-functioning PDSadapted
quickly to the targeted scheme and made
full use of the BPL alocations. These are
predominantly the rice consuming south-
ern states of AP, TN and Kerala and they
account for the bulk of the offtake. The
principally wheat consuming states of
Rajasthan, M aharashtraand UPwhichhave
weak publicdistributionsystemsweres ow
to identify BPL beneficiaries. Asaresult,
wheat offtake fell drasticaly under the
targeted PDS while rice offtake has re-
mained at its earlier levels.

The effect of lower quality on govern-
ment stocks, however, remains. For agiven
subsidy rate, the government will carry
larger stocks than what it would if there
were no quality differences. There is a
second implication as well. By causing
some householdsto switch demandsto the
open market, an increase in issue prices

prices are awarded on the basis of higher
market prices (in the past year).

[
Food Subsi di es:
Scal eand Hfi ci ency

Consider now the equity objective of
market intervention schemes. With annual
sales between 15 and 20 million tonnes of
grain, thepublicdistribution system (PDS)
accounts for 15 per cent of the total avail-
ability of rice and wheat and for about 40
per cent of thegrainthat arrivesinmarkets.
The central government spends over
Rs 9,000 crore on the food subsidy
programme. If expenditures by the state
governments are taken into account, the
total expenditures on food subsidiesisin
the neighbourhood of Rs 12,000 crore.2
The debate about the PDS does not ques-
tion the need for a safety net for the poor
but whether it is an adequate and efficient
mechanism for augmenting the food con-
sumption of the target groups.

There are two major issues with the
PDS. The first issue is whether the target
groups receive significant subsidies from
thePDS. Thesecondissueiswhether these
subsidiesareprovidedefficiently. Roughly
speaking, thefirst issue concernsthe scale
of the PDS while the second issue con-
cernsthe efficiency of PDS expenditures.
While, for convenience, | will examine
theseissuesseparately, they areintimately
connected. A higher efficiency of PDS
expenditures, scale remaining unchanged
is equivalent to a higher scale, efficiency
remaining unchanged.

In recent years, evidence has steadily
mounted that the poor receive meagre

Tabl e 4: Qost of Providi ng Cne Rupee
of Subsi dy
(R)

alsoincreasesmarket prices[Balakrishnan  Sate\Target Etire Bottom Bottom Bottom
and Ramaswami 2001]. The complete G oup 'IDZP“' Per“gem Pefgem Perzooem
sequenceistherefore: higher procurement o
price, higher procurement, higher issue Andhra
price, lower offtake, larger stocks, and '\;13“5; 1; i- (1)‘2‘ ;‘-gg g-gé
higher market price. The sequence be- aresmra - : : :
comes a cycle when higher procurement — Source: Duttaand Ramasvani (2001a).
Tabl e 3: Deconposi ti on of t he Cost of Food Subsi di es
Totd Transferto Excessi ve Leakages/ Transferto
Expendi t ures Non- Tar get Qost s Fraud Tar get G oup
Q oup
Andhr a Pradesh 7778 2059 2058 1161 2477
(%9 (%9 (15 (R
Mehar asht ra 1883 568 295 529 468
(3 (16) (2 (®
Mres: Hguresinbrackets are percent age.

Qurce: Duttaand Ranaswam (2001a). Thetarget groupi s defined as t he bott om40 per cent of the

popul at i onranked by expendi t ure.

Economic and Political Weekly March 23, 2002

1131



benefits from the PDS [Dev and
Suryanarayana 1991; Parikh 1994; World
Bank 2001]. In the southern states, espe-
cialy Andhra Pradesh, Kerala and Tamil
Nadu, the poor seem to make reasonable
use of food subsidies.3 This is not so in
therest of thecountry. Indeed, themgjority
of the poorest 20 per cent of households
in the northern and eastern Indian states
doesnot purchaseany foodgrainsfromthe
PDS [Parikh 1994].

Thepoor might beexcluded or might not
participate for a number of reasons. First,
the geographica coverage of the PDS is
limited especially in the northern Indian
states. For instance, in Maharashtra, 30 per
cent of thepoor do not usethe PDSbecause
of lack of access [Dutta and Ramaswami
2001a]. Second, to obtain access, house-
holds must show proof of residence. This
is difficult for migrants. Third, ration
entitlements can be accessed only once
every fortnight. Often, poor householdsdo
not have incomes that permit savings for
this duration.# Fourth, given the costs of
utilising the PDS, because of factors such
as queues, uncertain supplies, inferior
quality, and inconvenient location, the
slender subsidy (because of limited quotas
and subsidy rate) offered in most states
might not justify the participation of poor
households. In 1993-94, the average per
capitasubsidy received from purchases of
rice, wheat, sugar and kerosenewasRs 3.5
inrura areasand about Rs6inurban areas.
The median value of the ratio of total
subsidy to household expenditurewas|ess
than 1 per centinbothurbanandrural areas
[Tarozzi 2000].

Another way to judge the importance of
subsidy to households would be to look
at the subsidy in relation to the maximum
income that can be transferred to target
groups by a food subsidy system. For
example, suppose we take 4 kgs of grain
per capita per month as the desired level
of supply fromthe PDS. If themarket price
of grainis p, food subsidies can increase
per capitaincomesby at most Rs4p, which
happens when supplies are free. Com-
puted this way, Dutta and Ramaswami
(20014) find that the bottom 40 per cent
in Andhra Pradesh receive, through the
PDS, about a quarter of the maximum
incometransfer whileinMaharashtra, food
subsidiestransfer tothe bottom 40 per cent
only about 5 per cent of the maximum
possible levels.

Even where publicly subsidised grain
reaches the poor, the market is just as
important a supplier. Most households
depend on amix of thetwo. In thetypical
pattern, the market is the dominant sup-
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plier[Dev and Suryanarayanal991; Parikh
1994 and World Bank 2001] presumably
because ration quotas are limited and not
available for purchase continuously. This
means that consumer benefits from the
PDS depend not just on the scale of sub-
sidies (which are meager for poor house-
holdsin most partsof the country) but also
on how the subsidies impact the market
priceof grain. If, asthe evidence suggests,
thePDSincreasesthemarket priceof food,
thentheseeffectsmay well dwarf thedirect
benefits of food subsidies.

It can therefore be concluded that, with
the exceptions of a few states, the effect
of PDS on the well-being of the poor has
beennegligible, if not perverse. Toregister
larger benefits, the scal e of the programme
would have to expand to be a major
supplier of graintothepoor. Swaminathan
(2000) argues that fiscal problems should
not constrain expansion as food subsi-
diesare less than 1 per cent of GDP — a
ratio lower than that of many other
countries. As a proportion of central
government expenditure, the central food
subsidy has fluctuated between 2.5 per
cent and 3.5 per cent [ Swaminathan 2000].
These ratios would have to increase sig-
nificantly, perhaps even doubled, for the
PDS to make a major difference to the
livelihoods of thepoor. Such arecommen-
dation runs counter to the prevailing con-
cerns about fiscal control. But surely the
issueisone of productivity of government
expenditure rather than of its scale. In
the macro-perspective, thescal econstraint
to food subsidies stems from the un-
willingness and inability of the govern-
ment to undertake reforms of itself so that
resources could be released for safety net
expenditures.

This brings us to the issue of efficiency
of PDS expenditures. If there are potential
efficiency gains, reforms within the PDS
could expand the scale of food subsidies.
There are three principal reasons why the
PDS does not deliver food subsidies effi-
ciently. These have to do with targeting
errors, i e, income transfers to non-target
groups, excessive costs of procurement,
storage and distribution (relative to the
private sector) and leakages or fraud, i €,
illegal diversionsof subsidised graintothe
open market.

To get an idea of their quantitative
magnitude, we draw upon examples from
Andhra Pradesh and Maharashtra [Dutta
and Ramaswami 2001a]. Suppose the
objective of food subsidiesisto subsidise
thefood consumption of the bottom 40 per
cent ranked by income. Table 3 showshow
much of the expenditures on food subsi-
dies go to the target group (the fourth
column) after accounting for targeting
errors (the first column), excessive costs
(the second column) and leakages or ille-
gal diversionsto the open market (thethird
column). These computationsarebased on
food subsidy costs and estimates of in-
come transfers (from NSS consumption
expenditure data) in 1993-94. These fig-
ures imply (dividing the income transfer
by the subsidy cost) that it costs Rs 3.14
and Rs 4 to transfer a rupee to the target
group (of bottom 40 per cent) in AP and
Maharashtrarespectively. Table4 presents
the same kind of data where we consider
different choices of the target group — the
entire population, the bottom 40 per cent,
the bottom 30 per cent and the bottom 20
per cent.

These examples illustrate that it costs
much more than one rupee to transfer a
rupee of subsidy to a reasonably defined
target group. It is sometimes thought that
targeting errors are responsible for these
departures from efficiency. However,
Table 3 makes it clear that the costs of
deliveringfood subsidiestothetarget group
arehigh because of targeting errorsaswell
as lapses in implementation. To see the
relative contribution of these factors,
consider the cost-effectivenessof transfer-
ring arupee of subsidy to the target group
of bottom 40 per cent. Suppose targeting
were perfect in the sense of zero subsidies
to the non-target groups and nothing else
changes. The changein cost-effectiveness
depends on whether the savings are trans-
ferred to the target group or to the general
budget. In the first scenario (call it case
A), costs remain the same but effective-
nessincreaseswhilein thelatter scenario,
costs fal but the target group receivesthe
same amount of subsidies (case B). The
first row of Table 5 reports the cost-effec-
tiveness of perfect targeting. Notice that
subsidy transfer still costs more than one
rupee because of excessive costs and

Tabl e 5: Cost of Providi ng One Rupee of Subsi dy t ot he Bot t om40 Per Cent under
Perfect Targeting or(O} gani sati onal Reform
R

Andhr a Pradesh: AndhraPradesh:  Mharashtra:  Miharashtra:
Case A Case B Case A Case B
Perfect targeting 171 23 1.8 2.81
Perfect organi sational reform 137 18 1.46 22

Source: Author’ s cal cul ati ons usi ng Tabl e 3. Case Aand case Baredefinedinthetext.
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illegal graindiversions,whichtogether can
be called implementation failure.®

The contribution of the costs of imple-
mentation failure can be considered by a
corresponding hypothetical experiment.
Suppose these costs were reduced to zero,
everything elseremaining unchanged. The
second row of Table 5 reports the cost-
effectiveness of organisational reform
under case A and case B. Although neither
case iscompletely realistic, it can be seen
that implementation efficiency offers at
least as much if not greater gain as im-
provements in targeting.

Wi
Targeting

For public spending in general, the lit-
eraturemakesadistinctionbetweenbroadly
targeted and narrowly targeted programmes
[van de Walle 1998]. The idea of broad
targetingisto subsidisebasicconsumption
goods and services for all households
because such goods and services matter
more to the poor. Asthe poor spend more
on food, in proportionate terms, than the
non-poor, a universal food subsidy such
as the erstwhile PDS is an instance of
broad targeting. But, aswe haveseen, such
programmes al so benefit the non-poor and
aretherefore expensive. Narrow targeting
is of two types. The first is indicator tar-
geting which identifies an easily observ-
able characteristic of households that is
highly correlated with low income. The
indicator isthenused asaproxy forincome
toidentify andtarget poor households. The
second approachisself-targeting. Herethe
design of subsidy is such that it is much
more costly for the non-target groupsthan
for the target group to participate in the
subsidy scheme.

Clearly, the success of indicator target-
ing depends on the correlation of the
indicator with poverty. In India, indicator
targeting at the central level began with
the revamped PDS in 1992 where certain
backward regions received higher subsi-
dies.® While there is no published evalu-
ationof thisprogramme, Jhaand Srinivasan
(2001) demonstrate the potential of geo-
graphical targeting especialy when it is
done at the district level where disparities
aremarked. Thereisthereforeastrong case
for treating regions differently. However,
geographical targeting was given up in
1997, when it was replaced countrywide
by the targeted PDS (TPDS). In the new
programme, the PDS makes a distinction
between below poverty line households
(BPL) andabovepoverty line(APL) house-
holds. While APL households are pro-

vided grain at FCI’s economic cost, BPL
households receive grain priced at 50 per
cent of FCI’ seconomic cost (which covers
the cost of procurement, taxes, transport
and distribution).” Thus, the subsidies are
restricted to the BPL population.8

In principle, TPDS ought to make food
subsidiescost-effective. However, itwould
benaivetoexpect targeting errorstovanish.
Indeed, exclusion errors are built into the
implementation process. Identification of
the poor is the responsibility of the state
government, which in turn is expected to
uselocal bodiesand village panchayatsfor
this purpose. Even though the poverty line
is an expenditure-based norm, it is not
feasible to elicit expenditures for identi-
fication. Identification would then depend
on household characteristics such as oc-
cupation, dwellingtypeand sizeand soon.
Evenwhendonehonestly, thereisnoreason
to expect that the total of such beneficia-
rieswill match the BPL population in the
state because (a) targeting indicators are
imperfectly correlated with poverty and
(b) poverty isitself measured with error.
If thereisan excess of beneficiaries, there
is a problem because their BPL subsidy
will not be funded by the central govern-
ment. At least some of the state govern-
ments might be expected to trim the num-
ber of beneficiaries by whatever meansto
match the BPL population. So exclusion
errors can be expected even when the
process is faithful to itsintentions.® More
redlistically, we can expect errors aso
because of lack of interest and capture by
non-target groups.19 In addition, the dif-
ference between APL and BPL pricespro-
vides strong incentives for illegal diver-
sions to the market. For these reasons, it
is not clear that BPL targeting is the best
routefor target groupsto access subsidies.

The difficulties of indicator targeting
make sel f-targeted programmes, in which
the relatively rich voluntarily opt out of
theprogramme, particularly valuable. Self-
targeting in food subsidies can work by
subsidising commodities consumed pri-
marily by the poor. Rice and wheat arethe
mai ncommoditi esthat aresubsidised under
the PDS. Ontheother hand, coarsecereals
comprisingsorghum, pearl milletandmaize
are known to receive higher sharesin the
household budgets of the poor in several
regions of the country. But these com-
modities are unsubsidised. Would it be
welfareimproving to transfer one rupee of
subsidy from rice and wheat to the coarse
cereals? Since the importance of coarse
ceredls varies by state and residence, the
answers to this question must be state-
specific as well.
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Using NSS household consumption
survey data, Duttaand Ramaswami (2001b)
evaluate this policy for Andhra Pradesh
and Maharashtra. The results support the
case for subsidising coarse cereals in
Maharashtra but do not endorse it for
AndhraPradesh. Theresultsare divergent
even though (a) the food subsidy systems
are comparable between the two statesin
their coverageof thenon-poor and(b) coarse
ceredls are an inferior commodity group
in both states. This happens because the
welfare gains also depend on the shares
of the subsidised commaodities and of
coarse ceredl s in the budgets of the poor.
In Maharashtra, poor househol dsconsume
significant amount of coarse cereals and
correspondingly smaller quantities of su-
perior qualitiesof foodgrains. Hence, they
benefit from the relative price change in
favour of coarse cereals. In contrast, poor
households in Andhra Pradesh lose from
such ‘local’ changes because of their con-
siderable consumption of subsidised rice.

The general point is that self-targeting
schemes cannot work onan al-Indiabasis
because it uses food preference patterns
that are necessarily state-specific. Coarse
cereds are in particular not suited to a
centralised procurement, storage and dis-
tribution because of their limited shelf life.
However, subsidising coarse cerealscould
work as a component of a regiona food
subsidy programme.

IX
Food St anps

A feature of India's food subsidy
programmeisthe deep involvement of the
government and its agenciesin physically
handling the grain. The government buys
thegrain, storesitinitswarehouses, trans-
ports it to different depots in the country
and distributes it to authorised retail out-
lets. Agencies of the central and state
governments carry out this operation. An
aternative to such an arrangement is the
system of food stamps. In this scheme, the
purchase, storage, movement and distribu-
tion of grain is performed by the private
sector. Could this be superior to the ex-
isting PDS? Asthereisno published work
that has examined this question, consider
the factors that will matter in the cost-
benefit calculus.

A food stamp is a cash voucher, which
can be exchanged by therecipient for only
food. It isusua to restrict thelist of foods
by excluding alcoholic beverages, snack
foods and other processed food. Here
consider food stampsthat can beonly used
to purchase foodgrains. In order to
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preserve comparability with the PDS, as-
sume afood stamp programme that offers
recipient thesameleve of subsidy asthe PDS.

We noted earlier how targeting errors,
excess costs and illegal diversions erode
the cost-effectiveness of the PDS. How
could food stampsbebetter or worse?Like
the PDS, a food stamp programme also
requirestheidentification and registration
of beneficiaries. Food stampsaretherefore
onthesamefootingasthePDSwith respect
to targeting errors.! Excess costs, which
congtituteasignificant part of government
subsidies, cannot arise in a food stamp
programme since the grain is transacted
through private markets. Thisisthe major
gain from a switch to food stamps from
PDS. A leakage in terms of the diversion
of grain is clearly not an issue with food
stamps. However, other kinds of fraud
might still occur. Inparticular, food stamps
meant for identified beneficiariesmight be
hijacked by intermediariesand soldtonon-
target groups (or to target groups them-
selves resulting in loss of subsidy). As
food stamps are like currency, diversion
of food stamps might be easier in terms
of transactions costs than the diversion of
grain. With respect to fraud, it isnot clear,
a priori, whether food stamps are more
advantageousthan PDS. However, asfood
stampscan benumerically tagged, it might
be cheaper to inspect and investigate food
stamp fraud than illegal grain diversions.
Finally, all of this discussion assumes the
existence of a private retail grain-market-
ing network. Food stamps might not work
inremoteregionswith poor transport links
although it must be acknowledged that
thesefactorswork againstthe PDSaswell.

Thisreview suggeststhat the cost-effec-
tiveness of food stamps depends on its
administrative costs (relative to the PDS)
and the efficiency of the private sector.
This is an empirical issue and can be
established without too much difficulty. It
is likely that food stamps are more cost-
effective in some regions (perhaps urban
areas) than in others. Y et the government
(and many researchers) has resisted such
institutional mechanisms. While an aver-
sion to markets might be one reason, a
superficia evaluation of food stamp ex-
periences in developing countries might
be ancther. Most of the developing coun-
triesinstituted food stamp programmesin
responseto afiscal crisis. Typicaly, these
countries(eg, Jamaica, Sri Lanka, Mexico)
underwent major macroeconomic reform
that led to areduction of general food price
subsidies. In order to protect the poor, a
food stamp programme was introduced.
The objective was therefore to use food
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stamps to reduce food subsidy expendi-
tures and to target them to the poor. The
reduction in subsidy levels (often accom-
plished by not indexing stamp value) and
initiation of targeting meant that the food
stamp programme was not comparable to
earlier subsidy programmes. The small
literature that discusses the (adverse)
conseguences of food stamps in develop-
ing countries does not distinguish the
impacts of changesin subsidy levels (and
the new targeting schemes) from the ef-
ficiency gainsin transferring food distri-
bution to the private sector. This work
thereforedoesnot illuminatetheefficiency
gains from food stamp programmes when
subsidy level and thetargeting scheme are
held constant.

X
Pol i cy Response

India's food market intervention is in
crisis. Unable to resist procurement |ob-
bies, public money in the last decade has
been used to build grain stocks, subtract
supplies and increase foodgrain prices.
Neither is there much compensation in
terms of an effective distribution system.
With the exception of the southern states,
too few of the poor use the PDS and the
bulk of the subsidy iswastefully spent on
transfers to non-target groups, illega di-
versionsand inefficienciesin distribution.

Whilethe PDSisthejoint responsibility
of the central government and the state
governments, their roles are unequal. The
central government procures, stocks, trans-
portsand suppliesgraintothestategovern-
ments and absorbs the costs of these
operations. Once the grain is alocated to
the states, it isthe job of the state govern-
ments to ‘lift’ the grain and distribute it
to retail PDS outlets within the state.
Decisions about the major policy para-
meters (procurement price, issueprice, ra
tion quotas) are vested with the central
government. Somestategovernments, most
notably AndhraPradesh, have participated
in policy-making (with, of course, influ-
encerestrictedtotheir domain) by offering
subsidies in excess of the central govern-
ment subsidy. But, by and large, the role
of state governmentsisto support the FCI
in procurement and distribution with little
participation in policy-making, except by
way of lobbying for specia interests.

It is unlikely, however, that this will
remain unchanged. A more federal struc-
ture seems to be in the offing. The first
stepintheevolution wasthetargeted PDS.
The principa innovation, i e, the imple-
mentation of targeting doesnot involvethe

central government at al. For the central
government, the major consequence of
TPDSisthat it tiesthe central government
subsidy to the BPL population within a
state thereby providing a formula for the
transfer of food subsidy fundsto the states.
The second step that the central govern-
ment is pushing for is decentralised pro-
curement. If this happens, the implemen-
tation of the PDS will be the sole respon-
sibility of state governments and the cen-
tral government will restrict itself to the
financing. Theadvantageof thesearrange-
ments for the central government is that
(a) asfundingunder TPDSistiedtopoverty
estimates, it is bounded and will decline
with falling poverty and (b) decentralised
procurement will undermine the power of
procurement lobbies, and will thereby
reduce procurement price, stocks, the
economic cost of FCI and hence reduce
foodgrain subsidies as well.

Decentralised procurement hasnot found
favour with the states. While opposition
from the grain surplus states is expected,
other statestoo havenot wel comedit either
because they do not wish to confront a
procurement lobby in their backyard or
because they are unsure about their capa-
bilitiesin undertaking this operation. It is
also not clear how decentralised procure-
ment will mesh with minimum support
prices. If these are obligatory for state
governments as well, predominantly
grain-deficit states might not save much
by undertaking procurement themselves.
With these uncertainties, it is reasonable
for the states to resist decentralised
procurement.

Although the evolution to a federal
relationship seems, ironicaly, to suit the
centre more than the states, there are
opportunities especially for the states that
are committed to the PDS to gain control
on food subsidies and to restructure them
efficiently. It is well known that PDS
performance differs across states which
suggeststhat local factorsmatter and should
therefore be taken into account in food
subsidy policy [Ahluwalia 1993; Dev and
Suryanarayana 1991; Dutta and
Ramaswami 2001a; M ooij 2001 and Parikh
1994]. Indeed, while there is enormous
scopefor improving efficiency by reforms
such as geographic targeting, self-target-
ing and food stamps, their design and
effectiveness are specific to loca prefer-
ences, knowledge, infrastructure and cir-
cumstances. For instance, a state could
subsidise coarse cereals, use food stamps
in urban areas, allow universal accessin
backward areas, and temporarily increase
the subsidy rate in regions that are
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adversely affected by floods, drought and
other natural disasters. In a decentralised
framework, the central government would
primarily be afunding agency and itsrole
inoperationswouldbelimitedtothestorage
of emergency reserves. Through the Plan-
ning Commission, the central government
could monitor the targeting performance
of individual states and reward the states
that dowell withgreater subsidy allocation
irrespective of their poverty status for it
can be wasteful to alocate subsidies to
poor states without regard to targeting
performance [Mooij 1999]. States with
little interest in food subsidies will lan-
guish with ineffective distribution. But
thisisan outcomethat hasto do morewith
state politics than with central policies.

Such amovetowards afederal relation-
ship in food subsidies is essentia if the
food subsidy system is to be flexible and
contingent on local circumstances and
needs. It need not result in the central
government abandoning its responsibili-
ties, assomecriticsfear, provided thestate
governments negotiate with the central
government to ensure the scale of financ-
ing is commensurate with the needs of a
secure safety net. Indeed, this ought to be
the mgjor agenda of the states.

The major hurdle to a federal structure
is the tricky issue of procurement. The
practical difficultiesin decentralising pro-
curement are much exaggerated. After all,
private trade does move grain from the
surplus to the deficit states. It is immedi-
ately feasible for the states to constitute
a clearing house (which invites bids for
purchase and sae from FCI as well as
private trade) that matches the demand
with supply. Themoredurabledifficulties
arepolitical. Thereisaproposal of income
supports to replace procurement. But this
would only exchange the present troubles
for future problems of an even greater
magnitude. The case for using price sup-
ports to subsidise foodgrain producers is
no longer as compelling as it once was.
Stabilisation is defensible provided the
operation is limited. Fortunately, there is
asustainable way of holding up foodgrain
prices above what they would otherwise
be. After al, food subsidieshavefavourable
effects on food demand. In the US, one
$ of food subsidy is estimated to increase
food demand by 20-35 cents [Senauer
1993]. Jha and Srinivasan (2001) find
similar sorts of effects from a simulation
model of Indian foodgrains markets. If the
farm lobby can perceiveits self-interestin
an efficient and targeted safety net, as it
does for instance in the US, then it opens
possibilities for meaningful reforms. &l

Not es

[An earlier version of this paper was prepared for
a conference titled Perspectives on the Indian
Economy and Evaluation of Economic Reforms
in India, organised by the Planning and Policy
Research Unit of the Indian Statistical Institute,
Delhi Centre. For comments, | am grateful to the
conference participants and in particular to J V
Meenakshi and Arvind Virmani. Much of this
paper draws on joint work with Pulapre Bala
krishnan and with Bhaskar Dutta. Responsibility
for errors is entirely mine]

1 Speculative expectations are not taken into
account inreduced form regressionsthat relate
procurement quantity to procurement price
and output. For studies of speculative ex-
pectations, see Balakrishnan and Ramaswami
(1995) and Ramaswami (2000).

2 State expenditures in 1998-99 amounted to
Rs 2,840 crore [World Bank 2001)].

3 These were the only states where the average
purchase of PDS grains by a household in the
bottom 20 per cent exceeded 9 kgs per month
in1993-94 (TableA3.1a World Bank (2001)).
By contrast, these figures were negligible for
Bihar, Haryana, Punjab, Rajasthan, Uttar
Pradesh and West Bengal. In Assam, Gujarat,
Karnataka, MadhyaPradesh, Maharashtraand
Orissa, the figures were between 1 to 4 kgs.

4 Conditional on purchase, top deciles purchase
more grain per capita from the PDS than the
bottom deciles. See Dutta and Ramaswami
(2001a) as to why the usua income effect
alone is not responsible for the regressive
nature of PDS purchases. Rather the finding
seems more consistent with the view that poor
householdsaremoreliquidity-constrainedthan
rich households. Of course, theliquidity effect
depends on the income level.

5 Targeting errors can also be due to lax
administration. However, targetingerrorsarise
fundamentally becauseof imperfect knowledge
about household characteristics. It istherefore
useful to keep the costs of targeting failures
distinct from the costs of organisation failure.

6 Indicator targeting at the state level precedes
central policy. Andhra Pradesh used (and
continuesto use) land ownership to target rice
subsidies in rura areas.

7 Toreduce stocks, the government temporarily
cut APL prices by 30 per cent in 2001.

8 If FCI's economic cost is below the market
price, the APL users would also receive
subsidies. Usually, however, the market price
is below the FCI’'s economic cost.

9 States such as Andhra Pradesh and Karnataka
had some form of indicator targeting even
before the advent of TPDS. The target groups
so identified are numerically much greater
thantheestimatesof BPL population. However,
the states have chosen not to bring their
estimates of target groupsin linewith the BPL
population perhaps because of the political
difficulties of such an exercise or because of
concern over the exclusion errors that would
arise or a combination of both. In Karnataka,
thenumbersof BPL beneficiariesaresixmillion
households while BPL households are
estimated as 3.9 million [Mooij 1999]. In
AndhraPradesh, the corresponding figuresare
11 million and 3.8 million [Government of
Andhra Pradesh 2001]. The subsidy for the
excess beneficiaries is borne by the state
governments.

10 Mooij (2001) describes the way beneficiaries
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were identified in Bihar.

11 If anything, food stamps might lead more of
the poor to use food subsidies because they
no longer have to save up to buy the twice
monthly rations from the PDS.
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