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In wany develeping comtries there exists
n policy of prices subsidy for food items
safe tires som indusirial good are also
concemed by such peliey), This oolicy
sojective 15 1o 5211 goods at @ prices
below of what weeld Lo theiv markel price
inoowder to allow Iow income farmily to pur-
sase these items considered as basic.
However this poiicy of prices subsiay is
not diserimimatory in tenni of income

=wveis in the sense that every body can
#i¢ these goods at the same subsidized
;_:;1:(:! The paper purpose is to prasent
an sitemative view where the funds used
to inplement the policy of prices subsidy
are gistributed among households whose
tneomes are below a given level. In this
< k¢ households Naving an fncome more
Jan a stated level {(that will bedefined)

til pay the {ull {not subsidized) price.

The approach is based on the distri-
butien of fimds, previously aligcated 1o
prices subsidy,
incomes below a statad level that must

te households having

be detemmined. For three classes of
incomes are defined in velation to the
mcane of a given household teailed
housenold 17 whose level of satisfaction
should not change when a pelicy of funds
Llocation is substitued tc a policy of
funds allocation is subsritued 1o a policy
of prices subsidy (figure 1).

(1) During the 1970's |, a welfare program
is carried cut by the department of

rriculture in the inited States : low

incomes famitiies could puy food stamps
that were used to purcnase food in the
markel, The savket walue that can buy ihe:
food stanps is higher than their purchase
cost allowing low income families to elfec:
vely pay a lower price for fogd.
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Let in figure 1,X be goods whose prices arc
subsidized and Y all other goods. Let also
Ealg be the budjet line of heusehold )

it the case of prices subsidy and 1,‘6 be the

utility curve.

The consumer cplimum is attained at poind
"a". 1f the prices of goods X are not
subsidized the new budger line for household

1 becamnes l(a.% Slince his lwc!l of saticfac::

should not change when allocating funds, for
prices subsidy among househo}ds. nis new
budget line becomes !(11.1 {v.hiq'_l\ is parallel
te xal\é }. In this case the consumer's

cptinum is b and {s on the same utility curve

namely Ué. Trhe allocaticn that must get

household 1 s equal to.!{oﬁl times the prices

oF Y,

Now, for all househeld whose orginal
budget line fcase of prices subsidy] is
below KCLO ars in class 1 of incomes. Let
household 2 be in this'clase of incomes and
let KL, and U5 be his original budger lin
and utility curve. To be on the same utiiny
curve this household mist have a new budge!

equal to KoLy, The funds allocation policy
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mist seek to give houshold 2 the cpperiunity  budget line an NOLO 25 is the case in

. to be oa a higher ‘utlltty curve. This can Figure 2, hausehold 3 will be worse off
oe achieved if his budget line is greater because he will be en a lower utility curc
1 " . 3
than K, Lqe The proposal 1= to give this than Us.

frousehold as much income as budget line « 1f the tangency point is the left of

I‘LLE' In this case if household 2 were at the intersecticn of the original budget

comer solution in ferms of X say al an NOI'Q' heuschold 3 will be better off.
point "L," , the new budget line X i,
s11ll allow thas kind of sotution. Finally, let us consider class 111 of

incomes represented by household & whose
budget line does not cross Nyly. Let his
budget line be KL .After the prices subsic
suppressed hig new budget line becames ¥, H

Now, let ue consider the case of class 11
of incomes represented by househeld 3,
whose budget line is higher than KOLO

but does not cross NIOL... For example let

t higher than this class of
houshold 3's income and utility curve Hnce 1 :: 8 i :0"0 %
H rom any allocatiom
he ;._5 LS and L..\ (figure 2}. income will not bene 3

of funds. Households in this class of 'n
cormes will be worse off.

The appreach even though advocating
prices truth as suggested by the Intem
rionz) Monetary Fundand the werld Bank |
Governments of Developing Countries ic
différent in cne respect : funds previousi:
used for prices subsidy are distributed
among households for four purposes.
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- - Te increase welfare for those belong ¢
For household 3 his budget line becemes to class | of incomes.

Ka"g after that prices subsidy has bemn - To mmintain the level of satisfactic
suppressed for goodz X . Once the alleca-
tion of funds has taken place he will
have a new budger ling equal 1o Nul.
which is parallel ie K L, reflecting the
new prices of goods X.

for those whose incomee are equal to o
stated level | Kcln] used as a guideline
te detemmine the limits of classes of
incomes.,

= Te lessen the effects of the now prico:
of goods X on households in clase 11 of
incomes.,

point ‘of the orfginal budget lina and ~ To bantsh high income housenolds frov
utility curve.

Twe kinds of situations may arise. depan-
ding o the positien of the tangency

benefiting of low prices because of 10«

- If the tangency peint is to the prices subsidy policy.
cight of the intersection of the original




(n effect of this approach is to aljow
for shanges in conaumplion pattems. The
price chenge f goods X may induce 3 lower
demard for these goods. The total demand
ior these goods lmostly agricultural
nroducts? will desvease overiime and ray
induce a relative price reduction since
this kind of preducts is traded in & neay
perfect cenpetiticn type of market,

Usually. fool products (mainly
sgricultural} are concemed by the policy
of prices subsidy. In developping countries
» major part of these preducts are imported
because local output (s not sufficient 1o
meot demand. In fact thas pelicy aim is
to subsidy import of food products. The
effect of this situation ig te discourage
‘acal preducers from increasing their
suiput because the marke! price is low
{hecause of the subsidy} : this situatien
aces not allow local producers with higher
warginal cost 1o center the market. However
tf a part of the funds previcusly allocated
to prices subsidy is used to enhance local
cutput of agricultural products the vesult
will be & substantial increase of local
production and & probably a decrease of
uUmport £.
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