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Preface 

This book is intended for classroom use. My approach is to deal with 
t rade and policy issues in a global f ramework rather than within the 
limited scope of U.S. self-interest. Such an approach involves study of 
the relationship of trade to efficient use of resources, the role of trade 
in economic development, and the implications for the domestic objec-
tives of countries involved in international trade. 

Detailed knowledge about international commodity markets, in-
ternational conditions, and the policies of participating nations is not 
likely to be available to any one individual. However, I have written the 
volume in the belief that the scope and depth of coverage is sufficient to 
produce a core of material and ideas that will be useful to the individual 
reader as well as provide a f ramework and format for the teacher who 
wishes to prepare organized classroom material. For the individual 
reader who wishes to explore a particular topic beyond its coverage 
here, I have included a bibliography to provide a starting point for 
fu r ther research. 

On completion of a task such as this, grati tude is due many people. 
Lawrence Witt, Nicholas Luyks, and Bruce Huf f all reviewed a partial 
early draf t and made many useful suggestions. John McKeon and 
Robert Stevens provided helpful comments on a later draf t . I am also 
indebted to several persons in the Depa r tmen t of Agricul tural 
Economics at Michigan State University for their assistance in typing, 
prepar ing footnotes, editing, and handling other questions of format 
and completeness. 



Most of all, I want to express appreciation to the students with 
whom I have had many hours of discussion in and outside the class-
room. They have played a central role both as stimulators and critics of 
the thoughts and issues on which this volume is based. Without their 
interest and curiosity this project would not have been started. 



Introduction 

During the post-World War II period, problems of international 
commercial conflict have centered increasingly on agriculture and the 
role of trade in development. Major economic, institutional, and politi-
cal changes have occurred that have both changed market organization 
and increased political stress. T h e most ambitious attempt to negotiate 
international trade rules — the Kennedy Round — resulted in little 
measurable progress toward solving the world's agricultural or com-
modity t rade problems. Three United Nations conferences on trade 
and development (UNCTAD) had limited success in f inding solutions 
to the trade problems of less advanced countries. T h e task of effective 
policy formation to lessen confusion in trading relationships and to 
reduce conflict in commodity markets continues to confront the trad-
ing countries of the world. There are many reasons for the current 
status of disorder, conflict, and difficulty in arriving at mutually agree-
able international policy for agriculture, but two factors are of domi-
nant importance. 

One of these is the network of policies formulated by individual 
nations. All advanced countries have established domestic policies 
aimed at varying degrees of protection for their agriculture, and many 
of these policies interfere with the orderly flow of international trade in 
agricultural products. While it is more usual to condemn the accom-
panying import restrictions needed to implement these policies, ex-
porters are no less guilty of influencing trade by placing commodities 



onto markets at prices and in quantities quite different f rom those 
which would exist in the absence of domestic income programs for 
agriculture. In the less developed countries, domestic programs (often 
implemented through marketing boards) seek to exploit agriculture in 
the interest of foreign exchange savings and economic development. 
Other policies aimed at import substitution diminish total trading 
volume and, in combination with export marketing programs, influ-
ence trading prices and quantities in international markets. 

A second problem encountered in formulating trade policy for 
agriculture arises f rom the great differences among countries in tech-
nical, economic, and institutional conditions surrounding agricultural 
production as well as the differ ing importance of agriculture in trade 
of individual nations. The United States is by a wide margin the world's 
largest exporter of agricultural products and raw materials. But these 
exports in total generate no more than about 2 percent of gross na-
tional product. This is in sharp contrast to smaller countries, such as the 
Netherlands, Ireland, Denmark, and others, with much smaller total 
volumes of trade, but with agricultural exports representing between 
10 and 15 percent of the gross national product . 

Among advanced nations there are wide variations in resource 
bases and conditions surrounding agricultural production. Less dense-
ly populated countries such as Canada, Australia, and the United States 
rely on extensive land areas and relatively large, low cost farms to 
establish their positions in world markets. Smaller industrial countries 
such as the Netherlands and Denmark enter export markets with 
intensively produced livestock products achieved at a relatively low 
cost. Among the major net importing countries — the United King-
dom, West Germany, and Japan — wide variations in production exist, 
but all have high population-to-land ratios and inadequate land bases, 
even with high output per hectare. 

Among the less developed countries there are wide differences, 
both in the extent to which domestic production fulfills domestic needs 
and in the kind and degree of specialization involved in production 
that enters world markets. In the more static and least advanced coun-
tries, agriculture tends to be organized on a local subsistence basis. 
Participation in international markets (where it exists) is limited to one 
or two specialized products, and production and exporting often are 
controlled by outsiders. Some developing countries have begun or are 
seeking a more broadly oriented participation in international mar-
kets, as exporters, importers, or both. Plans to develop both agriculture 
and industry with a view toward expanded domestic output and effec-



tive participation in international markets have been instituted by 
many countries. 

Differences in the degree of structural adaptation of agriculture to 
modern technology and a general excess of labor in agriculture create 
wide variations in production costs among countries. In some cases 
these differences prevent adaptation of output to market require-
ments. This fact, along with excess commitment of total resources in 
some countries and widely differing demand conditions, has accen-
tuated the conflict between national and international policy goals and 
objectives. Overcoming these differences to reconcile the varying in-
terests and problems faced by different countries and groups of coun-
tries creates numerous problems in arriving at a policy framework that 
can be subscribed to by all or even most countries. 

This study is an at tempt to analyze conditions in international 
agricultural markets and some of the underlying phenomena that 
influence international t rade and policy. It is tempting to start with an 
assessment of the conflict between domestic price or income policy and 
trade policy. I have chosen not to do so because it could overemphasize 
the immediate problem of conflict and overlook the causes behind the 
conflict. Only the nature of the conflict, not its causes, can be under-
stood by looking solely and directly at existing policies and programs. 

Consequently, the first three chapters attempt to lay the ground-
work for discussion of policy issues. This is done by looking briefly at 
the historical and environmental conditions that influence commodity 
trade and policy, by sketching postwar development in trade, and by 
analyzing the economic foundations that influence trade and competi-
tive positions in international agricultural markets. 

The remaining chapters deal directly with policy issues. T h e first 
part of the policy discussion emphasizes trade problems among ad-
vanced countries, and the latter part of the book concentrates on issues 
and problems facing developing nations. This separation is not entirely 
satisfactory because the issues involved are of ten closely interrelated. 
Policies in advanced countries frequently have as much effect on the 
trading position of the less advanced as they do on trade among 
themselves. Yet differences between advanced and developing coun-
tries in economic condition and policy objectives and methods are 
clearly great, and they need to be looked at as separate although clearly 
interrelated problems. 





1 

Setting and Background 

Much of what we believe to be possible as well as good or bad about 
t rad ing relationships today is rooted in the events, conditions, and 
economic and political t hough t of past eras. T h e cumulative condit ions 
that inf luence today's t rad ing problems largely began with the Indus-
trial Revolution. Specialization and mechanizat ion mean t lower prices 
for many goods. Because of lower product ion costs, business f i rms 
developed surpluses, and increased profi ts were possible. T h e de-
velopment of an industrial s t ructure created the need for and the 
possibility of t rad ing economies ex tend ing beyond local exchange. A 
need developed fo r expanded markets and increased sources of raw 
materials. This in t u r n led to a major reorganizat ion of social and 
economic s tructures within more advanced countries, particularly the 
United Kingdom, and the expansion of t r ade on an in tercountry basis. 

The Emergence of Trade Policy 

T h e first policy issue to gain ascendancy in the newly f o r m e d nation 
states of the e ighteenth and n ine teenth century was the question of the 
ultimate source of national wealth. T h e first practical m e n to develop a 
solut ion were k n o w n as mercantilists. T h e scope of mercant i l i s t 
economic doctr ine is illustrated by the following quotat ion: 

All commodities found in a country, which cannot be used in their 
natural state, should be worked up within the country . . . . Attention 



should be given to the population, that it may be as large as the 
country can support . . . . Gold and silver once in the country are 
under no circumstances to be taken out for any purpose . . . . The 
inhabitants should make every ef fort to get along with their domestic 
products . . . . [Foreign commodities] should be obtained not for gold 
or silver, but in exchange for other domestic wares . . . and should be 
imported in unfinished form, and worked up within the country . . . . 
Opportunit ies should be sought night and day for selling the 
country's superfluous goods to these foreigners in manufactured 
form . . . . No importation should be allowed under any circum-
stances of which there is a sufficient supply of suitable quality at 
home.1 

A wide r a n g e of policies was i m p l e m e n t e d to serve these mercant i l i s t 
goals. Many f o r m s of t r a d e res t r ic t ions , licenses, dut ies , ta r i f fs , e x p o r t 
subsidies, a n d an extens ive r e g u l a t i o n (p lann ing) of domes t i c economic 
activity b e c a m e the f o u n d a t i o n of na t iona l policy. Di rec t ing c o m m e r -
cial policy t o w a r d t h e e n d of na t iona l weal th with a m a j o r e m p h a s i s o n 
state con t ro l of i n t e rna t i ona l c o m m e r c e as t h e vehicle f o r inc reas ing 
weal th d o m i n a t e d ear ly d e v e l o p m e n t of i n t e r n a t i o n a l t r a d e policy. 

Bu t as with all e x t r e m e posi t ions, a r eac t ion set in. D u r i n g t h e late 
1700s, t he m e t h o d s a n d aims of mercan t i l i sm increas ingly were ques-
t ioned . T h e no t ion tha t p rospe r i ty a n d g r o w t h would be a u g m e n t e d by 
giving f r e e play to t h e selfish mot ives of indiv iduals b e g a n to e m e r g e . 
T h e wri t ings of A d a m Smith p r o d u c e d an analytical u n d e r g i r d i n g f o r 
t he doc t r ine tha t t h e weal th of na t ions a n d economic g r o w t h a r e 
e n h a n c e d t h r o u g h t h e e f f o r t s of ind iv idua ls seek ing the i r own e n d s 
t h r o u g h the m a r k e t m e c h a n i s m , a n d with m i n i m u m di rec t ion by gov-
e r n m e n t . Whi le Smi th was c o n c e r n e d p r imar i ly with t h e c rea t ion of 
weal th , economis t s w h o fo l lowed h i m were in t e r e s t ed main ly in t he 
d i s t r ibu t ion of weal th in t he f o r m of r en t s , p rof i t s , a n d wages a n d in t h e 
f o r m a t i o n of m a r k e t pr ices t h r o u g h t h e in t e rp lay of supp ly a n d de-
m a n d . T h e y buil t on Smith 's concep t s to achieve a systematic analysis of 
m a r k e t a d j u s t m e n t . Be ing m e n c o n c e r n e d with pract ical a f f a i r s of t h e 
day as they exis ted in E n g l a n d , it was n a t u r a l f o r t h e m to t u r n to 
ques t ions of i n t e rna t i ona l t r a d e . Whi le it was obvious t ha t t h e r e we re 
s o m e d i f f e r e n c e s b e t w e e n domes t i c c o m m e r c e a n d i n t e rna t i ona l t r a d e 
— in such m a t t e r s as fac to r mobili ty, m o n e y , b a n k i n g , t h e set t l ing of 
accounts , a n d na t iona l policy a n d economic life2 — a g rea t v i r tue of t he 
se l f - regula t ing m a r k e t analysis was tha t it cou ld be t r a n s f e r r e d direct ly 
in to t he analysis of i n t e rna t i ona l marke t s . A r m e d with this analytical 
f r a m e w o r k , t h e classical economis t s d e v e l o p e d t h r e e concep t s in t r a d e 
analysis.3 



The most renowned of these is the theory of comparative advan-
tage. T h e argument demonstrated that absolute cost differentials were 
not necessary to create trade and that countries could gain f rom trade 
with each other despite general differences in production cost levels. 
Comparative advantage is thus a welfare theory which argues the good 
of expanded trade and also demonstrates how trade is possible despite 
basic differences among the economies of different nations. 

A second major concept, the price-specie flow theory of payments, 
was developed to argue and demonstrate the automatic nature of the 
adjustment of trade and payments among nations. Stated in its simplest 
form, if a nation is receiving more gold in exchange for export sales 
than can be absorbed domestically at full employment equilibrium, 
prices will rise, export sales in turn will decline, and gold will flow out. A 
nation in a deficit t rade position will lose gold, prices will decline, its 
commodities will become more attractive in international markets, 
exports will expand, and there will be a compensating inflow of gold. In 
this manner prices will fluctuate automatically to maintain an equilib-
rium adjustment among countries. This was, of course, a long-term 
equilibrium argument , and it overlooked short-term disequilibrium 
problems and the question of how trade is financed. 

The third major idea used reciprocal demand to explain interna-
tional values. This theory argues that countries will offer goods in 
international markets and demand goods f rom international markets 
in relationship to domestic demand and production conditions and 
that each nation will share in trade in relationship to its competitive 
efficiency. 

Each of these notions was conducive to arguing the case for free 
trade as a welfare maximizing system and for limited government 
intervention to facilitate the orderly conduct of commercial affairs. 
These arguments were supported by the institutions and circum-
stances of the times. T h e United Kingdom was rapidly emerging as the 
dominant world economic power. London became the financial center 
of the world, and British institutions developed the mechanisms for 
international clearing of payments and for international lending and 
investment. Industrial capacity both in Great Britain and Western 
Europe was expanding rapidly, and a complementarity developed in 
the export of capital and manufactured goods and the import of raw 
materials and food. This complementarity was implemented through a 
rapid expansion of colonial empires. In the case of Great Britain, close 
ties with North America and Asia emerged, and new institutions, such 



as the East India Company and the Hudson Bay Company, were 
established to implement the physical and financial activities required 
for the expansion of international trade. 

Along with these institutional developments, major technological 
advances, particularly those associated with improved transportation 
and communication, fu r ther stimulated the growth of trade. T h e push-
ing of railroads westward in the United States and eastward in Russia 
opened vast new areas to agricultural production and mining. These, 
along with production mechanization, such as the reaper in agricul-
ture, reduced costs and greatly increased the scale of complementarity 
between vast overseas agricultural regions and the concentrated indus-
trializing European countries. Overall, these factors increased the base 
for expansion of world markets and led to the commercial revolution 
of the nineteenth century. Its success depended upon the establish-
ment of an appropriate philosophical f ramework to guide economic 
organization and policy and upon numerous institutional and technical 
developments unique to the times and highly complementary in their 
effect.4 

Classical economics justified drastic changes in the institutions of 
mercanti l ism. U n d e r British leadership , a s t rong move toward 
economic liberalization began in the early 1800s. T h e first major step 
came within the United Kingdom through the repeal of the Corn Laws 
in 1846, thus ending the world's first major price support program for 
agricultural commodities. This event occurred under the political 
pressures of a developing mass consumer society and culminated in a 
victory of consumer over property interests (or of individual over 
property rights). T h e Corn Laws originally were passed through the 
power of the landed aristocrats in an effor t to protect their income. 
With their repeal, the power of the aristocracy was broken, and agricul-
ture was left essentially at the mercy of markets. Thus the most impor-
tant factor in the f ree trade movement was the unilateral abolition of 
Great Britain's t rade restrictions. 

Following this internal commitment to economic liberalism and to 
competitive domestic economic organizat ion, the British sought 
worldwide liberalization through trading agreements, principally with 
other major European powers. These agreements, although bilateral, 
were interpreted to mean that any liberalization achieved would be 
extended to all t rading nations. T h e most-favored-nation principle was 
applied. T h e most important of these agreements was made with 
France in 1860, and it led to a chain of others that created a widespread 
European f ree trade movement over the next decade. As indicated by 



the following statement, du r ing this per iod t rade liberalization fo r 
agricultural products p roceeded f u r t h e r than for industrial products . 

By 1860 Britain had abolished duties not only on grain but on almost 
all other agricultural imports, leaving only a few revenue duties. 
France practically removed agricultural protection in the 1860 treaty, 
and in 1861 abolished her sliding scale of grain duties. Farmers in 
Germany were still interested mainly in exporting grain and therefore 
wanted free trade: the Zollverein's duties on grain had been abolished 
in 1853. In Italy the moderate Piedmontese duties formed the basis of 
the tariff for the unified kingdom, and after treaties with France and 
other countries, agriculture was protected only by low duties on 
grains. Belgium in 1871 decreed free entry for the main foodstuffs. 
The Netherlands dropped its grain duties in 1862. In most other 
countries agricultural trade was free or nearly so.5 

Dissent and Divergence from Free Trade 

T h e a rguments for f r ee t r ade that emerged f r o m the classical 
economists never received unqual i f ied internat ional acceptance. T h e 
British f ree t rade policy lasted until about the 1930s, but aberrat ions 
appea red on the Cont inent and in the Uni ted States almost as soon as 
the original agreements were signed. 

T h e most impor tan t immediate cause of the movement toward 
protectionism on the Cont inent was agricultural competi t ion f r o m the 
Uni ted States and Russia, but the g roundwork had been well laid by an 
economic doctr ine developed in Germany, primarily by Frederick 
List.6 List did not dispute the conclusion that f ree t r ade would optimize 
resource use if equil ibrium ad jus tment were achieved, but he a rgued 
that accumulat ing wealth for economic development requi red protec-
tion. He advocated, among other things, customs unions of individual 
states, a rgu ing that economic policy should be aimed at s t rengthening 
the state. H e proposed incorporat ing bo rde r states into Germany to 
achieve a wider marke t and generally u r g e d adopt ion of policies a imed 
at self-sufficient nationalism and development t h rough protection. 

His ideas por t rayed a nationalistic approach which never has been 
abandoned by some nations. A few countries r e fused to adop t List's 
ideas, and the di f ferences between the two categories condition t rad ing 
relationships to this day. Denmark and the Nether lands resisted pro-
tection and current ly are efficient t rad ing nations and highly competi-
tive in world agricultural markets . O the r countries which followed the 
Ge rman lead and implemen ted protectionist policies cont inue to 
adhe re to them. Fu r the rmore , it should not be forgot ten that the initial 
a rguments for regionalism and a Eu ropean customs union were estab-
lished on the Cont inent as a par t of the List doctrine. 



A second major aberration in the f ree trade policy promoted by 
Great Britain occurred in the United States, which in its earliest era was 
basically protectionistic. By 1840 the United States had developed a 
substantial system of tariff protection with justification centered in the 
infant industry concept and more broadly on the need for protection to 
promote economic development. A period of tariff liberalization dur-
ing the 1840s and 1850s occurred in response to British leadership, 
and for a time the United States joined the f ree trade movement. But 
the absence of southern states f rom the Congress, pressures f rom 
emerging nor thern industrial states, and revenue needs for the Civil 
War opened a new era of protectionism. From the 1860s until 1929, 
high levels of protection persisted, with modest upward or downward 
movements depending largely upon the outlook of the political party 
in office. It cannot be asserted that the United States was a major 
contributor to the f ree trade philosophy of the nineteenth century. 
Although protectionist, its position could be tolerated because of the 
limited scope of its international economic activity. From a commercial 
point of view the United States was still a small country. 

Nineteenth-century trade liberalization thus was based on British 
dominance, institutions, and leadership. This era ended with World 
War I. Thereaf ter , all of Europe was impoverished and required heavy 
foreign purchases that placed a major strain on the balance of pay-
ments. Monetary depreciation and economic collapse ultimately re-
sulted. Fur thermore, the political map of postwar Europe largely had 
been redrawn. Countries began to seek self-sufficiency and designed 
trade impediments toward that goal. A second major element of 
change was the rise of the United States and Japan as major industrial 
producers as a result of wartime requirements. Consequently, their 
actions, particularly those of the United States, had a much greater 
impact upon international commercial policy. However, this effect was 
not recognized in the United States, which continued to pursue protec-
tionist policies. T h e United States had changed f rom a raw material 
exporter and importer of capital to an industrial nation and, in fact, 
became the major source of import goods to reconstruct Europe. It had 
become a major creditor nation, but, unfortunately, protectionism 
placed major obstacles in the way of repayment. Because the country 
failed to recognize the requirements of being a world banker, its 
policies had a major and heavy impact on the collapse of trade and 
economic stagnation in the 1930s. 

The role of economic and policy developments in the United States 
was crucial. As stated by Dudley Dillard: 



During the 1920's the state of international trade, especially after the 
return to the gold standard, depended on a large and continuing 
volume of long-term loans from the United States. Although a heavy 
international debt structure was built up, the adjustments in underly-
ing economic conditions needed to liquidate these debts did not 
develop. Beginning in 1928 the volume of new long-term loans avail-
able from the United States began to dwindle and after the New York 
stock exchange crash in 1929 virtually ceased altogether. The early 
victims were the countries producing primary products (foodstuffs 
and raw materials), the prices of which fell precipitously between 1929 
and 1932. 

In order to meet their balance-of-payments deficits the agricultural 
countries threw wave after wave of products on the world market for 
whatever price they could get. They cut down on imports wherever 
possible and pushed their exports into tumbling world markets, each 
time causing further declines. The real burden of debts increased 
enormously in consequence of the fall in prices. In addition to the 
severe blow to international trade from the Hawley-Smoot Tariff of 
1930, the dollar shortage was accentuated because a sharp fall in 
incomes in the United States reduced imports of commodities and 
kept American would-be tourists to Europe and elsewhere at home.7 

A combination of circumstances led to the most comprehensive of 
all breakdowns in internat ional commercial relationships — the col-
lapse of the internat ional financial mechanism. Great Britain was 
forced off the gold s tandard in the 1930s. Despite its shift ing position 
in world affairs, the United States was concerned largely with domestic 
matters and failed to assume any of the responsibility for internat ional 
market mechanisms that previously had rested with the British. T h e 
world was left with no effective mechanism for internat ional transac-
tions, and t rade restrictions e x p a n d e d rapidly, including exchange 
controls, bilateral bar te r a r rangements , and other protective devices. 
In toto these controls destroyed the basis for multilateral f ree t rade 
developed du r ing the n ine teenth century. T h e era of liberalism in 
t rade policy ended , possibly inevitably so, since all the institutional and 
complementary relationships u p o n which this liberalization was built 
were completely altered, and a new set of conditions had arisen. 

While, on the one hand , the interwar per iod can be viewed as the 
breakdown of an old t rading system, on the other it can be seen as the 
per iod of gestation fo r m o d e r n issues and problems in internat ional 
commercial relationships. Jus t as n ineteenth-century philosophy grew 
out of the social and economic turmoil caused by the Industr ia l Revolu-
tion in the world's leading industrial country, m o d e r n conditions grew 
out of the social and economic turmoil created by the Great Depression 
and consequent changes in domestic economic organization within 



individual countries. Highly significant in this process was the growth 
of large-scale business and powerfu l labor unions. Both businessmen 
and labor leaders began to assume control of their economic destinies. 
This development , in tu rn , d is rupted the ad jus tment process both 
within and a m o n g countries. 

A second major postdepression fea tu re was the development of 
protection for agricul ture in most advanced countries. Agricul ture was 
the largest industry which could not develop its own economic power 
th rough organization or expansion in size of enterpr ise or combine. 
This development had a major impact on internat ional commodity 
flows, affected worldwide product ion pat terns , and had the secondary 
effect of genera t ing greater degrees of self-sufficiency. In particular, 
protection impeded exports f r o m less developed countries which could 
have been used to purchase industrial imports . According to present 
spokesmen for developing countries, protectionism helped induce a 
wave of impor t subsititution industries that in many cases are ineffi-
cient and current ly represent one of the basic conditions affect ing 
relationships between advanced and less developed nations. 

A third interwar occurrence that strongly inf luenced cu r ren t inter-
national commercial problems was the deve lopment in economic doc-
trine. Centered largely a r o u n d the early writings of J . M. Keynes, 
criticism of the automatic ad jus tment mechanism began to develop. 

Keynes's repudia t ion of the philosophy of laissez-faire was stated as 
follows: 

Let us clear from the ground the metaphysical or general principles 
upon which, from time to time, laissez-faire has been founded. It is not 
true that individuals possess a prescriptive "natural liberty" in their 
economic activities. There is no "compact" conferring perpetual rights 
on those who Have or on those who Acquire. The world is not so 
governed from above that private arid social interest always coincide. 
It is not so managed here below that in practice they coincide. It is not a 
correct deduction from the Principles of Economics that enlightened 
self-interest always operates in the public interest. Nor is it true that 
self-interest generally is enlightened; more often individuals acting 
separately to promote their own ends are too ignorant or too weak to 
attain even these. Experience does not show that individuals, when 
they make up a social unit, are always less clear-sighted than when 
they act separately.8 

T h u s began the a r g u m e n t for the need to formula te government 
economic policy th rough monetary and fiscal devices for the stabiliza-
tion of employment at a high level and the achievement of society's 
o ther economic aims. Governments , Keynes a rgued , should take re-
sponsibility for the welfare of the nation a n d pursue positive policies of 



economic management . Obviously this doctr ine was not consistent with 
the automat ic a d j u s t m e n t mechan i sm pos tu la ted by the classical 
economist. Keynes's a rguments began to affect the outlook and actions 
taken by governments . Keynesian economics, at this stage, has been 
applied internally in virtually all countries. 

Over the past few decades, the world has changed both in business 
and labor organization and in the responsibility that governments feel 
fo r pu r su ing nat ional economic policies of ful l emp loymen t a n d 
growth. Each of these changes adds rigidities in economic organization 
and policies counter to the international ad jus tment mechanism that 
opera ted more or less automatically du r ing the nineteenth century. 
Actions by business and labor to achieve private ends and policies by 
governments to achieve domestic goals have taken precedence over 
policies to maintain international equilibrium. 

The Issues in Modern Perspective 

This brief background of past developments indicates a n u m b e r of 
factors that have been impor tan t in the past and will cont inue to be so in 
the fu tu re . One of these, as evidenced by the breakdown du r ing the 
1930s, is the central impor tance of an effectively opera t ing interna-
tional monetary system. An adequate international monetary system 
must satisfy at least two conditions. 

First, sufficient international liquidity should be provided, which is 
to say the system should include enough reserves to permit interna-
tional t rading and should allow for expansion of reserves in relation to 
expansion in volume of international t rade. In international as well as 
in domestic commerce, a sufficient a m o u n t of money, in this case 
internationally acceptable, must be available to handle the volume of 
business conducted. 

Second, the system should be a r r anged so that adjus tments to 
overcome balance-of-payments difficulties can be accomplished. From 
about the mid-nineteenth century until World War I the gold s tandard 
provided stable exchange rates and a pa t te rn of adjus tments that 
permit ted t rade to flow a m o n g nations on the basis of price differences. 
In its simplest version the ad jus tment process opera ted as follows: If an 
individual country bought more than it sold in international markets , 
the d i f ference was paid for in gold. As gold was the basis of money, the 
country's money supply the re fo re was reduced . A reduced supply of 
money r e d u c e d the a m o u n t available fo r domest ic e x p e n d i t u r e . 
Domestic incomes and prices for domestic goods declined relative to 



prices of import goods, and the flow of international trade corrected 
itself automatically. If exports exceeded imports, gold flowed into the 
country and increased the money supply relative to goods. Prices rose, 
the price of import goods declined relative to exports, and a reverse 
correction of the trade balance occurred. Gold served as a common 
international standard of value, and commodity prices fluctuated rela-
tive to it. International equilibrium and stable exchange rates were 
maintained. Commodity trade flows, in turn, adjusted to shifts in prices 
resulting f rom a balance-of-payments disequilibrium, but this meant 
that international stability was maintained at the expense of instability 
in the domestic economies of individual trading nations. T h e internal 
prices and incomes of each country were influenced by external condi-
tions; the system worked effectively only when individual countries 
were willing to subject their internal economy to the dictates of an 
external equilibrium. 

This kind of international monetary system is no longer adequate 
for several reasons. Business organization has changed, and prices and 
incomes are no longer flexible in most countries. Powerful labor unions 
and large-scale business organizations will not accept price fluctuation, 
and they have the power to prevent it. Most important, however, is the 
fact that governments have under taken to maintain full employment, 
stability, and acceptable rates of economic growth. From the viewpoint 
of public policy it is no longer possible to permit domestic economies to 
experience either recession or inflation in the interest of international 
equilibrium. 

In the absence of an automatic system of adjustment or of adequate 
natural growth in an acceptable international standard of exchange, 
effective internationl cooperation in maintaining a system of exchange 
is a necessity. T h e conflict between the maintenance of domestic policy 
objectives and international equilibrium must be overcome, however. 
The overall issue of national versus international policy is not restricted 
to agriculture and commodity trade, but is a general policy problem. 
Furthermore, the adequacy of the international monetary system will 
affect international commodity trade problems directly. In addition to 
their influence on general economic policy, balance-of-payments pres-
sures can influence policies to promote self-sufficiency and at min-
imum can influence attitudes toward removal of trade restrictions. 
Monetary problems thus may have an important facilitating or inhibit-
ing influence on the solution of international agricultural and com-
modity trade problems. 



A second overall issue in trade and t rade policy is derived f rom the 
two important aspects of gains f rom trade. These are the gains f rom 
specialization according to comparative advantage and those f rom the 
contribution of trade to the process of economic development. Both in 
the writings of economists and in the actions of policy makers this issue 
has been debated, theorized about, and acted upon with opposing 
points of view throughout most of the history of international com-
merce. It remains a major issue today. 

The principle of comparative advantage argues that at any point in 
time each country should produce those products for which it has the 
lowest relative production cost and should export some of these in 
re turn for products in which it has a comparative cost disadvantage. In 
this way, the world's resources will be used most efficiently, and max-
imum world output will be achieved. A major question arises, however, 
as to whether policies aimed at achieving maximum adjustment to 
comparative advantage will achieve only that: Will they lead to max-
imum output f rom a given bundle of resources, or will conditions arise 
that encourage economic growth? Will movement toward comparative 
advantage enhance, retard, or be neutral as a factor in achieving 
economic growth? 

Over time, trade policy has included elements of both a search for 
comparative advantage and for economic growth. Seeking the former 
has become identified with a f ree t rade policy, and seeking the latter 
tends to have been associated with trade regulation. The essence of the 
mercantilist doctrine and policy was to regulate external trade in order 
to achieve maximum development of the nation state. Great Britain's 
growth was maximized, it was believed, by comparative advantage 
adjustment to f ree trade. Nations with less absolute advantage than the 
United Kingdom challenge this view. German writers and German 
policy led the way toward general protection to achieve the gains of 
growth, and U.S. protectionism rested heavily upon the argument that 
development could be speeded by protection of infant industries. As 
we will see in chapter 7, some modern economists advance the argu-
ment that there is no conflict between achieving the gains f rom com-
parative advantage through a f ree market and maximum diffusion of 
economic growth. Others take an opposite view. Each argument has 
affected policy over time and continues to do so today. 

Policy in recent periods follows this dichotomy. T h e general princi-
ples developed as guidelines for t rade policy in the General Agreement 
on Tariffs and Trade (GATT) emphasize the concepts of f ree trade 
and, implicitly, a trade policy aimed at achieving the gains f rom com-



parative advantage. On the other hand, the basic program present-
ed by the United Nations Conference on Trade and Development 
(UNCTAD) emphasizes the need for market organization and trade 
rules that will contribute most to development of the world's poor 
countries. 

As a practical matter, theoretical and historical evidence can be 
found to support either argument as a welfare maximizing and growth 
inducing trade policy. While economists often conclude that the bur-
den of proof lies with those who argue that any system other than free 
trade and maximum exploitation of comparative advantage is best, this 
position recently has been challenged through the theorem of second 
best. This a rgument states that unless all the conditions for free trade 
exist there is no basis for contending that the best outcome is achieved 
by moving one element of policy in that direction. Clearly many condi-
tions in the real world do not and cannot be changed to create a free 
market both within and among trading countries. 

Fur thermore, the beliefs and policy motivations of individual na-
tions diverge widely f rom the free t rade norm. Many advanced coun-
tries endorse movement toward liberal trading relations, but on a 
controlled basis. In agriculture, in particular, many nations support 
some form of organization for international markets. The European 
Economic Community (EEC) urges world market organization for 
most major commodities, and the United Kingdom implemented sev-
eral commodity and regional trading arrangements dur ing the 1960s. 
Less developed countries call for extensive development of marketing 
agreements on commodities of interest to them. U.S. policy since 1934 
has been based on the search for multilateral reduction in trade bar-
riers on a worldwide basis. To this date the United States has not 
accepted the proposition that greater organization of international 
markets is needed. Beyond this, its leadership position in international 
commercial affairs has been seriously impaired by strong internal 
pressures for increased protection. Can the world continue to move 
toward more liberal trading arrangements? If so, under what system — 
free or organized markets? How can arrangements be negotiated or 
developed and implemented? All of these are open questions. 

A third continuing and major conditioning factor in establishing 
order in agricultural markets and in formulating policy stems f rom 
changes and realignments in the international political and institu-
tional system within which trade takes place and policy must be formu-
lated. Much of our intellectual and institutional foundation for dealing 
with international commercial policy is based upon strong Anglo-



Saxon leadership and dealings by these countries with o ther individual 
nations.9 But nothing similar to the hegemony of British leadership 
du r ing the nineteenth century nor the more circumscribed dominance 
of the United States du r ing the pos t -Wor ld War II years until the 
mid-1960s exists today. Nor is it likely that comparable dominance will 
exist in the near fu tu re . At one level, commodity t rade and policy have 
been inf luenced strongly t h roughou t the postwar per iod by the divi-
sion of the world into the two basic camps — communis t and noncom-
munist . This occurence has been accompanied by a postwar dissolution 
of colonial empires and the establishment of regional groups of nations 
or spheres of interest both within and outside the communis t world. 
T h e most dramatic and far reaching of these has been the fo rmat ion of 
the European Economic Communi ty . Also of major impor tance has 
been Great Britain's re t reat f r o m a policy of generalized liberal t rade to 
one of special relations with Commonweal th countries and regional 
associations within Europe . Initially these relationships were hand led 
th rough the Eu ropean Free T r a d e Association and now t h r o u g h 
membersh ip in the EEC. These changes in Eu rope plus several ef for ts 
at regional association by less developed countries have reached the 
point of a "movement" that has, and will cont inue to, p ro found ly 
i n f l u e n c e d t r a d i n g p a t t e r n s a n d policy issues. I n add i t i on , the 
emergence of n u m e r o u s developing countries f r o m colonial status has 
been followed by their emergence in U N C T A D as a cohesive force, and 
their views on t rad ing policy diverge greatly f r o m those of advanced 
Western nations. 

A m o n g the world's three gross g roups — communis t , advanced 
f ree world, and developing countries — each has quite d i f fe ren t in-
terests and motivations. Within each of these larger categories, re-
gional groupings also have developed with varying consequences. T h e 
most impor tan t overall effect is that offset t ing forces for policy negotia-
tion have been established. Viewed in the historical perspective that 
major progress toward t rade liberalization has been achieved only 
when a single country has achieved dominan t leadership, it is clear that 
today's challenge is for reassessment and vision if progress is to con-
tinue. 

Summary 

These, then, are the b roader contexts within which the problems of 
international t rade and t rade policy fo r agricul ture must be viewed. 
Historical lines of development have created situations and att i tudes 



that impinge heavily upon both the willingness and ability of policy 
makers to innovate and change. Fur thermore , solutions to trade prob-
lems for agriculture will be difficult to achieve unless the mechanisms 
of exchange, finance, and payment operate effectively. Many of the 
different approaches to trade policy centered around the objectives 
sought. These differences involve the question of the relative role of 
efficiency and comparative advantage versus economic growth and 
beliefs about what kinds of policies best serve these ends in the real 
world. Finally, the nature of world organization and political interrela-
tionships between countries and among groups of countries is a per-
vading condition that will influence progress in achieving solutions to 
trade policy problems. 



2 
Postwar Trends and Emergence 

Of Trade Problems 

A well-organized market is one that guides resource use according to 
relative product ion costs and d e m a n d , where price variations between 
d i f fe ren t selling points are related to t ransfer costs, and where restric-
tive practices by large business organizations or by government are not 
too great. By these criteria, there are major deviations in internat ional 
t rade and distribution as well as in levels of product ion. These devia-
tions, plus inheren t characteristics of consumpt ion and product ion of 
agricultural products , create major problems related to prices, t rade, 
volume, and resource allocation for t r aded commodities. Before we 
take u p these problems, a description of international t rade flows and 
recent changes will be helpful . 

Commodity Trade Patterns 

T h r o u g h time, agricultural products and raw materials have played 
an impor tan t par t in internat ional commercial exchange. For much of 
the nineteenth century and even du r ing the early par t of the twentieth, 
this t rade t ended to center on the industrializing countries of Western 
Europe . They were the major importers , their principal supplying 
regions being Eastern Europe , their colonies, and Nor th America. 
T r a d e grew rapidly du r ing much of the nineteenth century, and the 



complementarity between industrialized Europe and outlying areas 
through commodity imports and capital exports developed into a 
commercial "revolution" comparable in scope to the Industrial Revolu-
tion. Throughou t the nineteenth century and prior to World War II, 
trading patterns and the commodity composition of trade remained 
relatively stable. T h e quantity index of total exports (1913 = 100) 
increased f rom 30 in 1876 to 121 in 1937, while the index of food 
exports increased f rom 33 to 133 dur ing the same period.1 Foodstuffs 
represented an average of 25 percent of all commodity imports in the 
period 1925-1927 and 24 percent for the period 1936-1938.2 Since the 
1930s, and particularly dur ing the 1950s and 1960s, major changes in 
trading patterns have occurred. One such is the declining share of 
agricultural products and raw materials in total commodity trade 
(Table 1). 

This change can be viewed in two ways. First, it can be argued that it 
is an inevitable result of increasing industrialization which, in turn, 
leads to an increasing proport ion of t rade in manufactured products. 
A support ing argument for this conclusion has been developed by 
Alfred Maizels.3 Since 1900, two trends have emerged. Until 1950 
there was a tendency for advanced countries to rely increasingly on 
domestic output of industrial products. During the 1950s this t rend 
reversed itself, and a rapid expansion in industrial t rade occurred. 
Maizels's hypothesis is that this is based on the search, in countries with 
high living standards, for an increasing variety of goods and that, as a 
result, there is reason to expect the expanding trade in industrial 
products to continue. T o this a rgument we should add that the process 
of industrialization in smaller advanced countries requires interna-
tional markets for achieving scale and production economies, im-
proved efficiency, and continued rapid economic growth. Viewed in 
this perspective, and considering the positive policies in some countries 
(such as Germany, Italy, and Japan) to use exports as major vehicles of 
economic growth, it is not surprising that industrial t rade has ex-
panded more rapidly than trade in primary products, nor is there 
reason to expect or want this t rend to be reversed. Rapidly expanding 
industrial trade contributes to consumer welfare and can be viewed as 
an engine for the promotion of economic growth for the participating 
nations. 

This a rgument strongly contradicts a viewpoint held by some 
analysts who emphasize the historical complementarity between indus-
trial exports f rom advanced to less developed countries in re turn for 
primary products. While conceding that exports have been important 
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to growth in industrial countries, they argue that, in the long run , 
industrial trade cannot continue to grow relative to trade in primary 
products. In part, the rapid growth in industrial trade beginning in the 
early 1950s is viewed as an aberration related to the 1930s. A high 
degree of protective nationalism coupled with the worldwide depres-
sion resulted in a massive decline in trade and an artificial distortion in 
trading patterns among industrial countries. Once this situation is 
corrected, the rate of growth in industrial and primary product trade 
will normalize, and each will move toward a historically stable share of 
total world markets. 

T h e argument is presented that a readjustment to older patterns 
must occur or, in the long run , a serious impediment to economic 
growth will develop in industrial countries (and by implication in the 
less advanced). Any extended deterioration in the buying power of 
developing nations, either through lag in growth of quantities ex-
ported or through declining prices and deterioration in terms of trade, 
will reduce purchases of industrial products with direct consequences 
for rates of economic growth. T h e central implication of this a rgument 
is that a long-term normal relationship exists between trade in indus-
trial products and raw materials, both in price and quantity, and that 
deviations f rom this norm will and should be righted. 

This a rgument has declining validity. T h e trading system of the 
nineteenth century no longer needs to provide the basis for operation 
of international specialization. It is evident that many of the trading 
relations and economic condit ions of individual countr ies have 
changed in the post-World War II period and that projections and 
normative valuations based on the past must be viewed with skepticism. 
A priori, there is no reason to assume that industrial trade among 
advanced countries cannot thrive largely independent of the exchange 
of industrial goods and raw materials between rich and poor nations. 
Among advanced countries, comparative advantage and demand 
preferences lead to specialization in various industrial and agricultural 
products. These are exchanged for both the industrial and agricul-
tural products f rom other countries, and no norm exists for the com-
parative amounts of industrial and agricultural products. Less de-
veloped countries continue to participate in trade largely on the basis of 
exchanging agricultural products and raw materials for industrial 
products, but they need to seek ways of breaking this pattern and 
entering trade on the more diversified basis existing among industrial 
nations. 



Recent Changes in Commodity Trade 

Along with changes in the ratio of agricultural commodities to total 
t rade, a n u m b e r of ad jus tments have occurred within agricultural 
markets. A recent series of studies by the U.S. Depar tmen t of Agricul-
tu re covering the per iod 1951-1965 and supplementary data for 1972 
indicate a n u m b e r of impor tan t shifts. These are shown in Table 2. T h e 
index of all major commodity groups has increased by more than 100 
percent du r ing this period, except fo r tropical beverages and textile 
fibers. These two categories have a direct effect on the expor t earnings 
of many less developed countries. T h e commodities that fa red best in 

Table 2. Change in World Commodity Exports for Selected Years, in Thousands of Metric 
Tons 

Commodity Exports 

Index Index 
1951 1965 1951=100 1972 1951=100 

Total grains 46,911 102,116 217.6 130,888 279.0 
Wheat and flour 28,377 56,350 198.6 63,832 224.9 
Rice 4,978 7,463 149.9 7,554 151.7 
Feed grains 13,556 38,303 282.6 59,502 438.9 

Tropical beverages 3,045 4,828 158.5 5,474 179.8 
Coffee 1,901 2,815 148.0 3,490 183.6 
Cocoa and tea 1,144 2,013 175.9 1,984 173.4 

Oilseeds and oil nuts 4,747 9,864 207.8 15,128 318.7 
Animal oils and fats 982 2,620 266.8 2,304 234.6 
Vegetable oils 1,766 3,863 218.7 6,248 353.8 
Oil equivalent of seeds 1,999 3,381 169.1 6,576 329.0 
Oilseeds 5,016 12,248 244.1 23,915 476.8 

Sugar, fruits, and 
vegetables, total 19,766 44,605 225.7 49,036 248.1 

Sugar 10,542 18,476 175.3 22,304 211.6 
Fruits and vegetables 9,224 26,129 283.2 26,732 289.8 

Textile fibers, total 4,506 6,075 134.8 5,421 120.3 
Cotton 2,612 3,^78 144.6 3,892 149.0 
Other 1,894 2,?97 121.3 1,529 80.7 

Animal products, total 3,510 8,584 244.5 10,161 289.5 
Meat 2,030 5,148 253.6 6,576 323.9 
Dairy products 1,480 3,436 232.2 3,585 242.2 

SOURCE: U.S. Department of Agriculture, Foreign Economic Reports Nos. 42-47, World 
Trade in Selected Agriculture Commodities 1951-65 for all commodities except 
animal products. These are based on data f rom the F AO Yearbook 1953 and 
1969. Data for 1972 provided by the U.S. Department of Agriculture. 



relative te rms were feed grains, meat , dairy products , oilseeds, a n d 
frui ts a n d vegetables. T h e impor tance of these changes canno t be 
evaluated fully without comparab le series of expor t uni t values, a n d 
these a re no t readily available fo r aggregates of commodit ies . 

Cont ra ry to the results suggested in an evaluation of commodi ty 
t r ends f r o m 1913 to 1953, where the main conclusion r e p o r t e d by one 
study was that "tropical foods tu f f s f a r e d bet ter t han agr icul tural p rod-
ucts f r o m t e m p e r a t e zones in te rms of expor t earnings," 4 the opposi te 
conclusion emerges f r o m recent data . Products f r o m tropical areas 
have the slowest growth rate in quanti t ies t r aded . 

Regional Trade Patterns 

Behind these aggrega te quanti t ies a n d changes a n u m b e r of impor-
tant regional pa t te rns emerge . Recent overall changes a m o n g non-
communis t regions are shown in Tab le 3. In te rms of total quanti t ies 
t r aded , grains cont inue to be the most impor t an t category and wheat 
the single most impor t an t t r aded i tem. T h e regional flow of grain t r ade 
has changed materially. N o r t h America cont inues to be the largest 
expor t ing region, bu t a recent reversal has begun . T h e d o m i n a n c e of 
E u r o p e as an impor t area has d iminished slightly because of ma jo r 
increases in impor t s in J a p a n , communi s t countr ies , a n d noncom-
munis t Asia. It is, of course, impor t an t to r e m e m b e r that impor t s into 
Asia have been in f luenced by the g reen revolut ion a n d that a ma jo r 
por t ion of the impor t s into South Asia were u n d e r Uni ted States PL 
480 p rograms . Hence , two unusua l e lements have in f luenced the level 
of Asian impor ts . Overall , however , it is t rue that Asia has moved 
toward substantially grea ter net deficits when measu red in te rms of 
no rma l c rop years a n d commercia l purchases . In viewing the total shift 
in expor t a n d i m p o r t t rade , while N o r t h America remains the "bread 
basket" of the world — a position it a t ta ined in the immedia te postwar 
per iod — that position has d iminished, a n d the worldwide base of 
t rade , particularly in wheat , has e x p a n d e d substantially. 

A n u m b e r of shifts have occur red in o the r commodit ies . In tropical 
beverages, at least, two i m p o r t a n t t r ends have ope ra t ed : Impor t s of 
t ropical p r o d u c t s in to Wes t e rn E u r o p e have e x p a n d e d relatively 
rapidly, while those in N o r t h America have e x p a n d e d slowly and have 
declined relatively as a pe rcen tage of total world impor ts . T h e ma jo r 
shift a m o n g expor t ing nations has been that Afr ica has rapidly in-
creased its expor ts , r each ing a nea r pa r with South Amer ica as a world 
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supplier . In the case of oils and oilseeds, the most impor tan t changes 
are in the expansion of exports f r o m Nor th America and the increase 
in purchases by Western Europe and J apan . T h e data in Table 3 do not 
indicate the full extent of this shift. T h e most spectacular single change 
has been a major increase in exports of soybeans f r o m the United 
States, primarily to Western Eu rope and J a p a n . As is t rue of expansion 
in feed grain t rade, this p h e n o m e n o n is associated with economic 
growth, improved income levels, and increased consumpt ion of live-
stock products in these areas. 

A third change related to economic growth and rising income levels 
in advanced countries is an increase in t rade of livestock products , 
particularly meat. Eu rope and J a p a n are deficient in beef and have 
expanded impor t levels, and in recent years the United States has 
become a substantial beef impor te r . U.S. imports are not the result of a 
general insufficiency of resources or lack of the f a r m organization 
needed for beef product ion; ra ther , they fill a specific need. Domestic 
product ion of lower quality meat useful for processing has not kept 
pace with demand , and an impor t gap has developed. This gap likely 
will cont inue to expand in the f u t u r e and could be increased greatly if 
dairy he rd numbers decline, reducing domestic supplies of lower qual-
ity beef. 

In frui ts and vegetables, the dominan t pa t te rn has been a cont inued 
increase in net imports by Europe , J apan , and Nor th America, but with 
a much slower rate of growth in the latter. J a p a n has moved f r o m a 
minor to a major buyer on world markets . T h e expansion in Eu ropean 
t rade reflects diverging pat terns. Sugar imports into E u r o p e r ema ined 
virtually unchanged for the 1951-1970 period, indicating that domes-
tic product ion has expanded sufficiently to offset expansion in de-
mand . Major increases in imports have occurred for f resh f rui t , vege-
tables, and nuts. 

In the case of textiles and fibers, Latin America, Africa, and Asia 
cont inue to be the major net expor ters in a slowly expand ing market . 

Overall Changes and Their Meaning 

It is clear f r o m the foregoing that impor tan t shifts have occurred in 
t rad ing pat terns since the early 1950s. In some cases these accentuate 
changes indicated by analyses of earlier periods, and some previous 
t rends have been reduced or even reversed. 



T h e data in Tables 2 and 3 are not impressive in themselves, but 
when evaluated it is clear that they represent major shifts in world trade 
patterns. T h e five most important of these are noted below. 

First, a major new dimension in agricultural t rade has been added 
through the rapid expansion of commerce in feed grain and oilseeds. 
This represents trade that, with the exception of Argentina, is largely 
among advanced countries and is a direct reflection of rapid income 
growth and the upgrading of diets in advanced countries. 

Second, a major increase in imports has occurred in Asia, due to 
rapid population expansion in relation to output . 

Third , Africa has emerged as an important exporter , particularly 
of tropical beverages. Impor tant increases also have occurred in sugar, 
fruits, vegetables, oilseeds, and oil nuts. Much of the expansion has 
been in shipments to Western Europe and reflects growing demand in 
that area. While there is no evidence that this rise is directly caused by 
the relationship of the European Economic Community with overseas 
territories, it does reflect a degree of regionalization of north-south 
trade patterns that could become more important in the fu ture , espe-
cially if supported by policies that lead in this direction. 

Fourth, Latin America continues to be an important exporter of 
traditional commodities, although it has lost position relative to Africa. 
It is, however, the only underdeveloped area to make major inroads 
into world grain and livestock markets. T h e two most important ele-
ments of this change are an increase in t rade within the area in food 
grain and external shipments of beef and feed grain, largely to Europe. 

Finally, a significant broadening of the base of food grain t rade has 
occurred. Imports into Europe, Asia, and communist countries have 
expanded, but in each case this has been accompanied by significant 
increases in exports f rom some countries in these areas. T h e most 
important change is the manifold increase in Western Europe's grain 
exports, primarily wheat. 

A full explanation of the causes of these shifts could not be de-
veloped without extensive statistical analysis, yet there are forces and 
phenomena that obviously have had a strong impact on trade de-
velopments. As previously implied, one is the very rapid rate of 
economic growth in countries whose per capita income ranged f rom 
about $600-$ 1,200 per year in the mid-1950s, primarily the Western 
European countries and Japan . Expansion in incomes f rom that range 
to higher levels has been accompanied by rapid shifts in diets, particu-
larly increases in the consumption of livestock products. This shift has 
led to imports of large amounts of meat as well as feed grains to support 



domestic livestock industr ies . A second impor t an t d e m a n d factor is 
popula t ion growth, which has been a d o m i n a n t force a n d explains 
m u c h of the flow of grain f r o m advanced to developing countr ies . 

Technological improvemen t s have h a d a ma jo r ef fect on p roduc-
tion. T h r o u g h the mid- to late 1960s these were ref lected in the expan-
sion of expor t capacity in N o r t h America and o the r t radi t ional expor t -
ing countr ies a n d an expans ion of p roduc t ion in Eu rope . 

National policies of self-sufficiency, part icularly in Eu rope , a n d the 
effect of price suppor t s on o u t p u t st imulation in the Uni ted States have 
been impor t an t causes of shifts in t r ade pa t terns . F u r t h e r m o r e , certain 
political a n d insti tutional factors have been relevant . T h e most impor-
tant of these has been the establ ishment of regional t r ad ing groups , a 
policy of both communis t and f r ee world countr ies . 

Finally, in looking at t r ad ing pa t te rns fo r agricul tural p roducts , the 
quest ion of f u t u r e prospects is impor t an t . Exper ience , even since 1965, 
indicates that change will cont inue . T h e Soviet Union , fo r example , 
moved f r o m a net expor t e r to a ma jo r net impor t e r in the mid-1960s, 
r ega ined self-sufficiency, but again r equ i r ed ma jo r impor t s in the early 
1970s. T h e deve lopmen t of new varieties of wheat a n d rice m e a n t that 
some less deve loped countr ies , par t icular ly in Asia, r eached self-
sufficiency a n d fo r a t ime even became expor ters . O t h e r eventualities, 
such as the Eastern E u r o p e a n nations becoming ma jo r impor te r s of 
feed grain, are distinct possibilities, d e p e n d i n g largely u p o n political 
decisions. F u r t h e r m o r e , the consumpt ion of tropical p roduc t s in most 
communis t countr ies is very low and could be e x p a n d e d substantially if 
markets were o p e n e d . 

O n e stable t r e n d is the growth of d e m a n d for high resource us ing 
p roduc t s in countr ies that reach and con t inue to move above an annua l 
pe r capita income level of about $600 pe r year. This fact would suggest 
that the in ternat ional markets for livestock produc t s and feed grains 
will cont inue to e x p a n d and r ep re sen t an increasingly impor t an t ele-
m e n t of total in ternat ional commodi ty t rade . 

Organization of International Markets 

T h e genera l n a t u r e of in ternat ional agricul tural marke ts is shown 
in Table 4, f r o m which a n u m b e r of impor t an t characteristics emerge . 
Approximate ly 49 percen t of all agr icul tural t r ade occurs a m o n g ad-
vanced f r ee world countr ies; they account for 61 percen t of total 
expor t s and 73 pe rcen t of total imports . Communi s t countr ies account 
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for only a small percentage of agricultural t rade, and most of this is 
among themselves. Developed country imports f r o m less advanced 
nations greatly exceed exports to them, which represents an impor tan t 
par t of the total foreign earnings available to the less developed. 

While the general t rade flow is diverse, in its simplest f o r m it can be 
viewed as a system center ing a r o u n d the t rade needs of advanced 
nations. T h e principal impor t areas are J a p a n , Western Europe , and 
Nor th America. T h e major advanced country expor ters are individual 
European nations, Nor th America, Australia, and New Zealand. In 
addition, the advanced t rade with the less developed largely as import-
ers of tropical products and raw materials. Recent expor t of food grain 
to developing countries has been largely on a concessional basis. T r a d e 
with communis t nations also has been mostly food grain requi red to 
overcome deficiencies which, a l though impor tan t in recent years, may 
prove to be temporary . 

Importance of Commodity Trade in 
Foreign Exchange Earnings 

From the viewpoint of impor t ing countries, a great variation exists 
in the extent of reliance on imports both for h u m a n consumpt ion and 
as raw material for industrial product ion. Commodi ty exports , in tu rn , 
vary greatly a m o n g countries, both in their contr ibution to gross na-
tional p roduc t and as income for agricultural producers . F rom the 
viewpoint of structural balance and policy issues, probably the most 
relevant measures of d i f ferences among countries and regions are the 
degree to which commodity exports contr ibute to the fore ign exchange 
earnings and , for individual countries, the extent to which commodity 
exports are concentra ted in one or a few specific commodities. Agricul-
tural products and raw materials are the major source of exchange 
ea rn ings of deve lop ing regions. This genera l pa t t e rn of e x p o r t 
specialization is f u r t h e r accentuated in many individual countries, 
where one or a few commodities dominate exports. Some examples are 
shown in Table 5. 

Trade Problems and Policy Issues 

Having reviewed the major pat terns and recent changes in interna-
tional markets, we need to ask whether these data can be in te rpre ted in 
any qualitative sense. T h e answer clearly is negative. No op t imum level 
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or t rade pat tern can be specified; hence, t rade data do not in them-
selves indicate the na ture of t rade policy problems. In chapter 1 a 
n u m b e r of general criteria for analysis of t rade problems and policies 
were stated. While these can serve as guides, we must be more specific 
in def in ing economic and political conditions that represent impedi-
ments to ends desired by specific countries or g roups of countries and, 
as such, def ine the na ture of internat ional t rade problems in agricul-
ture . This can best be done by looking separately at problems among 
advanced countries and problems facing the less developed. 

Problems and Issues among 
Advanced Countries 

T h e most i m p o r t a n t quest ions conce rn ing agr icul tura l t r a d e 
among advanced countries are those that arise f r o m the conflict be-
tween international objectives and domestic policies. T h e commodities 
t raded consist largely of t empera te zone products , but because of 
rapidly improving agricultural technology and protective policies, ag-
ricultural product ion in total has e x p a n d e d rapidly, and major market 
imbalances exist. T h e central objective of agricultural policy in all 
nations is income-protect ion for fa rmers , and , with the exception of 
smaller countries where agricultural exports represen t an impor tan t 
share of gross national product , emphasis has been placed on accom-
modat ion of agricultural policy to internal economic, political, and 
social requirements . 

T h e problems (and conditions that have created them) are not the 
same in all areas. J a p a n , in particular, represents a unique case. Post-
war agricultural policy has focused on expand ing ou tpu t of basic food 
requirements , particularly rice and frui ts and vegetables. Japan ' s posi-
tion as a major impor te r of t empera te zone agricultural products is of 
relatively recent origin and is based on rising incomes and a rapidly 
expand ing d e m a n d for h igher quality and d i f fe ren t foods, particularly 
wheat and livestock products . Because of limited land the basis for 
developing a major feed grain/livestock industry does not exist, and 
these commodities are impor ted . Impor t s have expanded rapidly, and 
conflict with major expor t ing areas has been minimal, which lack does 
not reflect an absence of domestic suppor t programs. Farms are small, 
and price suppor t , state t rading, and impor t controls are compre-
hensive.5 Rather , the lack of conflict is based on the separation between 
Japan ' s domestic agricultural economy and major expor t interests in 
the United States, the leader among tempera te produc t exporters . T h e 



United States's basic interest has centered on grain and other field crop 
exports, not on major products produced in Japan. 

T h e most complex issue in trade of temperate zone products is that 
related to Western Europe.6 Recent changes in food consumption and 
agricultural production have resulted in surpluses for some products, 
while others are in short supply. This situation has altered import 
requirements and caused expansion of export sales and increased use 
of export subsidies on international markets for some commodities. 

Recent expansion in consumption has been most marked in live-
stock products other than milk and in fruits, vegetables, and sugar, 
with annual increases on the order of 2-3 percent for most of these 
products. Consumption levels, however, vary widely within Europe, 
and the potential for fu ture expansion, in response to both income and 
price variation, differs greatly by regions. In Nor thern Europe, con-
sumption of some commodities is approaching North American levels, 
and income elasticities of demand are relatively low and declining. In 
Southern Europe, potential for expanded consumption of some prod-
ucts with a stong response to both higher income and lower price 
appears to exist. 

Changes in consumption have been accompanied by relatively 
rapid rates of expansion in output for most commodities. T h e index of 
total agricultural output increased about 3 percent per year dur ing the 
1950s and 1960s. Coupled with the fact that per capita consumption 
levels are now relatively high for many food products and rates of 
increase in consumption have declined, it is unlikely that this rate of 
increase in aggregate output can be absorbed in the fu ture . 

T rade problems in North America, although somewhat less di-
verse, are equally acute. They arise f rom essentially the same causes. 
Market imbalances reflect both rapid improvement in technology and 
the effect of domestic price programs. Expansion in capacity to pro-
duce has far exceeded domestic market absorption, and accumulation 
of surplus stocks has been a part of the North American agricultural 
scene for many years. This accumulation has led to a continuing search 
for expanded export outlets, and major international actions have 
been under taken in this pursuit. These have included market de-
velopment export subsidy, and food aid programs, intensive policy 
bargaining, and strong pressures on "protective" countries to liberalize 
import restraints against temperate zone agricultural products. 

As indicated, t rade policy in all advanced countries is closely tied to 
agricultural income policy. The effort to maintain or increase incomes 
in agriculture is implemented largely through direct price supports, 



which in turn interfere with agricultural trade. Virtually all com-
modities receive some form of market protection in most countries. 
Price supports and supplementary measures have led to widely differ-
ent price levels among nations. T h e degree of price distortion that has 
been created is illustrated by the case of wheat, as shown in Table 6. 
Other products have similar price patterns. These distortions reflect 
the levels of support given to agriculture and are a source of conflict 
between exporters and importers. 

These price differentials reflect cost conditions in agriculture and 
the level of support needed to maintain incomes in some specified 
relation to nonfa rm incomes. 

Adjustment to international conditions by advanced countries has 
been exacerbated by rapid and differential rates of change in the 
technology of agriculture. As a result major price distortions exist, and 
conflict of interest between exporters and importers has increased. In 
the total complex of t rade among advanced countries the policies that 
have the greatest impact are those of Western Europe and North 
America, the major trading areas where both exports and imports are 
important. In most of these countries per capita agricultural income is 
well below other areas of the economy, and with continued rapid 
general economic growth this problem tends to be perpetuated.7 T h e 

Table 6. Wheat: Selected Price Data 

Country Price in U.S. dollars 
per bushel 1963-1964 

Ratio of support prices 
to import value, 1962 

Denmark 1.58 92 
United Kingdom 1.63 97 
Ireland 1.83 105 
France 1.94 111 
Greece 2.01 118 
Netherlands 2.09 112 
Austria 2.12 124 
Belgium 2.12 123 
Italy 2.20 129 
Sweden 2.30 129 
Spain 2.30 121 
Portugal 2.34 137 
Germany 2.38 139 
Norway 3.20 187 
Switzerland 3.68 215 
Finland 4.22 204 

SOURCE: FAO Developments in Agricultural Price Stabilization and Support Policies 
1959-1964, CCP 65/5, 22 March 1965, 



i n c o m e ques t ion is relat ive, n o t absolute , a n d agr icu l tu ra l i n c o m e m u s t 
i m p r o v e cont inual ly to k e e p u p . P rob l ems of t r a d e confl ic t a re direct ly 
re la ted to i n t e rna l m a r k e t a d j u s t m e n t a n d domes t ic policies a n d e f fec-
tively c a n n o t be deal t with separa te ly . Few count r ies , howeve r , a r e 
willing to subject the i r domes t ic policies to i n t e rna t iona l nego t ia t ion , 
a n d little p rog re s s has been m a d e in c o o r d i n a t i n g domes t i c ag r i cu l tu ra l 
a n d t r a d e policies. 

Problems and Issues Facing 
Less Developed Countries 

T h e dr iv ing fo r ce b e h i n d the issues ra i sed by d e v e l o p i n g coun t r i e s 
is the i r search f o r e x p a n d e d m a r k e t s a n d g r ea t e r f o r e i g n e x c h a n g e 
e a r n i n g s to aid economic d e v e l o p m e n t . T h e p r o b l e m s f aced in achiev-
ing these goals have b e e n s ta ted bo th in b r o a d a n d n a r r o w t e rms . 

I n the b r o a d e s t sense, it has b e e n a r g u e d tha t m a n y of the p r o b l e m s 
fac ing these na t ions were u s h e r e d in by t h e Grea t Depress ion a n d t h e 
a c c o m p a n y i n g shi f t of wor ld o r d e r . 8 T h e dep re s s ion led to a m a j o r 
decl ine in c o m m o d i t y expo r t s by less d e v e l o p e d coun t r i e s , a n d wi thou t 
expor t s , p u r c h a s e s of n e e d e d indus t r i a l p r o d u c t s were impossible . 
H e n c e , a policy of i m p o r t subst i tu t ion, somet imes at very h i g h cost, was 
i n t r o d u c e d . I n add i t ion , the sh i f t in the weight of wor ld economic 
activity f r o m E u r o p e to N o r t h A m e r i c a is l ooked u p o n as hav ing h a d a 
m a j o r e f fec t on u n d e r d e v e l o p e d count r ies . T h i s po in t has b e e n s ta ted 
as follows: 

The United States displaced the United Kingdom as the leading 
dynamic centre. This was more than a mere change of hegemony; it 
had a far-reaching influence on the rest of the world. The enormous 
natural resources of the vast territory of the United States and the 
resolutely protectionist policy it pursued from the start of its de-
velopment were apparent in the steady decline in its import coeffi-
cient. In 1929 on the eve of the world depression, this coefficient was 
barely five percent of total income, and the restrictive measures result-
ing from the depression reduced it still further . In 1939, at the 
beginning of the Second World War, it had fallen to 3.2 percent.9 

While t h e r e is n o d o u b t tha t a m a j o r sh i f t in t h e cen t e r of wor ld 
economic activity d id occur , it is less clear tha t this in itself has h a d a 
m a j o r impac t o n the g r o w t h r a t e of m a r k e t s available to less d e v e l o p e d 
count r i es . D u r i n g the 1930s, t he e f fec t s of t he wor ldwide dep re s s ion 
p robab ly f a r o u t w e i g h e d s t ruc tu ra l shif ts in wor ld economic activity. 
None the less , a n d viewed over t ime, it is c lear tha t g r o w t h in expor t s of 



raw mater ia l s f r o m less d e v e l o p e d na t ions has b e e n slower t h a n f o r 
indus t r i a l e x p o r t s a n d even ag r i cu l t u r a l p r o d u c t s f r o m a d v a n c e d 
count r i es . T h e e x t e n t of this d i f f e r e n c e in r e c e n t years is i nd ica t ed in 
T a b l e 7. 

Table 7. Selected Indexes of Quantity and Unit Value of Exports of Agricultural Products 
(1957-1959 = 100) 

1956 1960 1965 1970 

Total value of exports 
All products 98 107 135 160 
Food and feedstuffs 94 108 158 199 
Beverages and tobacco 103 98 109 138 
Agricultural raw materials 104 111 103 95 

Unit value 
All products 105 98 101 103 
Food and feedstuffs 104 96 104 112 
Beverages and tobacco 103 89 90 101 
Agricultural raw materials 114 108 94 86 

SOURCE: Food and Agriculture Organization, The State of Food and Agriculture 1971 
(Rome: FAO, 1972), pp. 15 and 17. 

I n p a r t this p a t t e r n is d u e to t he i n h e r e n t character is t ics of t h e 
d e m a n d f o r p r o d u c t s tha t d e v e l o p i n g coun t r i e s sell. Fo r e x a m p l e , o n e 
r e a s o n f o r low d e m a n d is t ha t a d v a n c e d coun t r i e s genera l ly have 
m o d e s t p o p u l a t i o n g r o w t h ra tes . T h i s has b e e n par t icu la r ly t r u e of 
W e s t e r n E u r o p e a n d J a p a n as well as Eas t e rn E u r o p e a n c o m m u n i s t 
count r ies . F u r t h e r m o r e , t h e i n c o m e elasticities of d e m a n d f o r m a n y 
p r o d u c t s e x p o r t e d by less d e v e l o p e d coun t r i e s t e n d to be relat ively low 
a n d p robab ly decl ine rap id ly as i n c o m e levels increase . 

I n add i t i on , with the excep t ion of livestock p r o d u c t s , p r ice elas-
ticities a re low f o r mos t ag r i cu l tu ra l p r o d u c t s , c r ea t i ng severe p r e s s u r e 
o n pr ice even with m o d e s t a m o u n t s of m a r k e t ove r supp ly . I n t h e case 
of p r o d u c t s subject to s h o r t - t e r m f luc tua t ions in o u t p u t , cons ide rab le 
s h o r t - t e r m var ia t ion in pr ices arises, a n d f o r t r ee c rops such as co f f ee , 
l ong de layed a n d pers i s ten t pr ice decl ines can be g e n e r a t e d . 

A n o t h e r m a j o r p r o b l e m e n t e r s t h e p i c tu re in t h e case of agricul-
tu ra l r aw p r o d u c t s : synthet ic subst i tutes . A r e c e n t s tudy by the F o o d 
a n d A g r i c u l t u r e O r g a n i z a t i o n (FAO) states this p r o b l e m as follows: 

One of the main threats to the exchange earnings of developing 
countries in recent years has come from competition of synthetics with 
agricultural raw materials, principally cotton, wool, jute and allied 



fibers, hard fibers (mainly abaca) and rubber. In the period 1959-61, 
world exports of these products were valued at about U.S. $5,600 
million, equivalent to 24 percent of the total value of world agricul-
tural trade. Moreover, more than half (55 percent) of the total origi-
nated in developing countries, where they accounted for 30 percent 
of total exports of agricultural products. 
The overwhelming item in the developed countries' exports of ag-
ricultural raw materials is wool, the bulk of the trade in which origi-
nates from Australia, New Zealand and South Africa, and United 
States, cotton. Otherwise the trade consists essentially of a flow from 
developing to developed countries. 
The world output of synthetic materials is heavily concentrated in 
developed countries (the United States, western Europe and Japan) 
and centrally planned countries. 
The location of synthetic industries in the main agricultural raw 
material importing countries is, of course, basically inimical to an 
expansion of the trade in the natural products. However, the estab-
lishment of such industries is usually inspired by technical, rather 
than autarchic, considerations except insofar as the synthetic prod-
ucts are competing among themselves. It is but one facet of the 
general process of technological evolution which is affecting the de-
mand for agricultural raw materials in many different ways.10 

This s tatement is unequivocal, but as pointed out by Lawrence Witt, 
the case is not that clear-cut. 

First, these new synthetics provide certain qualities which create new 
uses for end products, carpets in places not previously carpeted, a 
more extensive use of soft drinks, wider use of foam rubber cushions, 
etc. Thus, synthetics displace much less than the equivalent amounts 
of natural commodity. 

Second, in some cases, synthetics and natural products are being 
combined to create commodities more pleasing to consumers. Such 
joint products may enhance the sales opportunities, creating a larger 
demand for the final products, as has occurred recently in fibers. 

Third, the price patterns are modified by the existence of a close 
substitute. The price elasticity of demand for the natural product is 
increased, thus reducing the probable range of price movements.11 

A likely balance between these two positions is that the inroads 
synthetics have m a d e are impor tan t , but they have not had the impact 
indicated by direct compar ison of data on relative utilization. It also is 
probably safe to suggest that competi t ion f r o m synthetic substitutes will 
cont inue to be a major factor displacing raw materials and, increas-
ingly, food items. 

Another impor tan t factor inf luencing expansion of less developed 
country exports is the policies followed by advanced nations. In view-



ing this problem, a functional breakdown of t raded commodities into 
temperate, tropical, and temperate tropical commodities can be made. 
Tropical commodities are produced almost exclusively in less ad-
vanced areas and do not compete with producers in advanced coun-
tries. In consequence, import restrictions are more limited, but are 
present. Many European countries have retained rather substantial 
internal taxes on some of these commodities. Of ten this is a carryover 
of consumption taxes for government revenue established when these 
items were judged as taxable luxuries. Although their importance as 
revenue sources is now small, some still persist. Communist countries, 
under state trading, place generally severe limitations on these im-
ports. 

More important are the effects of price support and self-sufficiency 
programs in advanced countries on temperate-tropical products, such 
as sugar. T h e EEC, for example, is more than self-sufficient in sugar, 
and the domestic proport ion of U.S. consumption has increased in 
recent years. Other commodities where domestic protection and bor-
der restrictions have been of consequence to exports of less developed 
countries include vegetable oils, cotton, fruits, vegetables, rice, and 
peanuts. Also, the major temperate zone products cannot be left out of 
the picture. Some exports of grain and livestock products come f rom 
less developed countries, particularly South America. In the fu ture , 
this flow, or at least its potential, may be greater, and the effect of 
advanced country restrictions will be more important . 

Another element of advanced country protection is a tariff struc-
ture that discriminates against processed and semiprocessed products, 
as is illustrated in the following numerical example. 

T h e tariff rate on the finished product is only moderately higher if 
computed on product price, but the marginal tariff on value added in 
processing is very large, in this case double the rate on the raw material. 
This tariff structure not only restricts t rade but also inhibits growth of 
processing industries in less advanced countries. 

Impediments to export expansion used by developing nations slow 
the rate of expansion in export earnings and cause price fluctuations 

Raw product 
Processed product 
Value added in processing 

Price Tariff Percent 
1.00 ioo 10 
1.50 200 13 

.50 100 20 



which, in t u rn , create uncer ta int ies in p r o g r a m m i n g expor t expans ion 
as a pa r t of deve lopmen t plans. T h e ef fec t varies considerably a m o n g 
commodi t ies a n d countr ies . T h e t r ade position of individual nat ions is 
re la ted to domest ic condit ions and policies as well as ex terna l condi-
tions. A recent s tudy by B a r e n d DeVries indicates t he re is a grea t deal 
of variation in the t r ade position of individual countr ies m e a s u r e d in 
t e rms of expor t expans ion relative to g rowth in world markets . While 
recognizing that ex terna l factors are i m p o r t a n t de te rminan t s of overall 
marke t growth, he concludes that within a given set of ex terna l condi-
tions "d i f fe rences (among countries) are of such m a g n i t u d e tha t their 
causes deserve con t inued a n d ca re fu l study. T h e y also suggest tha t the 
economic policies a n d basic economic factors in the expor t ing coun-
tries may have an impact on the deve lopmen t of their exports ." 1 2 

Summary 

Over time, agr icul tural p roduc t s have been an impor t an t compo-
nen t of in ternat ional commercia l t rade . Var ious shifts in the c o m m o d -
ity composi t ion have occur red , a n d regional pa t te rns of t r ade have 
changed . T h e y are likely to cont inue to change . Economic forces, 
insti tutional change , a n d policy deve lopments are cont r ibu t ing factors. 
Trad i t iona l t r ade relat ionships based on the exchange of industr ia l 
p roduc t s for agr icul tural commodi t ies a n d raw materials no longer 
domina te in ternat ional commercia l exchange , a l though this pa t t e rn 
still prevails be tween the industr ial ized a n d the less developed. 

Policy conflicts a m o n g industr ia l countr ies arise out of domest ic 
price suppo r t policies. T h e s e policies a n d protect ion levels, in t u r n , a re 
d e t e r m i n e d largely by economic and s t ruc tura l condit ions that influ-
ence cost a n d income levels in the agr icul ture of each count ry . T r a d e 
policy prob lems facing the less developed stem, in par t , f r o m restrictive 
impor t policies in industr ia l countr ies , and also f r o m slow marke t 
growth, the in roads substitutes have made , a n d economic a n d policy 
condit ions within developing nations. T h e over r id ing objective of the 
less developed is to e x p a n d expor ts a n d provide fo re ign exchange 
n e e d e d to i m p o r t capital a n d technology fo r deve lopment . 

T h e issues a n d problems s u r r o u n d i n g in ternat ional agr icul tural 
marke ts a re thus diverse a n d complex. We have looked at t r ade t rends , 
overall marke t organizat ion, a n d policy issues a n d prob lems in this 
chapte r . We now t u r n to questions of compara t ive advan tage a n d 
factors that in f luence d i f fe rences a m o n g countr ies in cost and , hence , 
price suppo r t a n d their ability to compe te in in ternat ional markets . 



3 

The Economics of Commodity Trade 

O n e of the quest ions that concerns agr icul tural economists is whe the r 
the economic tools deve loped over t ime to analyze compara t ive advan-
tage a n d competi t ive cost have any relevance in today's world. T h e 
quest ion is asked in two ways. T h e first is economic-analytical a n d seeks 
answers to specific problems. For example , what is the long- range 
competi t ive posit ion of an individual nat ion, or , even m o r e broadly in 
the light of world food needs , how can r equ i r emen t s be me t most 
efficiently a n d with the greates t economy in total resource use? T h e 
second a p p r o a c h relates to the value of t r ade theory as a gu ide for 
policy. Compara t ive advan tage and its logical end poin t — a policy of 
f r e e t r ade — generally is accepted as the f o u n d a t i o n fo r an in terna-
tional policy that will lead to the best of all worlds. But as T . W. Schultz 
asks, "why are most of less developed countr ies fo rego ing many of the 
gains to be h a d f r o m in ternat ional specialization a n d t rade?" 1 We 
migh t f u r t h e r inqui re as to why advanced countr ies have moved to a 
point of limited t r ade bar r ie rs on industr ia l p roduc ts , pe rmi t t ing 
forces of compara t ive advantage to opera te , bu t consistently r e f u s e to 
do so in agr icul ture . In the past, agr icul tural economists have sought 
answers to these quest ions f r o m genera l economists with varying 
results.2 Opin ions exist bo th that the relevancy of p resen t analytical 
tools is substantial a n d that it is minimal . 

In te rna t iona l t r ade theory in its p u r e f o r m employs t radi t ional 
tools of economics a n d can be appl ied to bo th in ternal marke t adjust-



ment and regional competitive structures. But when applied to inter-
national commerce , a n u m b e r of special kinds of conditions should be 
recognized. T h e r e are d i f ferences in countries ' legal-economic envi-
ronments . Exchange between individuals and regions within a nation 
usually is carried on u n d e r a common set of legal rules concerning 
taxation, credit and acquisition of capital, licensing, and the like, but 
these institutions and requi rements d i f fe r among countries. Second, 
the general sociopolitical env i ronment that embodies unwri t ten codes 
of conduct def in ing habit, business customs, and the social institutions 
that affect commercial activity vary greatly. These , along with varia-
tions in resource mobility, problems of informat ion and communica-
tion, problems of a r rang ing transactions and financing, d i f f e ren t lan-
guages, d i f fe ren t currencies, and d i f fe ren t overall economic objectives 
and policies, lead to the need fo r a special study of internat ional t r ade 
even though the basic or pu re economic concepts apply as they do to 
transactions internally within any economy. 

Despite the many items that obscure the relation between theory 
and reality, an acquaintance with theory is necessary to gain insight into 
factors that create di f ferences in the existing and potential competitive 
cost relationships a m o n g countries. T h e main purpose of this chapter 
is to provide an analytical founda t ion fo r policy analysis in the chapters 
that follow. It is useful to begin this process by reviewing the principal 
assumptions that lie behind theory of internat ional t rade. This is fol-
lowed by discussion of the main theoretical concepts that have been 
formula ted to explain comparat ive advantage and by an assessment of 
the factors that create d i f ferences a m o n g countries in relative costs and 
t rade position for agricultural products . 

Basic Elements of Trade Theory 

T h e basic assumption of t rade theory, as with any o ther marke t 
theory, is that individuals are economically rational and will seek to 
maximize gains. Consumers will allocate expendi tures to achieve the 
greatest possible utility, and resources will be employed by producers 
to equate marginal productivity of all inputs in all uses and , hence, 
maximize the total p roduc t of the economy. But because of the special 
characteristics of internat ional t rade, a n u m b e r of additional assump-
tions are requi red . 

O n e of these is that all exchange prices are flexible and that money 
is neutra l in affect ing economic activity. Neutrali ty of money implies 
that an acceptable internat ional s tandard of value and exchange is 



available in sufficient quantity and that problems of currency and 
money do not affect the flow of trade or interfere with the f ree interac-
tion of supply and demand. 

A second category of assumptions has to do with resources and the 
basis for production. Initially, both the quantities of factors available 
and the technology employed in their use remain fixed. This means 
that an increase in wage rates will not bring forth additional supplies of 
labor, nor will increased interest rates call for th more capital. T h e 
assumption most unique to international trade theory is that complete 
resource mobility exists within countries, but that no mobility exists 
among countries. Fur thermore , full employment is assumed to exist, so 
that if a nation expands the output of one commodity, it can do so only 
if the output of another commodity declines. 

Another important assumption is that income distribution, tastes, 
and preferences are given and do not change in response to availability 
of internationally t raded goods. 

Finally, t rade theory abstracts f rom problems or impediments to 
trade that arise f rom transport costs, lack of information, poor com-
munications, or other difficulties that will hinder or affect the transfer 
of goods among countries. 

Within this f ramework of assumptions, t rade theory has sought to 
explain (1) the basis for international production adjustment and divi-
sion of labor, or who should produce and trade what goods; (2) the 
process whereby international accounts are settled, and how prices are 
established; and (3) the welfare effects or the gains f rom trade and, in 
turn, the consequences of artificial restraints on the f ree play of supply 
and demand through international markets. T h e theory that seeks to 
deal with this basic core of questions has been refined over time to deal 
with a number of related questions regarding the effects of specific 
policies, the factor price effects of trade, and, very important in more 
recent analysis, the effect of economic growth on trade. 

T h e initial statement of comparative costs was developed by classi-
cal economists who sought primarily to explain the gains f rom trade 
and establish the basis for a f ree trade policy. Comparative advantage 
was founded on the assumption that costs were related only to the 
"real" input of labor. If other inputs were used, their amount was 
assumed to: (1) be either small and insignificant; (2) be spread evenly 
over labor and used always in fixed proportions with labor; or (3) 
represent stored-up labor and thus be accounted for in labor costs. 
This analysis implies a single input production function. With this 
assumption, the input-output possibilities and relative cost for two 



commodi t ies in two countr ies can be expressed t h r o u g h i npu t -ou tpu t 
d iagrams, as shown in Figure 1. 

Cloth 
Produced 

Country A 

Country B 

5 10 15 2025 
Lobor input 

Wheat 
Produced 

Country A 

Country B 

5 1015 2025 
Labor Input 

Figure 1. Production Functions Implied by Two Country-Two 
Commodity Analysis of Comparative Advantage 



In Figure 1, output of cloth per unit of labor in country A is double 
that in country B, but output of wheat per unit of labor in country A is 
three times that in country B. Furthermore, this relative productivity 
ratio in the two commodities exists at all levels of output since, with a 
single homogeneous input, production functions will be linear. Each 
additional unit of labor produces the same additional amount of goods 
at all levels of input use. 

This kind of production relationship has important consequences 
for trade analysis that can be illustrated through the relationship be-
tween production possibilities in each country as shown in Figure 2. 

Figure 2. Production Possibilities with Constant Opportunity Costs 

The transformation relationship between commodities is linear, 
and for each country the slope of the transformation line indicates the 
price relationship between commodities. Under the assumed condi-
tions of perfect competition and full employment, country B can in-
crease cloth production one unit by giving up .5 units of wheat, or it can 
increase wheat output .5 units by giving up one unit of cloth. This 
represents the exchange ratio between the two commodities if labor is 
shifted from the production of one commodity to the other. Country 
A, on the other hand, can exchange wheat and cloth in a ratio of one 
cloth for .75 wheat. The basis for trade is in establishing an exchange 
ratio for the two commodities between the two countries, somewhere 
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between the ratios in each individual country. Thus, if country A 
desires more cloth and can obtain one unit f rom country B for .60 units 
of wheat (to obtain one unit of cloth country A must give up .75 units of 
wheat in a domestic trade-off), then country B can obtain .60 units of 
wheat for one unit of cloth. (Country B can obtain only .5 units of wheat 
by shifting domestic resource use to give u p one unit of cloth.) Clearly, 
both countries gain f rom trade, and the principle of comparative 
advantage and gains f rom trade is established. With linear transforma-
tion in production there is no theoretical reason exchange should stop 
before each country is completely specialized in production of the 
commodity in which its comparative advantage lies. This problem was 
handled by classical economists through reciprocal demand analysis 
and more recently through the introduction of indifference curves.3 

The essence of the production analysis presented here is that coun-
tries can gain by trading if relative production costs differ among them 
and that this difference is caused by variations in technical input-
output ratios. While no attempt was made by classical economists to 
explain the reason for differences in resource productivity in the 
technical input-output sense, clearly this is the foundation of this initial 
attempt to explain the basis for differences in comparative costs. In 
other words, t rade is based on relative differences in input-output 
relations. 

T h e next stage in the development of t rade theory accepts the same 
basic idea — that comparative cost differences are related to differ-
ences in input-output relations — but argues that analysis based on real 
labor costs is inadequate. A series of changes in the analysis developed 
the following arguments.4 First, it is necessary to introduce money 
values and measure costs in monetary terms. The importance of this 
step can be indicated with a simple numerical example. 

Production of Wheat with Twenty Days of Labor 
Bushels Wage per day Cost per bushel 

Country A 200 "$2.00 $.50 
Country B 150 $1.00 $.33 

It is apparent in this case that if labor is the only cost, real costs are lower 
in country A, but that money costs are higher and product price will be 
higher. It is also necessary to recognize that other inputs impinge on 
costs, and these all must be priced and included in establishing relative 
cost relationships. 



A second argument of postclassical economists is that, for a number 
of reasons, the typical condition in production is diminishing rather 
than constant returns. Viewed in terms of national production pos-
sibilities, this situation is related to differences in the quality of inputs, 
variations in the extent to which inputs are specific or specialized in 
usage, and the fact that fixity of resource use may arise f rom obstacles 
to mobility, such as transfer costs plus legal and social impediments to 
movement. Typically, opportunity costs will increase, and production 
possibility curves will take the form shown in Figure 3. As in earlier 
theory no effort was made to specify why relative costs differ among 
countries. Furthermore, it was argued that the nature of the input mix 
was not important in explaining comparative costs. The significant 
issue is the shape of the production possibility curve and the opportun-
ity cost of giving up production of one commodity to gain addition of 
another. With diminishing returns, this opportunity cost would change 
with each shift in production. 

This improvement in analysis, while still failing to explain differ-
ences among nations in costs, had important implications for trade 
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analysis. T rade still depends upon differences in price ratios among 
countries, and specialization still should occur, but not completely. 
Since each international transaction will affect domestic price ratios, an 
equilibrium and identical price (assuming no impediments to trade) 
will be arrived at between trading partners. This process is illustrated in 
Figure 3. 

In Figure 3 the point of domestic production is illustrated at points 
A andi? for each country, and domestic price ratios are indicated by the 
slope of the price line through these points. Since the shape of the 
production possibilities curve is identical for each country, the differ-
ence in equilibrium points is due to differences in demand as illustrated 
by the indifference (Ia and l b ) curves. If t rade occurs, a single interna-
tional price will be established somewhere between the domestic prices 
in each country. T rade will occur, and each country also will have 
moved to a higher consumption at points Ca and C*>. T h e quantities 
traded are indicated by the triangles. Country A imports C, r of wheat 
and exports Ca, r of cloth. Country B imports C, q of cloth and exports 
Cb, q of wheat. A new international price ratio equal to the slope of line 
ww is established. Because diminishing returns exist and the domestic 
prices of commodities shift as trade occurs, complete specialization is 
not implied. 

A more recent addition to trade theory has been an effor t to explain 
the basis for differences in relative production costs and the basis for 
change in those costs. Emphasis is placed upon differences in the 
relative endowment of factors of production among countries as the 
principal determinant of a country's production possibilities curve and 
hence comparative costs position. 

The analysis demonstrates that differences in factor endowment 
will cause differences in production possibilities if two products use 
factors in different proportions and if these differences are the same or 
similar in both countries. Precise geometric illustration of the effects of 
differences in factor endowment requires a number of assumptions 
and is developed through Edgeworth box diagrams.5 We will limit 
ourselves here to illustration of the consequence of differences in 
factor endowment and general discussion of the line of reasoning used. 
If we stay with our two country-two commodity analysis (cloth and 
wheat) and assume two factors (labor and capital) in each country, it is 
necessary that one commodity be labor intensive and the other be 
capital intensive in production and that this be true in both countries. If 
the ratio of capital to labor in cloth production is greater than in wheat 
production in country B, this same condition must hold true in country 



A in order to achieve a theoretical demonstration of the effect of 
different factor endowments. If these conditions prevail, the country 
that has the greatest amount of capital relative to labor will have a 
comparative advantage in production of the capital-intensive good 
(cloth), and the country with the greatest relative supply of labor will 
have a comparative advantage in production of the labor-intensive 
good (wheat). If we assume that country B has the greatest relative (not 
necessarily absolute) supply of capital and country A has the greatest 
relative supply of labor, the production possibility curves would be 
shaped in relation to one another as in Figure 4. 

As shown, the indifference curves are identical in each country, and 
the equilibrium production with no trade in country B is po in t s and in 
country A, po in t s . But if allowed to trade, each country can move to a 
higher indifference curve at point C. To do this, country B will export 
C, q of cloth and will impor ta i , q of wheat. Country A will i m p o r t i h r of 
cloth and export C, r of wheat. The reason for trade in this case is the 
difference in the production possibilities in each country, and the 

Figure 4. Trade with Different Production Possibilities and Same 
Demand 
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reason for that d i f fe rence lies in di f ferences in factor endowment . 
Country A has more labor relative to capital and can p roduce more 
wheat relative to cloth, and the opposite condit ion prevails in country 
B. Greater specialization occurs with t rade in that country B moves to 
f u r t h e r specialization in cloth f r o m p o i n t s t o ^ i , and country A moves 
to greater specialization in wheat f r o m A t o ^ i . 

Trade and Economic Growth 

T h e most recent impor tan t extension of t rade theory is that em-
phasized by H. G . J o h n s o n in his study of t rade and economic growth.6 

H e analyzes the effect of changes in factor endowmen t and improve-
ments in technology on consumpt ion and product ion and , in tu rn , 
translates this into its effect on increases and decreases in the growing 
countries ' d e m a n d fo r imports . T h e question is whether a given change 
in relative resource availabilities or technologies will be biased for or 
against t rade or neut ra l in its effect. A change is def ined as neutral if it 
alters the country 's d e m a n d fo r its impor t p roduc t in the same p ropor -
tion as it alters its d e m a n d for its expor t product . A p ro t r ade biased 
change would increase d e m a n d for the impor t p roduc t by a greater 
p ropor t ion than for the expor t product , and the opposite would occur 
with an ant i t rade biased change. T h e n u m b e r of possible combinations 
of change may be large. Growth may occur t h rough an increase in the 
available supply of labor (populat ion growth) or capital and t h r o u g h 
technological improvement . Fu r the rmore , each kind of change may 
have d i f fe ren t relative effects on the comsumpt ion of the country's 
impor t or expor t good as well as on the product ion of its impor t or 
expor t good. 

Despite the multiplicity of possible outcomes, a few clear generali-
zations emerge . An increase in technology or capital with an implied 
increase in income will increase consumpt ion of a good with high 
income elasticity of demand . If the country is an expor te r of this good, 
the change will be ant i t rade biased; if it is an impor te r , it will be 
p ro t r ade biased. But if the change increases product ion by a greater 
a m o u n t than d e m a n d , the net product ion and consumpt ion effect will 
be ant i t rade biased. An increase in labor supply (populat ion growth) 
will increase consumpt ion of necessities (for example, basic food com-
modities) and will be p ro t r ade biased if the country is an impor te r of 
these and ant i t rade biased if it is an expor ter . It is appa ren t that the 
consumpt ion and product ion effect may be either complementary or 



offset t ing d e p e n d i n g u p o n the na tu re of the change and the preexist-
ing comparat ive cost positions among countries. 

This a r g u m e n t is suggestive of a n u m b e r of changes that have 
occurred over time and provides an impor tan t addit ion to theory. T h e 
analysis of t rade and growth to some degree ties together the main lines 
of thought previously developed. T h e most significant notion pro-
vided by the classical economists is that technical inpu t -ou tpu t ratios 
are an impor tan t de te rminan t of comparat ive costs. Later, the effect of 
factor prices, factor qualities, specificity in use, and fixity were intro-
duced. T h e Heckscher-Ohlin version of t rade theory adds the notion 
that factor endowmen t influences comparat ive costs. In analyzing 
reasons for change in comparat ive costs, Jo h n s o n blends all these 
previous notions and , in particular, deals both with factor endowmen t 
and technical efficiency in explaining change in comparat ive cost and 
t rade. 

But despite its basic relevance, t r ade theory does not provide a fully 
operat ional basis for analyzing the competitive position or the reasons 
fo r change in competitive position of agricul ture in d i f fe ren t countries. 
T h e conditions that d i f ferent ia te agriculture among nations are not 
reducible to a few well-specified concepts. T o do this we need to add to 
what underl ies the na tu re of inpu t -ou tpu t ratios, namely, prices, levels 
of resource availability and a t tempt to move closer to reality for evalua-
tion. A first step in this process is to recognize that the assumptions 
used in theory lead to results that specify a general equil ibrium in the 
sense that all resources are employed in their most "efficient" use, all 
f i rms employ the best available technology and are of op t imum scale, 
and complete ad jus tment to efficient product ion u n d e r competitive 
conditions exists. It thus is long-run general equilibrium analysis. T h e 
best a theory with these assumptions can do is provide b road guidelines 
and suggest variables to be taken into account in a t tempt ing more 
pragmatic analysis. 

A Partial Equilibrium Framework 

A more applied or manageable approach to t rade analysis involves 
the following questions: (1) What are d e m a n d levels, and how are they 
likely to change? (2) What are supply levels and absolute cost relations 
among countries, and how will they likely change? (3) What t rade 
pat terns will likely follow f r o m these conditions, or would follow if 
artificial restraints were absent? Analysis can be done only in a partial 
equilibrium f ramework which seeks to evaluate such things as d e m a n d 



and supply relations, incomes, technology and business organization, 
and how trade has or will shift over time in response to changes in these 
variables. The partial equilibrium analysis implied in this kind of 
framework is illustrated in Figure 5. 

Country A Price Country B 

Figure 5. Commodity Supply-Demand and Trade 

Country B in this illustration is the higher cost country and can both 
increase consumption and lower consumer costs through trade. It is 
apparent also that imports reduce price to producers in the importing 
country, and herein lies much of the source of international conflict 
surrounding agricultural trade policy. Furthermore, if one were to tilt 
either or both the demand and supply curves of each country to a more 
nearly vertical (inelastic) position, the price effect of trade would be 
intensified. This again is a characteristic that influences the issues and 
degree of conflict in international agricultural markets. 

The position of the supply curves is determined by underlying 
conditions such as factor endowment and level of technology and 
industry organization. The position of the demand curve is influenced 
by population, level and distribution of income, tastes and preferences, 
and other factors. If the supply curve of the importing country shifts 
outward more rapidly than demand, trade is reduced. If this occurs in 
the exporting country, trade is expanded. The opposite would occur if 
demand curves shift more rapidly than supply curves. 



It is impor tan t to keep in mind that comparat ive cost positions, 
viewed in terms of supply curves, need not be inconsistent with com-
parative cost viewed in the more complex f r amework of product ion 
possibilities curves, provided that the assumptions used in the analysis 
of product ion possibilities apply. If this were t rue, supply curves would 
have a shape and position consistent with precisely def ined compara-
tive costs. O n the other hand , in the supply-demand analysis, at tention 
is focused on price quantity relations as they exist. Both the shape and 
location of the supply curve may be inf luenced by various kinds of 
rigidities, market imperfect ions, and policies that in reality inf luence a 
country's competitive position. But even where this is the case, mean-
ingful definit ion, quantification, and measuremen t of supply-demand 
relationships are feasible, and analytically they are a great deal more 
operat ional than product ion possibility and indi f ference curves. 

Multiple Commodity Relationships 

In moving out of the world of abstraction, a second step is to 
recognize that t rad ing is a mult iple commodi ty-mul t ip le country 
p h e n o m e n o n and that comparat ive advantage, viewed f r o m the per-
spective of two countries, each with two commodities, has limited 
application. Evaluation of a country's position for many commodities 
in a t rading mix of many countries is difficult, bu t the na tu re of the 
realtionships involved can be illustrated in Table 8. 

T h r e e kinds of questions can be asked relative to this table. T h e first 
is the commodity question, or which country is the lowest cost p roducer 
of a given commodity? This is indicated by the columns. Second, there 
is a question of internal o rde r ing for each country, or, for any given 
country, what is the relative cost a m o n g products? This is indicated by 
the rows. Th i rd , combining these two, does the country have a general 

Table 8. Money Cost of Production with a Given Resource Bundle 

Country 
A 

Product 
B C D . . . etc. 

1 22 20 18 16 
2 20 22 18 20 
3 16 23 20 22 
4 24 11 13 15 

etc. 



cost advantage or disadvantage? In the above example, country 4 has a 
cost advantage in all commodities except A. Country 4 easily could 
represent the U.S. world competitive cost position in dairy products 
(A), corn (B), soybeans (C), and barley (D). Count ry 3, on the other 
hand , could represen t certain European countries that are low cost 
producers of dairy products but high cost p roducers of field crops. 

The Bases for Cost Differences 

T h e numerical illustration in Table 8 is still simplified. T h e signifi-
cant question is whether an operat ional f r amework for evaluating cost 
d i f ferences and shifts in cost positions can be developed, using both 
unders tandable and measureable categories of factors that inf luence a 
country's t rad ing position. 

T r a d i n g position in agricultural products for any individual nation 
should be viewed in terms of d e m a n d conditions as well as capacity to 
p roduce and enterpr ise costs. Demand will vary primarily with popula-
tion and level of income. More people simply require more food, but 
income levels have a great bear ing on the quality and kind of food used. 

T h e extent to which requi rements for specific commodities can be 
met domestically will be de te rmined by basic resource availabilities, 
including land, labor, and capital, as well as the degree to which ou tpu t 
increasing technology has been adopted . In addit ion, the cost at which 
specific commodities can be p roduced will depend on how product ion 
is technically organized and what prices apply to the inputs used. 
Min imum average costs may be low in a given country relative to 
another , but supply curves may be positioned such that d e m a n d cannot 
be filled due to resource restrictions relative to demand , or, alterna-
tively, surpluses may arise at less than full resource utilization. T r a d i n g 
position and comparat ive costs thus are inf luenced by an interrelated 
mix of factors that simultaneously affect the capacity to p roduce and 
enterpr ise costs. These factors can be designated broadly as (1) aggre-
gate natural and resource endowment , (2) f a r m and business organiza-
tion and technology, and (3) price factors. They f u r t h e r can be 
specified in sufficient detail and clarity to become a useful basis for 
intercountry comparisons of relative productive capacity and cost posi-
tions and suggest the basis for evaluating existing t rade position and 
possible f u t u r e shifts. T h e following classification of factors involved in 
de termining product ive capacity and agricultural cost s tructures is a 
useful starting point. 



I. Natural and Resource Endowment 
A. Natural endowment 

1. Climate and topography 
2. Land area and quality 

B. Capital 
1. Level and rate of accumulation 
2. Capital markets and relative availability to 

agriculture 
C. Labor 

1. Population and labor supply 
2. Labor quality and capacity in agriculture 

II. Farm and Business Level Conditions 
A. Technology and its use 

1. Labor saving 
2. Output increasing 
3. Land saving 

B. Farm size and organization 
1. Land limitations 
2. Capital limitations 
3. Managerial capacities or limitations 

C. Support ing institutions 
1. Product markets 
2. Input markets 
3. Capital markets 

III . Price Factors 
A. Level of economic development, business cycles, 

and opportunity cost for labor 
B. Alternate demand for capital and interest rates 
C. Alternate demand for land and land prices 
D. Price policy and capitalization of land values 

T h e most clearly defined element of aggregate resource base is 
natural endowment. Tropical products are so designated because they 
can be produced at low cost only in a tropical climate. But more subtle 
differences exist. Wheat production is lower cost relative to corn in 
semiarid areas, but sorghum has an advantage over wheat at very low 
levels of moisture and on somewhat poorer soils. Glass house produc-
tion of vegetables, a major recent development in western Holland, is 



highly dependent upon appropriate weather conditions to achieve low 
cost output. Within generally similar ecological conditions, endowment 
of quantity and quality of land is a major factor. T h e dominant position 
of North America in world grain and oilseed markets is based on its vast 
supply of high quality land, but this factor alone is not adequate. Brazil 
also has vast quantities of good land but does not compete in world 
markets for land using products. 

A large number of additional variations in the importance and 
degree of utilization or exploitation of natural advantages could be 
cited. Equally important is the availability of and capacity for utilization 
of capital and technology. An obvious difference exists between ad-
vanced and less developed countries. Capital accumulation and the 
technological sophistication of the less advanced is, by definition, low. 
Even among economies at similar levels of development, vast differ-
ences exist for at least two reasons. One is whether or not agriculture is 
organized to use capital and technology effectively. Another is whether 
effective institutions have been established to channel capital into ag-
riculture. In general, farms with large acreages can absorb cost reduc-
ing power and mechanical equipment and yield increasing capital and 
technology for both land using and land independent types of produc-
tion. Smaller farms, as measured by acreage, can exploit output and 
yield increasing technology, but are limited in their ability to use 
laborsaving technology. In less developed countries, this distinction 
often is found between plantation and peasant agriculture. Among 
advanced countries, differences in average farm size significantly af-
fect capital use and cost levels. Population growth rates and general 
economic structures in less advanced countries are such that employ-
ment in agriculture remains high and even increases in absolute 
amount under conditions where relative increases in capital occur. T h e 
dominant characteristic of overall resource use in advanced countries is 
the high level of capital use relative to land and labor. These general 
di f ferences in resource use pat terns are inf luenced by levels of 
economic development, adequacy of education, and the technological 
sophistication of each society. 

In looking at specific differences among countries that are at gen-
erally similar levels of development, variation in market systems and 
availability of inputs, including credit and direct educational services 
for producers, may be important . T h e ease with which U.S. farmers 
have been able to obtain credit, along with its low cost, has provided a 
definite advantage over even many European farmers where capital, 
although available, has not been easily channeled into agriculture. 



Equally impor tan t , extensive expendi tures on research and educat ion, 
both on technical and managerial questions, have been a defini te factor 
in the high productivity ratios achieved in U.S. agriculture. 

Ultimately, comparat ive costs rest both on physical productivity 
ratios and prices. Oppor tun i ty costs (interest rates) for capital until 
recently have been considerably lower in Nor th America than in most 
o ther advanced countries, and o f t en f a rmers in less developed nations 
face very high interest costs. Labor prices also vary widely a m o n g 
countries. Labor costs in general are related directly to the level of wage 
rates in alternative employment in advanced countries, where a degree 
of mobility f r o m agriculture to o ther pursuits exists. Both h i red labor 
costs and the earnings expectations of f a rmers are affected. These 
differences inf luence general agricultural cost s tructures as well as 
relationships a m o n g commodities. Despite a relatively efficient dairy 
industry (in a technical sense), the United States does not appea r to be 
competitive with Eu ropean producers , largely because of a relatively 
high wage s t ructure . 

A final impor tan t cost factor is land. Prices vary widely because of 
d i f fe rences in availability and al ternat ive d e m a n d and fo r o ther 
reasons. In Germany, a tradit ion of land ownership and desire fo r 
security against wart ime conditions have created land prices well above 
levels of r e t u r n that normally can be achieved in agriculture even with 
relatively high prices. Most advanced countries protect agriculture, 
and this in tu rn , t h rough capitalization of the gains, creates h igher land 
prices that affect competitive cost s t ructures over time. 

Classification of Countries 

Differences in resource use and f a r m organization lead to wide 
variation in resource productivity (Table 9). At one ext reme, U.S. and 
Canadian agricul ture achieve a relatively high value added per worker 
despite relatively low f a r m prices. This reflects extensive use of ou tpu t 
increasing and labor displacing capital. At the o ther ext reme, ou tpu t 
per worker in Turkey is very low, reflect ing the general conditons of 
inadequate capital and technology (as is the case in most of the nonin-
dustrialized world). Between these two extremes exist varying degrees 
in levels of deve lopment and inadequacy in agricultural s t ructure. 

Differences in f a r m organization and the sophistication of suppor t 
industries and institutions inf luence the fa rmer ' s ability to specialize, 
the mix of resources used, and his ability to realize economies of scale 
and to c o m m a n d capital and related technology for low cost efficient 



Table 9. Employment and Value Added in Agriculture, Selected Countries, 1967 

Country (1) (2; (V (4) 
Percentage of No. of workers Value Value added per 
active labor employed per added per hectare of arable 
force em- 100 hectares worker in land and land 
ployed in of arable land agriculture under permanent 

agriculture and land under (dollars) crops 
permanent crops (dollars) 

Turkey 71.0 36.4 330 120 
Spain 29.4 17.5 990 170 
Denmark 16.6 13.7 2780 380 
Netherlands 8.3 39.7 4010 1590 
West Germany 10.6 33.5 1830 620 
France 16.6 16.7 22201 3701 

Italy 24.1 29.9 1600 480 
Sweden 10.0 12.2 2020 660 
United Kingdom 3.1 10.6 3180 3601 

Ireland 30.5 9.0 3430 400 
Canada 9.0 1.5 4450 80 
United States 5.2 2.2 6350 140 
Japan 23.1 199.0 930 1850 

Sources: OECD Agricultural Statistics 1968, OECD National Account Statistics, and 
FAO Production Yearbook 1968. Value added converted to U.S. dollars with 
exchange rates f rom IMF, International Financial Statistics, vol. 23, no. 9, Sep-
tember 1970. 

Note : Computations of value added have not been adjusted to account for differences 
among countries in farm prices. 

x1966 

production. T h e existence of small, inefficient farms in many of the 
world's industrial countries has a major implication for policy. It simply 
requires high price levels to support the income of a farm family where 
an inadequate resource base is available to them. These variations 
among countries in economic, resource, and institutional conditions 
influence their t rading positions. Among high income countries, three 
are almost exclusively importers: Japan , West Germany, and the 
United Kingdom. Each is characterized by limited availability of land 
relative to population, and each imports large quantities of land using 
products. These include both food and feed grain and meat produced 
under land extensive conditions. At the opposite end of the spectrum 
among advanced countries are Australia, New Zealand, and South 
Africa, which almost exclusively are agricultural exporters. Their im-
ports consist largely of tropical and semitropical products. 

T h e general picture, however, is one of varying degrees of speciali-
zation along lines of comparative advantage where both imports and 



exports are important . Denmark and the Netherlands, with relatively 
limited land, have specialized in production of capital-intensive live-
stock products. Nor thern European countries and others, such as 
Switzerland and Austria, with cooler climates or uneven topography 
produce excess quantities of dairy products but import many other 
temperate products as well as tropical and semitropical products. Can-
ada, with vast areas of semiarid lands and a nor thern climate, is 
strongly specialized as an exporter of wheat, but imports products that 
are produced best in warmer climates. T h e United States, with an 
extensive natural resource base and adequate capital, is a major ex-
porter of a wide variety of temperate zone products, a major importer 
of tropical products, but also an importer of large quantities of some 
temperate zone products. 

The most important factor creating dif ferent comparative enter-
prise costs among advanced countries, other than basic natural en-
dowment, is fa rm structure, particularly as it influences labor input 
relative to land and/or capital. Low cost production can be achieved 
only if a high ratio of either one or both can be achieved relative to labor 
and land (for example, broiler factories), but for crop production both 
land and capital inputs must be high relative to labor. Achieving ap-
propriate resource ratios with predominately small family farms is the 
principal adjustment problem facing European and Japanese agricul-
ture. On the other hand, the high opportunity cost for labor is the most 
important problem facing U.S. agriculture in maintaining low costs, 
especially in relatively high labor using production such as dairy prod-
ucts and certain fruits and vegetables. 

Among low income countries, one important element that influ-
ences costs and trading position is the natural resource base relative to 
domestic needs. This is the foundat ion of export capacity in countries 
such as Argentina, Brazil, Thailand, and Nigeria. An additional foun-
dation for t rade and competitive advantage is low labor costs and 
production of high labor using products such as sugar. Also, in some 
cases exports are supported by highly developed export market and 
supply industries, as in the case of bananas and coffee. Recently the 
level of production technology has become an important factor. A 
leading example of a country's extensive use of yield increasing tech-
nology to establish an export base has been Taiwan. New varieties of 
wheat and rice, along with greater use of fertilizer and other inputs, 
also represent a major application of new technology that will have an 
impact on the fu tu re trading position of a number of developing 
nations. 



Agricultural Trade and Economic Transformation 

Of the factors that create di f ferences in costs and product ion capac-
ity among countries, natura l endowmen t is the only e lement that can-
not be changed over time. But natura l endowments can be exploited in 
d i f fe ren t ways. Land can be used intensively or extensively, depend ing 
u p o n the mix of o ther resources and the technology employed. Fur th-
e rmore , all livestock enterprises can be divorced f r o m direct depen-
dence on land and made d e p e n d e n t u p o n the marke t for inputs. Two 
dynamic elements have domina ted recent change in agricul ture in high 
income countries: addit ions of capital and improvement in technology. 

Farming in advanced countries has become capital intensive in the 
sense that a greater value of capital than labor inputs is used. Some 
enterprises (broiler product ion) have become capital intensive relative 
to industrial and service industries generally. T h e transition has oc-
cu r red at d i f f e r en t rates a m o n g commodit ies , and in some com-
modities at d i f f e ren t rates a m o n g countries. 

Al though change has been rapid, and in a b road sense agricultural 
product ion t h r o u g h o u t the world does reflect comparat ive advantage, 
it is also clear that major imperfect ions are rooted in the internal 
economic conditions of individual countries. In general , these distor-
tions reflect limitations on the "capacity fo r t rans format ion" that exists 
in d i f fe ren t degrees in d i f fe ren t countries.7 Essentially there are two 
kinds of t ransformat ion problems in advanced countries: the ability to 
adjust within agricul ture to market conditions and the ability to adjust 
total resource use in agriculture. 

T h e clearest example of the inability to keep agricul ture in line with 
market conditions is f o u n d in Western Europe . In total, E u r o p e is an 
impor te r of t empera te zone agricultural products , but clearly there is a 
maladjus tment of resource use within agriculture. Massive surpluses of 
wheat, dairy products , and some other products have arisen, while 
deficiencies exist in o ther commodities. But commodity price changes, 
within reasonable limits, will not reallocate resource use to correct these 
imbalances. T h e basic reason fo r this is a f a r m s t ructure characterized 
by many small f a rms with a high family labor input . This s t ructure 
requires organizing product ion to maximize r e tu rn to land and labor 
and limits flexibility in adapt ing enterprises that use land extensively. 
Expansion in the scale of individual f a r m units would increase flexibil-
ity to adapt ou tpu t in line with market requi rements and permi t cost 
reduct ion th rough greater use of labor saving capital and technology. 

A second aspect of change in market requi rements involves adjust-



ing the overall level of resource use in agriculture. T h e policy issues 
involved are at best difficult. First, as long as the potential exists to 
replace labor with capital and improve productivity and reduce costs, 
reducing the flow of capital into agriculture would not be wise. Fur-
thermore, a continued flow of new capital and technology is required 
to replace worn out and obsolescent capital. New, more efficient trac-
tors should replace old ones, and new, higher yielding seed should 
replace older, lower yielding varieties. In total, individual fa rm units 
should not be impeded in their efforts to improve productivity and 
lower costs, but the number of fa rm units should not be so great that 
total output is excessive. In the case of livestock, direct limitation of 
output is difficult, but production tied to the land can be reduced 
through ret irement of land and associated inputs. This issue goes 
beyond questions of economics and involves policy related to social and 
community structure, and it has not been dealt with effectively in 
individual countries or collectively among countries. 

T h e transformation problems facing less developed nations are 
quite different . The initial phase of agricultural t ransformation in-
volves increasing productivity through expansion of capital and im-
provement in output increasing technology. Change of any kind tends 
to occur slowly and often is inhibited by social and political conditions. 
Even if technology is available to increase productivity, the capacity for 
major structural shifts is limited. It has been argued that farmers in 
developing countries will respond to price incentives. This implies that 
they will make marginal adjustments in allocating resources and will 
adopt new technology when product prices are sufficiently high to 
warrant the risks involved. But because of the inability of the total 
economy to absorb major structural shifts in agriculture (especially the 
release of labor through laborsaving technology), the basic initial prob-
lem is to generate yield increasing technology that raises output per 
unit of land and labor. T h e capacity for this kind of transformation is 
basic to improved agricultural productivity in low income countries. As 
the economy becomes more industrialized, the need for structural 
transformation becomes increasingly important if agricultural income 
levels are to be maintained relative to other sectors of the economy and 
if production costs are to be kept low. This position has been reached in 
Europe, Japan, and among smaller farms in all advanced countries, 
evidenced by the fact that even high government price protection no 
longer can maintain incomes effectively. 

Structural change, however, is a slow and difficult process in all 
countries, and this is particularly true in low income countries that lack 



absorptive capacity for labor in o ther sectors and also lack capital for 
investment in agriculture. Both improvement of agricultural produc-
tivity and growth in nonagricul tural sectors to permit s tructural change 
are needed and hence have been of concern to t rade policy makers in 
developing countries. 

Summary 

T h r o u g h time internat ional t rade theory has focused on technical 
input -output ratios, oppor tuni ty costs, and factor endowmen t as the 
foundat ion for comparat ive advantage and for analysis of the gains 
f r o m trade. Knowledge about each of these areas contributes to unde r -
standing economic conditions that inf luence international agricultural 
markets and the t rad ing position of individual countries. T r a d e theory, 
on the other hand , abstracts f r o m a n u m b e r of institutional, s tructural , 
and policy p h e n o m e n a that also have a major impact. T r a d e theory is 
both general equilibrium and long r u n in its perspective. Empirical 
analysis and policy actions rarely can be cast in this perspective, but 
empirical analysis is impor tant . Less developed countries need re-
search to assess their potential for t rade sector development . Analysis is 
also needed to estimate the effects of both national and internat ional 
policy actions. Seeking answers to these kinds of questions requires a 
great deal more insight than is suggested by the static theory of com-
parative advantage. Changes in internat ional cost position are b rough t 
about not only t h rough marginal ad jus tments in resource use, but also 
by technological, institutional, and structural change. Policies not only 
can create marginal change in resource use pat terns, bu t also can affect 
income distribution and br ing about s tructural shifts in the economy of 
t rading nations. Thus , while t rade theory provides usefu l insights, it 
does not provide an adequate basis for economic or policy analysis, nor 
is it an adequate guide for policy formula t ion . 



4 
Trade Policy Issues and the 

Foundation of Policy Conflict 

T h e effects of international trade policy spread broadly and often cut 
deeply into national economies. Consumer prices can be lowered or 
raised, business profits enhanced or reduced, and inefficient industries 
generated or destroyed. Despite the pervasiveness of international 
trade policy, it is not an area of interest to large numbers of people; its 
formulation has been left primarily to government and a limited 
number of pressure groups that have a direct commercial interest. 
Because the effect of trade policy on consumer and export industries 
often is indirect and delayed, these groups tend to be inactive in policy 
formulation. Political pressure tends to arise f rom those industries 
seeking protection and is not offset by pressure f rom organized groups 
concerned about liberal trade. 

Against these pressures, governments have tried to define the ends 
and means of international economic policy within the f ramework of 
some, usually loosely defined, concept of national interest. Defining a 
trade policy that falls within the national interest is not an easy matter. 
Numerous basic issues are at stake, including: (1) the effect of trade 
policy on consumer prices and costs; (2) the need to maintain certain 
industries in the interest of national security; (3) the effect of trade 
policy on the balance of payments and economic stability; (4) the effect 
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of trade policy on employment and income distribution; and (5) the 
effect of t rade policy on economic development and growth. 

T h e specific interest of this volume is focused on international 
policy in relation to commodity markets, but issues in this area cannot 
be dealt with in isolation f rom general policy and overall commercial 
relations. Before proceeding, therefore, we need to look at some of the 
arguments and issues that have influenced governments in formulat-
ing overall t rade policy, most of which have carried over into agricul-
ture. These include the arguments for f ree trade and the arguments, 
both applied and theoretical, that have tended to counter or offset the 
free t rade philosophy. 

Arguments for Free Trade 

Arguments for f ree trade rest explicitly on the concept of compara-
tive advantage and the gains that could be achieved by specialization 
according to comparative advantage. In its initial development, the 
theory emphasized that gains be achieved within an economy through 
specialized use of labor. This reasoning later was extended to argue 
that sufficient specialization would lead to the development of large-
scale production and achievement of economies through scale, as well 
as permit the use of machines, power, and other inputs that would 
fu r ther enhance production and national income. In a dynamic sense 
this process would lead to greater societal savings, increased invest-
ment, and economic growth. But the degree of possible specialization 
was limited by the extent of the market, and to overcome this it was 
necessary to trade. 

Development of a theory to support the argument for f ree interna-
tional trade required only an extension of the logic associated with the 
arguments for internal specialization and division of labor. As with 
domestic analysis, it was argued that this kind of adjustment best could 
be achieved if international markets were unobstructed by govern-
ments and if private ent repreneurs were f ree to seek their own ends. 
International specialization would result in maximum efficiency in 
resource use; hence, overall welfare would be greater if f ree trade 
existed. This position implicitly assumes that the international market 
system will work to equate prices everywhere to marginal costs and will 
result in the same re turn to inputs in all pursuits. Marginal production 
costs thus will be equal to marginal social value. Opt imum efficiency 
would exist in the sense that no change could increase the total product 
to make anyone better off without making someone else worse off. In 



essence, the f ree trade argument says that resources will adjust interna-
tionally as well as nationally so that marginal value products for land, 
labor, and capital will be equal in all uses, and the result will be 
optimum welfare for the world in total. 

T h e question of whether the free trade argument is an adequate 
guide to policy decisions reduces to whether or not the international 
price system can work adequately if not restricted. T h e discussion of 
this latter question centers a round a number of considerations. 

Do monopolies, oligopolies, or private international arrangements 
inhibit adjustments to price changes? T h e principal culprits cited here 
are big business organizations and labor unions that have economic 
power in the market. If prolonged or significant power exists to man-
ipulate prices or wages to the advantage of one group and to the 
disadvantage of another, it can be argued that the price system will not 
work fully to allocate resource use, and the theory is not a fully applica-
ble guide to policy. 

Is there an inherent tendency for the terms of t rade to turn against 
any particular producer group? T h e Prebisch-Singer thesis argues 
that, over time, there is an inherent tendency for terms of trade to turn 
against the producers of raw materials. While empirical evidence 
neither substantiates nor refutes this assertion, the question remains 
relevant. In recent years theoretical developments in production 
economics and applied research indicate that there is an inherent 
tendency for overinvestment in agriculture, a f inding which supports 
the argument that unfavorable terms of trade will persist for producers 
of agricultural commodities. If this is the case, it represents a malfunc-
tioning of the price system, and the f ree trade argument is even more 
dubious as a guide to policy. 

Can disguised unemployment exist in a f ree t rade economy? Ar-
guments vary. Some assert that this is a perpetual condition, especially 
in less developed countries; others assert that no disguised unemploy-
ment exists and that, in fact, the marginal adjustments, particularly of 
agriculture in less developed countries, are precisely honed, and shift-
ing labor will affect production in relation to its marginal productivity. 
The difference between these points of view may be partly definitional. 
Those who assert that unemployment exists can cite evidence that large 
numbers of workers have moved out of agriculture in some economies, 
while output and productivity of agriculture have increased. This is not 
a clear argument , of course, because while these workers were moving 
out, additional capital and new technology were moving in. Hence a 
substitution effect exists representing no measure of underemploy-



ment. Those who argue that underemployment is nonexistent assert 
that, with given technology and methods, labor cannot be withdrawn 
f rom agriculture without affecting production. Fur thermore , there is a 
question of defining disguised underemployment . Does underem-
ployment exist only if marginal product is zero, or is there underem-
ployment if marginal product in agriculture is less than alternative 
earning opportunities in other areas of endeavor? The conclusions can 
vary depending upon the assumption used in analyzing the situation. If 
underemployment (by some accepted definition) exists, this would 
indicate that market adjustment is not complete and that f ree trade, as 
a guide for policy decisions, would fall short of maximizing output and 
welfare. 

The most pervasive question in analyzing the applicability of f ree 
trade as a policy guide may be the implications of external economies 
and diseconomies. In theory, free trade can allocate resources and 
bring forth production in accordance with market demands. But if 
there are major costs or benefits not registered in the market, a fu r ther 
and severe limitation as a policy guide will exist. Externalities may take 
many forms, both positive and negative. We are all familiar with the 
pollution of rivers and lakes resulting f rom industrial development 
and with smoke and smog effects in cities. These costs to society are 
negative externalities and do not in any way respond to the effects of 
price. On the positive side, activities under taken in response to price 
incentives may result in the upgrading and improvement of the labor 
force through on-the-job training and may create institutions that are 
beneficial to society beyond what can be measured in the market. On 
balance, the positive and negative effects seldom are equal; in fact, if 
they exist at all, a justification for policy intervention that reduces the 
negative and increases the positive effects would exist. 

A final important issue in the free t rade discussions is whether or 
not free trade will have a substantial secondary expansion effect on the 
economy. This impact may occur through the effect on development of 
expanded in f ras t ruc ture or th rough expansion in related inter-
mediary industries that would arise if adjustment to or away f rom 
comparative advantage occurs. An important argument made by some 
less developed countries is that their export sector, based on traditional 
commodities, is isolated f rom the general economy. Expansion of 
exports in this situation will not lead to development or to secondary 
expansion in other industries. Diversification of exports, including 
more processed goods and manufactures, on the other hand, can lead 
to a number of benefits, including stimulation of more broadly based 



raw materials production and the general development of infrastruc-
ture needed in a more diversified and dynamic economy. T h e policy 
issue is whether these kinds of changes are likely to occur under f ree 
t rade or whether planning and interference by government is re-
quired. Most less developed countries appear to believe the latter. 

Throughou t its development, the f ree trade argument also has 
ignored two very important questions. First, it says nothing about what 
represents an appropriate income distribution within which produc-
tion and trade should develop. Second, it says nothing about the effects 
of the patterns of asset ownership. Free trade theory raises no question 
about and has no concern for economicjustice; it is merely an efficiency 
argument with these aspects taken as given. Just as an individual 
economy can be organized efficiently to produce in accordance with 
the demands of a few wealthy and many poor individuals or families, so 
the world can be organized to produce in line with the requirements of 
a few wealthy and many poor nations. In fact, it might be noted that the 
only two countries to have led major campaigns for f ree trade are the 
United Kingdom, during the nineteenth century, and the United 
States, dur ing the post-World War II period. In each case these nations 
had dominant wealth relative to their trading partners. 

In summary, the discussion of the applicability of f ree t rade doc-
trine as a policy guide in international agricultural markets has asked 
whether the price system will work well enough to ensure that move-
ment in the direction of a f ree market is a logical policy stance. T h e 
discussion by economists has not led to any consistent conclusions,1 nor 
has it been supported by a great deal of empirical inquiry. Only in the 
area of the terms of trade argument has any specific research been 
done, and this has been limited to data f rom advanced countries. The 
terms of t rade argument , however, recently has been used largely in 
relationship to its implications for the trading position of less advanced 
countries, and here no empirical evidence has been forthcoming. 

The questions turn on whether the assumptions used in postulating 
the f ree trade argument are sufficiently valid to ensure that the market 
will pe r form as it is expected. Equally competent economists argue 
different sides of the issue. In part, d i f ferent answers can arise depend-
ing on whether the concern is with short-term, partial equilibrium 
analysis or with long-term, general equilibrium analysis. Although free 
t rade may be an untenable policy in a short-run context, the doctrine 
and the concepts of comparative advantage upon which it is based 
clearly have relevance to countries seeking long-range economic de-
velopment. How an economy achieves long-term dynamic comparative 



advantage as opposed to simple expansion in t rade of a limited range of 
commodities based on an existing (static) comparative advantage is a 
major policy question 

Arguments for Trade Restrictions 

Almost as long as there has been a doctr ine of f ree t rade there have 
been a rguments and pressures against it. These have come f r o m both 
national and individual or interest groups. In general , the nationalist 
a rguments tend to be noneconomic and center a round questions of 
defense and maintenance of a level of self-sufficiency in product ion of 
individual commodities, of a diversity of product ion to gua rd against 
emergency situations, and of certain essential industries needed in case 
of war or embargo. Economic a rguments tend to emphasize the wel-
fare of individual g roups within the economy and also contain an 
impor tan t e lement of national welfare related to general economic 
balance and monetary problems and economic development . These 
latter a rguments tend to fall into three general categories: (1) protec-
tion to offset a competitive disadvantage; (2) t rade restrictions to pro-
tect monetary flows and balance of payments; and (3) protection to 
accelerate economic expansion. 

T h e imaginat ion shown by groups interested in protect ion to 
counter competitive disadvantage has been almost unl imited. A wide 
range of specific reasons for protection has evolved. It has been stated 
that protection is needed against the unfa i r competit ion of large indus-
trial corporat ions in foreign countries. This a rgumen t has been used in 
the United States, and at the present time it is being used in Europe in 
an e f fo r t to offset the power of U.S. corporat ions. Probably the most 
familiar a rgumen t is the need for protection against low wage coun-
tries, the reasoning being that these nations have an unfa i r competitive 
advantage, particularly in the product ion of high labor input goods, 
and that in countries with high wages and living s tandards this disad-
vantage cannot be overcome. 

Probably the most complete a rgumen t ever developed is based on 
the notion that tariffs should be used to offset d i f ferences in produc-
tion costs in each country which has a cost disadvantage. This kind of 
tariff principle, of course, obviates any kind of international competi-
tive organization. If o ther countries retaliate, the result would be tariff 
protection that completely offsets relative cost differentials among 
nations. If initiated in a mult icountry context, it would p roduce recip-
rocal tariffs equal to the d i f fe rence between the highest and lowest cost 



country for all commodities, and trade would be eliminated. These and 
other arguments have been developed by interest groups and tend to 
ignore relative advantage and disadvantage among industries.2 They 
are short-run arguments in the sense that they do not visualize an 
employment adjustment into low cost industries which, in turn , can 
export. 

A second major category of arguments for protection includes 
those associated with the need to control monetary flows and the 
balance of payments. These have some early precedent, but they are 
primarily an outgrowth of changes which took place dur ing the inter-
war and post-World War II period. T h e most extensive use of restric-
tions for balance-of-payments reasons occurred in Europe dur ing the 
post-World War II period, when most European countries adopted 
strict exchange control. In addition, many less developed nations main-
tained various forms of protect ion and control to protect their 
balance-of-payments positions. T h e need for this kind of protection is 
closely related to the development of national economic policies aimed 
at full employment and growth, and it is liable to be a part of interna-
tional economic policy for a long time to come. Most countries no 
longer are willing to maintain international balance by permitt ing 
alternate periods of inflation and depression (inherent in the payments 
mechanism of the nineteenth century). T h e arguments postulated by 
J . M. Keynes relating both to the need for national economic policy and 
the secondary role of international adjustment were the fore runners of 
the extensive use of protection for balance-of-payments purposes. 

A third major set of arguments for protection are those centered 
around the need to accelerate economic expansion. These have taken 
the form of the home market argument , or the need for protected 
expansion in order to provide large domestic markets for the expan-
sion of individual industries. T h e result has been to favor protection to 
encourage the immigration of investment capital. Protection would 
improve earnings levels and attract capital, which would accelerate 
economic expansion. If domestic production is increased, levels of 
employment f rom domestic sources are expanded, reducing the need 
for goods f rom import sources. 

The most universally used justification for protection to increase 
growth is the infant industry argument . This idea originated early in 
the United States and maintained that new industries should be pro-
tected f rom competition f rom mature overseas industries whose prin-
cipal advantage arose f rom the fact that they were there first. It is 
grounded in the notion that once industries are underway they will 



become operationally more efficient, and with expansion in size they 
can gain the advantages of scale economies and reach low cost produc-
tion that will be fully competitive with foreign industries. This argu-
ment has a degree of validity and has operated to stimulate industrial 
development in the United States and other countries that have faced 
competition f rom developed industry in more advanced nations. While 
the infant industry argument generally is accepted as valid where the 
basic conditions for development of competitive industries exist, it also 
can serve to perpetuate and maintain inefficient production that 
otherwise could not compete with foreign producers. 

It is clear f rom the foregoing that t rade policy involves a number of 
fundamenta l questions concerning the economic ends of policy.3 One 
of these is whether policy should be implemented to seek structural 
change within and among countries, or whether marginal adjustment 
through the market will best achieve this kind of change. Free trade 
implies that adjustments will occur marginally among countries as a 
natural result of market processes, whereas the infant industry argu-
ment, for example, implies that basic structural change involving the 
development of an industry in one country at the expense of another is 
a legitimate policy end. 

A second major issue involves the relationship between efficiency 
and equity in economic policy. An economy is j udged more or less 
efficient to the extent that it is adjusted to the marginal conditions of 
economic theory, making it impossible to have one person better off 
without making another worse off. On the other hand, many of the 
arguments for restriction are based on equity criteria. Policies are 
sought to change income distribution through protection that im-
proves the lot of one group relative to another. T h e income argument 
has been the foundat ion for agricultural policy and protection both at 
the domestic and international levels. 

A third basic issue is the conflict between national policy and its 
objectives versus the attainment of international equilibrium. In its 
most general aspect this question centers a round contemporary gov-
ernmental acceptance of the responsibility to maintain and promote 
full employment and domestic stability in contrast to the nineteenth 
century, when it was argued that international equilibrium should be 
maintained even at the expense of periodic fluctuations in the national 
economies of individual countries. T h e current approach has led to a 
degree of international disequilibrium, manifested in monetary and 
fiscal problems, and to the need for greater international cooperation 
to maintain stability. 



Trade Policy and Agricultural Policy 

Since about 1930, and particularly du r ing the pos t -Wor ld War II 
period, the concept of protect ion for agricul ture has b roadened . De-
fend ing agriculture f r o m foreign competi t ion has given way to the 
more general notion that agriculture needs protect ion because of in-
he ren t characteristics. This more general approach is just i f ied in two 
ways: (1) Inelastic d e m a n d and supply result in price instability f r o m 
which fa rmers must be protected, and (2) slow growth in d e m a n d , 
along with an inability of fa rmers to adjus t ou tpu t requi rements d u e to 
advancing technology and excess commitment of resources in agricul-
ture, leads to a need fo r price and income maintenance over time. With 
this change in perspective, agricultural protection left the realm of 
solely international policy and became a mat ter of domestic policy as 
well. 

Both the di f ferences in in terpre ta t ion of what is an adequate in-
come for f a rmers and the di f ferences in cost levels in agriculture have 
resulted in wide variation in the level of agricultural protect ion a m o n g 
industrial countries. Governments are requi red to use various kinds of 
tariffs, quotas, levies, sanitary regulations, and o ther restrictions to 
prevent imports or to subsidize exports . T h e net result is that the 
international commercial marke t is very badly organized and seems to 
opera te with no consistent set of rules. 

T h e essence of the problem in international agricultural markets is 
the extent to which governments , t h rough income suppor t p rograms , 
cause major distortions in prices, product ion , consumpt ion , and t rade 
flows. Many of the policies in effect today have evolved f r o m develop-
ments begun in the 1930s aimed at relieving severely depressed ag-
ricultural conditions. Protection was s t rengthened du r ing World War 
II and the postwar per iod th rough p rograms designed to expand food 
product ion and relieve shortages. Since approximately 1950, the objec-
tives of agricultural policy in most countries have shif ted to income 
protection for agriculture along with other general objectives, such as 
improving agriculture 's contr ibut ion to the economy, maintaining the 
family f a rm, and maintaining the general rura l economy of the coun-
try. While these general goals are relatively consistent a m o n g coun-
tries, there is considerable variation in the specific content of agricul-
tural p rograms based both on in terpre ta t ion of general objectives and 
on the methods and approaches in implement ing agricultural policy. A 
brief review of some of these di f ferences follows to indicate variation 
among countries. 



Objectives and Methods in 
Agricultural Market Policy 

Stabilizing income and maintaining an acceptable level of income in 
agriculture is an objective of the legislation of virtually all nations. Most 
countries seek some fo rm of "fair," "proper , " "equitable," or parity 
income, but def ine these levels in d i f fe ren t ways. In West Germany, for 
example, an adequate income for f a rmers included in the Green Plan 
f a rm sampling p rog ram was for years in te rpre ted as comparable to 
that of nonagricul tural workers in rura l areas. Green Plan fa rms are 
somewhat larger than the average fo r all of West Germany, but are 
relatively small in comparison to the commercial agr icul ture of most 
expor t ing countries. 

In Sweden, for a long per iod of t ime beginning in the 1950s, an 
adequate income was in te rpre ted to mean achieving a labor income on 
fa rms of approximately 15 hectares equal to certain classes of rura l 
area n o n f a r m workers. T w o things are impor tan t in the Swedish for-
mula: T h e r e tu rn to capital and land in f a rming is excluded prior to 
comput ing the acceptable level of agricultural income, and the compu-
tation is based on relatively small f a rms where the labor input f r o m 
family sources a lone normal ly would be relat ively h igh . T h e s e 
guidelines for income and the n u m b e r of small-scale f a rms have re-
sulted in relatively high agricultural prices both in Sweden and West 
Germany. 

Most o ther nations, particularly the agricultural exporters , have 
in te rpre ted an acceptable income level in a less precise fashion and with 
lower prices. Price suppor t in the Uni ted States has been based on a 
parity fo rmula that has changed over time. Considerable administra-
tive discretion has been permit ted in setting price levels depend ing 
u p o n supply-demand and marke t conditions. Most smaller expor t 
countries, including the Nether lands , Denmark , and I re land, as well as 
Canada, Australia, and New Zealand have developed relatively limited 
price suppor t programs. The i r approach to agricultural policy has 
been guided by the necessity to compete effectively in internat ional 
markets and by limitations on government resources to suppor t prices 
and subsidize exports . 

Another impor tan t under ly ing objective that inf luences agricul-
tural policy is the in terpre ta t ion of the role of agriculture in terms of its 
general contr ibut ion to a nation's economy. Most countries seek im-
provement in the productivity of agricul ture and the provision of a 
sufficient or a b u n d a n t supply of food relative to basic land resources. 



Achieving low cost production has been a central objective of fa rm 
leaders as well as public officials in the United States. European coun-
tries, in general, have placed more emphasis on expanding the total 
volume of output as a result of wartime shortages, although in recent 
years this policy has been questioned. A major recent issue in British 
agricultural policy, for example, has been the degree of self-sufficiency 
that should be sought and the commodity compositions that can be 
produced to best advantage. Other countries have sought specific 
self-sufficiency goals. Sweden has established a goal of approximately 
85 percent, and Switzerland has established a goal of maintaining as 
high a level of self-sufficiency as is feasible, even at the expense of 
relatively high farm prices. 

A major pressure on international markets has been created by the 
production goals of both exporting and importing countries. All ex-
porters view the international market as a source of earnings for 
farmers, and for some of the smaller export countries it becomes a 
major component in the total GNP of the nation. In the case of Ireland, 
Denmark, and the Netherlands, the contribution of agricultural ex-
ports to total GNP ranges between 10 and 15 percent, and policies must 
be oriented toward protecting and expanding export markets. Import-
ing countries are equally guilty of disrupting international markets 
through their policies of output expansion and import substitution. 

A third element that has influenced agricultural policy is the objec-
tive of maintaining the family farm and rural social structure. Again, 
differences among countries in specific ends sought are important . 
With the exception of the United Kingdom, until very recently most 
European countries oriented their policies toward maintaining the 
agricultural structure that had developed over time. Even recently, as 
technology has changed and the basis for expanding farm size and 
shifting the input mix away f rom labor and toward more capital has 
become possible, the concept of farm adjustment has been toward 
creating viable farms, not efficient farms in line with technological 
potential. This development has occurred partly because the task in-
volved in moving f rom existing agricultural structures to large-scale, 
efficient farms is massive and extremely expensive, but it also is as-
sociated with a philosophical outlook related to rural community de-
velopment. This attitude is based on historical tradition and on the fact 
that dur ing recent and past wartime periods the importance of large 
rural settlements has been demonstrated. 

Outside Europe, the focus on farm organization follows two in-
teresting patterns. T h e Japanese have instituted no program to re-



structure agriculture into larger units, but look toward maintenance of 
small-scale, highly intensive units with farmers receiving part of their 
income f rom nonfa rm employment. In export countries with larger 
land areas, the general concept of fa rm organization is that structural 
change should keep pace with technological possibilities, and fa rm size 
should expand at least to the maximum that can be handled within the 
framework of the family farm system. In addition, there is no official 
action to inhibit the development of very large farms or to establish an 
outside maximum on the acceptable size of family farms. In Europe, on 
the other hand, family farms of 100 hectares or more are not encour-
aged. 

In addition to differences in interpret ing objectives, the level of 
protection is influenced by the methods used to set prices. With the 
exception of the United Kingdom and more recently the United States, 
where deficiency payments have been used, most countries use some 
direct price support mechanism. Two general methods are used in 
fixing the level of protection: (1) some type of automatic formula and 
(2) direct negotiation and consultation with fa rm organizations. In 
some countries, f a rm prices are adjusted annually, and at times more 
often, in response to a change in wage levels. This kind of indexing is 
characteristic of the Scandinavian countries and, as would be expected, 
has created an inflationary bias. Rises in fa rm prices in relation to wage 
rates require rises in wage rates in relationship to food costs. A more 
loosely defined automatic formulation has been that used in the United 
States, where a considerable degree of administrative discretion is 
permitted in determining annual support levels. The results in each 
case have been quite different . 

As with formula pricing, direct negotiation and consultation with 
farm organizations also can produce widely varying results, depending 
largely on the extent of power held by the organizations. In Germany, 
the greater bargaining power over time appears to have rested with 
farm organizations, and the bargaining process resulted in the estab-
lishment of relatively high price levels. T h e United Kingdom, on the 
other hand, had an annual review with farmers prior to establishing 
each year's program, but the weight of government in negotiation 
appears to have been stronger. Government seems to have protected 
itself f rom excessively high support levels and excessive treasury ex-
penditures. 

A fur ther variation among countries exists in the scope and condi-
tions for price support coverage. Most European countries provide 
direct income support programs for 85-100 percent of total produc-



tion, whereas in the Uni ted States, with the most extensive suppor t 
p rog ram of any major expor t ing country, direct suppor t coverage has 
never ex tended beyond about 45 percent of total f a rm product ion. 

Only limited action has been taken to control product ion . Specific 
limitation on the product ion of a few commodities, such as sugar, exists 
in a n u m b e r of countries, but the only general p r o g r a m of supply 
control is that which has been carr ied on in the Uni ted States. T h e U.S. 
p rog ram has involved both short- term restrictions t h rough direct ac-
reage controls and market ing quotas and the longer t e rm removal of 
land f r o m product ion. Only two general p rograms aimed at reduc ing 
product ion have arisen in Europe du r ing the pos t -World War II 
per iod, and these a t tempted to use price manipulat ions to inf luence 
ou tput . T h e French q u a n t u m system limited full price suppor ts on 
grains to a specific percentage of total ou tpu t , and the British s tandard 
quantity system provided full deficiency payments to f a rmers only 
within a certain r ange of a specified total product ion. If ou tpu t ex-
ceeded the s tandard quantity, the a m o u n t of the deficiency payment 
gradually was r educed in accordance with the extent of the excess. T h e 
effect on total product ion d e p e n d e d u p o n the level at which the stan-
da rd quantity was set each year ra the r than u p o n the gradat ion of 
payments with a given s tandard quantity. T h e common agricultural 
policy of the EEC has yet to adopt any significant supply control 
measures (except on sugar); hence, the British s tandard quantity sys-
tem soon will be abandoned , as was the French q u a n t u m system in the 
mid-1960s. 

Another impor tan t distinction in f a r m programs among countries 
lies in the d i f fe ren t emphasis placed u p o n the use of p roduce r input 
subsidies. These subsidies have played an impor tan t par t in the total 
suppor t of agricul ture in some countries, particularly in Europe . T h e 
question of what effect p roduce r subsidies have on total ou tpu t is 
rarely raised, but when viewed in the context of an internat ional com-
petitive f r amework they obviously become impor tant . 

Forms of Protection 

It is appa ren t f r o m the above that there are great variations in the 
objectives of agricultural protect ion and in the processes used for 
implementat ion. T h e methods used for industrial countries are ex-
tremely diverse, but fall into several main categories:4 those that (1) 
change market price and thus inf luence domestic product ion and 
consumption; (2) directly inf luence product ion only; (3) inf luence 



consumption and utilization only; (4) influence imports; and (5) influ-
ence exports. 

Measures that influence market price are the core of income pro-
tection programs in most countries. These programs have the dual 
effect of stimulating production and inhibiting consumption. T h e 
extent of each effect will depend in the short r un upon relative demand 
and supply elasticities and in the long run on the production response 
of farmers due to increased investment and improved production 
caused by higher and more stable prices. 

Measures that influence production only include income or defi-
ciency payments and input subsidies that raise the net re turns for each 
unit of commodity above those which would prevail in an unprotected 
market. At present, no country uses direct payments unrelated to the 
unit price of commodities. Subsidies on inputs or fa rm costs take many 
forms, including such things as per unit subsidy on the cost of fertilizer, 
reduced and subsidized interest rates, grants for capital improvement, 
subsidies to expand livestock output , and favorable tax treatment. All 
these tend to encourage production and at the same time reduce costs 
and improve farm income. 

Measures to expand consumption and utilization of home pro-
duced products are used less extensively than those that influence 
supply. They usually are adopted, at least initially, as a necessary action 
to divert surpluses that have arisen f rom protection policy. Initial 
distribution of food under school lunch and welfare programs in the 
United States fell into that category. This same sequence has arisen in 
the EEC, where subsidies are being used to increase consumption of 
dairy products and to divert wheat, dairy products, and sugar into feed 
use. U.S. policy on food distribution and subsidized consumption 
clearly has extended to concern with welfare and nutrition improve-
ment, and they no longer are simply components of the system of 
protection for agriculture. 

With the exception of deficiency and direct payments, domestic 
income programs require import protection and, where surpluses 
arise, export assistance. These take many specific forms. Tariffs , vari-
able levies, and commodity taxes are the most commonly used forms of 
import protection. T h e United States relies heavily on import quotas. 
State trading, either directly or through assigning a monopoly on 
imports and exports to a cooperative or some other private organiza-
tion, is an important control device in a number of countries. In less 
developed nations, export marketing boards are used extensively. 



Direct expor t subsidies involve payments by government to make 
u p the d i f ference between the domestic suppor t and expor t price. 
Indirect subsidies also are used extensively, a m o n g them government 
t ranspor t and market ing subsidies, guaran teed credit and low cost 
loans, and, most impor tant , general tax rebates. This latter subsidy is 
particularly significant when turnover or value-added taxes are a 
major source of government revenue. U n d e r this system the final point 
of taxation fo r goods p roduced domestically is the consumer . If the tax 
is 20 percent , the price of goods is increased by that amount . T h e tax is 
added to the price of impor t goods at the border , but normally is 
fo regone on expor t goods. Taxat ion in this fo rm becomes a combina-
tion of impor t protection and expor t subsidy. T h e effect of different ia l 
taxation is one of the unanswered questions in internat ional commer-
cial policy. As sugges ted recent ly in tes t imony b e f o r e the J o i n t 
Economic Commit tee of the U.S. Congress, it "probably has p roduced 
a world t rade pa t te rn ra ther d i f f e ren t f r o m that which would come 
about u n d e r a system which truly neutralizes the internat ional t rade 
effects of differentials in national tax systems."5 

The Degree of Protection 

Measuring the degree and cost of protect ion for agricultural com-
modities recently has received increased at tention, both f r o m agricul-
tural economists a n d in policy forums. T h e recent r epor t of the U.S. 
Presidential Commission on Internat ional T r a d e and Investment Pol-
icy emphasized the impor tance of this question by stating: "If progress 
is to be made on lowering internat ional barr iers to agricultural t rade, it 
is essential to possess techniques for de te rmin ing accurately the levels 
of protection a f f o r d e d by present policies."6 T h e commission recom-
m e n d e d an internat ional study that would include systematic analysis 
of the major effects and costs of agricultural policies. 

Measuring the degree and cost of agricultural protection, however, 
is not a simple task. Two general approaches have been suggested by 
recent empirical work and in the theory of tariff s tructures. O n e is to 
de termine the percentage by which the price received by domestic 
producers exceeds the price at which the p roduc t can be sold or 
purchased in internat ional markets. T h e degree of protection is meas-
u red as the a m o u n t by which p roducer prices exceed world prices, both 
in impor t ing a n d expor t ing countries. This d i f fe rence reflects the total 
combination of steps taken to protect agriculture. 



A study by Rachel Dardis and Elmer Learn has designated this kind 
of measure as the equivalent tariff.7 T h e method they used is as 
follows: 

where 
P = average price received by producers for all types of sales; 
M = marketing margin; 
Pf = suggested producer price = P + M; and 
T = import or export unit value (total value of import or 

exports divided by total quantity of imports or exports), 

the degree of protection is defined as equal to 100 = Percentage 
tariff. 

Where marketing margins are also included, the degree of protec-
tion equals P p>7 X 100. 

Dardis and Learn define the ad valorem tariff as equal to p X 
100 or as r ~T x 100, 

In computing actual tariff rates, they ignore marketing margins for 
grain products and compute tariff rates based on direct producer 
price; for livestock products they add a marketing margin to obtain an 
adjusted producer price. Their analysis uses data for 1959-1961 and 
covers the United States, Canada, and major Western European coun-
tries. In general, they concluded that the degree of protection is higher 
for most commodities in importing countries, although a positive mar-
gin of protection exists for a number of commodities in export coun-
tries. 

One of their interesting comparisons is between the actual and the 
equivalent ad valorem tariff for several commodities in Italy, the 
United Kingdom, and West Germany. These are shown in Table 10. 
This information provides some measure of the degree to which pro-
tection is based on nontariff barriers such as quotas, phyto-sanitary 
regulations, and trading procedures. T h e study also indicates some-
thing of the variation in the degree of protection among countries.8 

A shortcoming of this kind of analysis is that it does not provide an 
indication of the protection af forded farmers through various kinds of 
input subsidies. To achieve this sort of measurement it is necessary to 
base an analysis of protection on the concept of the effective tariff level. 
This involves measuring protection as related to the increase in value 
added in production as the result of either tariffs or taxes on com-



Table 10. Comparison of Actual and Equivalent Ad Valorem Tariffs, 1959-1961 

Commodity Italy United West Germany 
Kingdom 

Barley: 
Actual1 10 10 0 
Equivalent2 338 33 343 

Wheat: 
Actual1 27 0 0 
Equivalent2 58 4 44 

Beef: 
Actual1 29 3 20 
Equivalent2 69 56 70 

Pork: 
Actual1 18 10 16 
Equivalent2 30 20 32 

Eggs: 
Actual1 0 6 5 
Equivalent2 63 56 61 

Milk: 
Actual1 30 5 24 
Equivalent2 166 163 64 

Source: Rachel Dardis and Elmer Learn, Measuring the Degree and Cost of Economic 
Protection of Agriculture in Selected Countries, ERS Technical Bulletin #1384 
(Washington, D.C.: U.S. Department of Agriculture, 1967), Table 11, page 17. 

xAs of 1 January 1961. 
2P-T 

T 100, where P = producer price (including marketing margin), and T = import 
price. 

3Feed barley. 

modifies, or inputs. Protection thus is defined as the increase in re turn 
to the production activity rather than as the increase in the price of a 
commodity. Nominal protection applies to commodities, whereas ef-
fective protection applies to economic activity. T h e latter is defined by 
W. M. Cordon as "the percentage increase in value added per unit in an 
economic activity which is made possible by the tariff structure relative 
to the situation in the absence of tariffs, but with the same exchange 
rate."9 

The formula for computation of effective protection rates is as 
follows: 

where: 
v = value added in the absence of protection; 
v = value added with protection; 



E — effective protective rate; 
P = price of commodity without protection; 
C = proport ion purchased inputs are of P; and 
t = level of tariff or subsidy, 

then 
v = P(l-C); 
v = P ( l + 0 — C if protection applies to commodities outputs 

only; 
v = P( 1 +t) - C ( 1 + t) if protection applies both to commodities 

and inputs; and 
v' ~ v — the effective protective rate. 

This formulation normally could not apply to agriculture without 
modification. Since tariffs rarely, if ever, represent the only fo rm of 
protection used for any commodity, the t value on commodities can-
not be measured directly, but it can be approximated through the 
formulation used by Dardis and Learn. Where imported inputs are 
commodities, this same form of approximation is necessary to compute 
C( 1 + t). 

A second important variation could arise where t is a negative 
value. In the case of commodities, this occurs when governments buy 
f rom farmers — possibly through marketing boards — at prices below 
world levels. For inputs this occurs when direct government subsidies 
reduce input prices to farmers. A negative t value is probably more 
common than a positive one for some agricultural inputs in most 
industrial countries. In many cases some inputs (such as fertilizer) 
would be subsidized and others (such as feed) would be protected. A 
weighted average protection level would be required. If all inputs are 
traded inputs, the comparison of domestic with world prices would 
provide a basis for measuring the protection or subsidy af forded . Even 
in this case it is conceivable that some input, for example, fertilizer, can 
be subsidized f rom high cost protected producing industries and still 
be provided to farmers at a price near or below import prices f rom 
world markets. Impor t protection would exist but would be offset by 
subsidies to reduce the cost to farmers. In this case, the net level of 
protection is determined by offsetting government policies, one of 
which increases price of inputs and the other of which decreases them. 

Another element of effective protection for agriculture is subsidies 
on nontraded inputs. These could include such items as direct sub-



sidies for capital improvement , improvement of land and water re-
sources, general credit subsidies, and the like, that are o f ten available to 
fa rmers . These subsidies inf luence product ion and provide general 
suppor t for the activity of fa rming. They do not necessarily create 
shifts in resources f r o m one kind of p roduc t ion to ano the r and cannot 
be allocated as effective protection to specific commodities. They are, 
nonetheless, a componen t of cost which, if r educed , will inf luence the 
value added and will affect supply. 

T h e problems of measur ing protection to agricul ture are great. 
These include all those associated with measur ing nominal tariff levels 
plus those involved in de te rmin ing the level of protection or subsidy on 
agr icul tural inputs . Effect ive m e a s u r e m e n t would a d d greatly to 
knowledge needed to re f ine estimates of the economic effects of ag-
ricultural protect ion and to improve policy formulat ions. T h e short-
coming in measur ing nominal rates of protect ion alone is that while 
these rates indicate the d e m a n d effect u n d e r alternative policy assump-
tions and d i f fe ren t price levels, they only partially indicate the supply 
effects. T o measure how protection affects supply it is necessary to 
assess the extent to which protection will attract resources into a par-
ticular industry relative to that which might exist in a f r ee market . This 
extent is more clearly indicated th rough the effective rate of protec-
tion. Unfor tunate ly , because of the complexities involved in measur ing 
ei ther of these fo rms of protection, existing quantitative estimates are 
extremely limited. ' 

The Economic and Welfare Effects of Protection 

Despite the difficulties encounte red in developing quantitative 
measures of ei ther nominal or effective levels of protect ion, it is possi-
ble to def ine, and to some extent quant i fy, the aggregate economic 
costs and t ransfers involved in agricultural protectionism. 

This kind of measu remen t employs supply and d e m a n d curves and 
suggests welfare implications based on the concepts of p roduce r and 
consumer surplus . T h e genera l f r a m e w o r k fo r cost a n d welfare 
analysis is as indicated in Figure 6. 

DD and SS are domestic d e m a n d supply curves. W is the world price 
level, a n d P s is the suppor t price. T h e economic relationships indicated 
are as follows: At world price levels the domestic supply in the import -
ing country would be equal to Q u the quantity d e m a n d e d would be Q4. 
and imports would be the di f ference, Q 4 -Qi . If prices rise t h rough 
protection to Ps, then domestic product ion increases to Q2, and con-
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Figure 6: Implication of Protection for an Importing and an Export-
ing Country 



sumption is reduce to Q3. Imports become the lesser quantity, Qz—Q2> 
T h e total reduction in consumer surplus is represented by areas a, b, c, 
and d. If import restrictions are through tariffs or levies, the area c 
represents a transfer f rom consumers to government. If import restric-
tions are in the form of quotas, the area c represents a windfall gain to 
importers who can buy on world markets at the lower world price and 
sell domestically at the supported price, and the transfer is f rom con-
sumers to private trade interests. T h e transfer f rom consumer to 
producer is equal to a + b, and the addition to producer surplus is equal 
to area a. Savings in foreign exchange expendi ture also occur equal to 
areas + g2. T h e net economic cost to society f rom protection is equal 
to areas b and d. Triangle d represents the loss to consumers which is 
not represented by gain to other segments of society. Triangle b, on the 
other hand, is the excess resource cost of gaining the additional quan-
tity, Q2-Q1. If this quantity were imported, its valuation on world 
markets would be equal to the area gi. Produced domestically, total 
resource cost is equal to gi+b, hence the net resource loss f rom the 
domestic production is equal to the triangle b. 

Figure 6b represents the same kind of analysis for an exporting 
country where price supports result in surplus product ion. T h e 
analysis of changes in consumer and producer surplus and the net 
consumer and producer costs involved is the same as those in Figure 6a. 
T h e difference arises in the form of income transfer involved. Whereas 
the basic result of import protection is to transfer income f rom con-
sumers to producers and government or import industries, the result 
of protection for an exporting country is the transfer of income f rom 
taxpayers through government to producers. T h e total export subsidy 
involved in clearing the domestic market is equal to area b+c+d. 
Triangle c is the net consumer cost of protection, and d is the net excess 
resource cost. Total transfer to producers is a+b+c+d, of which a is a 
transfer f rom consumers and the remainder is government payment. 

The illustrations in Figure 6, both for an importing and an export-
ing country, assume income protection through price supports. An 
interesting variation of this analysis occurs if income protection is 
implemented through deficiency payments. This is illustrated in Fig-
ure 7. T h e principal difference is that deficiency payments do not alter 
prices to consumers; hence there is no loss to consumers nor direct 
transfer f rom consumers to producers or government. T h e income 
transfer to producers comes entirely f rom government and is rep-
resented by the per unit payment P'—P times the quantity produced 
with the deficiency payment Qi. Producer surplus increases, and the 



Figure 7: Effect of Deficiency Payments on Production and Trade 

net resource cost, represented by triangle b, is the same as with price 
supports. No transfer occurs f rom the consumers to producers, and 
consumption is not reduced through higher prices. 

One additional variation of this analysis should be included here. 
The above model assumes that farmers are producing commodities 
that move directly into consumption. The analysis should be extended 
to cover the cost of intermediate goods, primarily feed grains, but also 
some raw materials that are inputs into different forms of consumer 
goods. The analysis should be adjusted to avoid double counting. 

Figure 8 illustrates protection both on grain used as an input and on 
livestock as a final product. The difference between price Pi and P2 

represents the effect of direct protection on livestock and results in the 
same adjustments and transfers as in Figure 6. The difference between 
price P2 andP 3 can be viewed as a compensatory tariff on the final good 
to offset the additional cost of protected inputs. Price difference P3 -
P2 is determined both by the level of protection on inputs and by their 
proportion to total costs. Transfers of income f rom consumers will be 
determined by the elasticity of demand and the level of total protection, 
both direct and compensatory, on livestock products. The supply curve 
for meat will shift upward by the vertical distance P 3 - P2 to offset the 



Figure 8: Effect of Protection on Intermediate Goods and Final 
Product 

higher price of grain caused by protection. The net consumer loss is 
equal to the triangle b, c, d. Net resource costs are indicated by area m. 
The loss to consumers is the indicated total reduction in consumer 
surplus on the final product, and the gain to producers is split between 
livestock and grain as shown by the effect of changing price f rom Pi to 
P 2 and from P 2 to P3 . This accounts jointly for protection in final 
product and factor markets. An important case where this analysis is 
relevant is protection of feed grain and livestock in the EEC. This 
modification in the analysis of protection costs can be quantified and 
included in empirical estimating. 

Measuring the Cost of Protection 

Several efforts have been made to measure the cost of protection, 
both for total traded commodities and more recently with specific 
application to agriculture. Initially these studies sought simply to de-
fine cost as the difference between the amount spent on commodities 
subject to tariff as compared with their cost if no import restrictions 
had existed.10 With evolution of the recent theory of effective tariffs, it 
has been pointed out that these earlier studies neglected real costs 



involved in diversion of resource use and reduced consumption and 
did not deal with the question of income transfer. 

A significant empirical analysis that at tempted to account for these 
economic effects as well as the financial effects of different policies was 
done by T. E. Josling in his study of the implications of the shift by the 
United Kingdom f rom deficiency payment on grains to a grain agree-
ment and variable levies.11 Josling since has expanded on this work by 
quantifying the effect of small changes in policy variables and comput-
ing the ratio of cost to program benefits in order to measure the 
efficiency of various methods of income support in achieving objectives 
sought.12 T h e analysis concentrates on policies as a means of obtaining 
either income transfer or a saving of foreign exchange through import 
displacement. T h e policy options included deficiency payments, a var-
iable levy system, a minimum import price system, a combined defi-
ciency payment and variable levy, and a combined deficiency payment 
and minimum import price. 

A sample of the cost estimates obtained for di f ferent wheat policies 
in the United Kingdom is shown in Table 11. 

A similar estimate of costs and transfers created by alternative 
agricultural policies has been completed by Werner Kiene for Austria. 
His study covers a broad range of commodities and is designed to test 
contrasting costs of existing policies versus a hypothesized deficiency 
payment system. His results are shown in Table 12. 

The magnitude of demand-supply elasticities crucially affects the 
outcome of policy alternatives. If both demand and supply are highly 
elastic, major shifts in consumption and production but only modest 
income transfers will follow f rom price changes. With inelastic supply 
and demand, the consumer and resource costs are minimal relative to 
the achievement of income transfers. Since it generally is believed that 
both aggregate demand and aggregate supply for agricultural prod-
ucts are relatively inelastic, the most sensitive outcome of the analysis 
will be measurement of the extent and direction of income transfers. 
From the viewpoint of society, this does not represent a real cost. Gale 
Johnson, however, regards this as a cost of protection and states that 
"the perspective that permits, perhaps one should say requires, consid-
eration of income transfer as a cost of protection is that taxpayers and 
consumers are required to make the income transfers, and the income 
transfers are made for some purpose. Thus, the relationship of the cost 
of the transfer, and the benefits derived f rom the purpose or end of the 
transfer are a legitimate focus of inquiry."13 



Table 11. Average and Marginal Cost of Income Transfers to Farmers and Savings in 
Foreign Exchange Using Various Wheat Policies in the United Kingdom, Includ-
ing the Effect on Wheat Users 

Cost of each Deficiency Variable 
£L transferred to payment levy 

farm income (&) (£) 

Economic cost 
Average 0.12 0.32 
Marginal 0.09 0.26 

Budget cost 
Average 1.12 - 0 . 9 3 
Marginal 1.09 - 0 . 5 1 

User cost 
Average — 2.13 
Marginal — 1.72 

Exchange savings 
0.74 Average 1.08 0.74 

Marginal 0.41 0.23 

Cost of each Deficiency Variable 
£ of imports payment levy 

displaced (£) 
<A> 

Economic cost 
Average 0.11 0.46 
Marginal 0.23 1.14 

Budget cost 
Average 1.04 - 1 . 3 5 
Marginal 2.68 - 2 . 2 2 

User cost 
Average — 3.10 
Marginal — 7.39 

Income transfer 
Average 0.93 1.36 
Marginal 2.34 4.32 

source: T . E. Josling, "A Formal Approach to Agricultural Policy "Journal of Agricul-
tural Economics 20 (May 1969): 175-96. 

Note : Wheat users are processors of wheat products. 

T h e estimates on cost of protection that have been prepared to date 
have shortcomings. T h e most important of these is that they are static 
and in no way suggest the dynamic path of adjustment that might be 
under taken by agriculture if differ ing kinds and levels of income 
protection programs are adopted. Second, they concentrate exclu-
sively on the direct internal costs for the protecting country. They do 



Table 12. Calculation of Costs of Protection in 1966 as a Percentage of the Change in 
Producers' Incomes Due to Protection 

Commodity Change in Cost as a percentage of the 
producers' income change in producers' surplus 

in mills of Existing Deficiency 
Austrian shillings policy* payment policy 

Wheat 100 5.5 1.2 
Rye 60 8.6 1.9 
Sugar 1,268 22.5 15.6 
Butter 473 15.6 5.2 
Cheese 142 4.5 1.8 
Pork 942 10.1 1.8 
Poultry 143 36.27 10.6 
Eggs 256 8.46 3.5 
Feed grain 

livestock sector 1,739 9.7 3.1 
All 
commodities 3,792 14.4 7.4 

source: Werner Kiene, Welfare Costs of Alternative Agricultural Policies in Austria, 
Department of Agricultural Economics, Michigan State University, 1971. 

*Direct price support. 

not measure any secondary consequences, such as the effect that pro-
tection might have on the general economy or the extent to which it will 
permit secondary reactions by government . A recent pape r by Dale 
Hathaway maintains that one of the principal effects of a liberal t rade 
policy is its use as adjunct to monetary and fiscal policy in ef for ts to 
control inflation.1 4 Protection, on the o ther hand , provides leeway for 
permit t ing price and wage increases with less concern for the effects of 
external competi t ion. Hathaway's a r g u m e n t suggests what long has 
been one of the basic a rguments for f r ee t rade, namely, that exposure 
to international markets will have a s trong dynamic and competitive 
effect . This effect becomes increasingly impor tan t as governments 
under t ake policies for domestic income and employment stabilization. 
Internat ional competi t ion can establish limits on the actions of gov-
e r n m e n t and on o ther power groups. 

External Effects 

T h e above discussion has concentra ted on the gains, losses, and 
income transfers within the protecting country. Clearly, the effects 
extend beyond. Protection in impor t ing countries increases domestic 



supply relative to demand and tends to reduce imports. Protection in 
industrial exporting countries also increases supply relative to demand 
and tends to increase export availabilities unless effective programs of 
supply control are implemented. This development has a direct effect 
on world markets: Other countries find available outlets reduced and 
prices driven down; within Th i rd World nations the result is a t ransfer 
of income f rom producers to consumers. 

There also will be a transfer among countries. T h e use of export 
subsidies to dispose of surplus production has a particularly devastat-
ing effect in this connection. If, for example, the United States sub-
sidizes wheat on international markets and drives prices to an artifi-
cially low level, this benefits importing nations such as Japan and 
imposes a cost through lower export prices on exporting countries. 
This kind of transfer is particularly important to less developed nations 
that rely heavily on agricultural products as a source of foreign ex-
change earnings. For these, both the loss of world market in import ing 
areas and the artificially reduced prices through export subsidies can 
impede export earnings severely. As we will see in chapter 8, develop-
ing countries argue that the extended effect of this problem is to 
encourage import substitution industries, leading to high cost agricul-
tural inputs and a deterioration in the competitive position on export 
commodities. 

On the positive side, agricultural protection in industrial nations 
has led to beneficial effects for less developed countries in at least two 
ways. One is the availability of food for aid purposes, which is of direct 
value to consumers and in many cases has been used to promote 
economic development. Another illustration is the case of U.S. cotton. 
The U.S. support program through the 1960s maintained high price 
levels and accumulated substantial stocks that resulted in higher world 
prices than might have occurred without the program. This permitted 
the development of cotton production in some developing countries 
that now can compete successfully in world markets. Other U.S. pro-
grams through the mid-1960s have had similar effect, particularly 
upon grains and, to a lesser extent, tobacco and other minor crops. 
This effect was built into the programs through accumulation of large 
storage stocks and through supply control. A transfer f rom U.S. ag-
ricultural producers to those in other countries appears to have arisen 
in these cases. 

In general, the argument that protectionism in industrial nations 
has been detrimental to less developed countries appears valid. On the 
other hand, there have been times when the opposite has been true, 



and fore ign exchange earnings were improved and internat ional 
t ransfer of product ion occurred, sometimes with the result that the 
affected industries in less developed countries have grown u p and 
achieved a p e r m a n e n t advantage in internat ional markets . 

Summary 

In raising the question of the economic consequences of protect ion, 
two things must be kept in mind. First, there is no way of measur ing an 
op t imum level of t rade, and no quantitative criteria can be established. 
Second, t rade is not an end in itself, but is just i f ied only to the extent 
that it serves o ther ends. In a direct and immediate sense, the ends 
sought t h rough t rade can be viewed as the gains in satisfaction available 
to consumers t h rough imports of lower cost products or products that 
cannot be p roduced domestically and , in the case of business f irms, the 
possibility of impor t ing lower cost or nonexis tent raw materials. In the 
case of expor t industries, t rade represents a source of earnings and 
contributes to the r e tu rns to those resources employed in expor t indus-
tries. O n the loss side, t rade reduces the income in those industries that 
are displaced or prevented f r o m development by internat ional compe-
tition. In an overall sense, and given the assumptions within which 
t rade theory was developed, it is clear that once specialization is attain-
ed and all resources are fully employed, the gain to society in total is 
greatest if f r ee t rade exists. Yet, in today's world it is also clear that, 
given structural and resource rigidities and problems of dynamic ad-
jus tment , practical policy cannot be case entirely within the f r amework 
of the efficiency criteria assumed in static economic theory. Othe r 
criteria, such as the effect of policy on income distribution, s t ructural 
change, and general economic development , must be taken into ac-
count . 



5 

Postwar Policy Directions: 
Advanced Countries 

Agricultural t rade among advanced countries of the Western world is 
domina ted by t empera te zone commodities. Western E u r o p e is the 
largest t rad ing area and has the most complex problems a n d greatest 
market distortions, based both on the organization of its agricul ture 
and its policies. In total, the area is a large net impor te r of agricultural 
products . T h e second largest t rad ing area is Nor th America. Extensive 
quantities are t r aded between Canada and the Uni ted States, and 
together they comprise the largest net expor t area for agricultural 
products . Of the o ther major components in the industrial country 
t rading network, J a p a n is almost exclusively an impor te r . Australia, 
New Zealand, and Argent ina are primarily exporters . 

Viewed in terms of policy issues and cur ren t conflicts, pr imary 
interest must focus on developments within the Nor th Atlantic area, 
principally between the Uni ted States and the European Economic 
Communi ty . 1 Market problems and policies in these two areas have led 
to an almost infinite variety of protection and t rade programs. Agricul-
tural policies have been domestically or iented. Many were started for 
one purpose and evolved to serve ano the r without basic change in 
p rogram, result ing in commercial conflict centered on agriculture. 

EEC Policy: Toward Increased Protection 

T h e EEC agricultural policy is based on objectives and att i tudes 
worked out at the national level by the original six m e m b e r countries 



and represents the compromises required in arriving at a common 
market organization. National policies took shape dur ing the 1930s to 
offset competition f rom cheaper foreign sources of supply and were 
extended dur ing the postwar period to provide incentives to farmers to 
increase output and overcome war induced food shortages. During this 
latter period, foreign exchange shortages also provided a motive for 
increased protection. These objectives have declined in importance, 
and income protection for farmers and market stability for agriculture 
have become the dominant ones. Other objectives related to maintain-
ing balanced production, adjusting labor resources in agriculture, im-
proving farm structure, and improving social conditions in rural areas 
also are included in national measures. 

T h e task of developing a common policy involved enabling agricul-
ture to pass f rom its individual country's policy framework to a com-
mon market competitive structure, as well as solving basic problems 
facing agriculture in the various member countries. In establishing the 
framework within which policy was developed, the EEC took a broad 
approach. The major objectives of its agricultural policy are to: (1) 
increase agricultural productivity by developing technical progress 
and ensure the rational development of agricultural production and 
the opt imum utilization of the factors of production, particularly labor; 
(2) ensure a fair standard of living for the agricultural population, 
particularly by increasing the individual earnings of persons engaged 
in agriculture; (3) stabilize markets; (4) guarantee regular supplies; 
and (5) ensure reasonable prices to consumers. 

These general guides have been implemented under three broadly 
oriented programs: structural policies, market and trade policies, and 
social policies in the field of agriculture. Social policies imply the 
incorporation of farmers and rural communities into broader pro-
grams aimed at employment generation, security, income dur ing re-
tirement years, and so forth, and do not have specific content insofar as 
agriculture is concerned. Structural re form in agriculture is inter-
preted broadly. In addition to the central question of creating larger, 
more efficient farms to replace small and, in some cases, scattered 
holdings, structural policy visualizes improving the mobility of agricul-
tural labor and the basis upon which desired capital improvements 
necessary for individual fa rm adjustment can be made. Thus , the 
development of an adequate agricultural credit system and the coordi-
nation of markets for inputs, including labor, and agricultural prod-
ucts are included as a part of structural adjustment. Problems of 
structural re form also are visualized to include questions related to 



t ransporta t ion facilities, education, and the development of service 
industries and inf ras t ruc ture needed by agriculture. These programs, 
if implemented , obviously have long-term implications for product ion 
costs, quantity and composition of ou tput , and overall welfare of f a r m 
people. 

T h e first major action taken by the EEC was to establish a marke t 
with a common level of agricultural prices. This was done t h rough (1) 
progressive elimination of obstacles to t rade in agricultural products 
within the community, (2) establishment of rules governing competi-
tion, (3) coordinat ion of a national market organization, and (4) coor-
dination of t rade policies among member states and gradual introduc-
tion of the system of common external protection. EEC policy has 
sought to achieve a common policy f r o m closely regulated national 
markets with widely divergent methods, institutions, and techniques 
for implement ing both internal and t rade policies. T h e stated objec-
tives of EEC policy are comprehensive, but to this point both s tructural 
and social policies have been implemented with considerably less vigor 
than measures aimed directly at income improvement and price stabil-
ity. This may cont inue to be the case for some time. 

Price Support and Market Policy in the EEC 

T h e common market organization for agricultural products has 
involved development of common price levels, the elimination of in-
ternal t rade barriers , and the deve lopment of a common external t rade 
barr ier . T h e methods used for protection are summarized in Table 13. 

GRAINS. T h e most closely regulated marke t u n d e r the EEC, as had 
been the case in preexist ing national markets , is that fo r grains. 

French national grain policy involved government price fixing, 
suppor t purchases, expor t subsidies, impor t protection, and a two-
price system based u p o n a q u a n t u m p rocedure that sought to assure 
fa rmers one price for quantities needed in the domestic market and the 
world price for quantities expor ted . Farmers were requi red to sell 
grain at designated points, and prices of products for h u m a n consump-
tion were strictly regulated at all marke t levels, including consumer 
prices. Completely regula ted internal t rad ing and state t rad ing in 
international markets were in effect. 

As a deficit p roducer , West Germany relied largely on impor t 
control t h rough a market ing board to protect domestic prices. For 
bread grains these were supplemented by percentage requi rements for 
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utilization of domestic grains and, where necessary, temporary stock-
piling schemes and subsidies for transportation f rom surplus to deficit 
regions. 

Italian grain prices were fixed each year by the government to 
apply to deliveries made under compulsory collection arrangements 
for a given crop quota. Prices on quantities outside the quota were 
maintained near the quota level through direct control over foreign 
trade exercised by the government trading monopoly. 

Support to grain was implemented in the Netherlands and Belgium 
through establishing target prices, government purchases, and close 
control over import and export t rade along with domestic use re-
quirements for bread grain. 

Methods used at a national level not only involved price protection 
for income purposes, but also often included strictly regulated state 
trading in export and import markets. For bread grains, specified use 
requirements and, in some cases, quota systems for delivery or price 
differentiation purposes were in effect. These have been supplanted 
by an EEC system which relies largely on price to direct market flow 
and production patterns. 

Prices are applied internally through a set of target prices that vary 
among regions in the EEC and are adjusted seasonally to cover storage 
costs and help assure a more even flow of grain to market. These prices 
are implemented in two ways. For areas or crops which exceed produc-
tion requirements, support purchases are made at intervention prices. 
In the case of déficit crops, price guarantees are assured through 
computed threshold prices below which grain cannot be imported. 
Specific import prices are computed for grain, as such, and also for all 
grain products by considering the value of the grain in the product , a 
milling margin, and an allowance for protection of the domestic milling 
industry, as well as the value of by-products. 

T h e basic EEC price structure for grains has been well above world 
levels; it is based on target prices using Duisburg, Germany, as the 
principal deficit area. From this point, based on transport and market-
ing costs, threshold prices are computed for import grains. For internal 
prices, derived target prices in other EEC areas are computed in 
relationship to transport costs f rom Duisburg or points of import. 
Intervention prices, while somewhat below target prices, are closely 
related in all areas. 

• LIVESTOCK PRODUCTS. National measures of protection for most 
livestock and livestock products existed prior to EEC involvement. T h e 
most comprehensive were those applied to dairy products. All coun-



tries assured farmers a minimum price level for milk, achieved through 
a variety of domestic and import and export programs. Belgium, 
France, West Germany, and the Netherlands implemented domestic 
purchases of butter and/or other dairy products when necessary to 
maintain price. Export aids were used in the Netherlands, Belgium, 
and France whenever necessary to clear markets. Domestic consump-
tion subsidies were used to some extent in Belgium and the Nether-
lands, while in West Germany a delivery subsidy was paid to dairies for 
milk delivered by farmers, and both wholesale and retail prices of 
liquid milk were fixed. Strict import controls were maintained either 
through quota systems or, as in the case of France and West Germany, 
through monopoly control of all import and export transactions by a 
single organization operating under government auspices. Although 
less comprehensive and varied in method, substantial protection was 
provided for beef, veal, and pork. France guaranteed minimum prices 
and exercised quantitative control on imports. When necessary, export 
assistance was provided. In West Germany, monopoly control over 
imports and exports was maintained, and storage and stockpiling was 
under taken when necessary by a single import and storage agency. 
Protection in Italy was provided primarily through import quotas, as it 
was for beef in the Netherlands. Impor t controls and export aids were 
operative in Belgium on both meat products and live animals. Because 
of extensive exports of Dutch pork products and a tendency for inter-
national prices to fluctuate independent of Dutch supplies, a com-
prehensive program was in operation. Farmers and slaughter houses 
received an agreed price set periodically. If export prices fell below this 
level, a government allowance covered the difference; if export prices 
rose above the set level, the government collected an export levy to 
cover the difference. 

Much less comprehensive protection existed for eggs. France pro-
vided seasonal minimum prices, with government intervention if 
necessary, and an equalization tax to offset differences in prices of 
imported eggs. Belgium had a direct production subsidy through a 
deficiency payment on eggs delivered, and West Germany provided a 
direct production subsidy through a payment equal to the differential 
in cost of feed grain at German prices versus world price levels. It 
appears that no direct market supports were provided for poultry 
meat, although it was protected through import regulations in most 
countries. 

For livestock, as in the case for grain, EEC policy swept away a maze 
of quotas, subsidies, state trading, export programs, and import con-



trols. Prices are relied on exclusively to allocate internal EEC t rad ing 
and product ion relationships. These are supp lemented by impor t 
levies and expor t subsidies to thi rd countries where necessary. 

T h e internal price for beef is based on a guide price computed to 
represent a weighted average of the beef price for each country, 
adjus ted for seasonal and quality differences. Direct internal suppor t is 
provided t h rough intervention purchases between 93 and 96 percent 
of the guide price. Basic protect ion f r o m imports is provided by cus-
toms duties that apply equally to all m e m b e r countries. These can be 
supplemented by impor t levies whenever impor t prices plus the cus-
toms duty are less than 105 percent of the guide price. 

In ternal suppor t for dairy produc t prices follows much the same 
f o r m as that for beef. A target price is computed to apply equally 
t h roughou t the EEC, and intervention agencies remove m a n u f a c t u r e d 
products , principally but ter , f r o m the marke t when desirable to main-
tain f a rm prices for milk. I m p o r t levies are computed weekly fo r 16 
d i f fe ren t products or p roduc t categories. I m p o r t levies are set at a level 
that will protect the target price on milk. 

For pork, eggs, and poultry a sluicegate price is computed and an 
impor t levy assessed to offset the d i f fe rence in costs of grain based on 
internal EEC prices as compared with external prices. A fixed factor 
allows for d i f ferences in product ion efficiency within the EEC as com-
pared with external sources and provides protection to processed 
produc t industries. 

Impact of the Common Agricultural Policy 

T h e common agricultural policy has had a n u m b e r of impacts on 
in te rna l a n d ex te rna l economic re la t ions . Initially, a substant ial 
rea l ignment of f a r m prices among countries and a m o n g commodities 
occurred. Fa rm prices in West Germany, especially for grain, declined. 
Prices in France and the Nether lands t ended to move u p substantially, 
while those in Italy and Belgium tended to change somewhat less in the 
aggregate. Commodi ty prices were real igned in all countries. Wheat 
prices increased relative to o ther grains. Livestock-grain price ratios 
increased in some areas, bu t t ended to decline in others. Feed grain 
became more expensive relative to livestock prices, which appears to 
have had an impor tan t effect on feed utilization levels. This has been 
illustrated dramatically in the Nether lands , where the grain compo-
nen t of mixed feeds declined f r o m about 66 percent in the early 1960s 



to about 35 percent in 1969:2 Since feed is a major import , this has had a 
t rade reducing impact. 

A n u m b e r of equity and income t ransfer issues also are raised by the 
common agricultural policy. With a leveling out of prices for all the 
EEC, a result was that prices increased by the greatest amounts in areas 
which and to f a rmers who previously had higher than average in-
comes. Prices in surplus p roduc ing areas — generally those with the 
best agricultural resources — became equalized with those in deficit 
areas. 

Another f o r m of redistr ibution occurred th rough effects of the 
policy on the balance of payments of individual countries and the 
t ransfer of income among countries. Net impor ters send receipts f r o m 
impor t duties and levies to a common f u n d ; net exporters , particularly 
France and the Nether lands , receive payments to cover the d i f fe rence 
between domestic and world prices on expor ted commodities. 

T h e common agricultural policy also has had impor tan t product ion 
and t rade effects. These can be viewed in two contexts: the short- term 
effect of price response on agricultural product ion and the direct 
effect of t rade diversion, and the long-term implication for regional 
shifts in product ion and improvements in agricultural resource use 
within the area. Evidence to quant i fy these effects precisely is difficult 
to obtain; therefore , we only can infer , except where striking changes 
have occurred. T h e ou tpu t t rend in these countries had been strongly 
upward , and t rade a m o n g EEC member countries had been increasing 
sharply pr ior to implementat ion of EEC policy. These t rends seem to 
have increased. Over time the extent to which EEC policy will affect 
agricultural ou tpu t and t rade will d e p e n d u p o n the extent to which it 
stimulates dynamic ad jus tment and increased ou tpu t th rough technol-
ogy, shifts in product ion location, and improved resource use. These 
kinds of changes can be stimulated by shifts in price relations a m o n g 
commodities and among regions. Since major price shifts of this kind 
occurred in implement ing the common agricultural policy,3 substantial 
long-range adjus tments in EEC agriculture should be anticipated. 

U.K. Policy: Toward Market Organization 

A second major dimension of European policy impor tan t to world 
t rading relationships has developed in the United Kingdom. For al-
most a century pr ior to 1932, agricultural policy in the United King-
dom was based on the concept of f ree t rade. T h e essence of policy since 



that time, however, has been a move away f rom multilateral f ree trade 
to controlled relationships with specific countries or controlled trading 
of specific commodities. T h e free trade approach first was abandoned 
in 1932; the British Duties Act established an ad valorem duty rate on 
virtually all imports, and the Ottawa Agreement provided a tariff 
preference between the United Kingdom and overseas members of the 
Commonwealth.4 T h e agreement permitted free entry into the British 
market for virtually all agricultural commodities f rom Commonwealth 
countries, but specified a 10 percent tariff on most imports f rom 
non-Commonwealth nations. 

Immediate postwar British agricultural policy was based on efforts 
to expand agricultural production. This focus changed in 1954, and 
while production expansion continues to be a major element in domes-
tic policy, it has been pursued on a more selective basis than dur ing and 
after World War II. 

During the 1960s, the United Kingdom completed trade agree-
ments with the major suppliers of several important commodities. 
Under the Commonwealth Sugar Agreement of 1961, prices and 
quotas were established within which approximately 90 percent of 
British sugar was imported. These imports all came f rom Common-
wealth countries and were handled through the British Sugar Corpo-
ration. The agreement is aimed at providing assured supplies for the 
United Kingdom and at establishing stable prices for British consum-
ers as well as for Commonwealth producing countries. In general, 
import prices tended to be above world market prices, and, in this 
sense, the ar rangement was a gain for exporters. 

A second major agreement, on bacon, was concluded in 1963 as an 
adjunct to British domestic support policy for hog producers. T h e 
agreement, intended to stabilize market prices at a reasonable level, 
was directly stimulated by low prices dur ing 1961 and 1962, which 
resulted in heavy Treasury costs for deficiency payments to producers. 

A grains agreement was established in 1964 with four principal 
suppliers: Argentina, Australia, Canada, and the United States. Addi-
tional exporters later signed the agreement, and it covered virtually all 
grain imports coming into the United Kingdom. In conjunction with 
this, a standard quantity system for domestic deficiency payments on 
wheat and barley was established. Under this system, when domestic 
production exceeded the standard quantity, the deficiency payment 
was reduced on a proportional basis. This method tended to establish a 
price-quantity relationship for farmers, as shown in Figure 9. 
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Figure 9: Effect of Standard Quantity on British Farm Prices 

SQ represents the standard quantity on which the full announced 
deficiency payment would be paid. At production beyond SQ, the 
payment is reduced to lower unit returns to farmers. With production 
atSQ, gross price to farmers isP , and at production Qi gross price is at 
P . This feature was viewed by exporters as a supply control mech-
anism, and it was assumed in establishing the agreement that U.K. 
production would be effectively limited (implying certain assumptions 
about implementation of the program). 

As an additional element of the U.K. grain agreement, minimum 
import prices were provided. Import levies could be applied if signa-
tory exporting countries failed to comply with minimum prices. The 
minimum import prices were designed primarily to prevent excessively 
low domestic prices and consequent high Treasury costs for deficiency 
payments to domestic farmers. 

A second element of change in U.K. trade policy during the 1960s 
was the Commonwealth trade program. Bilateral agreements were 
signed with New Zealand and Australia wherein the U.K. promised (1) 
to maintain duty-free entry of all agricultural products, (2) to maintain 
specified preference margins on agricultural exports f rom these coun-
tries, with the exception of meat, and (3) to admit, without quantity 
restrictions, most livestock products f rom these two areas. In addition, 
a virtual free trade area agreement was concluded with the Republic of 
Ireland in 1965. The United Kingdom provided duty-free and unre-
stricted entry for all agricultural products except butter, bacon, cereals 
covered under broader trade agreements, and main crop potatoes and 



refined sugar. In re turn , Ireland agreed to remove all quantity restric-
tions on U.K. exports and, over a ten-year period, to abolish all existing 
tariffs. As a major exception either country was allowed to impose 
quantitative restrictions on imports for the purpose of safeguarding its 
balance of payments. 

Two special features of this latter agreement are of interest. First, 
the British government agreed to extend its price support system for 
Irish beef and lambs and to pay the Irish government annually the sum 
of the equivalent of the average deficiency payment received by U.K. 
producers on imports f rom Ireland to maximum quantities of 25,000 
and 5,500 tons, respectively. In addition, Britain directly subsidized 
Irish farmers through price guarantees on Irish feeder stock imported 
into the United Kingdom. 

A final dimension of U.K. trade policy dur ing the 1960s was an 
effor t to become involved in regional integration within Europe. T h e 
first stage was the establishment of the European Free T r a d e Associa-
tion (EFTA, which, although primarily aimed at coordinating trade in 
industrial products , nonetheless developed a t rade p rog ram for 
agriculture).5 A large number of bilateral agricultural trade agree-
ments were established which generally set prices and quantities on 
trade among individual nations and usually provided for a sharing of 
market growth in importing countries. T h e principal importing coun-
try was the United Kingdom. Another important element in U.K. 
policy was its application for membership and acceptance into the 
European Economic Community. British t rade policy subsequent to 
entry was adapted to that existing in the Common Market and incorpo-
rated into the relatively strong protectionist f ramework it implies. 

In the overall, postwar policy trends in Britain created a gradual 
restriction of t rade relationships, both through bilateral arrangements 
and through commodity agreements. Major changes occurred dur ing 
the 1960s. In commodity agreements, a note of liberalism was retained 
in that all specified the balance between British domestic production 
and market access for export producers. Bilateral agreements estab-
lished exclusive relationships. These were more restrictive than either 
tariffs or quotas since they completely specified trading patterns and 
allowed no competitive inroads by other sellers. Finally, with U.K. 
entry into the EEC this extensive set of trade agreements was aban-
doned for a more restrictive import policy based on high domestic 
price and import levies. T h e concept of regionalization in Europe was 
greatly expanded. 



Enlargement of the EEC 

Recent Eu ropean Economic Communi ty en largement has involved 
accession by three countries, the Uni ted Kingdom, Denmark , and 
I re land, plus special a r rangements with certain o ther European and 
British Commonweal th countries.6 T h e major impact on internat ional 
markets , however, will stem f r o m the accession by the three European 
nations. 

Changes in agricultural policy vary among countries. In the Uni ted 
Kingdom, agricultural policy since World War II has pointed toward 
expansion of ou tpu t , with emphasis shift ing to improved s t ructure and 
productivity in the late 1950s, to impor t savings, and finally to selective 
expansion of certain products . Suppor t p rograms have been based on a 
system of long-term guarantees. For example, legislation for grain and 
livestock provided guarantees that the total re tu rns to agricul ture 
would not be less than 97.5 percent of the total du r ing the preceding 
year and that the level of guaran tee for any individual commodity 
would not be less than 96 percent of the preceding year's level. Price 
suppor ts covered most major commodities. Guaran tee levels among 
commodities were adjus ted over time to encourage desired redirect ion 
for expansion of overall ou tput . Beginning in 1971, the deficiency 
payment system was, in part , replaced by min imum impor t prices and 
levies, with the effect that the prices of some foods were increased to 
consumers.7 With entry, additional, and in most cases significant, price 
increases occurred at the f a r m and consumer levels. 

In addit ion to price guarantees , British agriculture has been sup-
por ted th rough a series of input subsidies and capital grants that 
annually have involved an Exchequer cost nearly as large as the outlays 
on price guarantees . These grants were for a wide r ange of purposes 
including direct fertilizer and lime subsidies, field drainage, water 
supply grants, grants for improving livestock raising land, direct grants 
for maintaining hill cattle and sheep and for raising calves, grants for 
improvement of silos and other f a rm structures, and direct grants to 
disadvantaged small fa rmers . With entry into the EEC, many of these 
subsidies have been abandoned and others changed in light of costs 
imposed on the Uni ted Kingdom th rough the EEC price suppor t and 
structural ( r e fo rm programs. 

T h e main historical focus of Irish agricultural policy had been to 
increase output , with emphasis on exports of cattle and livestock prod-
ucts. Product ion expansion was encouraged th rough a subsidy pro-
gram on inputs and costs. Price supports existed on most livestock and 



grain commodities, but support levels were low relative to EEC prices; a 
significant overall increase in Irish farm prices followed entry. Cattle 
and milk prices increased substantially both in an absolute sense and 
relative to grain prices, thus reinforcing a preexisting direction for 
expansion in Irish agriculture. 

Past Danish agricultural policy was aimed at full utilization and 
continuing improvement of agricultural resources, including produc-
tion and market industries. Because of heavy reliance on export mar-
kets, emphasis was placed on quality production and the development 
of a highly integrated system of production and marketing. Despite 
this general emphasis, Denmark found it necessary to enter into 
specific programs aimed at direct improvement of fa rm income. These 
resulted in a system of price supports and variable import levies on 
grain and a two-price scheme to maintain relatively high prices in the 
home market for the major livestock products. T h e major change with 
accession to the EEC was increased prices for export items, including 
pork, beef, poultry, and dairy products. 

Policy changes in these countries were imposed on agricultural 
sectors that occupy widely dif ferent roles in each economy and sectors 
in which considerable change in production and trade patterns had 
occurred in recent years. In the United Kingdom, agriculture is a 
relatively small component in the total economy and produces only 
about 60 percent of the total food requirements. In Ireland and Den-
mark, agriculture is much more important and is a major source of 
foreign exchange earnings. In both these countries, livestock produc-
tion predominates. 

Conditions influencing output and t rade in the 1960s will not 
persist in the fu ture . With entry, important price shifts have occurred.8 

The effect on trade will be substantial, as was the case with the original 
six members. 

Separating this change f rom preexisting trends, however, is dif-
ficult. A trend toward European self-sufficiency in grain and livestock 
products has been underway since the early 1960s. This process would 
have occurred without the formation of the original EEC and probably 
would have continued for the three new entrants without accession to 
the EEC, particularly if recent trends in U.K. price policy had con-
tinued. This trend, along with growth in output greater than the 
increase in utilization, will result in diminishing export opportunities 
for third country suppliers of grain and livestock commodities. 

Fur thermore, there likely will be some internal diversion of several 
major products — dairy, meat, and grain — as a result of expansion. 



Danish and Irish dairy products and surpluses in the original six will be 
more than adequate to displace United Kingdom imports . Surpluses of 
soft wheat in France easily can fill the U.K. deficit, and little if any need 
be impor ted f r o m external sources. Impor t s of ha rd wheat for mixing 
purposes will continue. In feed grain, specific deficits will exist in some 
countries, and imports f r o m third countries, particularly of corn, 
probably will cont inue. Overall self-sufficiency and some expor t sur-
pluses most likely will exist for pork, poultry, and eggs. Accession will 
encourage beef product ion in I re land, and the expanded EEC proba-
bly will r epresen t a reduced market for external suppliers. In ternal 
t rade in some other commodities, such as sugar and frui ts and vegeta-
bles, also will occur at the expense of outside suppliers.9 

U.S. Policy: Toward Greater Rationality 

Anothe r major focal point of m o d e r n agricultural t rade policy 
involves developments in the United States. Because the Uni ted States 
has played a leadership role in developing Western world t rade policy, 
U.S. agricultural policy must be measured both in the light of domestic 
agricultural p rograms and the implications of these p rograms for 
deviation f r o m the general U.S. t rade policy orientat ion. 

Modern U.S. t rade policy began to emerge in the 1930s u n d e r the 
Reciprocal T r a d e Agreements programs. T h e initial legislation in 1934 
provided authori ty for a 50 percent reduct ion in tariff levels f r o m the 
1929 base and added three major provisions to U.S. t rade policy. First, 
the agreements expressed the idea, as implied in the title, that the 
concept of reciprocity must be imbedded in t rade negotiations. In 
other words, if concessions are granted , some should be received; on 
the other hand , in o rde r to obtain concessions, a nation must expect to 
make some. Second, the most-favored-nat ion principle was estab-
lished. Any agreement with an individual nation automatically will 
apply to all expor ters and impor ters of the commodity involved. Th i rd , 
and very impor tan t f r o m the viewpoint of implement ing the p rogram, 
bargaining authori ty was granted to the executive branch of govern-
ment , requir ing no specific congressional approval of t rade agree-
ments that were negotiated. T h e obvious implication of this latter 
change is that the legislative branch was removed f r o m direct t rade 
negotiations, and the pressures f r o m interest g roups were circum-
vented to a large degree. 

Since its initiation in 1934, the T r a d e Agreements Act has been 
revised and ex tended by Congress on several occasions, but the act 



remained the basic legislation underlying U.S. trade policy until the 
passage of the T rade Expansion Act in 1962. This act incorporated all 
the major principles and provisions of the earlier one and fu r the r 
extended the authority of the President to enter into negotiation for 
reduction of t rade barriers. In addition to general authority for a 50 
percent reduction of tariffs f rom the 1 July 1962 level, specific author-
ity was given for complete elimination of tariffs between the United 
States and the EEC on items for which these two units engaged in 80 
percent or more of the trade. Authority was extended to eliminate 
tariffs on certain commodities produced by less developed countries in 
cases where the prevailing rate was 5 percent or less. T h e T r a d e 
Expansion Act fu r ther enlarged the bargaining basis by creating a 
cabinet-level interagency trade organization chaired by a special rep-
resentative of the President. Most important , it introduced one addi-
tional principle into trade negotiations. For the first time this legisla-
tion recognized the conflict between specific producer interests and the 
national interest in international commercial policy; it dealt with the 
effects of tariff reductions on domestic industry and labor. For indus-
tries, the legislation provided aid to affected firms in the form of 
technical assistance, direct loans and guarantees of loans for readjust-
ments, and for tax assistance dur ing a readjustment period. For labor, 
readjustment allowances, retraining assistance, and relocation allow-
ances were provided. 

Overall, it seems fairly clear that the U.S. trade program and U.S. 
leadership have had a major effect in reducing trade barriers on 
industrial products. Little was accomplished dur ing the pre-World 
War II period, in part because of the methods used in approaching 
negotiation, but largely because of the general state of world conflict. 
In the postwar period, however, the United States provided leadership 
in undertaking six rounds of trade negotiations which have had a 
major effect on the level of t rade restrictions for the bulk of world 
traded industrial commodities. Following an estimated 35 percent 
across-the-board reduction on industrial t rade barriers in the last of 
these negotiations — the Kennedy Round — industrial tariffs among 
advanced countries are relatively low and probably not a major factor 
affecting international trade. The implications of this fact for the 
general growth of world markets, including agriculture, are difficult to 
estimate quantitatively, but undoubtedly are of major importance. 

In agriculture, the U.S. posture on international trade matters is 
less consistent. Both import protection and export disposal programs 
have been important . Each has been built a round and has responded to 



domestic price support programs and the conditions the price support 
programs have created. Initial legislation for both import protection 
and export disposal was provided in the Agricultural Adjustment Act 
of 1935. Section 22 established import quota restrictions on com-
modities subject to price support , while Section 32 permitted the use of 
customs receipts for the disposal of surplus fa rm commodities. Both 
programs have been strengthened greatly dur ing the post-World War 
II period. T h e limited nature of price supports dur ing the 1930s did 
not result in the need for massive application of either kind of restric-
tion. During the war and postwar years, completely controlled trading 
due to the war and postwar shortages dominated international rela-
tions. Beginning in 1948, however, surpluses began to develop, and 
major changes were made in U.S. agricultural programs. Legislation 
was passed that provided for flexibility in support levels f rom 70 to 90 
percent of parity, for some commodities as low as 60 percent. It soon 
became evident that supply control through price reduction was not 
effective, at least to the degree that it had a serious impact on total 
output . Therefore , major programs were introduced aimed at supply 
control and surplus disposal. 

This post-1948 period also saw several important innovations in 
U.S. trade policy. The Trade Agreement Extension Act of 1948 con-
tained the peril point provision, which required the tariff commission 
to determine the lowest duty possible that would not result in major 
damage to any given industry. In addition, the act provided an escape 
clause that could be invoked if an increase in imports was demonstrated 
to be responsible to a significant degree for the deterioration in the 
sales and profits of an industry. These restrictions applied across the 
board and were used, to some extent, by agriculture and agricultural 
industries. Fur thermore , Section 22 of the Agricultural Adjustment 
Act of 1935 was strengthened by requiring the President to establish 
import quotas on price support commodities under certain circum-
stances, irrespective of existing international agreements. These ac-
tions, along with specific commodity legislation to establish sugar 
quotas, import quotas on dairy products, and the meat import quota 
bill passed in 1964, along with certain voluntary agreements, customs 
administrat ion procedures , overseas p rocurement requi rements , 
buy-American restrictions, and certain national security provisions, 
constitute a substantial array of import protection for agriculture if 
implemented to the full degree. 

Major shifts occurred in U.S. agricultural and trade programs in 
the 1960s. High and rigid price supports for major export crops were 



eliminated. T h e principal commodities affected were feed grains, cot-
ton, and wheat. T h e average Commodity Credit Corporation (CCC) 
loan rates on wheat and cotton d ropped drastically, f rom the 1962 
levels of $2.00 per bushel and 32.5 cents per pound to $ 1.25 per bushel 
for wheat and 21 cents per pound for cotton.10 Along with these 
reductions in loan rates, direct producer payments were made on the 
proport ion of each crop destined for domestic use. T o receive these 
payments farmers had to agree voluntarily to participate in an acreage 
diversion program designed to reduce surplus stocks and to balance 
output and total available market outlets. In 1970, the acreage control 
aspects were shifted f rom commodity allotments to a program in which 
each producer could set aside his share of a national land diversion 
requirement and plant any crop he wished on the remaining acreage.11 

Another major shift in programs occurred with passage of the 
Agriculture and Consumer Protection Act of 1973. T h e most signifi-
cant elements of change in this legislation are the elimination of the 
two-price system that prevailed in the 1960s and the institution of a 
deficiency payment guarantee at one price for the total crop. Loan 
rates are retained at a low price, but target prices are set above the loan 
rate. If market prices fall below target, direct income payments are 
made to farmers equal to the difference between the target and market 
price. If market prices d rop to the loan rate, government acquisitions 
and accumulation of stocks could again occur. 

One effect of these changes has been to reduce the direct conflict 
between U.S. domestic policy and its export objectives. T h e lower loan 
rates eliminated the need for large export payments on wheat and 
cotton. Also, programs in the 1960s moved toward allowing market 
forces to operate in determining the overall level of output and its 
composition. This is illustrated in part in Figure 10. 

PriceP0 represents the support level and CCC loan rate that applied 
prior to the changes dur ing the 1960s. Price Pi represents unit re turn 
to producers f rom the market, plus the income payment on the domes-
tic proport ion of the allotment, quantity 

Beyond this quantity, each producer received the lower price, P 2 . 
Since each producer received the higher price on only a percentage of 
his output , decisions on how much to produce were made relative to 
the lower price, P 2 . As indicated in the f igure this should, ceteris paribus, 
reduce output f rom Q to Qx for the fa rm illustrated. This shift in 
pricing would tend to exert a downward pressure on output in the 
short run . With the complementary requirement of acreage restriction 
being a condition of participation in the income payment program (the 
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FigurelO: Supply Effect of Change in U.S. Price Support Programs 

unit paymentPi —P2 on quantity Q2), the general effect on export crops 
would be supply reducing relative to previous ones. With the elimina-
tion of specific commodity allotments in 1970, farmers could make 
marginal shifts among commodities to take advantage of perceived 
profit opportunities. 

The Agriculture and Consumer Protection Act of 1973 retained 
the concept of permitting market prices to drop to the relatively low 
level indicated by P2 in Figure 10. Differentiation of domestic and 
international prices, however, was eliminated, and direct government 
payments were instituted to increase farmers' returns to the higher 
level, P0 . This change should tend to increase output in relation to the 
previous program as illustrated by the quantity Q, Qi. An important 
distinction in the approach introduced in 1973 is that government 
incentives for output expansion have been reintroduced as compared 
with programs of the 1960s and early 1970s. Both programs, however, 
reduced the direct conflict between U.S. domestic and international 
policy objectives as compared with direct price supports. 

On major export products, U.S. trade policy has moved to a rela-
tively more defensible position. Programs have separated income sup-
port f rom commodity prices. Export subsidies are nominal, and com-



plementary supply reducing programs are in effect. Since 1970 these 
have been implemented in such a way that farmers may respond to 
market conditions and comparative advantage in developing their 
production plans. 

The U.S. record on livestock products and a number of minor 
crops, especially sugar, rice, peanuts, and tobacco, is much less defensi-
ble. Protection for these either has increased or stabilized at a relatively 
high level, and programs for lower protection or change in method of 
protection are not in sight. 

In summary, there was a major U.S. postwar push to liberalize 
trade, but its position on agriculture has been ambiguous. Th rough the 
mid-1960s the United States sought and obtained G A T T exceptions 
and exclusions for agriculture. In the Kennedy Round efforts were 
made to include agriculture but with little success. Agriculture was 
difficult for a number of reasons, including internal EEC political 
problems and conditions in European agriculture. Fur thermore, ex-
porters could not agree on price and access arrangements to be sought, 
and no commitment existed to negotiate domestic agricultural policies. 

The major question now is whether the United States can or will 
provide the leadership for reduction in barriers and liberalization of 
agricultural trade. In answering this question, it is necessary to recog-
nize a number of new dimensions that will affect fu tu re negotiations. 

Since the Kennedy Round there has been a weakening of the 
general multilateral framework that has surrounded postwar negotia-
tions. Further reduction of trade restrictions is becoming more dif-
ficult because barriers increasingly are tied up with other social and 
economic policy. Also, as traditional barriers are reduced, nontariff 
barriers have become important, and they are difficult both to define 
and measure. 

The United States recently has passed new trade legislation, the 
Trade Reform Act of 1973, which seems to provide a framework for 
moving in several directions at once. T h e act provides authority for 
new negotiations and a continuation of the program of trade liberaliza-
tion. It extends presidential authority to negotiate increases or de-
creases without limit, including nontariff barriers for a period of five 
years. The act also includes a provision for relief for U.S. industry f rom 
disruption caused by "fair" competition. This title liberalizes the 
criteria (escape clause) for determining that injury to domestic industry 
is due to imports, expands the kinds of import relief for business (such 
as orderly marketing agreements), and provides adjustment assistance 
for labor. This chapter of the act permits increased flexibility in pro-



tecting U.S. industry f r o m foreign competi t ion. T h e bill also revises 
and s t rengthens the four preexisting statutes dealing with fore ign 
unfa i r t rade practices. Ano the r section of the bill, entitled "Interna-
tional T r a d e Policy Management ," provides p e r ma n e n t authori ty to 
manage t rade policy to deal with balance-of-payments problems and 
inflation. 

With this kind of flexibility the f u t u r e course of U.S. t rade policy is 
difficult to predict . T h a t policy has changed since the Kennedy Round . 
Pressures for impor t protection at times have been intense. Policy in 
the early 1970s has reflected an ad hoc, piecemeal approach , with 
individual concessions being made to commodity groups along with 
spectacular actions on monetary questions. Some liberalization oc-
cur red du r ing 1973 to curb inflation, but whether this direction will 
continue is uncer ta in . T h e new legislation is sufficiently flexible to 
permit moving toward greater protection or providing f u r t h e r leader-
ship in seeking t rade liberalization. How we move increasingly will be 
inf luencd by such imperatives as the overall balance-of-payments posi-
tion, the effect of t rade policy on inflation, and basic impor t needs such 
as pe t ro leum and o ther raw materials. T h e United States will become 
increasingly in t e rdependen t with o ther nations, and this will requi re 
adaptat ion of U.S. industry and agriculture to world marke t condi-
tions. Protection to serve specific commodity interests will become less 
tolerable. Effor ts to achieve f u r t h e r liberalization are the most logical 
course for f u t u r e U.S. policy. 

Other Countries 

T h e remain ing major components of the Western t empera te prod-
ucts t rad ing f r amework are J a p a n , Canada, Oceania, South Africa, and 
Argent ina . T o an increasing degree, individual less developed coun-
tries are becoming impor tan t exporters , and a n u m b e r are gaining in 
importance as importers . 

Of the g r o u p listed above, J a p a n is the major impor ter . A complex 
set of agricultural and t rade policies has been developed with a view 
toward increasing domestic supplies and controlling imports . Em-
phasis on self-sufficiency in rice has been overextended, and surpluses 
have developed. J a p a n also has encouraged f ru i t and vegetable pro-
duction and more recently is seeking to expand livestock ou tpu t . Pro-
tection for agricul ture is extensive, but because of its limited resource 
base, imports are expand ing and probably will cont inue to do so. 



T h e major expor t countries in the above g r o u p maintain increas-
ingly complex agricultural and t rade policies. Impor t s center on prod-
ucts that cannot be p roduced in each country and to a large extent are 
unpro tec ted . Policy emphasis has been on improved product ion and 
more orderly marke t ing with a view toward maintaining a competitive 
position in world markets or toward gaining special access, as in the 
case of commonweal th preferences and sales agreements with com-
munis t countries. In grain, the removal of the U.S. umbrel la over world 
prices in the mid-1960s has created an addit ional problem for these 
nations. World t rad ing prices have d r o p p e d , and governments have 
had to assume an addit ional b u r d e n of income suppor t to agriculture. 
Australia has developed a three- t iered price guaran tee system for 
wheat, and in 1970 Canada unde r took a p rog ram of incentive pay-
ments to f a rmers to reduce wheat acreage. Argent ina has yet to de-
velop major domestic policies that suppor t prices in agriculture. In-
creasing emphasis, however, is being placed on indirect measures that 
will improve productivity and expand agricultural ou tpu t and the 
expor t of f a r m products . 

Summary 

T h e agricultural economy of all Western industrial countries is 
inf luenced by direct government policies. Emphasis is placed on rais-
ing commodity prices to genera te improved f a r m incomes. T h e extent 
of governmenta l intervention varies a m o n g countries, bu t generally is 
extensive. Despite some lowering of protection levels in the Uni ted 
States, the overall degree of protect ion in Western industrial countries 
increased du r ing the 1960s. T h e most impor tan t componen t of this 
increase was the change f r o m a national to a common agricultural 
policy by the six-member EEC. A f u r t h e r increase in protect ion oc-
cur red with the accession of the Uni ted Kingdom, I re land, and Den-
mark . 

Agricultural policies in industrial countries have resul ted in a series 
of p rograms and actions that constrain and distort t rade in agricultural 
products . Domestic d e m a n d and supply imbalance and disequilibrium 
in the agricul ture of individual countries is t ransmit ted to internat ional 
markets t h rough a wide variety of techniques that protect against lower 
cost imports and subsidize sales on world markets. As indicated in 
chapter 4, the extent of this protection is difficult to measure , and the 
welfare and income t ransfer effects are not easily def ined . T h e most 
visible t rade consequences have been the impor t substitution effect of 



expanded output in many importing countries and the development of 
exportable surpluses in others. Production and consumption in im-
porting areas develop such that imports become increasingly marginal 
in relation to total needs. Agricultural protectionism becomes a major 
factor in restricting trade and distorting patterns of world resource 
use. 

The behavior of both exporters and importers contributes to dis-
equilibrium in international markets. Only coordinated action among 
nations in both categories will resolve the conflicts that have arisen 
through independent steps taken by individual countries. This coop-
eration has not yet occurred, although the situation has led to various 
attempts to offset the production-consumption imbalances and reduce 
international conflict. These will be examined in chapter 6. 



6 
The Search for Solutions 

An easy solution sometimes is suggested for problems of international 
commercial conflict in agriculture. It is reasoned that conflict arises 
because governments have chosen to protect domestic agriculture and 
largely disregard international effects. T h e logical solution is to elimi-
nate domestic protection or, at a minimum, reduce it drastically, and 
international harmony will follow. Production in the long run will 
move to areas of low cost, and trade will be determined by comparative 
advantage. 

The issue, of course, is not that simple. Domestic programs in all 
countries have been developed to offset problems that reflect basic 
economic conditions sur rounding agricultural production. These are: 
"(1) a relatively low price elasticity for fa rm products; (2) a relatively 
slow growth in demand for fa rm products; (3) a high degree of uncer-
tainty regarding fu tu re economic and technical change, together with 
rapid output-increasing changes; (4) the competitive structure of the 
industry which inhibits its ability to handle adjustment problems; and 
(5) asset fixity in agriculture so that resources committed to producing 
farm products continue in production despite earnings which may fall 
well below the expected earnings and acquisition costs."1 

Beyond the recognition of these inherent economic conditions 
there are historical considerations involved in most protection pro-
grams. T h e central objectives of protection have moved in the last 40 
years f rom primary concern with eliminating poverty in rural areas, to 



growth and development objectives related to expanded food produc-
tion, to issues centered on equity and income. 

Recent emphasis on domestic objectives and p rograms tailored 
largely to income improvement t h rough price suppor ts has resulted in 
a n u m b e r of problems. T h e most impor tan t of these has been to 
destroy the domestic and internat ional equil ibrium between supply 
and d e m a n d . Some programs, particularly those u n d e r t a k e n unilater-
ally by individual countries that affect internat ional markets , have 
increased conflict and have had a negative ra ther than a positive 
internat ional effect a l though they may have reduced domestic prob-
lems. 

Such consequences have led to p rograms in individual countries 
a imed at correct ing the result ing marke t imbalances, including sub-
sidized consumpt ion , expor t disposal, and , in the United States, supply 
control. T h e other major approach taken, a l though to a limited extent 
in agriculture, has been t h rough internat ional negotiations to reduce 
t rade barr iers a n d force the adaptat ion of domestic p rog rams to inter-
national marke t pressures. T h e extent of action and degree of success 
of these various e f for t s have varied a m o n g countries, but in the aggre-
gate they have not succeeded in eliminating conflict a m o n g industrial 
nations. 

Domestic Demand Expansion 

Programs to expand domestic consumpt ion of f a rm products are of 
two kinds: those providing a direct subsidy to increase h u m a n con-
sumpt ion and those providing a subsidy that will divert products into a 
secondary use. T h e f o r m e r type has been of greatest impor tance to the 
Uni ted States, the latter to Europe . Effor ts to increase consumpt ion in 
the United States have emphasized school lunch, milk, and institutional 
feeding programs. Methods include ei ther providing direct cash grants 
or selling food at r educed prices t h rough low cost meals. T h e effect 
sought is to increase total food consumpt ion by expand ing real income 
or by lowering prices to expand total sales. 

T h e net effectiveness of such p rograms is difficult to measure . 
Food s tamp or subsidy p rog ram purchases will displace those that 
would have been m a d e in any event. Many foods that come u n d e r such 
programs have both a very low income elasticity (sometimes negative) 
and a low price elasticity of d e m a n d . T h e r e f o r e , the total expend i tu re 
requi red f r o m public f u n d s to subsidize either income or prices will 
greatly exceed the addit ional expend i tu re fo r food that can be in-



duced. This approach is an extremely inefficient way of dealing with 
agricultural surplus disposal. A study at the University of Minnesota, 
which tested both the effects of income increases and price reduct ion, 
concluded that public expend i tu re would be very high relative to 
increases in consumption. Both p rograms could aid in reduc ing nutr i-
tional deficiencies in low income families and well may be just i f ied on 
nutri t ional grounds , 2 bu t they are inefficient in dealing with agricul-
tural surpluses. For the most part , e f for t s have been made in the 
United States to abandon this me thod . Domestic consumpt ion sub-
sidies no longer are viewed as impor tan t vehicles for dealing with 
surplus agricultural product ion. 

T h e Eu ropean approach has concentra ted on subsidizing com-
modities so they can be diverted to livestock use. T h e elasticity relevant 
to this case, below a certain threshold level, is related to the marginal 
value p roduc t of the commodity in livestock product ion. Price re-
sponse below a threshold level is likely to be relatively high on such 
items as wheat, sugar, and even dairy products that can be disposed of 
as livestock feed. Per unit subsidies, however, are relatively high, and to 
date greater emphasis appears to have been placed on disposing of 
surpluses in external markets. 

Supply Control 

Supply control has been used primarily in Nor th America, espe-
cially in the Uni ted States. Limited and sometimes in formal p rograms 
are used in certain o ther countries.3 In Canada, for example, several 
provincial marke t ing boards extend controls over quantity and quality 
of commodities marke ted . A n u m b e r of countries have sugar quotas, 
and in the Nether lands p roduce r marke t ing organizations mainta ined 
a regulatory system on frui ts and vegetables. For minor commodities in 
a n u m b e r of countries, compulsory membersh ip in p roducer market-
ing organizations places product ion u n d e r strict product ion and mar-
keting regulations. 

Direct control in the Uni ted States has taken two forms. T h e first 
concerns specific commodities. Prior to 1970 producers were requi red 
to restrict their plantings to specified acreages in o rde r to participate in 
price suppor t loan programs. Concentra t ion was on feed grain, wheat, 
rice, cotton, tobacco, and peanuts . Participation was voluntary in the 
sense that no manda tory compliance was requi red , but coercive in the 
sense that eligibility for price suppor t was cont ingent u p o n compliance. 



Commodity oriented programs were revised in 1970 to require that 
a total acreage be set aside rather than to restrict acreages of individual 
commodities. Within the remaining acres, each farmer is f ree to plant 
any crop or combination of crops he deems most profitable and desir-
able. This plan has the major advantage of eliminating the farmer 's 
need to maintain base allotments of specific crops, and it permits him to 
plant the single crop or combination of crops deemed most profitable. 
In the aggregate, overall cost levels should be reduced by encouraging 
movement of specific crops into areas of greatest comparative advan-
tage. Acreage restrictions on major crops were abandoned entirely in 
1974, although provision remains in fa rm legislation for their reinstitu-
tion if needed, a not unlikely prospect if price support levels are raised 
materially. 

A second program in the United States has been aimed at longer 
term land retirement. Compensation is paid to farmers who take land 
out of production for a number of years and place it into conservation 
use that does not add to agricultural commodity supply. 

The total amount of land kept out of production for selected years 
under both programs is shown in Table 14. 

T h e net effect of these programs on reducing supplies is not com-
pletely clear. T h e amount of acreage removed is not a good indication, 
since farmers tend to take their lowest yielding acreages out of produc-
tion and to comply more readily in low productivity than in high 
productivity regions. Fur thermore , it is argued that the reduction in 
acreage per se will induce farmers to substitute other input for land, 
maintaining production even in the face of reduced acreages. This 
a rgument may be partially fallacious. Higher prices through support 
and the elimination of risk through announcement of prices prior to 
planting might induce higher levels of fertilization and use of other 
variable inputs. This would occur to some degree without a reduction 
in land area. T h e argument in one case rests on the concept that 
farmers will add variable inputs until marginal value product equals 
marginal factor cost, and with higher product prices this will result in 
expanded use of variable inputs. T h e other a rgument rests on the 
concept that farmers seek to maintain a given level of income and will 
extend the use of one input to offset the loss of another to retain a 
satisfactory output and income level. It is difficult to say which of these 
arguments is more valid. T h e fact remains that U.S. farmers have 
expanded their use of capital and purchased inputs dur ing periods of 
supply control. Whether this has occurred at a more rapid rate than 
without supply control never can be proven. Change has been equally 



Table 14. Cropland Acreage Withheld from Production under Specified Programs, United 
States, 1956-1972, in Millions of Acres 

Year Program 
Acreage Conser- Feed Wheat Cotton Crop- Crop- Total2 

reserve vation grain land land 
reserve 

grain 
con-

version 
adjust-
ment1 

1956 12.2 1.4 13.6 
1957 21.4 6.4 27.8 
1958 17.2 9.9 27.1 
1959 22.5 22.5 
1960 28.7 28.7 
1961 28.5 25.2 53.7 
1962 25.8 28.2 10.7 64.7 
1963 24.3 24.5 7.2 0.1 56.1 
1964 17.4 32.4 5.1 0.53 .1 55.5 
1965 14.0 34.8 7.2 1 . 0 3 .4 57.4 
1966 13.3 34.7 8.3 4.6 .4 2.0 63.3 
1967 1 1 . 0 20.3 4.9 .6 4.0 40.8 
1968 9.2 32.4 3.3 .5 3.9 49.3 
1969 3.4 39.1 11.1 .5 3.9 58.0 
1970 .1 37.4 15.7 4 3.8 57.1 
1971 4 18.2 13.5 2.1 4 3.3 37.2 
19725 4 37.45 20.45 2.05 4 2.8 62.7 

source: u . s . Department of Agriculture, Agricultural Statistics, 1972. 
1 State detail is available in Agricultural Statistics, 1968. 
2Total diverted, including acreage devoted to substitute crops. 
3Not required to be put to conserving uses. 
4Less than 50,000 acres. 
5Based on 1972 intended enrollment. 

rapid in many countries where no acreage restrictions have been in 
effect. It is probable that much of the change in U.S. technology and 
resource use that occurred with supply control would have taken place 
in any event. If this is true, acreage controls have been effective in 
reducing production. 

Another issue concerns whether or not price programs can influ-
ence supply. If a positive and reversible supply elasticity exists for most 
commodities, and if farmers are not forced into a "treadmill phenome-
non" by changes in price,4 there are a number of additional programs 
that might have some effect on dampening output expansion. These 
include the standard quantity system used in the United Kingdom; the 
class price system for milk used in the United Kingdom and the United 
States; a Canadian system whereby support for pigs, milk, and eggs is 
limited to specified quantities for each producer; and programs which 



different ia te between the price paid for frui ts and vegetables for f resh 
consumpt ion and processing. In total, however, these kinds of re-
straints on ou tpu t expansion have been limited in most countries, and 
the dominan t focus, except for supply control p rograms in the United 
States, has been to extend price suppor t on an unlimited quantity with 
little e f for t to control product ion. 

Export Subsidy and Disposal Programs 

A wide range of indirect actions can be taken to ease the way for 
expor t ing price suppor t commodities on world markets. These include 
tax concessions, t ranspor ta t ion subsidies, and the use of suppor t pro-
grams which di f ferent ia te price between domestic use and export . 
Market discrimination p rograms are based on the assumption that 
d e m a n d elasticities are d i f fe ren t in domestic and internat ional markets 
and that f a rmers benefi t f r o m a greater r e t u rn if prices are maintained 
high in the more inelastic domestic marke t and reduced in the more 
elastic foreign market . T h e pr imary pu rpose of this kind of market 
discrimination is to expand exports yet maintain a level of protection 
for agriculture. 

Two major direct expor t subsidy p rograms have affected world 
markets: those opera ted by the United States and those used by the 
EEC. Subsidies are flexible and tailored to the levels needed for con-
summat ion of sales. Prior to the 1960 change in U.S. programs, most 
major expor t commodit ies received substantial per unit subsidies. T h e 
general level of subsidies has declined, but even af ter the shift in 
programs, impor tan t payments remained. 5 

EEC subsidies are paid u n d e r an expor t restitution system which is 
an integral par t of the price suppor t mechanism. For any commodity, 
subsidies are available for expor t equal to the d i f ference between 
domestic suppor t levels and world prices and are equal to the impor t 
levies set for the commodity. 

T h e effect of these direct subsidy p rograms on world markets is 
p r o f o u n d . In theory, subsidies are used to cover the d i f fe rence be-
tween domestic suppor t and world marke t prices. However, when 
substantial amounts of a commodity are placed on world markets at a 
subsidized level, the domestic suppor t price less the subsidy tends to 
de termine world marke t price, not vice versa. In a sense, world market 
prices become adminis tered prices, with the level de te rmined by or at 
least strongly inf luenced by price suppor t and expor t subsidy pro-
grams in major countries. 
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Export subsidies have an important effect on the creation of income 
transfers among nations, depending upon whether such countries are 
buyers or sellers. Buyers receive a cheaper product; sellers receive a 
lower price and, in some cases, are faced with greatly restricted mar-
kets. T h e international effect of domestic support programs is thus a 
twofold problem. First, imports are restricted and markets tend to be 
reduced in support ing countries; second, where surpluses arise, ex-
ports are subsidized and create a major price and quantity effect on 
world markets. 

Food Aid 

T h e second major dimension of agricultural export programs has 
been food aid, primarily in the United States. This system originated in 
1945 when Commodity Credit Corporation exports of surplus agricul-
tural commodities were made exempt f rom the rule limiting sales to 
parity prices or above. Early post-World War II disposal programs 
were imbedded in a series of interim measures, special grants, and 
credits designed to help lower income countries overcome food short-
ages. T h e most important of these was an emergency aid act to India in 
1951, which provided a $ 190 million loan for the purchase of U.S. food 
grains. Major food exports also were provided under the 1948 Mar-
shall Plan. T h e initiation of continuing programs of export surplus 
disposal began in 1953 under the Mutual Security Act. Provisions were 
made for the sale of surplus commodities to friendly governments for 
local currencies. In 1954 the more comprehensive Agricultural T rade 
Development and Assistance Act (P.L. 480) was passed. Since that time, 
P.L. 480 has been the foundat ion of massive food exports by the United 
States. T h e initial objectives of this act were surplus disposal and 
humanitarian assistance. More recently, greater emphasis has been 
placed on the use of government-programmed exports for economic 
development. Over time, food has represented a substantial portion of 
total U.S. foreign aid and resulted in total shipments through 1970 of 
approximately $21 billion in commodities for all programs.6 

P.L. 480 exports are made in a number of ways. T h r o u g h 1970, 
sales for local currency represented the largest portion. T h e United 
States also donates food for emergency and disaster relief unde r this 
program and until 1969 traded on a barter basis for strategic com-
modities. P.L. 480 local currency sales are being replaced by sales on 
long-term credit, which means that recipient countries must repay in 
dollars. The terms are very liberal; no interest or principal payments 



are required for the first two years, and long-term repayment is at very 
low interest rates. Despite liberal terms, the change f rom local currency 
to long-term credit sales means that the aid component in the P.L. 480 
program has been reduced, and P.L. 480 shipments will begin to cost 
foreign exchange in recipient countries. 

This particular program reached a peak of $1.6 billion in 1965 and 
since has declined to approximately $ 1 billion in 1971. Shipments have 
been made to over 50 countries in virtually all parts of the world, 
concentrating in Asia, particularly India and Pakistan. Part of the 
decline can be attributed to improved production and the Green Rev-
olution in these areas. 

Although P.L. 480 has served economic and welfare objectives, the 
program has been subject to considerable criticism and evaluation. Its 
effects can be viewed f rom three perspectives: implications for (1) U.S. 
agriculture, (2) other export countries, and (3) recipient countries. 

Other exporting nations have been critical of P.L. 480, asserting it 
has infringed on their markets and effectively lowered prices for cer-
tain commodities. Probably with some justification, much criticism was 
aimed at the barter program; it permitted the exchange of specific 
commodities for food and removed recipients f rom the international 
hard currency market for food imports to the extent that their re-
quirements were met through commodity bartering. 

The most complex issue is the effect P.L. 480 has on recipients. 
Evidence suggests that P.L. 480 imports increase the total assets avail-
able to a nation and, thereby, foster increased savings and investment.7 

These assets are acquired without any expenditure of foreign ex-
change, and net capital formation can be increased. P.L. 480 com-
modities also can be used as wages to enhance a country's ability to 
employ labor on development projects. Very important is the fact that 
increased consumption levels can be achieved, and, in the case of 
disaster relief, a humanitar ian end can be served. 

These positive effects, however, have not been adequately weighed 
against the negative ones in order to arrive at a generalized idea of the 
net results of the program. Food aid may depress agricultural prices 
and lower incentives to increase production. More important , flexi-
bility to postpone hard policy decisions and implementation of pro-
grams needed for domestic agricultural development may result. P.L. 
480 shipments also may distort economic development, creating the 
need for massive investment in docking, handling facilities, and the 
infrastructure required for food imports. P.L. 480 shipments tend to 
be available in large port cities, and facilities for redistribution to 



internal areas are inadequate . As wages fo r labor they complement 
capital expendi tures in por t cities, and investments in these areas may 
receive a h igher priority than desirable in a balanced development 
p rogram. Because food shipments are obtained t h rough ports, the 
i n f r a s t ruc tu re r equ i r ed fo r commercial izat ion of agr icul ture , the 
movement of food f r o m internal areas to cities, and the marke t 
mechanism needed to develop domestic agricul ture may be neglected. 

Finally, a question arises as to the rationality of the food aid pro-
g ram f r o m the viewpoint of U.S. agriculture. Clearly it has provided a 
basis for disposal of a substantial a m o u n t of f a r m products . In this 
sense, it r educed the need for supply control p rograms and changed 
the emphasis between d e m a n d expansion and supply control as vehi-
cles for overcoming the imbalance created by agricultural protection. 

Beyond questions of economic cost and domestic p r o g r a m balance, 
P.L. 480 has complemented commercial expor t p rograms and has 
f u r t h e r e d U.S. political interests. It has increased rates of economic 
development in some countries that subsequently have become impor-
tant commercial markets fo r U.S. agricultural products . Outs tand ing 
examples are J apan , Taiwan, and , at an earlier date, Western Euro-
pean countries. A secondary commercial impact thus may stem f r o m 
P.L. 480 and o ther fo rms of aid. Political interests also have been 
enhanced in that P.L. 480 shipments have represen ted an initial in-
teraction with some socialist countries which, over time, have become 
more closely or iented toward Western commercial interests. 

Negotiations and Multilateral Action 

Recent e f for ts toward liberalization of agricultural t r ade have been 
by-products of the general U.S. p r o g r a m of t rade liberalization u n d e r 
the Reciprocal T r a d e Agreements Act and the T r a d e Expansion Act of 
1962. Some ef for ts were made to negotiate a reduct ion in t rade bar-
riers prior to World War II , bu t these achieved only limited success. For 
numerous reasons, actual agreements were concluded only on a lim-
ited basis between the Uni ted States and the Uni ted Kingdom and 
Canada. First, th ree major countries, Germany, Italy, and J a p a n , were 
u n d e r dictatorial government and were not amenable to t rade negotia-
tion on any basis. Second, all negotiations were bilateral and u n d e r -
taken on a commodity-by-commodity basis and the re fo re could not 
move rapidly. Th i rd , the climate of internat ional relationships within 
the worldwide depression of the 1930s and the bui lding political ten-
sions were not conducive to widespread commercial negotiations. T h e 



second era of negotiations got underway in about 1945 when Congress 
ex tended the T r a d e Agreements Act and provided authori ty for a 50 
percent reduct ion in tariffs based on 1945 levels. 

Formation and Early Role of GATT 

Recognizing the limitations inheren t in bilateral negotiations, in 
1945 the Uni ted States initiated the creation of a multilateral interna-
tional organization that would establish rules of p rocedure for han-
dling international commercial policy and provide a f o r u m for negotia-
tions. A conference was convened in Havana, Cuba, and major t rad ing 
countries agreed to set u p the In te rna t iona l T r a d e Organizat ion 
(ITO). T h e I T O , however, was never established because the U.S. 
Congress failed to ratify the char ter . Congressional approval was re-
quired pr ior to U.S. membersh ip in an internat ional organization, but 
it was not requi red for procedura l agreements . As a result, the Uni ted 
States and o ther ma jo r t r ad ing nat ions en te red into the General 
Agreement on Tar i f f s and T r a d e in 1947. Since then G A T T has 
become a pseudo-internat ional organization, a l though it has no legal 
s tanding and the secretariat continues to opera te without fo rmal rec-
ognition of its existence. 

T h e General Agreemen t on Tar i f f s and T r a d e incorpora ted most 
of the major principles included in the char ter of the Internat ional 
T r a d e Organizat ion and has represen ted the f r amework within which 
all t rade negotiations have taken place since 1947. T h e most impor tan t 
of these principles are noted below.8 

(1) Reduction in t rade barr iers should be on a nondiscr iminatory 
basis (that is, there should be no most favored nation), and any agree-
men t to reduce tariff barr iers would apply to all interested t rad ing 
nations. 

(2) T h e only acceptable means of protect ing industry should be 
th rough tariffs, and negotiations should occur among contract ing par-
ties to reduce the level of tariff protection. 

(3) No indirect subsidies, including income or price supports , 
should be unde r t aken that will pre judice internat ional t rade relation-
ships. 

(4) Consultations should be held between countries to avoid injury 
th rough unilateral action by individual countries. 

(5) If unilateral action is unde r t aken that creates in jury to another 
country, compensat ion should be paid to cover the damages. 



An aspect of the general agreement that is more important than any 
of the individual rules is the underlying philosophy. G A T T is built 
a round the concept that the f ree market works and that the objective of 
international commercial policy should be to reduce trade barriers. 
Organized or arranged international marketing policies (such as com-
modity agreements) are justified only to overcome special difficulties. 

A number of exceptions were included in the original agreement, 
and flexibility was retained to add others,9 thus improving the accepta-
bility of the general principles. An important early exception permit-
ted various kinds of import restrictions for balance-of-payments 
reasons; another partially abolished the most-favored-nation idea. 
While this principle was retained in the sense that specific bilateral 
arrangements were not condoned, preexisting arrangements such as 
British Commonwealth preferences were permitted, and in the late 
1950s exceptions were provided for the establishment of customs un-
ions to allow formation of the European Common Market. This prin-
ciple also was later extended to provide exceptions for f ree t rade areas. 

T h e most troublesome exceptions, however, were those developed 
specifically for agriculture. These cover both import restrictions and 
export programs. Early in the operation of GATT, exceptions on 
import restrictions were provided for countries that wanted to establish 
border protection with a view toward stimulating output to relieve food 
shortages. These soon were supplemented by restrictions to maintain 
grades and standards on products, as well as special exceptions for 
restrictions on animal products to regulate disease control. Exceptions 
granted to countries to implement domestic marketing and price sup-
port programs represented a major breakdown in G A T T principles. 
This development was followed by G A T T recognition of the need for 
export subsidies where domestic prices were maintained above world 
market levels and, in turn, resulted in surplus production. This latter 
exception was accompanied by special ant idumping procedures to 
redress injury by nations excessively subsidizing exports to the detri-
ment of other countries. 

This formidable list of exceptions was not compiled all at once, but 
in one respect or another, virtually all important Western trading 
nations were involved. Initial exceptions to overcome food shortages 
were stimulated by conditions in Western Europe dur ing the postwar 
period, but it probably is correct to say that the real breakdown in 
GATT's effectiveness in agriculture was due to U.S. actions in the early 
1950s. In 1951 the United States stipulated that the Section 22 import 
restrictions be extended to make it mandatory for the President of the 



United States to impose a quota or fees to restrict imports on price 
support commodities, irrespective of preexisting international agree-
ments. In that year the United States also insisted that an escape clause 
be inserted into the general agreement, and if injury was proven to 
domestic interest as a result of actions taken in GATT, U.S. G A T T 
obligations automatically would be suspended. Fur thermore , in 1951 
the United States passed specific legislation requiring quotas or even 
embargoes on certain dairy products. 

Despite the numerous exceptions related to agriculture, it cannot 
be concluded that the role of G A T T has been entirely ineffective 
insofar as agriculture is concerned. During the 1947-1962 period, 
major concern developed with problems in international t rade in ag-
ricultural products, and two efforts resulted.10 T h e first was an at tempt 
to arrive at a special agreement on commodity arrangements which 
would serve as a guideline for world trading arrangements. A draf t 
version of this special agreement included 21 separate articles and was 
a relatively comprehensive attempt to define and evaluate past experi-
ence with commodity arrangements in agriculture and establish new 
procedures for normalizing agricultural commodity trade. Article I 
stated that problems of production, consumption, and trade in pri-
mary markets could not be left to ordinary market forces. It stated that, 
through joint action, countries would try where possible to: (1) achieve 
a reasonable degree of stability on the basis of prices that are fair to 
consumers and provide a reasonable re turn to producers; (2) prevent 
shortages in world supplies or burdensome accumulation of stocks; (3) 
accomplish the equitable distribution of a commodity in short supply; 
(4) alleviate economic hardships in cases where a commodity has been 
produced in excess of long-term demand; (5) expand consumption 
and production with advantage to consumers and producers; and (6) 
direct production to places where world market requirements can be 
satisfied in the most effective and economic manner . 

T h e formulation and discussion of this agreement was boycotted by 
the United States. This action, along with the general reluctance on the 
part of exporting countries to forego the notion of equal t reatment for 
agricultural and industrial products envisaged in GATT, led to the 
breakdown of the attempt, and no formal resolution of the agreement 
was developed. 

The second major agricultural effor t dur ing this period was essen-
tially intellectual in that it involved a major study published in October 
1958 by a panel of experts.11 This important document at tempted to 
analyze the cause of agricultural t rade problems and make policy rec-



ommendat ions . Its final impact , of course, is difficult to assess. It did 
call to the at tention of the internat ional communi ty the essential na tu re 
of the conflict between domestic agricultural and internat ional t r ade 
policies. It also analyzed preexisting commodity agreements a n d de-
veloped ra ther specific evaluations of their role and potential in inter-
national agricultural markets. 

GATT in the 1960s 

An impor tan t inf luence changing the character of internat ional 
negotiations du r ing the 1960s was the fo rmat ion of the European 
Economic Communi ty . Format ion of a customs union , by definit ion, 
changes internat ional relationships t h rough the elimination of t r ade 
barr iers a m o n g m e m b e r countries and by establishing a common ex-
ternal policy. Because of the major impor tance of the industrial and 
agricultural t rad ing relationships a m o n g Eu ropean C o m m o n Market 
countries, outside nations wanted a liberal common external policy, not 
one that was inward and protectionist. U n d e r U.S. leadership, e f for ts 
were made to assure this outcome th rough negotiations in G A T T . 
These at tempts occurred initially in the Dillon Round of negotiations 
in 1961 and 1962 and were cont inued in the Kennedy Round f r o m 
1963 to mid-1967. Both r o u n d s were p romulga ted by the Uni ted 
States, primarily with a view toward confronta t ion with the EEC, but 
also with a view toward general improvement in t rad ing relationships 
in world markets . Following the Dillon R o u n d experience, which indi-
cated the ineffectiveness of item-by-item negotiation, the Uni ted States 
approached the Kennedy Round with the proposal that across-the-
board cuts of 50 percent be insti tuted for all commodities and that 
negotiations be on exceptions ra ther than on tariff cuts as such. Fur-
the rmore , it was h o p e d that b road classes of commodities could be 
dealt with in total r a the r than item by item. 

T h e Kennedy Round actually became two sets of negotiations: one 
fo r indus t r ia l p r o d u c t s a n d one f o r ag r i cu l tu re . T h e indus t r i a l 
negotiators accepted the rule of a 50 percent across-the-board cut and 
proceeded f r o m there to discuss exceptions. Two major issues were 
raised, both by the EEC: tariff disparities and U.S. customs procedures . 
In the f o r m e r case, the EEC a rgued that because it recently had been 
t h rough the process of equalizing its own tariff levels, the commodity-
by-commodity dispersion a r o u n d its average tariff level was much 
nar rower than in the Uni ted States. T h e Uni ted States, on the o ther 



hand , was negotiat ing with tariffs that r anged f r o m very low to very 
high, and its a r g u m e n t was that negotiat ing a 50 percent reduct ion on 
this basis would represen t a smaller total reduct ion in tariffs than 
would negotiat ing a 50 percent reduct ion where the dispersion of 
individual commodities a r o u n d that average was very small. T h e cus-
toms p rocedure question centered a r o u n d the American selling price 
(ASP), where tariff rates applied to domestic prices ra ther than prices 
at which expor ters were willing to sell. These two issues were resolved, 
and the final outcome on industrial negotiations was to achieve an 
approximately 35 percent across-the-board reduct ion in tar iff , by any 
measure a highly successful result. T h e industrial countries were left 
with the most favorable tariff position on industrial products in recent 
history. 

T h e negotiations on agriculture were completely d i f fe ren t . Con-
flict was imminent f r o m the outset, and a l though the negotiations 
cont inued for almost f ou r years, the results were only nominal . Ex-
porters en te red the discussion hoping to achieve a reduct ion in EEC 
suppor t levels for agricultural products and to achieve some f o r m of 
guaranteed access a r r angemen t into EEC and other impor te r markets . 
This desire was, in part , an outgrowth of the British grains agreement , 
wherein expor ters felt that a negotiated access had been achieved. 

While discussions in agricul ture involved a b road range of com-
modities, the main focus of at tention th roughou t was on grain. Grain 
exporters sought to br ing the question of domestic agricultural policies 
into the negotiations and initially established three objectives. These 
have been stated as follows by one of the participants:1 2 

First the trade objective of obtaining acceptable conditions of access to 
world markets. Exporters set as their goal as acceptable conditions of 
access the opportunity to supply their present share of importers 
markets. . . . In practice the negotiations on access were directed 
primarily at the markets in the United Kingdom and the European 
Economic Community. Japan, the other major commercial grain 
market, has little potential for increasing domestic production and 
consumption is expanding rapidly. Conditions of access to the 
Japanese market were, therefore, generally regarded as satisfactory. 
Since World War II the United States and other grain exporters have 
seen their markets in the United Kingdom shrink as domestic grain 
production in the United Kingdom expanded under the stimulus of 
high returns the U.K. government guaranteed its farmers. With re-
gard to the EEC, exporters were confronted with the prospect that the 
EEC common grain regulation would reduce access to the market — 
an apprehension which was aggravated by failure to negotiate conces-
sions on grains in the Dillon Round to a place those previously held. 



Second, an increase in the minimum floor price for wheat over those 
prevailing under the international wheat agreement. There was 
broad agreement also that the minimum floor price must be more 
specifically defined than under the present IWA. Under the IWA 
only the minimum price of Manitoba No. 1 wheat is specified. Export-
ers generally agreed that in a new arrangement minimum prices must 
be defined for all exporters in sufficient detail to indicate when the 
floor is reached. 

Third, an equitable sharing among major grain producers of the task 
of adjusting supplies to available outlets including both commercial 
demand and food aid . . . . Price stabilization and higher prices, the 
United States argued, could only be achieved within the framework of 
an arrangement that assured acceptable conditions of access to im-
porters markets and effective supply-management practices on the 
part of all exporters. This view met with sympathetic response from 
other exporters. The exporters, meeting in Washington in 1963, 
agreed that ways and means of controlling uneconomic production 
should be explored, and depending upon other elements in the over-
all arrangement, it might be necessary for all concerned to adopt 
appropriate supply-management measures. 

This initial position by expor t ing countries was developed early in 
the Kennedy Round , but real negotiations had to await a response by 
the EEC and the Uni ted Kingdom. T h e latter, in general , can be 
characterized as unresponsive in the sense that it presented no real 
negotiating plan of its own but took a very tough position insofar as 
access a r rangement s were concerned. T h e EEC responded with its 
proposal for maintaining existing price suppor t levels, including those 
recently established in the common agricultural policy in its proposal 
for "montan t de soutien." 

Evolution in the discussion on grains was slow and laborious. Its 
final outcome focused on an In ternat ional Grains Agreemen t which 
was finally reduced to a modes t one applying only to wheat. No agree-
men t was reached on measures for supply control or on access ar-
rangements . T h e principal s tumbling block on the latter was the dif-
ference between the access sought by expor ters and the access import-
ing countries were willing to grant . In the case of the EEC, for example , 
exporters wanted a guarantee of approximately 14 percent of the 
market , whereas the EEC would not agree to more than approximately 
5 percent . O the r impor t ing countries, particularly the Uni ted King-
dom, were no more generous. 

When negotiations ended in 1967, the internat ional grains ar-
r angemen t was viewed as an impor tan t accomplishment in mult icoun-



try cooperat ion. In ternat ional t rading prices for wheat were specified 
by classes, and t rading prices were raised substantially f r o m those 
prevailing u n d e r the existing internat ional wheat agreement . T h e 
managemen t of surplus stocks received at least symbolic at tention since 
the agreement included a provision for food aid of 4.5 million metric 
tons annually to be contr ibuted by advanced countries. Deficit as well as 
surplus countries were included as donors . Al though the ag reement 
did not increase total food aid significantly because of the relatively 
small a m o u n t provided, it had the effect of shift ing par t of the b u r d e n 
of food aid f r o m expor t ing to impor t ing countries.1 3 

Success in reducing the tariff levels on agricultural products was 
nominal . Figures compiled by the U.S. Depar tmen t of Agricul ture 
indicate that the United States received tariff commitments on a total of 
approximately $850 million of exports (based on 1964-1965 trade) and 
granted tariff concessions on a total of approximately $856 million of 
imports , of which $612 million were competitive imports .1 4 By com-
modity, it appears that the most impor tan t concessions were received 
on livestock products and on frui ts and vegetables. 

T h e overall results of the negotiations, however, are difficult to 
assess. T h e f igures on concessions include not only some very nominal 
tariff reductions, but also agreements to bind tariffs at preexisting 
levels. While some progress occurred, the principal objectives sought 
by expor ters were not achieved. No progress was made in changing the 
basic price s t ructure or suppor t system of the Eu ropean Economic 
Communi ty . O n the other hand , a major shortcoming of negotiations 
f r o m the viewpoint of the EEC was that no legal recognit ion was 
obtained in G A T T for the variable levy system, nor did the EEC 
achieve its goal of f ixing preexisting suppor t levels for agriculture in 
impor t ing and expor t ing countries. 

Problems and Conditions for the Future 

T h e dominan t fact about postwar agricultural negotiat ions in 
G A T T is that those countries which have sought exceptions for agricul-
tu re f r o m the general rules of G A T T have, for the most part , been 
successful. However , in the Kennedy Round , where reduced t rade 
restrictions on agricultural products were sought, success was only 
nominal. With the exception of tariff negotiations in the Kennedy 
Round, G A T T activities in agriculture largely have been restricted to 
def in ing the problem and specifying and discussing various kinds of 



international market organization which would stabilize trading rela-
tionships in the light of the accepted commitment of governments to 
protect their domestic agriculture. Early discussions on agriculture 
were aimed at this purpose, and major efforts were made in the 
Kennedy Round to establish a f ramework for market organization for 
dairy products, meat, and grain. T h e problem that has not been over-
come in any of these discussions is the unwillingness of governments to 
come to grips with the interrelationship between domestic protection 
programs and international policy. Possibly even more fundamentally, 
they have not grappled with the question of the economic differences 
in agriculture among major trading countries. Both these factors must 
be taken into account to achieve real success in harmonizing trading 
relationships among nations. 

Direct market conflict can be overcome if methods of income sup-
port which do not interfere with prices as such are used. But, while 
income payments eliminate price differentials in the market, they do 
not necessarily eliminate or deal with the effects of protection on 
supply. Fur thermore , many governments use extensive programs of 
input subsidy and subsidies for expanding production capacities as 
support measures for their agriculture. The direct supply effect of 
these programs can vary greatly depending upon the nature of the 
subsidy and its purpose. All forms of protection increase returns to 
agriculture and will have an effect on supply. T h e impact cannot be 
measured simply through the nominal price effect on commodities. 

Conflict in international policy is related to differentials in the cost 
structure of agriculture and the relative need for protectionism in 
individual countries. The ultimate focus of international trade policy 
must go beyond the question of short-term supply and interference 
with market prices. At issue is what can be done to restructure agricul-
ture so that a degree of specialization occurs among countries relative 
to available resources. Until recently, active restructuring programs 
have been nominal, although several efforts by governments are un-
derway. T h e most important of these is the structural reorganization 
program of the EEC. Although its goals have changed since initially 
articulated, what is important is that sole emphasis no longer is being 
placed on price supports as a solution to the income problems of 
agriculture. T h e program calls for actions to (1) reduce the number of 
farmers through incentives for retirement, (2) expand the resource 
base for those who continue to farm, and (3) increase the productivity 
of resources remaining in agriculture. 



Programs of this kind are expensive and can proceed only at a pace 
that is economically, socially, and politically feasible. T h e solution to 
problems of internat ional conflict in agricultural markets cannot be 
accomplished quickly. Broadly based negotiations are requi red . Not 
only price suppor t policies, but also the extent and direction of struc-
tural adjus tments in agriculture, particularly in high cost countries, 
must be recognized in developing t rade policies. As indicated in chap-
ter 2, s tructural d i f ferences a m o n g countries are an impor tan t e lement 
in de te rmin ing not only the na tu re of product ion , but also cost levels. 
T h e major need is for a basic res t ruc tur ing of agriculture in high cost, 
impor t countries so that flexibility is achieved to adjust commodity 
outputs and so that cost levels can be r educed to a point below which 
severe protection is required . 

Summary 

It is a p p a r e n t that f u t u r e success in relieving the internat ional 
conflict in agricultural markets requires that the scope of negotiation 
change considerably. As yet, no country has been willing to accept an 
indiscriminate reduct ion in tariffs that could have a major d isrupt ing 
effect on its agricultural industry. 

As long as various fo rms of domestic suppor t and government 
intervention inf luence ou tpu t and marke t access, t rad ing prices will 
d e p e n d more on the willingness of governments to protect p roducers 
than on product ion costs and d e m a n d conditions. Given that varying 
degrees of domestic protection will continue, effor ts should be made to 
move toward sound and interrelated policies that encourage an ap-
propr ia te overall level of ou tpu t and movement of product ion to low 
cost areas. T h e ult imate course is one that a t tempts to deal simultane-
ously with t rade and domestic policy. This , of course, is not simply a 
mat ter of arriving at pricing and ou tpu t agreements a m o n g expor t ing 
nations. T h e b road goal to be sought is some a r r angemen t that places 
responsibility on impor t ing as well as expor t ing countries. This will 
require a much b roadened fo rmat of internat ional discussion to deal 
with issues of price suppor t level, impor t protection, expor t subsidiza-
tion, the orientat ion of domestic f a r m policy, and agreement by indi-
vidual countries to cooperate in p rograms of supply adjus tments and 
structural reorganizat ion. 

T h e aspirations of expor ters will have to be def ined in terms of 
political reality and the potential for change in impor t ing countries. 



Furthermore, import ing countries must realize that support for high 
cost agriculture is expensive in economic terms and that, in the long 
run , satisfactory incomes in agriculture can be achieved only through 
basic structural reorganization. In this context it must be recognized 
that change can come about only relatively slowly. Lower tariff barriers 
benefit import ing countries if accompanied by changes that reduce the 
cost of agricultural production and result in a more rational balance 
between employment of resources in agriculture and in other pursuits. 

T h e post-World War II need for agricultural adjustment has fo-
cused on problems of surpluses, production cost differentials, and 
conflict in trading relations. These problems recently have been par-
tially overshadowed by shortfalls in food production, reduced levels of 
food reserves, and higher commodity prices. This new dimension 
clearly emphasizes, ra ther than diminishes, the need to restructure 
agriculture to achieve both flexibility and the capacity for agriculture in 
industrial countries to reduce wide fluctuations in world food supplies 
and prices and permit growth commensurate with market demand and 
humanitarian needs. These conditions add to, but do not displace, the 
problem of achieving adjustment among industrial countries to im-
prove resource allocation and reduce policy conflict. 



7 

Trade Problems and Issues: 
Less Developed Countries 

In previous chapters the principal focus has been on t rade problems 
and policies in the advanced f r ee world. In these countries two issues 
loom largest in creat ing policy conflict: the reduct ion of t r ade restric-
tions to achieve greater internat ional economic efficiency and the role 
that these restrictions play in suppor t of domestic p rograms aimed at 
shift ing income toward farmers . Major price differentials a m o n g coun-
tries are associated with varying levels of f a r m costs due to d i f ferences 
in technology, f a r m structure, and relative resource deployment in 
agriculture and other pursuits. While policy conflict is centered on 
domestic income protection for fa rmers , o ther factors such as national 
security, balance of payments, and rura l fundamenta l i sm complicate 
the search for solutions. Because shifts in resource use and structural 
change require time, market imbalances must be corrected gradually. 
T r a d e policy should be a imed at seeking improved ad jus tment to 
comparat ive advantage and lower cost agricultural product ion . De-
termining the rate and the cost relative to costs of perpe tua t ing existing 
imbalances remains an impor tan t consideration. 

Trade and Development: Issues and Arguments 

In the case of less developed nations, t rade problems and policies 
are somewhat less clear and are considerably d i f fe ren t f r o m those 



facing advanced countries. T h e largest economic issue concerned with 
questions of t r ade and resource use is their relat ionship to economic 
growth and development . Economic development is the process of mov-
ing f r o m low income and tradit ional methods of economic activity to 
higher levels of income. Various kinds of economic t ransformat ion are 
involved, inc luding the accumula t ion of capital, i m p r o v e m e n t of 
h u m a n skills, and diversification and expansion of ou tpu t to achieve 
improved economic well-being. T h e r e is ano ther and more subtle 
element: the achievement of institutional changes that will provide the 
basis for cont inued growth and development . Economic development 
must include innovations that provide a founda t ion for pe rpe tua t ing 
improvement and expansion of industry and agriculture, specializa-
tion and division of labor, the use of technology and innovation, im-
provement in skills of the labor force, incentives for improved entre-
preneursh ip , and the mechanisms requi red to u p g r a d e resource use 
and create economic expansion. 

While the process of economic development is primarily a mat ter of 
internal t ransformat ion and change, no country advances rapidly 
without integrat ing its economy into a regional and world f r amework 
of commodity t rade and resource t ransfers , including both capital and 
technology. Gain can occur in a n u m b e r of ways. Contact with the 
outside world t h rough t rade can provide the commodit ies and re-
sources needed for consumpt ion and development . More impor tan t , 
as some authors argue, such contact will provide a competitive stimulus 
fo r improving the institutions needed to sustain dynamic change and , 
in the case of economically small countries, expand the marke t and 
permit specialization to achieve scale economies in product ion . 

Despite general ag reement on the overall impor tance of t rade in 
development , nei ther the precise role it plays u n d e r m o d e r n condi-
tions nor the policies needed to optimize its contr ibution are easy to 
def ine. T h e major issues at stake in assessing t rade problems of less 
developed countries concern the economic and policy conditions in 
world markets and within the countries themselves that reduce the rate 
of t rade expansion or inhibit achieving the desired effect on economic 
development where t rade does occur. In examining these issues, we 
need to study the logic developed by economists, as well as the historical 
perspective that sheds light on the role t rade may have in economic 
growth. 

Trade as a Leading, Balancing, or Lagging Sector 

Viewed empirically, th ree classifications fo r the relation between 



t rade and growth have been proposed: export-led growth, trade as a 
balancing sector, and trade as a lagging sector. Each of these models 
can be cited historically as applying to dif ferent economies at d i f ferent 
periods of time. 

Export-led growth implies a general increase in commercialization 
and expansion of output where the export sector is the leading one. 
Growth will occur in the first instance because of expanded production 
in the export sector, but by implication the process will not stop there. 
Expansion in exports will create secondary effects arising f rom in-
creased income through the employment generated to produce ex-
ports. This, in turn, will create new demands within the exporting 
country that can result in expanded opportunities for resource em-
ployment in domestic industries and can lead ultimately to pressures 
for technological advance, improvement in infrastructure, and in-
creased investment opportunities. General economic growth is stimu-
lated as a result of initial expansion in the export sector. 

Export-led growth appears to have had considerable relevance 
dur ing the nineteenth century.1 Following the Industrial Revolution, 
the United Kingdom became the major industrial power of the world 
and required major imports of raw materials. T h e development of 
sources of supply on the periphery was stimulated, aided by British 
investment capital, technical assistance, and the development of com-
munications, t rading methods, and institutions. T h e less advanced 
areas, in turn, provided a market for British manufactured products, 
and a complementary interaction occurred which provided export-led 
growth for British industrialism and raw material production in outly-
ing areas. 

T h e concept of trade as a balancing sector also can be verified 
intuitively. The reasoning is that as economic growth progresses, out-
put expansion is not maintained in line with consumption and resource 
needs; imports or exports are required to fill the gap. An internal 
imbalance can arise between production and demand for final prod-
ucts, intermediate products, or raw materials. Increases in income 
create the basis for a broad expansion of consumption, and consump-
tion imports in lagging sectors may be required. Input imports also 
may be required for the expanding sector. The basis for acquiring 
imports is to sell part of the product of the expanding sector in foreign 
markets and use the proceeds to import the goods needed to correct 
internal imbalances. T rade in this case is assigned a balancing role in 
the process of development. It is neither a positive force in stimulating 
growth nor a negative force inhibiting it; rather , it results f rom growth 
determined by other forces. 



T r a d e results f r o m development , not vice versa. Viewed ex post 
facto, t rade is always the balancing sector, and no specific verification is 
needed to accept this concept. Viewed in the light of the classical model , 
this process of correcting imbalances moves toward conformity with 
comparative advantage. Individual countries fill the gap between their 
requi rements and product ion by impor t ing commodit ies fo r which 
they have a disadvantage and expor t ing commodities where a com-
parative advantage exists. But unless ex tended beyond the concept that 
t rade simply fills a gap between product ion and consumpt ion , this 
f o r m of t rade plays a neutra l role in development . 

T r a d e is a lagging sector when it becomes an inhibiting factor in 
economic growth. This occurs when emphasis is placed on genera t ing 
internally balanced product ion in line with established goals. T r a d e 
becomes a lagging sector when countries place u n d u e emphasis on 
development of impor t substitution industries. Conceptually, this situ-
ation exists whenever domestic industry requires protect ion to main-
tain itself and grow in the face of external competi t ion, except where 
the infant industry a r g u m e n t is clearly applicable. 

Individual countries can carry a policy of impor t protection to the 
ex t reme and develop high cost industries (sometimes for prestige 
purposes) that inhibit economic development . On the o ther hand , 
there are limitations on the amounts developing countries can impor t 
because of their low potential for expor t . This potential, in tu rn , may 
be limited for a n u m b e r of reasons. External markets may stagnate 
because d e m a n d grows slowly or because substitutes are f o u n d for the 
type of p roduc t available for expor t . A worldwide pa t te rn of impor t 
substitution policies may arise t h rough individual country actions, and 
thus no markets exist. Finally, high populat ions within developing 
countries may leave little available fo r expor t even if a competitive 
advantage exists. This has h a p p e n e d in certain heavily popula ted , 
traditionally food expor t ing countries such as India and China. 

Descriptions of the role t rade plays as a leading, balancing, or 
lagging sector are useful as a starting point in raising questions about 
t rade and development policy issues. Description, however, is inade-
quate for specifying cause and effect relationships, or for arriving at 
policy prescriptions. T o do this we need to look at some of the concep-
tual f rameworks that have been applied to analysis of the role t r ade 
plays in development . 

Free Trade and Development 

T h e guidance that economic theory provides fo r t r ade sector 



analysis is both limited and controversial. As indicated in chapter 3, 
comparat ive advantage is de te rmined by n u m e r o u s variables. These 
include the land, labor, and capital base; the technology and skill 
available to producers ; the organization and scale of agriculture and 
industry; the adequacy of in f ras t ruc ture and facilities for coordinat ion 
in the economy; and prices that apply to inputs. 

T h e traditional theory of comparat ive advantage provides relevant 
guidelines fo r assessing t rade position, but leaves impor tan t issues 
unresolved. It says noth ing about the dynamic questions concerning 
interaction and change that may arise f r o m commerce between na-
tions. This is d i f f e ren t f r o m the statements on t rade by A d a m Smith, 
who essentially dwelt on what Hla Myint has t e rmed the productivity 
doctrine. 

The productivity doctrine differs from the comparative-costs doc-
trine in the interpretation of specialization for international trade. In 
the comparative cost theory specialization merely means a movement 
along a static production possibilities curve constructed on the given 
resources and the given techniques of the trading country. In con-
trast, the productivity doctrine looks upon international trade as a 
dynamic force which by widening the extent of the market and the 
scope of the division of labor raises the skills and dexterity of the 
workmen, encourages technical innovation, overcomes technical in-
divisibilities, and generally enables the trading country to enjoy in-
creasing returns and economic development.2 

This s tatement suggests the basic issue to be considered when assessing 
the role t rade policy plays in economic development . A question posed 
by Gerald Meier asks: If a country specializes or a t tempts to specialize 
according to comparat ive advantage, does this also lead to economic 
growth; or, alternately, is there a conflict between this kind of single 
per iod efficiency and some multiple per iod efficiency or expansion?3 

In general , the comparat ive cost doctr ine assumes that ad jus tment 
in product ion is a completely reversible process in response to d e m a n d 
and price changes. T h e dynamic productivity analysis involves restruc-
tur ing a country's economy and economic process so that it is not 
reversible, but is a cont inuing process of growth. T h e elements of this 
growth process have been set fo r th as follows:4 

1) T r a d e leads to increased division of labor and raises the skills of 
workmen, encourages technical innovation, creates economies of 
scale, overcomes technical indivisibilities, and generally encourages 
improved productivity. 



2) Internat ional t rade has a demonst ra t ion effect on consumpt ion and 
serves to stimulate industrialization and growth. 

3) T r a d e permits and encourages the int roduct ion of foreign know-
how and capital. 

4) T r a d e can affect domestic factor supply th rough wider markets and 
the stimulation of increased savings. 

5) T r a d e , by virtue of the contact a m o n g individuals f r o m d i f fe ren t 
countries, has a general educative effect , and this leads to economic 
development . 
T h e mechanics of t rade and economic growth have been built into 

essentially two kinds of theoretical s tructures. O n e is the vent-for-
surplus a r g u m e n t which assumes that, given the opportuni t ies , t r ade 
will lead to f u r t h e r development of unemployed resources — labor and 
capital — and to expansion of markets . Ano the r builds on the classical 
productivity doctr ine and recently has been described in te rms of the 
cumulative circle of causation. 

Vent-for-Surplus 

T h e vent-for-surplus doctr ine is based u p o n two assumptions: A 
vent (market) is available and open for the exports of developing 
countries, and unused capacity exists to p roduce an expor t surplus. As 
a policy guide this theory would a rgue that less developed countries 
should expor t commodities p roduced with surplus resources where 
world d e m a n d exists. Where surplus resources are available, exports 
can be expanded without reducing ou tpu t for domestic use; hence, 
economic expansion occurs. 

This theory di f fers fundamenta l ly f r o m the comparat ive cost doc-
trine, wherein the assumption of full employment requires that expor t 
expansion can be achieved only at the cost of reduc ing ou tpu t of 
domestic goods. T h e net gain f r o m t rade is de te rmined by the di f fer-
ence in the resource cost of imports that can be obtained with the 
resources diverted f r o m domestic to expor t product ion. On the o ther 
hand , if surplus resources are used fo r expor t product ion , the domes-
tic oppor tuni ty cost of acquir ing imports is very low or, in the ex t reme 
case, zero. 

T h e most impor tan t question to be answered is u n d e r what circum-
stances developing countries will have surplus productive capacity. 
Tradi t ional analysis relates this issue to conditions that existed in many 
parts of the world du r ing the early n ine teenth century and phrases the 



question in terms of why an isolated economy opened u p to interna-
tional t rade should have excess productive capacity. Myint concludes: 
" T h e answer which suggests itself is that given its r a n d o m combination 
of natural resources, techniques of product ion , tastes and populat ion, 
such an isolated economy is b o u n d to suf fe r f r o m a certain imbalance 
or d ispropor t ion between its product ive and consumpt ion capacities."5 

T h e implication is that effective commodity and resource markets 
do not exist. In addit ion, the developing countries of the n ineteenth 
century were not heavily popula ted and in some cases had vast, unoc-
cupied land areas. This was t rue of Nor th and South America, Russia, 
and to a lesser extent certain o ther areas. Vast u n t a p p e d natura l 
resources for agricultural and raw materials product ion were available 
and provided a base for expanded output . This resource base and 
available labor were supplemented with substantial capital investment 
in the f o r m of t ransporta t ion, communicat ion, market ing, and produc-
tion facilities.6 T o expand ou tpu t , labor and natural resources were 
recombined and supp lemented with capital and technology f r o m ex-
ternal sources. 

Viewed in a historical perspective, the source of surplus product ive 
capacity does not appear to be a great mystery. But do conditions exist 
for similar developments today? A n u m b e r of sparsely popula ted and 
resource rich developing countries can be cited. In Brazil, the Congo, 
and Nigeria addit ional ou tpu t could be achieved with the application of 
appropr ia te capital and technology to the existing resource base and 
labor supply. T h e issue at stake is much less whether a vent-for-surplus 
theory can be def ined than whether , in some general way, a process can 
be def ined whereby the interaction between developed and developing 
countries results in t rade as a positive force in economic development . 
T h e basic a r g u m e n t among policy makers is to what extent this process 
can be left to market forces and to what extent in ter ference and direct 
policy manipulat ion are requi red . 

Cumulative Circle of Causation 

T h e a rgumen t for f ree t rade is s t rong among economists. T h e 
question of t rade and growth recently has been stated most forcefully 
by Har ry Johnson in what he terms the cumulative circle of causation 
that generates economic pressures for per ipheral development . 7 Of 
special impor tance in this a r g u m e n t is the growing pressure of d e m a n d 



for natura l resources in advanced economies. T h e result is rising prices 
and a search for cheaper sources of supply on the per iphery , which in 
t u rn results in an outflow of capital and technology to develop them. 
T h e per iphery becomes linked to the industrialized countries and also 
creates specialization a m o n g countries. Incomes in the per iphery rise, 
creating a d e m a n d for industrial deve lopment on the per iphery , which 
results in a natural t ransfer of income th rough the market . T h e second 
aspect of the cumulative circle of causation as an automatic d i f fus ion 
process relates to the internat ional immobility of labor. Technology 
and progress cause rising wage rates at the center , which makes it 
increas ingly p ro f i t ab l e to establish p r o d u c t i o n facilities on the 
per iphery. In particular, there is pressure to develop labor-intensive 
industries in per iphera l countries; hence, a result ing push toward 
factor price equalization occurs. 

Johnson argues that, given normal market processes, there will be 
natural pressures th rough d e m a n d , wage rates, and prices to allocate 
resources efficiently and encourage economic development . H e asserts 
this system worked well in the n ine teenth century; if it does not work 
now, the reason should be sought within individual countries, not in 
international markets or the price mechanism. T h e effect may be offset 
by such things as a too rapid populat ion growth, which prevents growth 
in income per capita. In some countries capital-intensive industr ies 
may dominate , and additional employment for expor t may be too small 
to provide growth in income. Fu r the rmore , traditional societies might 
not provide an appropr ia te f o r m of t ra ining and the conditions neces-
sary to take advantage of opportuni t ies . Finally, there may be resis-
tance to becoming economically interlocked and d e p e n d e n t u p o n ad-
vanced countries when business cycles in those nations have a direct 
impact on the economy of a developing country. Thus , there is a 
political reason for pursu ing p lanning and balanced growth ra the r 
than relying on the f ree marke t and the development of comparat ive 
advantage. 

Is There a Conflict between Trade and Growth? 

T h e traditional a rguments for f ree t rade and the role of t rade in 
economic growth are countered by o ther a rguments that maintain 
there is a conflict between f ree t rade and growth. Economists in this 
camp use bo th a theoretical app roach and empirical a rgumen t s . 
Theoretically, they state that t rade theory in its static cross-sectional 



sense provides no basis for asserting a diffusion or growth process. 
Given its ceteris paribus conditions, one cannot infer a dynamic growth 
effect f rom adjustment to comparative advantage. Fur thermore , they 
take into account the question of differences in asset distribution and 
assert that, with any given starting point of unequal incomes, greater 
factor price spreads and a disadvantage to developing countries will 
result f rom uncontrolled international t rade and factor movement.8 

Empirically, they argue that for a number of reasons market forces 
tend toward a cumulative process of greater inequality. First, develop-
ment is re tarded by the unfavorable effects of international factor 
movements. T h e inflow of foreign capital to developed export sectors 
leads to a tendency to neglect domestic sectors. T h e result is capital-
intensive export sectors which provide a minimum level of employ-
ment; hence, economic enclaves or technological dualism arises, creat-
ing an advanced export sector and a traditional domestic sector. The re 
is little impact on overall economic development. T o support this 
a rgument many countries cite agricultural plantations and large-scale, 
highly mechanized extractive industr ies isolated f r o m the basic 
economy. These industries also drain capital f r o m the countries 
through removed earnings. At the same time, capital items associated 
with the investment have all been imported, so the amount of gener-
ated income left in the country is very small. 

T h e full implication of this effect can be seen only if one looks at its 
structural impact on the developing economy. A growing society 
changes f rom a largely rural to an increasingly urbanized population. 
Urbanization is based on the development of secondary and tertiary 
urban industries. Urban centers represent the dynamic poles of tech-
nological, educational, and cultural advance. In balanced economic 
development this process is accompanied by commensurate technolog-
ical change in agriculture and mining and the building of an infrastruc-
ture to provide an information and market linkage between economic 
activity at the primary, secondary, and tertiary levels. Commodities and 
factors flow between sectors, including labor migration and the dis-
tribution of capital and technology. 

Where capital and technology are injected f rom external sources 
into agricultural plantations and the extraction of minerals, com-
modities flow primarily to foreign countries and complement urban 
development there. Technology flows only to specific kinds of primary 
production in the producing country, and if capital-intensive produc-
tion and improved technology follow, it is isolated within these 



specialized subsectors. The employment and development effects are 
limited. Only specialized infrastructure required for export is built, 
which may do little to fu r the r general economic development. In this 
circumstance, complementarity is developed between primary produc-
tion in developing countries and manufactur ing in investing countries. 
Because the gains f rom technological progress and economies of scale 
largely are usurped by the investing country, the development effect is 
limited to that directly measurable as increased output in plantation 
agriculture and extractive industry. T h e dynamic internal interaction 
between primary, secondary, and tertiary industries and between rural 
and urban society is stimulated little, if at all. T h e mechanism through 
which industrial development based on domestic raw materials leads to 
direct effects on other industries and secondary effects on education, 
technology, demand creation, and so forth, is not stimulated by in-
vestment in enclaves designed to produce raw materials for external 
use. 

A second major element of this a rgument is the international trans-
fer of income f rom poor to rich countries through a secular deteriora-
tion in the terms of t rade for commodities exported by poor countries. 
T h e general case has been argued by Hans Singer based on the struc-
tural differences in the economies of industrial and developing coun-
tries and the implication for distribution of the gains of technological 
progress. As summarized by Singer:9 "The fruits of technological 
progress may be distributed either to producers (in the form of rising 
incomes) or to consumers (in the form of lower prices). In the case of 
manufactured commodities produced in more developed countries, 
the former method, i.e., distribution to producers through higher 
incomes, was much more important relative to the second method, 
while the second method prevailed more in the case of food and raw 
material produced in the underdeveloped countries." 

As pointed out in chapter 9, there is no clear evidence to verify the 
thesis that the terms of trade turn against developing countries. In-
creasingly, however, the conceptual foundat ion for this outcome has 
been developed. Market factors are important . Low income elasticity of 
demand for food and increasing inroads by substitutes for raw materi-
als mean that demand expansion is relatively slow. More fundamen-
tally, export industries in developing countries, especially in agricul-
ture, may compare with agriculture in industrial countries in terms of a 
seeming incapacity to adjust to market conditions. Conditions that have 
led to the development of price support and protection programs were 
listed in chapter 6. Theoretical explanations argue that where agricul-



ture is faced with these conditions, that is, slow growth in d e m a n d and 
cont inuing change in technology and organization, imperfect ly in-
f o r m e d fa rmers will cont inue to make mistakes in committ ing re-
sources to product ion. 1 0 T h e result will be: 

(1) the production of more output than can be sold at prices (to the 
firm) which will cover acquisition costs (to the firm) of the re-
sources used to produce that output. 

(2) MVPs for resources which will not cover their acquisition cost but 
exceed their salvage value if the firm disposes of them which is to 
say, of course, that such fixed resources are priced internally 
according to the opportunity cost principle. 

(3) ex post capital losses relative to acquisition costs. 

(4) the determination of firm size by past mistakes in organization 
which fix important resources in firms, thereby activating the law 
of diminishing returns as successive quantities of the remaining 
variable resources are used in conjunction with the fixed 
resources.11 

T h e implicat ions of this process f o r the t e rms of t r ade are 
s t ra ightforward. Once product ion of a commodity has been estab-
lished, ad jus tment to lower price conditions may be slow. In a static 
sense, the lag between a price change and ad jus tment will d e p e n d u p o n 
how rapidly the existing stock of f ixed assets is used. On the o ther 
hand , if the dynamics of internat ional markets are such that declining 
prices are interspersed with high price periods, increased investment 
can occur quickly. Disinvestment, on the o ther hand , depends u p o n the 
use rate of assets, and the combination of these two can lead to continu-
ous overinvestment and chronic excess product ion. This conceptual 
founda t ion that has sought to explain excess capacity and low resource 
re turns in the agriculture of industrial countries may be equally relev-
ant to the of ten modern ized , agricultural expor t sector in developing 
countries. Fu r the rmore , the characteristics of the market and imper-
fections in knowledge that lead to overinvestment and overproduct ion 
may be greater in developing nations than in the agriculture of indus-
trial countries. 

A third, a l though somewhat less emphasized, a r g u m e n t against 
f ree t rade is the adverse effect that occurs t h rough the internat ional 
demonstra t ion effect . T h e propensity to consume th rough emulat ion, 
especially in the u r b a n componen t of the society, encourages importa-
tion of consumpt ion goods, thus reducing savings fo r investment and 



development . This a r g u m e n t can be looked at in a n u m b e r of ways. If 
domestic gains f r o m internat ional operat ion are distr ibuted broadly, 
the consumpt ion "demonst ra t ion effect" easily can become an incen-
tive effect . Small p roducers have markets that otherwise would not 
exist, and product ion for expor t can lead to increased income and 
d e m a n d for a variety of p roducers and consumer goods. 

O n the o ther hand , if domestic gains f r o m t rade are highly concen-
trated, " luxury" consumpt ion s tandards in industrial countries might 
be emulated. Beyond personal consumpt ion , d e m a n d will increase for 
government expendi tures to provide the public facilities and services 
that complement high personal consumpt ion. Distorted in f ras t ruc ture 
investment may result; fo r example, construction of roads to recrea-
tion facilities may take precedence over roads needed for commerciali-
zation of agriculture. T h e issue is not that there is a demonst ra t ion 
effect and that international investment leads to increased consump-
tion; the real issue is what f o r m it takes. A broadly based demonst ra t ion 
effect that increases consumpt ion of commodities p roduced or produc-
ible domestically can represent a powerfu l incentive to development 
and should be encouraged . Concent ra ted increases in luxury con-
sumpt ion can be deleterious to development ; the most deleterious is 
the search for security th rough expor t of f u n d s that otherwise might be 
used fo r domestic investment. 

T h e general problem is the development consequence of permit-
ting highly concentra ted incomes and asset ownership, which can occur 
in domestic as well as expor t industries. T h e solution rests in domestic 
tax and income policy and only peripheral ly in policy related to exter-
nal investment. External investment can have a n u m b e r of additional 
benefits, such as the t ransfer of technology and managerial know-how, 
that o f ten can outweigh any negative consumpt ion effects that do 
occur. H e r e again, the problem is to channel these gains into b roader 
use and not permi t them to be isolated in enclaves or expatr iate in-
terests. Domestic participation in enterpr ise with a view toward trans-
fer of technical and managerial competence to indigent personnel 
could be a r equ i rement at tached to much foreign investment. This 
would create a highly useful demonst ra t ion effect. 

Import Needs of Developing Countries 

Viewed in a more applied sense, an impor tan t question concerns 
def in ing the impor t needs of developing countries and de te rmin ing 



how they can be paid for. A useful model defining such needs has been 
developed by S. B. Linder.12 As illustrated in Figure 11, the model 
allows for inputs of consumption goods as well as raw materials re-
quired for operations and imports required for investment. Invest-
ment imports are broken down into replacement and new investment 
for expansion.13 

Total 
Imports from 

Advanced 
Countries 

Non-
Input 
Imports 

Input 
Imports 

Maintenance 
Imports 

Investment 
Imports 

Operations 
Imports 

ZReinvestment 
Imports 

Expansion 
Imports 

Figure 11 : Structure of Imports for Less Developed Countries 

The import minimum for any planned rate of growth is a composite 
of imports needed for investment, reinvestment, and operations. 
These are the input imports required to avoid underutilization of 
existing resources and frustration of the growth process. "The input-
import problem constitutes a factor proportions problem, which if not 
solved, would lead to underemployment of existing resources and 
frustrate the accumulation of fur ther resources."14 Factor require-
ments are of two kinds: (1) those derived needs necessary to maintain 
existing capacity in production, both reinvestment and operational 
inputs, and (2) new capital that can be combined with domestic capital 
and labor for growth and expansion. 

A key issue in planning development thus is the relation of 
economic expansion to this factor proportions problem. Much import 
substitution investment in less developed countries has served to in-
crease the need for imported raw material and maintenance invest-



ment to the point that no real import substitution measured in foreign 
exchange requirements has occurred. In assessing this phenomenon 
based on a comparative analysis of seven countries, a recent study for 
the OECD concludes that import substitution investment tends to 
create a demand for new and dif ferent types of imports. Also, 

it tends , paradoxical ly e n o u g h , to increase the economy's d e p e n d e n c e 
on impor t s . . . . No t only does the policy of i m p o r t subst i tut ion crea te 
d e m a n d fo r i m p o r t e d inpu ts a n d e q u i p m e n t ; bu t t he rise in p e r capita 
income is likely to raise the deve lop ing countr ies ' p ropens i ty to im-
por t , all the m o r e so, because, as we have seen, i m p o r t restr ict ion 
t ends to shif t the dis t r ibut ion of income in f avour of the u r b a n sector 
a n d the h ighe r income g roups , whose e x p e n d i t u r e pa t t e rn typically 
has the h ighes t c o m p o n e n t of impor t s . All this needs stressing, be-
cause the chron ic fo re ign -exchange shor t age of m a n y deve lop ing 
count r ies is part ly d u e to an unde re s t ima t ion of the t endency of 
i m p o r t subst i tut ion to gene ra t e d e m a n d fo r impor t s a n d consequen t 
overop t imism abou t its ability to r e d u c e the economy's d e p e n d e n c e 
on impor ts . 1 5 

T h e question of self-induced import requirements for operations 
and maintenance is not, of course, strictly related to efforts at import 
substitution. It becomes an important variable in general development 
planning. Economic growth and employment, for example, can be 
expanded by importing a plant and parts for automobile assembly. 
Domestic resource use is limited to expanded employment of labor, 
and fixed proportions exist between labor and imported parts. Growth 
based on indigenous raw materials and labor both will have a secondary 
effect on employment through expanded raw material production and 
will not call for continuous foreign exchange expenditures to maintain 
output . T h e flow can go both ways. The re are numerous examples of 
export industries based on imported raw materials and plants that have 
contributed to the balance of payments where exports of a product 
more than compensated for total imports needed to establish and 
maintain production. 

Most developing countries are faced with technical limitations in 
producing certain types of capital equipment and, hence, require capi-
tal imports for growth. The question, both at the aggregate planning 
and the micro level, is what form investment should take. In general, 
except in the case of raw material needs and imports for maintenance 
of existing production capacity, factor substitution probably exists. 
Planning that emphasizes industrial expansion creates a greater import 
requirement than agricultural expansion. Planning for import sub-



stitution probably creates a greater foreign exchange b u r d e n than 
p lanning for expor t expansion. 

Factor substitution and factor requi rements as they relate to im-
ports versus domestic factors must be included as ingredients in the 
general p lanning process. In assessing these questions there are few 
general rules that apply to developing countries. Each case will vary 
depend ing u p o n domestic resource base, level of development , and 
opportuni t ies for profi table investment in relation to potential domes-
tic and internat ional market opportuni t ies . 

Export Potential and the Trade Gap 

As is the case with impor t requi rements , aggregate expor t potential 
of less developed countries is difficult to estimate, and very great 
differences exist a m o n g countries. A study by Barend DeVries noted 
that recent growth of exports among 29 developing nations varied 
considerably depend ing u p o n the size of the domestic market , degree 
of inflation, and the commodity composit ion of exports.1 6 An assess-
men t by Willard Cochrane concludes that the potential outlet fo r 
agricultural commodities p roduced by developing countries on world 
markets is relatively limited, but much could be gained if appropr ia te 
policy ad jus tments were m a d e by developed nations.1 7 A recen t 
analysis of the expor t experience of seven countries indicates varying 
pat terns related to policies followed by developing nations and the 
extent of their expor t orientation.1 8 

A n u m b e r of estimates of the aggregate impor t requi rements of less 
developed countries and available expor t potential have been made. 
These effor ts have sought to estimate and project t rends in the aggre-
gate t rade gap facing these nations, and they have requi red the de-
velopment of projections or reasonable assumptions about populat ion 
and GNP growth in developing countries and assessment of world 
market conditions and expor t t rends for them and their impor t pro-
pensities. Economic growth projections are related to historical t rends, 
growth rates implied by development plans, and, in some cases, desired 
levels to achieve long-term development goals. When a projected rate 
of growth is estimated, the next question is how this relates to impor t 
needs. T h e empirical studies have computed or assumed an impor t 
elasticity relative to income growth. Of the several that have been 
completed,1 9 two cont inue to have relevance in that they extend in one 
case to 1975 and in the other to 1980. T h e general results of these two 
studies are shown in Table 15. 



Table 15. Projected Trade Gap for Less Developed Countries, 1975 and 1980 

Study Exports Imports Balance 

Balassa 1975 A 38.5 42.4 - 3 . 9 
— 38.5 43.7 - 5 . 2 
— 38.5 45.1 - 6 . 6 
B 41.9 47.0 - 5 . 1 
— 41.9 48.7 - 6 . 8 
— 41.9 50.0 - 8 . 6 

ECE 1980 A 71.7 79.4 - 7 . 7 
ECE 1980 B 50.3 60.0 - 9 . 7 

source: ECE (Economic Commission for Europe) data f rom John Pincus, Economic Aid 
and International Cost Sharing (Baltimore: Johns Hopkins Press, 1965), Table 
2.1, p. 26. Data by Balassa f rom Bela Balassa, Trade Prospects for Developing 
Countries (Homewood: Richard D. Irwin, Inc., 1964), Table 4.5.2, p. 95. 

Note : Values expressed in billions of dollars for both studies. 

In estimating import requirements, the Economic Commission for 
Europe (ECE) study uses an import elasticity of 0.85. Both cases in this 
study assume an annual population growth of 2.2 percent. Version B 
differs f rom A in that it excludes petroleum exporting countries. T h e 
annual growth in exports implied for the study period is about 4.5 
percent in each case, and the import elasticity value is low relative to 

Bela Balassa's study is based on two rates of expected income 
growth and three alternative assumptions of import elasticities. As-
sumed growth rates in gross income vary f rom 4.1 to 4.3 percent for 
case A and f rom 4.8 to 5.2 percent for case B. Impor t elasticities (the 
percentage change in imports due to a one percent change in national 
income) vary f rom 0.7 to 0.8 in Latin America, 0.9 to 1.0 in Africa, 1.15 
to 1.25 in the Middle East, and 1.0 to 1.1 in Asia. Exports are estimated 
to increase annually by 4.7 percent (case A) and 4.5 percent (case B) in 
the ECE study. Balassa uses annual export growth rates for all develop-
ing countries of 4.6 percent in case A and 5.6 percent in case B. 

T h e most recent and comprehensive assessment of developing 
countries' t rade position was made by UNCTAD in preparat ion for the 
Thi rd Conference, held in Santiago, Chile, in April and May 1972. 
Alternative rates of growth were assumed for each country and aggre-
gated for all countries, excluding major oil producers. T h e average 
growth rate in variant one is 6.6 percent and in variant two, 7.1 percent. 
These increase to an average annual growth of 6.8 and 7.3 percent if all 
producing countries are included. These projected rates are relatively 
high and compare with an achieved average for all countries of 5.3 



percent per a n n u m for the decade 1960-1970. Projections also were 
made for growth of developed marke t economies as a basis for estimat-
ing their potential impor ts f r o m less developed nations. These rates 
were assumed to be 4.8 and 5.3 percent . For socialist countries a low 
growth ra te of 6.6 percent and a high ra te of 7.3 percent were assumed. 
T h e results of the U N C T A D projections are shown in Table 16, and 
the t rade positions that arise f r o m the analysis are summarized as 
follows:21 

Total exports of goods and services of all developing countries valued 
at 1960 prices are expected to rise from $54.4 billion in 1969 to $124.9 
billion in 1980 for Variant 1 and to $132.5 billion for Variant 2. The 
implied average annual growth rates are 7.7 percent and 8.3 percent 
respectively, as against the historical growth rate of 6.5 percent during 
the 1960s. The projected rate of growth of commodity exports works 
out to 7.1 percent for Variant 1 and 7.6 percent for Variant 2, as 
compared to the rate of 6.7 percent recorded during 1960-1969. 

Exports of manufactured goods would grow at the highest rates (9.9 
to 11.3 percent per annum), followed by petroleum (9.8 to 10.4 
percent per annum). The remaining primary commodities as a group 
are projected to grow only at about 3 to 4 percent per annum during 
the 1970s. 

Import requirements were projected on the basis of import functions 
relating total imports to consumption and investment expenditures. 
The latter were projected as a function of GDP. For developing 
countries as a whole, the projections yield an acceleration of the rate of 
growth of imports from 5.7 percent per annum for the 1960-1970 
period (and 7.3 percent during 1965-1970) to 7.9 percent (Variant 1) 
and 8.9 percent (Variant 2) during the 1970s. The income elasticity of 
imports, calculated as the ratio of the rate of growth of im ports to the 
rate of growth of GDP, shows a slight increase. 

T h e outcome these studies predict is d e p e n d e n t on several impor-
tant assumptions. Assumed growth rates are essentially arbi t rary and 
in the case of the latest U N C T A D study appea r to represen t a hoped 
for goal, inf luenced in par t by developing countries ' need substantially 
to increase their growth rates if they are to overcome chronic problems 
of unde r - and unemployment . One of the more crucial estimates in 
t rade gap projections is establishing the impor t elasticity coefficient. As 
indicated above, imports d e p e n d u p o n consumpt ion pat terns, raw 
material needs, and both the level and composition of capital invest-
ment requi red to meet growth targets. Expansion of industrial capacity 
normally requires a larger componen t of impor ted capital than either 
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agricul ture or service industr ies. Great variation also would exist 
among countries given the resource base, s t ructure of the existing 
economy, and level of development already achieved.2 2 

Despite the uncertainties involved, these and o ther studies lead in 
one direction: If developing nations are to achieve economic growth at 
the relatively rapid rates sought in most countries, impor t require-
ments will rise faster than expor t growth. This raises the questions of 
how increased imports and improved t rading relationships can be 
achieved and what relevance the policy proposals pu t fo r th by UN-
C T A D have. 

The UNCTAD Proposals 

T h e role of t rade in development a m o n g the less developed coun-
tries has been the focal point of considerable analysis and policy discus-
sion in U N C T A D . In documents p r epa red for each of three U N C T A D 
sessions,23 evaluation of developing country t rade problems has cov-
ered a b road perspective f r o m basic changes in total t rade s t ructure to 
the specific problems associated with commodity t rade , manufac tu res 
and semimanufactures , aid, a n d monetary and financial questions. 

At the first conference, participants a rgued that , due to a basic 
structural shift in the world economy, the less developed countries 
have become disadvantaged and have moved to a position of inheren t 
t rade imbalance. This is in par t because the center of world industrial 
activity has shif ted to Nor th America, where many of the commodities 
expor ted by less developed countries are p roduced domestically, and 
in par t because the advanced countries in total have, as a result of the 
depression of the 1930s, adop ted policies for domestic self-sufficiency 
and impor t substitutions of many of the agricultural commodities 
available at a lower cost in less developed countries. T h e inability of 
developing nations to expor t those commodities in which they have an 
advantage limits their ability to impor t manufac tu red products which 
are p roduced at lower cost in advanced countries. Consequently, it has 
been necessary to adop t impor t substitution policies and develop high 
cost manufac tur ing . Expor t of manufac tu r ed goods has been h inde red 
by discriminatory tariffs against processed or semiprocessed raw mat-
erials, and the d e m a n d for raw materials has been seriously e roded by 
the prol iferat ion of synthetic substitutes. T h e end result is a major 
problem in expor t expansion which cannot be overcome without con-
certed internat ional action involving both industrial and developing 
countries.2 4 



In seeking a solution, the less developed nat ions reject the 
philosophy of a multilateral reduction in trade barriers that has been 
the foundat ion of G A T T negotiations. Rather, UNCTAD has promul-
gated a set of policy recommendations that focus on three major 
approaches: (1) improvement of world commodity markets and ex-
pansion of commodity exports f rom less developed countries; (2) im-
provement of the competitive position of the less developed in proc-
essed, semiprocessed, and manufactured products; and (3) increased 
transfer of resources to the less developed outside trade channels 
through aid and financial assistance.25 

Commodity policy recommendations are broad, although among 
these, three are of primary importance. One deals with provisions 
relating to market access. Developed countries are asked to declare a 
morator ium on tariff and nontariff barriers against imports of primary 
products of particular interest to developing nations. They also are 
asked to initiate action for removal or reduction of tariff and internal 
fiscal charges and elimination of quantitative restrictions on products 
of particular interest to developing countries. With respect to trade 
policies, it is suggested that, as a transitional measure, existing prefer-
ences between developed and developing countries (such as EEC and 
United Kingdom preferences for former colonies) should be abol-
ished. Advanced nations are asked to avoid subsidizing the exports of 
primary products and, when this is not possible, consult with develop-
ing countries with a view toward eliminating their adverse effects on 
the foreign exchange earnings of the less advanced. Fur thermore , 
disposal of surplus agricultural products should be under taken in 
accordance with internationally determined criteria. 

A second major recommendation calls for the implementation of 
commodity arrangements with a view toward stimulating a steady and 
dynamic growth of developing nations' exports and to ensure reason-
able predictability in real export earnings. It is suggested that agree-
ments should be negotiated on a commodity-by-commodity basis and 
that procedures ranging f rom formal agreements, including possible 
compensation arrangements, to less formal methods, such as inter-
governmental consultations within commodity study groups, should be 
developed. 

A third major recommendation deals with competition f rom syn-
thetics and substitutes. It is suggested that actions of a national and 
international character should be taken to do the following: raise the 
technical efficiency of the production of natural products; improve 
quality and grade; intensify technical and market research in the use of 



natural products; give consideration to the interchangeability of cer-
tain products in the determination of agricultural and industrial 
policies; exchange information on investment, planning, and con-
sumption trends in the natural and synthetic sectors; give special atten-
tion to all these matters in study groups; and, through the negotiation 
of commodity agreements, mitigate fluctuations in the price of natural 
products facing competition f rom synthetic substitutes. T h e recom-
mendation fu r ther suggests that coordination of investment planning 
and policies should be developed, and, where appropriate, financial 
measures should be introduced to reduce the impact of synthetic 
substitutes on the export earnings of developing countries. 

In addition to these three major recommendations, others call for 
research in improved marketing techniques and promotion of con-
sumption of primary products of interest to developed nations. De-
veloping countries also are encouraged to liberalize their t rading rela-
tionships with each other, strengthen their monetary relations, and 
integrate external trade into their development plans. 

As a final point it is suggested that measures taken by the less 
developed be supported and aided by the UN as an international 
agency and independently by the developed countries and that meas-
ures taken by the advanced nations should not require reciprocity f rom 
the less developed. 

A second set of recommendations, al though somewhat less broadly 
oriented, has been made with respect to manufactured and semiman-
ufactured products. Two are of major importance. One suggests that 
action be taken by developed countries to expand access in their mar-
kets to the less developed by reducing and, where feasible, eliminating 
all tariff and quantitative barriers on imports of manufactures of 
interest to less developed countries. The other recommendation is that 
tariff preferences be established by developed nations for imports of 
manufactures f rom the less developed nations without reciprocity and 
that, where feasible, reciprocal preference systems among developing 
countries (free t rade areas or customs unions) be established to im-
prove trade and development. 

A number of subsidiary recommendations also are made by UN-
CTAD. Possibly the most important is the suggestion that, th rough the 
appropriate international bodies, advanced countries should partici-
pate in analyzing the development plans and policies of individual 
developing nations and examine trade and aid relationships with a view 
toward devising concrete means to promote exports. Another proposal 
is that governments and competent international organizations col-



laborate in the field of financial assistance for economic development 
t h rough systematic studies of t rade and aid relationships. Principles for 
international financial cooperat ion are suggested, including fairly 
specific statements advocating improved terms of aid and action to 
lighten the b u r d e n of existing debts. U N C T A D also advocates a sub-
stantial extension of international financial assistance for countries 
which have su f fe red short- term declines in their expor t proceeds and 
the study and development by the Internat ional Bank for Reconstruc-
tion and Development of schemes for longer t e rm income transfers . 

Whe the r or not U N C T A D has had a significant impact on interna-
tional policy is difficult to assess. T h e first session in 1964 was devoted 
to def in ing the broad range of internat ional actions needed to improve 
the t rade prospects of less developed countries. T h e central issue was to 
devise means t h rough t rade or aid whereby these nations could acquire 
larger quantities of foreign resources needed for accelerated economic 
growth. T h e second and thi rd conferences pu r sued the broad pro-
gram def ined in 1964 and placed specific emphasis on commitments by 
industrial nations to provide general preferences for developing coun-
tries' imports . A positive response was obtained f r o m most industrial 
nations, and subsequent action to provide t rade preferences has been 
taken by a n u m b e r of them. 2 6 

On the o ther hand , the t r end in industrial countries has been 
toward increased protection for agriculture, and there is little evidence 
that greater weight is being given to the problems of the less advanced 
in certain o ther basic matters. Ad hoc measures to patch u p the interna-
tional monetary system du r ing the 1960s were consistently the exclu-
sive products of a limited n u m b e r of advanced nations. Recent major 
changes and cur ren t negotiations to establish a new system are based 
on unilateral action by individual industrialized countries or involve 
consultation among a limited g roup . T h e r e is also the prospect that 
discussions of monetary issues will be followed by ano the r r o u n d of 
t rade negotiations a m o n g industrial countries without major participa-
tion by the less developed. In all, while the impact of U N C T A D has 
been felt in internat ional policy deliberations, it does not appear to 
have had a major effect on the subsequent course of events. 

Summary 

T h e central concern of developing countries is to establish the basis 
for an international t rad ing system and a system for international 
t ransfer of capital that will permi t them to f inance their impor t needs. 



These needs include consumption goods and raw materials, but the less 
developed elaborate policy issues largely in terms of their investment 
capital needs. Imports can be paid for through exports, aid, or inflows 
of private capital. 

T rade projections indicate that, in order to achieve acceptable rates 
of economic growth, import needs substantially will exceed potential 
exports. Fur thermore, even with the relatively optimistic assumption 
that capital transfers f rom industrial countries will reach one percent 
of their GNP (a target proposed by UNCTAD), a more modest but 
significant t rade gap will continue to exist. 

The thrust of t rade recommendations proposed by UNCTAD is to 
reduce existing international policy obstacles and implement new 
policies that will close this gap. The UNCTAD proposals rest on a 
macro analysis of the role of trade in development, focusing on the 
relation between GNP growth rates and the investment and savings 
and export-import aspects of development. The assumption is that if 
resources are made available f rom domestic savings and external 
sources , d e v e l o p m e n t will occur . P r e sumab ly the g e n e r a t i n g 
mechanism will be economic planning and public guidance. In its 
international perspective, closing the gap — between imports and 
payment or, in the case of aid, reducing the need for payment — has 
become the policy game. Developing countries, in general, reflect the 
notion that multilateral reduction in t rade barriers and movement 
toward international trade based on comparative advantage will not 
achieve this result. Thus a range of preferential policies designed to 
benefit developing nations is proposed to overcome inherent disadvan-
tages faced by them in international markets. Some of these will be 
discussed in the two succeeding chapters. 



8 
Commodity Agreements and 

Compensatory Financing Schemes 

Bargaining a m o n g countries for the reduct ion of t rade barr iers on the 
initiative of expor te rs is the t ime-honored approach to t r ade policy. 
Collective r e s t ruc tu r ing of t r ade systems t h r o u g h p r e f e r ence ar-
rangements and customs unions a m o n g g roups of countries is largely a 
pos t -World War I I development . Programs to organize t rade and 
in te rcount ry flows of income t h r o u g h negot ia ted commodi ty ar-
rangements also have been a relatively recent development . Commod-
ity policy has taken two forms: internat ional commodity agreements 
and international compensatory f inancing. Both these devices are 
aimed at stabilizing and increasing the flow of income to expor t ing 
countries. 

Price Variations and Terms of Trade 

As indicated in Tables 17 and 18, there is a great deal of variation 
a m o n g commodities and a m o n g countries, but the general pa t te rn is 
one of substantial instability in expor t prices and quantities. This condi-
tion results f r o m a combination of changes in d e m a n d , f luctuations in 
ou tpu t due to weather , and cyclical p roduct ion pat terns that result 
f r o m overreaction to marke t price signals by agricultural producers . 



Table 17. Total Exports of Individual Commodities from Less Developed Countries: Fluc-
tuation Indexes and Trends for Prices, Quantities, and Earnings, 1953—1965, in 
Percentages 

Commodity Indexes of fluctuation Annual trend rates of growth 
Prices Quantities Earnings Prices Quantities Earnings 

Minerals 
Petroleum 3.0 1.3 3.3 - 1 . 2 * 7.9* 6.7* 
Copper 11.0 4.8 10.7 - 1 . 0 5.3* 4.3* 
Iron Ore 5.1 8.4 10.6 - 0 . 7 12.6* 11.8* 
Tin 8.1 8.7 15.9 3.2* - 1 . 9 1.3 
Bauxite 10.6 5.2 15.6 7.6* 6.9* 14.9* 
Phosphate 2.4 3.7 4.4 - 0 . 1 5.6* 5.6* 
Lead 11.4 3.8 13.9 - 2 . 5 * - 1 . 2 * - 3 . 7 * 
Manganese ore 13.5 13.1 15.1 - 2 . 4 2.9* 0.4 
Zinc 18.9 4.2 23.0 3.0 0.9* 3.9 

Agricultural raw materials 
Rubber 13.1 3.9 15.5 - 0 . 8 1.6* 0.8 
Cotton 4.3 7.1 9.1 - 2 . 8 * 2.5* - 0 . 4 
Timber 8.8 4.7 10.3 - 1 . 1 11.3* 10.1* 
Jute textiles 7.2 4.5 6.7 2.5* 3.3* 5.9* 
Ju te 7.7 6.6 5.2 2.3* - 2 . 1 * 0.2 
Hides and skins 6.0 5.2 6.6 0.5 1.3* 1.8* 
Sisal 16.0 5.4 11.8 3.2 3.5* 6.8* 
Abaca 12.1 9.2 14.4 0.6 - 1 . 9 - 1 . 3 

Tropical products 
Coffee 12.4 6.6 8.0 - 5 . 2 * 4.0* - 1 . 4 
Tea 4.4 3.3 4.3 - 0 . 9 1.9* 1.0 
Cocoa 15.4 6.3 10.1 - 5 . 5 * 5.1* - 0 . 7 
Bananas 5.9 3.3 5.1 - 2 . 5 * 4.7* 2.1* 

Other food and feed 
Sugar 10.5 6.1 8.8 1.6 2.3* 4.0* 
Rice 11.4 5.8 9.5 - 2 . 3 * 3.4* 1.0 
Wheat 5.2 30.4 31.0 - 1 . 2 * 0.9 - 0 . 3 
Maize 7.7 18.6 20.9 - 2 . 2 * 12.8* 10.4* 
Fishmeal 10.0 16.7 12.7 - 2 . 3 35.4* 32.4* 
Mutton and lamb 13.9 17.3 25.6 0.0 - 6 . 7 * - 6 . 7 * 

Oils and oilseeds 
Copra 10.9 6.6 6.5 0.5 - 0 . 1 0.3 
Groundnut 5.3 8.8 6.8 - 1 . 3 * 4.3* 2.9* 
Palm oil 5.5 3.7 6.6 0.6 - 0 . 2 0.4 
Groundnut oil 5.9 12.4 8.4 - 2 . 1 * 5.6* 3.4* 
Coconut oil 11.7 14.4 14.5 0.0 3.5* 3.5* 
Linseed oil 12.0 16.5 11.0 - 0 . 9 2.4 1.5 
Linseed 5.5 46.6 45.4 0.3 1.7 2.0 

source: IMF and IBRD, The Problem of Stabilization of Prices of Primary Products, a Joint 
Staff Study (Part I) (Washington, D.C.: 1969). 

Note : T h e trends for a given commodity's prices, its quantities, or its earnings are 
estimated by fitting a linear relation between time and the logarithms of their 
annual observations. T h e fluctuation index is the average over the period of 
annual percentage differences between observations and the calculated trend 
value, disregarding the signs of the differences and expressing them as percen-
tages of the t rend value. An asterisk (*) indicates that the probability of obtaining 
the trend value in question by chance, when no such relation exists among the 
observations, is 5 percent or less. Commodity groups and the commodities within 
them are listed in order of their importance in the total export value of less 
developed countries over the period (1963-1965) of Table 9. 



Table 18. Total Exports of Individual Less Developed Countries: Fluctuation Indexes and 
Trends for Prices, Quantities, and Earnings, 1953-1965, in Percentages 

Country Indexes of fluctuation Annual trend rates of growth 
Prices Quantities Earnings Prices Quantities Earnings 

Argentina 7.4 4.8 9.1 - 0 . 8 4.0* 3.2* 
Bolivia 11.1 10.9 30.4 2.3* - 1 . 8 0.5 
Brazil 8.7 6.0 6.8 - 3 . 4 * 2.7* - 0 . 5 
Burma 11.7 11.0 6.8 - 1 . 9 2.1 0.2 
Ceylon 3.4 2.8 4.1 - 1 . 2 * 2.0* 0.7 
Chile 7.1 2.6 7.2 - 0 . 8 4.3* 3.5* 
China, Republic of 7.9 11.1 15.6 - 1 . 9 * 14.8* 12.6* 
Colombia 10.7 5.9 9.3 - 3 . 9 * 2.0* - 2 . 0 * 
Costa Rica 8.0 7.7 8.2 - 3 . 6 * 6.5* 2.6* 
Cyprus 6.0 3.8 7.2 - 0 . 6 3.1* 2.5* 
Dominican Republic 9.0 10.9 10.5 0.3 2.8* 3.1* 
Ecuador 4.9 4.1 6.2 - 3 . 4 * 6.8* 3.2* 
Ethiopia 10.8 9.5 9.4 - 2 . 4 * 6.6* 4.1* 
Ghana 12.4 8.1 6.4 - 4 . 0 * 6.8* 1.9* 
Guatemala 11.0 7.6 9.6 - 4 . 0 * 8.3* 4.0* 
Haiti 10.2 11.0 12.7 - 3 . 0 * 3.0* - 0 . 9 
Honduras 8.4 11.2 10.7 0.3 4.7* 5.0* 
India 2.2 5.6 5.0 0.3* 2.4* 3.2* 
Iran 4.6 27.6 31.3 0.3 19.7* 20.1* 
Iraq 4.3 8.5 6.5 - 0 . 6 7.3* 6.6* 
Israel 4.8 6.6 5.3 0.3 16.8* 17.2* 
Jamaica 4.6 5.4 6.0 1.3* 8.0* 9.4* 
Kenya 3.1 4.9 4.3 - 1 . 6 9.2* 7.5* 
Malaysia 9.4 2.9 8.0 0.2 4.0* 4.2* 
Mauritius 4.9 8.1 10.6 0.9 1.2 2.2 
Morocco 4.7 4.4 4.5 - 0 . 4 3.6* 3.2* 
Nicaragua 6.7 12.3 13.4 - 2 . 7 * 10.3* 7.3* 
Nigeria 3.7 5.5 7.6 - 0 . 7 6.0* 5.3* 
Pakistan 5.3 9.7 10.8 1.2 1.2 2.3 
Peru 6.6 7.3 6.7 0.2 10.0* 10.1* 
Philippines 4.6 5.2 5.7 0.1 5.8* 5.9* 
Sudan 6.1 14.0 10.9 - 0 . 2 4.8* 4.6* 
Tanzania 6.7 5.9 6.4 - 0 . 2 6.0* 5.7* 
Thailand 2.5 9.1 8.6 - 0 . 1 6.0* 5.8* 
Uganda 8.0 5.6 9.8 - 2 . 8 * 6.9* 3.9* 
United Arab Republic 7.5 7.0 5.8 0.4 2.2* 2.6* 
Uruguay 8.7 15.0 20.6 - 1 . 0 - 1 . 5 - 2 . 4 
Venezuela 2.0 4.7 6.0 - 0 . 2 4.8* 4.6* 

source: IMF and IBRD, The Problem of Stabilization of Prices of Primary Products, A Joint 
Staff Study (Part I) (Washington, D.C.: 1969). 

Note : T h e trends for a given country's export prices, its quantities, or its earnings are 
estimated by fitting a linear relation between time and the logarithms of their 
annual observations. T h e fluctuation index is the average over the period of 
annual percentage differences between observations and the calculated trend 
value, disregarding the signs of the differences and expressing them as percen-
tages of the trend value. An asterisk (*) indicates that the probability of obtaining 
the t rend value in question by chance, when no such relation exists among the 
observations, is 5 percent or less. 



A recent study by A. I. MacBean concludes there has been no 
correlation between economic growth in developing countries and 
short-term export fluctuations.1 This does not mean that no problem 
exists. Short-term balance-of-payments fluctuations can arise and re-
quire international borrowing. Fur thermore , the impact on specific 
industries through lower profits and reduced employment can be 
severe. In countries highly specialized in one or two commodities, the 
effects can create a general impact on the economy, and where export 
taxes are important they seriously can affect government revenue. It is 
safe to conclude that the export instability issue is important for less 
developed nations and cannot be overlooked in determining interna-
tional policy. 

A second major issue concerning international commodity ar-
rangements is whether effective actions can be taken to transfer income 
f rom rich to poor nations. This emphasis stems f rom the search by 
many underdeveloped countries for accelerated rates of economic 
growth. Major capital imports are required to fulfill growth targets, 
and these must be paid for. T h e overwhelmingly important source of 
foreign exchange earnings for the underdeveloped has been the ex-
port of agricultural commodities and raw materials. In the short run , 
the most apparent basis for expansion of foreign exchange earnings is 
through increases in the value of commodity exports. 

The case for setting up commodity arrangements in which poor 
nations receive income transfers is based on the argument that, over 
time, there is a tendency for the terms of trade to turn against countries 
that produce primary commodities. Conceptually, the argument cen-
ters a round the fact that the demand for primary products grows 
slowly relative to income; at the same time, there is a tendency for the 
long-run supply to increase even at low prices because of a lack of 
alternative opportunities for primary product producers. This ten-
dency is aggravated by import substitution and price support policies in 
industrial countries that stimulate output and aggravate market price 
conditions. 

A structural argument also is made that advanced countries are 
characterized by rigid pricing patterns brought about by large-scale 
labor organizations and large-scale business. Both have power to main-
tain prices and retain gains in productivity that arise f rom technologi-
cal or institutional developments. This pattern, along with greater 
technological sophistication in developed countries and protection of 
producer incomes through support policies, results in the develop-
ment of low cost substitutes and, in extreme cases, the stimulation of 



product ion that is d u m p e d on world markets at subsidized price levels. 
In this way, the developed countries alleviate their domestic problems 
at the expense of the less developed. 

Only limited empirical evidence is available to assess the terms of 
t rade questions. Figures 12 and 13 are based on a study completed by 
T h e o d o r e Morgan for d i f fe ren t t ime periods and for somewhat d i f fer -
ent groups of countries.2 In each case, some major nations are not 
included, and the results must be accepted with reservations. From 
these studies, however, Morgan concludes there is no long-run ten-
dency for terms of t rade to t u rn against the less developed. C. P. 
Kindleberger ,3 on the other hand , concludes the evidence is clear that 
commodity terms of t rade have t ended to move in favor of the de-
veloped and against the less developed, but he argues it is not t rue they 
have moved against pr imary product ion in favor of manufac tu re . 

T h e evidence either way is inconclusive. Much depends u p o n the 
base period used, as shown by Morgan. Also, the convention of using 
commodity terms of t rade to estimate secular t rends can be seriously 
contested since it contains nei ther a productivity nor a quality adjust-
men t factor. Shifts in commodity te rms of t rade are not accurate 
indicators of changes in real income, particularly over a long period. 

Commodity Programs for Stabilization 

Internat ional commodity a r rangements have much in common 
with domestic p rograms in industrial countries. T h e mechanics in-
volved in marke t ing agreements are closely related to those in direct 
price maintenance programs , while the mechanics of compensatory 
f inancing are similar to deficiency payment systems where prices are 
allowed to reach marke t levels and additional payments are made to 
maintain a given price equivalent. T h e income t ransfers involved are 
a m o n g countries ra ther than f r o m consumers or taxpayers to produc-
ers within a country. 

T h e issue of internat ional commodity a r rangements recently has 
taken on new impetus f r o m two sources. First, long discussions in the 
Kennedy R o u n d were aimed at establishing t rading a r rangements for 
commodities of pr imary interest to advanced countries. Second, UN-
C T A D has stressed the special role commodity a r rangements should 
play in economic development . T h e 1964 U N C T A D conference stated 
that "a basic objective of internat ional commodity a r rangements is in 
general to stimulate a dynamic and steady growth and insure reason-
able predictability in the real expor t earnings of developing countries, 
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Figure 12. Trends in Terms of Trade (1953 = 100) 
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so as to provide them with expand ing resources for their economic and 
social development , while taking into account the interests of consum-
ers in impor t ing countries."4 T o achieve this objective, U N C T A D also 
established a n u m b e r of conditions requi red in international commod-
ity a r rangements . These were stated in the Final Act of the Geneva 
Conference as: (1) secure remunerat ive , equitable, and stable prices for 
pr imary commodities, especially those expor ted by developing coun-
tries, having due regard for the impor t purchas ing power of the 
commodities expor ted ; (2) aim to increase, particularly in developed 
countries, the consumpt ion of pr imary commodities, including those 
in semiprocessed and processed forms, f r o m developing countries; 
and (3) assure satisfactory access to the markets of the developed 
countries for the pr imary products of developing countries as appro-
priate in the context of the commodity a r rangements . 

In comment ing on the U N C T A D position E. M. Ojala makes the 
following observation: 

This seems a far cry from the Havana Charter. The interest has 
moved from "stable" prices to "remunerative" prices; from the treat-
ment of "special difficulties" to the promotion of dynamic and steady 
growth; from the interests of both producers and consumers to the 
problems of developing countries "taking into account" the interests 
of consumers. The indicators are that under UNCTAD the develop-
ing countries will seek to obtain through commodity agreements, not 
a balance of concessions and obligations as between exporters and 
importers, but a tilting of world commodity markets in favor of the 
developing country exporters — in other words, aid through trade.5 

But policy positions are not reality until implemented , and this has 
been a slow process. Despite at tempts since the 1920s, agreements have 
been signed for only five commodities (wheat, sugar, tin, coffee, and 
olive oil), and only those for wheat, tin, and coffee have opera ted with 
any degree of continuity. T h e use of compensatory f inancing has been 
equally limited. 

International Commodity Agreements 

T h e economic l i terature does not present an optimistic view of the 
f u t u r e role of international commodity agreements . Most writers point 
out that agreements are both difficult to negotiate and to administer . 
Fur the rmore , even if these problems are overcome, such ar range-
ments lead to a malallocation of resources by stimulating too much 



production and can prevent movement of production to the lowest cost 
locations. Critics thus question whether agreements can or should be 
implemented. 

Difficulties in arranging and administering agreements stem, in 
part, f rom technical problems surrounding the production and trad-
ing of products. Among other things, commodities must be identifiable 
by grade, in some cases storable, and they must not be subject to 
competition by close substitutes. But even when these problems are not 
severe, conflicts of interest between importers and exporters must be 
overcome. On competitive imports, importers want low quantities and 
high prices. On noncompetitive imports they want lower prices with 
quantities determined by demand. Exporters would like both higher 
prices and greater quantities. While these limitations are real, the 
premise for discussion here is that there are a number of commodities 
or combinations of commodities for which technical limitations are not 
prohibitive, and that compromise of short-term, special economic in-
terests to seek broader goals is at least worth discussing. In some cases, 
they may even be amenable to effective negotiation. 

The second part of the argument — that commodity agreements 
have limited usefulness because they lead to malallocation of resources 
— should not be accepted without reservation. The implication is that 
economic efficiency, in the Utopian sense defined by the perfectly 
competitive model, is the sole criterion for judging the effect of a policy 
action. This kind of argument overlooks three issues. First, a central 
contention in welfare economics is that, in today's world of oligopolistic 
industrial structures and government guidance of economic activity, 
there is no basis for assuming the best outcome is achieved by making 
any given market conform more closely to the perfectly competitive 
model.6 Second, no government acts strictly on an efficiency criterion, 
either in its domestic agricultural policy or its international commercial 
policy. Achieving other ends may be worthwhile even at the expense of 
some economic efficiency. Thi rd , given current conditions in agricul-
tural markets, it is possible that commodity agreements, if properly 
designed, can serve to improve resource use. 

In advanced countries the price and terms of trade issues have been 
handled by price support programs, border protection, and, where 
there were differences in domestic and world price levels for exporters, 
export subsidies. Developing countries, on the other hand, have not 
had sufficient resources or in many cases the internal political foun-
dation to differentiate internal and external prices. Their approach 
more often has been to accept world prices on commodity exports and 



to tax domestic producers through export marketing boards. They 
have argued that their export earnings and development have suffered 
seriously f rom variability and long-term deterioration in the prices of 
expor t commodities. Given these conditions, the question arises 
whether formalized agreements that have as their central purpose 
orderly and gradual international adjustment of production have a 
potential role in the fu ture . 

If we accept that the case against commodity agreements on effi-
ciency grounds is at least ambiguous, this question should be placed in 
context with other effects in assessing their consequences and potential 
role in international markets. 

The re are at least two other issues. One is to what extent commodity 
agreements can achieve greater stability and whether or not such 
stability is desirable. Market stability is important to most trading 
nations and has been a central issue in all commodity agreements 
developed dur ing the postwar period. Their stated direct aim has been 
to moderate price fluctuations, but since the principal source of such 
fluctuations is variation in supply, the methods used also involve some 
form of stabilization of quantities exported, or specification of the 
proport ion of the product t raded under the agreed pricing relations. 

Second, and particularly as a result of the U N C T A D discussions, 
major attention recently has been given to the role of commodity 
agreements in t ransferr ing income f rom rich to poor nations. For 
commodities produced largely in poor countries and consumed largely 
in rich countries, the possibility of achieving longer term income trans-
fers exists through agreements that maintain price above market levels 
if price-demand is inelastic. For commodities produced in both rich 
and poor countries, even greater income transfers are possible if 
agreements include provisions to regulate production or quantities 
t raded so that poor nations increase their proport ion of the supply 
consumed in advanced countries. 

Regardless of the central purpose of an agreement, a number of 
interrelated effects are likely to result. T h e act of stabilizing prices may 
affect resource use by influencing producer expectations, even if aver-
age price levels remain at normal market levels. In agreements that 
seek price stabilization, the determination of an appropriate price or 
range of prices is at best a matter of j udgmen t and may be weighted 
heavily by the negotiating power of the countries concerned. This 
means that the difference between price stabilization and price adjust-
ment involving income transfers becomes obscured. Fur thermore , it is 



obvious that any agreement designed to t ransfer income f r o m rich to 
poor countries will stabilize prices and may affect resource use. 

Given this r ange of effects, one of the problems encoun te red is to 
establish agreements that will maximize beneficial effects and yet not 
lead to uncontrol led surpluses or extensive resource malallocation. As 
suggested by Irving Kravis,7 " the key r equ i r emen t of a commodity 
ag reement that will satisfy the aid and efficiency objectives is a means of 
separat ing the price or revenue received by the expor t ing country 
f r o m that received by individual producers . A closely related require-
men t is that the p roduce r price be u n i f o r m for p roducers in d i f fe ren t 
countries." T h e first of these conditions will permi t internat ional pric-
ing at a level that includes an income t ransfe r componen t without 
creating an excessive price incentive to producers . Maintaining the 
same p roducer price for all countries should encourage movement of 
product ion toward areas of comparat ive advantage. 

Objectives and Techniques of Control 

T h e central objective of commodity agreements established to date 
has been the control or limitation of shor t - term fluctuations in world 
prices. In some cases this objective has been supplemented by secon-
dary ones designed to adjust p roduct ion toward a long-run equilib-
r ium and to guaran tee markets fo r p roduc ing countries. 

Agreements have relied u p o n one or more types of control: (1) 
supply control t h r o u g h expor t regulat ion and ef for ts to adjust produc-
tion; (2) storage (buf fe r stock) p rograms designed to iron out short-
t e r m f luc tua t ions ; a n d (3) contrac ts tha t specify m a x i m u m a n d 
min imum t rad ing prices fo r a p ropor t ion of the internationally t raded 
quantity. Each of these techniques requires d i f f e ren t conditions and 
faces a variety of problems fo r effective operat ion. 

Export Regulation 

In theory, expor t regulat ion schemes can be devised to accomplish 
the short- term objective of regulat ing world exports to maintain prices 
within certain limits and to adjust p roduc t ion to longer r u n t rends in 
expor t requi rements at a given price level. T h e r e are, however, prob-
lems involved in managing expor t regulat ion schemes. O n e of these is 
the initial process of assigning product ion quotas. A major disadvan-
tage in establishing quotas is that they tend to pe rpe tua te the initial 



pat tern of world t rade, and adjus tments designed to gain exports based 
on changing product ion potential and comparat ive advantage are dif-
ficult to achieve. Flexibility, in theory, can be obtained by periodic 
reviews of quota and product ion conditions in individual expor t ing 
countries, but even with good intentions, shifts in m e m b e r quota pro-
port ions are politically difficult to achieve. One me thod of partially 
overcoming this problem is to establish quotas to cover only a par t of 
the marke t and permi t a competitive f r inge that individual countries 
can compete for on a cost basis. This step must be accompanied by a 
rule that no government subsidies be used to cap ture this segment of 
exports. Even then, a two-price system is established whereby p roduce r 
re tu rns are d e p e n d e n t u p o n a pooling relationship, and price levels in 
the uncontrol led segment of a market are likely to be driven to an 
excessively low level. 

Determining the desired price level or price r ange is a second main 
problem in internat ional quota control a r rangements . For most ag-
ricultural commodities, aggregate price elasticities of d e m a n d are low; 
hence, total r e tu rns can be increased by maintaining relatively high 
prices. O n the other hand , d e p e n d i n g u p o n the p ropor t ion of the 
commodity t raded in world markets and u p o n the degree of competi-
tion f r o m substitutes, price elasticities may be high for exports , and 
total earnings can be increased by reduc ing price levels. 

Ano the r complicating factor is the extent of variation in product ion 
costs among countries. If these costs a re relatively similar, the guideline 
for establishing equil ibrium level prices is more easily de f ined than if a 
wide range of costs exists. In the case of grain, for example, low cost 
p roduc ing countries have substantial capacity for expand ing ou tpu t , 
and setting a price near the median or h igher cost range may create 
major problems of supply control. 

Beyond these basic economic conditions related to supply and 
d e m a n d and establishment of workable price and quota guidelines, a 
n u m b e r of technical problems can arise. These might vary substantially 
among commodities. Devising a workable scheme for quota regulat ion 
is essential, and questions related to price variation based on quality 
and varietal d i f ferences also may be impor tant . 

International Buffer Stocks 

By definit ion, internat ional b u f f e r stocks must be limited in objec-
tive to reduc ing shor t - term price variations. Commodit ies are pur -
chased du r ing periods of excess supply and sold dur ing periods of 



short supply to reduce price variations. If prices are maintained above 
an equilibrium level over an ex tended per iod of time, a b u f f e r stock will 
cont inue to grow and requi re cont inued expansion of financial re-
sources and storage capacity — as has occurred in some domestic price 
suppor t operat ions. T h e first and main r equ i r emen t fo r a successful 
b u f f e r stock p r o g r a m is the ability to project realistic price levels and 
establish prices within a r ange the marke t will clear over a def ined 
per iod of time. T h u s the under ly ing conditions of world supply and 
d e m a n d must be estimated as a base point . 

Establishing the financial basis for opera t ing a b u f f e r stock can be a 
difficult task. A b u f f e r stock p r o g r a m implies the existence of a pool of 
money and commodit ies which shift proport ionately in response to 
market conditions. T h e total pool of assets must be large enough to 
mitigate marke t variation effectively. T h e size of the pool requ i red will 
d e p e n d both u p o n the total value of the internationally t r aded com-
modity and the extent of variability in marke t supply or d e m a n d . In 
practice, the most f requent ly encounte red problem is instability due to 
f luctuation in supply as a result ei ther of a cyclical product ion pa t te rn 
or variation in weather . Theoretically, if the stocking p r o g r a m operates 
effectively, the cyclical pa t te rn of product ion based on producers ' 
responses to price could be eliminated a n d leave only f luctuations due 
to natura l and weather conditions and d e m a n d . Alternately, a b u f f e r 
stock p rog ram can be complemented by an expor t regulat ion scheme, 
and par t of the cost of assuring cont inuous supplies can be shif ted to 
individual countries ra the r than mainta ined in the internat ional pool. 

T h e r e are a n u m b e r of technical problems in establishing b u f f e r 
stock programs. O n e is the composition of stocks to be kept on hand , 
especially where quality and varietal d i f ferences are impor tan t . Prob-
lems also can arise concerning handl ing of stocks: whether they should 
be concentra ted or held by n u m e r o u s member countries, and how 
commodities can be moved th rough the storage p r o g r a m without 
incurr ing excessive costs. An alternative to the concept of internat ional 
stocks would be an agreement among countries to maintain adequate 
levels of national stocks that in t u rn are subject to internat ional coordi-
nation. 

Contractual Price Arrangements 

T h e most impor tan t r equ i rement for the effective opera t ion of 
contractual price a r rangements is that the r ange of prices maintained 
as max imum and m i n i m u m levels must bracket the long-run world 



equilibrium price. If that price falls outside the range of the stipulated 
upper or lower limit, a price agreement alone, without one on supply 
control or storage stocks, would not be effective. If price exceeds the 
maximum range, sellers would be unwilling, over an extended period, 
to reduce international trading prices below world market levels. If 
prices are below the minimum range, buyers will not agree continu-
ously to higher prices; fu r thermore , competitive interaction between 
sellers is such that maintaining minimum prices is difficult. As with a 
buf fer stock program, the major problem in implementing effective 
price agreements is to estimate world demand and supply conditions 
accurately and, f rom a technical point of view, to be in a position to 
adjust to trends and developments that create major shifts in equilib-
r ium prices and quantities. 

The most important case of contractual price ar rangement has 
been for wheat. T h e first wheat agreement was established in 1949 and 
included five exporters and 37 importers. Th rough 1967 this agree-
ment was revised twice, but in each case included a maximum and a 
minimum trading price among members and specified quantities or 
percentages of trade. These earlier agreements were replaced by the 
Wheat T rade Convention arrived at dur ing the Kennedy Round. T h e 
trading provision of the new convention differs somewhat f rom previ-
ous wheat agreements, but the basic concept of establishing maximum 
and minimum prices within which specified quantities of trade will 
occur is not changed. T h e wheat agreements appear to have had some, 
but probably only a limited, effect in stabilizing wheat prices. From 
1949 to 1953 the agreed price maximum was below world market 
prices, and a saving accrued to importers. Prior to about 1964, world 
trading prices were above the minimum largely because of the storage 
program operated in the United States. From 1965 to 1967, a general 
decline in world food grain stocks maintained prices at relatively high 
levels. 

Two changes in the late 1960s and early 1970s led to a new test of 
whether the wheat convention would affect world trading prices. T h e 
United States moved to a two-price program on wheat, and world 
supplies of wheat increased substantially due, in part, to the Green 
Revolution. Consequently, world prices declined on commercially 
traded wheat, and the major increases in output of food grains in Asia 
meant smaller quantities were removed f rom commercial markets as 
food aid. Pricing arrangements under the wheat convention broke 
down, and it is unlikely they will be effectively reestablished in the near 
fu ture . 



Commodity Agreements and Development 

Past experience is not very instructive about the potential of com-
modity agreements to create longer t e rm income transfers . Only two 
agreements of major consequence to less developed countries have 
opera ted effectively for any length of t ime, and both emphasize price 
stabilization.8 In 1956 a b u f f e r stock agreement was implemented for 
tin which set a r ange within which prices were allowed to f luctuate. A 
stocking agency was established to implement suppor t purchases if 
prices reached the lower limit and to sell if they reached an u p p e r limit. 
This a r r angemen t was in tended to protect both expor ters and import-
ers f r o m ex t reme price fluctuation with a min imum of direct marke t 
in terference. Theoretically, if prices are set to bracket the long-term 
supply-demand equil ibrium and if the r ange is not too wide, a stabiliza-
tion effect t h r o u g h bu f f e r stocks can be achieved without a heavy 
financial commitment . Short of this kind of foresight , inability to 
control upward price fluctuations or heavy accumulation of inven-
tories and b u r d e n s o m e financial requi rements may emerge . T h e latter 
occurred with tin in 1948, and the p r o g r a m thereaf te r relied more 
heavily on expor t quotas as a me thod of control. 

T h e other relevant case is coffee. A coffee a r r angemen t was in-
itiated in 1962, and a new long-term ag reemen t was signed in 1968 by 
66 member countries to be effective until 1973. T h e ag reement pre-
scribed price limits within which world prices would be maintained, 
and these limits would be enforced t h rough expor t quotas allocated to 
member expor t ing countries in p ropor t ion to a historical base per iod. 

T h e coffee ag reement du r ing its per iod of operat ion appears to 
have had some effect in stabilizing world coffee prices, particularly 
af te r 1964, when adjustable quotas were adop ted that changed even 
within a market ing year in relat ionship to price pressures. Higher 
expor t earnings also may have been achieved for coffee p roduc ing 
countries than would have existed without the agreement . Despite 
encouraging results, the coffee agreement did not succeed in coping 
with the basic problem of periodic overproduct ion. Prices received by 
p roducers encourage excess product ion , and no internat ional ar-
r angemen t to specify p roducer prices was reached. Kravis argues that 
this omission encourages resource malallocation, a n d " the main 
rationale for the suppor t by the developed countries of coffee prices — 
encouragement of economic development — is weakened to the extent 
that the extra revenues of the expor t restriction scheme go to coffee 



producers and make coffee production attractive compared to other 
alternatives."9 

In viewing the fu tu re use of commodity agreements as instruments 
for fur ther ing economic development, J o h n Pincus suggests that only a 
limited number of commodities can be t raded effectively. These 
agreements can be effective instruments for international income 
transfers only if a number of conditions exist:10 (1) The re must be an 
inelastic long-run demand for the commodity; (2) effective provision 
for control over supply must be developed; (3) means must be created 
by governments to channel the increased earnings into economic de-
velopment ra ther than allow higher profits for plantation owners; (4) 
there should be a marketing organization in which a few producing 
countries dominate world supply so that they are willing to practice 
restraint in the face of the inevitable supply control violations by 
smaller producers; (5) there must be a large number of producers 
within each country to assure a fairly wide distribution of gains f rom 
higher prices; and (6) agreement must be reached to limit domestic 
production in those import ing countries that can or do produce the 
commodity. 

Based on these criteria, Pincus concludes that only coffee, sugar, 
bananas, tea, and cocoa can be brought effectively unde r agreement. 
His conclusion, however, appears to be based solely on the extent to 
which agreements can be used to achieve gains f rom monopoly pricing 
of commodities through upward price stabilizing activity. Certain dif-
ferences in aid and stabilization arrangements could become impor-
tant. While stabilization agreements are looked upon as a tool for 
effecting re turns to producers in export ing countries, aid agreements 
could be more directly incorporated into a development plan and 
would be concerned primarily with increasing national export earnings 
without the proceeds necessarily going to producers of the export 
commodity. This procedure would have a major implication for the 
problem of supply adjustment and would overcome, at least to a de-
gree, the supply control problem and thus potentially expand the 
range of commodities which could be handled under agreement. 

A second important difference is that the premise for participation 
by advanced countries would change. They would be forced to con-
sider aid-giving responsibilities along with the question of import 
prices in deciding the extent and nature of their participation in com-
modity agreements. In the case of competitive imports such as sugar, 
domestic price support programs would be called directly into question 
in terms of their relationship to aid objectives. Fur thermore , aid 



gran ted th rough commodity agreements would be extracted directly 
f r o m consumers or raw material users in the f o r m of h igher prices on 
imports and would not requi re government appropr ia t ions , which 
could be a political advantage. 

An impor tan t perspective on the role of commodity agreements has 
been provided recently by Gerda Blau. She cites two conditions that 
have developed in commodity markets. First, growth in d e m a n d has 
slowed and even stagnated for a large n u m b e r of tradit ional com-
modities. Second, o ther commodit ies for which d e m a n d prospects are 
good (such as meat and timber) d e p e n d u p o n product ion methods that 
are labor extensive; hence, shif t ing to these commodities presents a 
problem of internal ad jus tment u n d e r conditions of underut i l izat ion 
of rura l labor. These problems, she argues, could be compensa ted for 
if a larger share of commodities were expor ted in processed fo rm. 
Against this background she sums u p the main ag reemen t objectives 
for developing countries as the following: 

(1) The main functions of international agreements ought to be seen 
as those of instruments of economic development. In particular, 
they ought to contribute to the processes of economic diversifica-
tion which in turn form intrinsic parts of the process of develop-
ment, both of its causes and of its effects; 

(2) In order to enable a developing exporting country to get out of its 
concentrated economic dependence on a poor market risk, the 
very first step required will usually have to be that of making the 
risk less poor. Once the risk has been made less poor it may also 
become easier to make it less concentrated. The other way round, 
the process tends to get stuck. This is because the country's diver-
sifying capacity depends in large measure on its earning powers, 
exchange resources, revenue surplus, and cash linkage derived 
from its established export sector. 

(3) Simultaneously, determined efforts need to be made for develop-
ing new opportunities of adequate market size for alternative 
export products. This second requirement will call in particular 
for the liberalization of access for processed products.11 

This approach is not a imed solely at the nar rower objectives of improv-
ing prices, balance of payments , or stabilization. H e r a r g u m e n t rests on 
the proposit ion that the main policy task consists of f ind ing a more 
effective system of internat ional economic ad jus tment assistance. In 
this context the traditional goals of agreements become ins t rumenta l to 
more basic development objectives. 



In the final analysis, the use of marke t ing agreements as tools for 
aid and improving internat ional ad jus tment must be looked at in terms 
of whether appropr ia te institutional a r rangements can be established 
to implement them and in light of their efficiency relative to alternative 
methods of giving aid. In assessing alternatives, not only should tradi-
tional methods of grant ing aid be considered, but also an approach that 
relates aid to level of commodity exports must be taken into account, 
namely, compensatory f inancing. 

Compensatory Financing 

Several compensatory f inancing schemes have been pu t for th by 
various internat ional organizations.1 2 All seek to provide compensa-
tion to underdeve loped nations to offset shortfalls in their expor t 
earnings t h rough a f u n d financed primarily by developed countries. 
T h e level of financing is de te rmined "af ter the fact" of the shortfall and 
hence does not in te r fe re with market operat ions. Beyond these com-
mon features , considerable variation a m o n g proposals exists, particu-
larly in relation to the basis for comput ing shortfalls and for making 
repayments . 

T h e Organizat ion of American States (OAS) suggests that credits 
be granted which are equal to two-thirds of the a m o u n t by which 
official expor t receipts are below average expor t receipts for the pre-
ceding three years. Repayment should be made over a three-year 
per iod by applying two-thirds of any surplus of expor t receipts over the 
average for the preceding three years of repayment . Where necessary, 
the repayment could be ex tended for two years with half of the balance 
due each year. T h e OAS scheme is designed to offset cyclical or ran-
dom fluctuations a r o u n d a t r end and contains no long-term aid. Re-
payment including interest would be requi red . 

Two general types of schemes have been suggested by the UN. O n e 
involves payment of p r emiums and grants for shortfalls in exports . 
Funds would be provided by a contr ibut ion related to national income 
for rich countries and expor t proceeds for the less developed. These 
latter automatically could draw u p to 50 percent of their shortfall — 
measured in relation to average exchange earnings over the past th ree 
years. Shortfalls of less than some min imum a m o u n t (5-10 percent) 
would not qualify for grants f r o m the f u n d . U n d e r this p rogram, 
developing nations would have no obligation for repayment , and a 
cont inuous t ransfer f r o m rich to poor countries could occur. A second 
UN proposal would provide cont ingent loans f r o m a credit f u n d where 



repayment would be requi red only if exports in the next five years 
exceeded the average for the preceding th ree years by a sufficient 
amoun t to permi t repayment . If not, payment would be forgiven, and a 
loan essentially would become a grant . 

The International Monetary Fund Program 

In 1963 the Internat ional Monetary Fund (IMF) in t roduced a 
compensatory f inance scheme pa t te rned af ter the OAS proposal , to be 
opera ted strictly as a p rog ram to offset shor t - term market instability.13 

T h e principal features are noted below.14 

1) All member countries may participate, but the plan is designed in 
particular for pr imary p roduc ing countries. 

2) T h e purpose is to compensate for t emporary shortfalls in expor t 
receipts ra ther than in expor t prices, te rms of t rade, or the import -
ing power of exports . 

3) Temporary shortfalls are de f ined as deviations f r o m a medium- te rm 
t rend in expor t receipts. T h e existence and a m o u n t of an expor t 
shortfall for the purpose of any drawing is de te rmined with respect 
to the latest twelve-month per iod preceding the drawing request . 

4) Compensat ion is paid in the f o r m of a drawing subject to the normal 
conditions of repayments fo r f u n d drawings, including an outside 
limit of three to five years. 

5) Compensat ion is paid to the full extent of the calculated shortfall , 
subject to the proviso that the total of compensatory drawings 
outs tanding normally should not exceed 25 percent of the quota. 

6) T h e policies of members drawing u n d e r the facility do not have to 
meet the tests that the f u n d would apply in the case of noncompen-
satory drawings in the same t ranche. However, members do have to 
satisfy the f u n d that they are encounter ing payments difficulties, 
that the shortfall is of a short- term character and is largely attribut-
able to circumstances beyond the member ' s control, and that the 
member will cooperate with the f u n d in an e f fo r t to f ind solutions, 
where requi red , for its payments difficulties. 
In o rde r to identify more clearly what are r ega rded as expor t 

shortfalls of a short- term character , the f u n d , in conjunct ion with the 
member concerned, seeks to establish reasonable estimates regard ing 
the medium- te rm t rend of the member ' s exports , based partly on 
statistical calculation and partly on appraisal of expor t prospects. 



Procedural Issues in Compensatory Financing 

A number of procedura l issues have arisen in the operat ion of the 
IMF scheme. One of these involves the method used in estimating the 
a m o u n t of shortfall in expor t earnings and, hence, the a m o u n t that can 
be d rawn by a country. Both quantitative and qualitative techniques are 
used. 

T h e estimated shortfall is based on a five-year moving average of 
the last th ree years of exports combined with a forecast of the two 
f u t u r e years. T h e r e f o r e , a country never can know with certainty the 
exact a m o u n t that can be drawn until application actually is made . This 
method is considered a disadvantage by borrowing countries, who 
would p re fe r estimating procedures that permit the a m o u n t that could 
be drawn to be known with certainty by all countries at all times. 
However, the f u n d defends the five-year moving average approach by 
noting that the policy of estimating f u t u r e exports along with weighted 
averages of past exports gives better estimates of t rends than does 
consideration of past exports only. By estimating f u t u r e exports, it is 
possible to more quickly di f ferent ia te a t emporary shortfall f r o m the 
beginning of a general downward t rend . 

Ano the r area of concern involves the limitations on compensatory 
borrowing by individual countries. Af te r its inception, the p rog ram 
increased the a m o u n t of f u n d s allocated to compensatory f inancing 
f r o m 25 to 50 percent of a member country's quota.1 5 This increase was 
made with several qualifications. T h e first was that the 50 percent limit 
would apply in all cases, not jus t to "normal" ones, as did the original 25 
percent limit. Fu r the rmore , except in major emergencies or disasters, a 
country could not withdraw more than 25 percent of its quota in any 
twelve-month per iod. Last, any country drawing more than 25 percent 
of its quota must cooperate with the f u n d in an e f fo r t to f ind , where 
required, appropr ia te solutions for its balance-of-payments problems. 
T h e most difficult procedura l questions are those concerning repay-
ment . T o achieve the objective of reduc ing fluctuations in available 
foreign exchange, r epayment should be made in years when exports 
exceed estimated t r end values and not on a fixed time schedule. O n the 
other hand , this method can create problems in obtaining repayment 
and may result in loans that remain outs tanding for a longer per iod 
than is compatible with the shor t - term character of a compensatory 
f inancing scheme designed to smooth cyclical variations in expor t 
earnings. 



With this pu rpose in mind , the IMF def ined a desirable system of 
r epayment as one that contained at least three major provisions.16 

(a) Because of the short-term character of the use of Fund resources 
by individual members, it is necessary to observe an outside limit 
of five years for repurchase. 

(b) Repurchases should be made within the five-year period on the 
compensatory principle. It has been shown that compensatory 
repurchases amounting to one-half of the export excesses are 
likely to result in greater reduction of the fluctuations of export 
availabilities around the trend than would full compensatory re-
purchases. 

(c) Enough flexibility must be maintained so that members may use 
less than one-half of an export excess in repayment or even to omit 
the indicated compensatory repurchase entirely. 

In accordance with this philosophy, compensatory financing has re-
tained a shor t - term focus as a result of being built into the p rocedures 
for comput ing shortfalls and for making repayments . T h e position 
that long-term income t ransfers to offset declines in expor t earnings 
fall outside the scope of compensatory f inancing has been maintained 
by the IMF. 

Compensatory f inance schemes have some general advantages 
compared to commodity agreements . They involve less in ter ference 
with normal t r ad ing procedures . Problems of adminis t ra t ion are 
greatly reduced since no supply control or stock m a n a g e m e n t pro-
grams are involved. This simplicity of administrat ion plus the automat-
ic na ture of the credits and the fact that there are no strings at tached to 
compensatory loans are an attraction to developing countries. T h e only 
obligation is repayment . 1 7 Needless to say, any measure that automati-
cally brings financial assistance when exports decline, while leaving 
national governments f r ee to follow their own policies, is very welcome. 

Despite these advantages, there are reservations concerning the 
validity of compensatory f inancing as a tool for stabilizing expor t 
earnings. Such f inancing is just i f ied on the basis that expor t instability 
is caused by circumstances outside the control of governments , which 
assumption is not entirely valid. In terna l policy also may cause short-
falls in expor t receipts, and in this case the solution should be sought 
internally. Also, the assumption that f luctuation in expor t earnings is a 
major de te rminan t of changes in the domestic economy and of the 
foreign exchange position of a country is crucial. 



T h e r e is the possibility that a compensatory scheme with automatic 
credits and repayments may not stabilize fore ign exchange earnings 
and, in fact, may cause greater instability. T h e impor tance of this 
development is illustrated by the results of empirical tests of various 
automatic schemes for compensatory f inancing of shor t - term fluctua-
tions of expor t earnings p e r f o r m e d by members of the IMF staff.1 8 

They tested 137 d i f fe ren t schemes by varying the provisions of the 
OAS proposal related to the weighting system employed to establish 
the expor t no rm, the aggregate debt limit imposed on the borrowing 
country, and the repayment of the debt. The i r conclusion was that 
several variants of the OAS plan would achieve only very partial success 
in approximat ing the targets or t rends. Some of the variants examined 
had deviation ratios in excess of unity, showing that availabilities u n d e r 
these p rograms deviate f r o m the target more than do actual exports .1 9 

T h e deviation ratio of the OAS scheme as originally d ra f t ed is 0.92, and 
the lowest deviation ratio for any scheme tested was no lower than 0.77. 
These results suggest that compensat ion plans of this kind would make 
only a limited contr ibut ion to stabilization of expor t earnings. Whe the r 
that contr ibution would be worth its cost depends u p o n the value 
assigned to the stabilization that could be achieved. 

Compensatory f inancing schemes might be designed to t ransfer 
resources f r o m richer to poor countries simply by f inancing shortfalls 
at too high a level and by foregoing repayment unless major surpluses 
above t rend are genera ted. Cont inuous contr ibutions by the industrial 
nations would be requi red for this kind of p rog ram to remain solvent. 
U n d e r any such plan, long-term aid would tend to be t r ans fe r red in 
accordance with the value and time pa t te rn of a country's exports and 
the extent of shortfalls and surpluses in relation to average expor t 
receipts. Within the whole g r o u p of developing nations, this type of aid 
would not necessarily flow either to those in need of it or to those best 
able to make use of it. Fu r the rmore , these expendi tures would be 
completely f r ee of supervision; donor countries would have no guaran-
tee against misuse. 

Summary 

Whether viewed as a short- term device for achieving stability or as a 
me thod of income transfers , compensatory f inancing schemes have 
some advantages over commodity agreements . They remove uncer-
tainty f r o m the marke t and avoid many of the technical and adminis-
trative problems associated with commodity agreements . They are 



attractive to less developed countries inasmuch as a system or formula 
is established whereby the drawing of funds is automatic without 
specific policy commitments other than the promise to repay at some 
time. It is, of course, only a short step f rom low interest loans with 
repayment required only if certain price conditions arise, to proposals 
for commodity related income payments to meet a specific price (as is 
much the case with domestic U.S. fa rm policy based on deficiency 
payments). 

Commodity agreements would achieve income transfers through 
manipulations of prices or quantities sold, while with compensatory 
financing commodity prices seek their own level, and supplementary 
or deficiency loans are made. In either case, a major disadvantage is 
that tying aid to commodity sales means that the greatest amount of aid 
or income supplements go to those who sell the most. This is not 
necessarily the best way to redistribute income, either domestically or 
internationally. For this reason, and because of the costs associated with 
their operation, commodity arrangements and compensatory financ-
ing schemes can be considered inferior methods of providing aid. 
From the viewpoint of less developed countries, however, they have 
great political appeal and may have some political advantage in ad-
vanced nations. And in any policy question, but particularly in interna-
tional policy, the political element cannot be ignored. 



9 

Reducing and Changing Trade 
Barriers to Assist Developing Countries 

A second major policy concern of developing countries is whether 
t rade restrictions can be r educed or res t ruc tured to increase exports 
substantially. This aspect of t rade policy encompasses th ree major 
issues: (1) the significance of developed countries ' impor t restrictions 
on pr imary commodit ies and whether a reduct ion in t rade barr iers can 
improve the t rade position of less developed nations; (2) whether 
preferences by developed countries have affected exports of the less 
developed or whether action can be taken to improve the latters' 
position; and (3) whether f r ee t rade areas or customs unions a m o n g 
less developed nations o f f e r any hope for improving development by 
expand ing marke t size and providing dynamic stimulus to investment 
and growth. 

Trade Restrictions on Agricultural Commodities 

T h e extent to which the t rad ing position of the less developed can 
be improved t h r o u g h reduct ion of impor t barr iers by advanced coun-
tries can be measured only partially. As implied in chapter 4, such 
measuremen t is complicated by variations in international specifica-
tions of products , quality differences, a n d the variety of techniques and 
methods used for protection.1 While tariffs are an e lement of agricul-



tural protection, nontariff barriers are also important . The scope of 
these restraints as they apply to agricultural products in the four major 
industrial trading areas is indicated in Table 19. 

Table 19. Primary Commodities: Nontariff Barriers to Imports into Major Industrial 
Countries, 1971 

Commodities European Economic Japan United United 
Community Kingdom States 

A B A B A B A B 

Food, beverages, and 
tobacco 
Wheat 
Rice 
Barley 
Maize 
Sugar 
Beef and veal 
Pig meat 
Mutton and lamb 
Poultry E g g s 

Butter and milk 
Fish 
Citrus fruit 
Bananas 
Wine 
Tobacco 

Oilseeds, oils, and fats 
Soya beans and oils 
Groundnuts and oil 
Cottonseed oil 
Rapeseed and oil 
Linseed and oil 
Sunflower seed 

and oil 
Olive oil 

Agricultural raw materials 
Cotton 
Wool 
Jute and bagging 

CMA Se QM S — Sd Q Se 
CMA Se QM s — — Se 
CMA Se QM s — Sd — Se 
CMA Se — — — — — Se 
CMA Se — s Q S Q S 
CMA Se Q — Sd Qa 

— 

CMA Se M s q Sd — 

q b m b 
— — — Sd Q° — 

CMA Se — — — — — 

CMA Se — o — Sd — — 

CMA Se QM Sd Q S Q Se 
CMA — q — S — 

CMA Se q — q — — 

Q b Q — — 

CMA S — — — — 

CMA mb Se M s — — Se 

CMA 
CMA 

CMA 
CMA 

S 

s 
s 

Sd 

— Sd — 

— Sd 

Se 
Se 

S 

Q Se 
— Sd 

— — q 

source: UNCTAD, Commodity Problems and Policies: Access to Markets, TD/115, 27 
January 1972. Calculated f rom: EEC Commission, Fourth General Report on the 
Activities of the Communities, 1970 (Brussels: February 1971); Great Britain, 
Ministry of Agriculture, Fisheries and Food , Annual Review and Determination of 
Guarantees, 1971 (Cmnd. 4623) (London: H.M.S.O., March 1971); United 
States, Office of the President, Commission on International T rade and In-
vestment Policy, United States International Economic Policy in an Interdependent 
World: Report to the President (Washington, D.C.: U .s. Government Printing 
Office, July 1971); and GATT, documents prepared in connection with the 
work of the Agriculture Committee and the Committee on Trade and De-
velopment. 

NOTE: C o l u m n A s h o w s t h e g e n e r a l n a t u r e o f t h e restraint at the f ront i er , a smal l letter 



indicating that the measure is applicable to only part of the item in question: M,m 
indicates state trading or trading by an authorized monopoly; Q, q indicates 
quota restrictions; and CM A indicates commodity falling under Common Market 
arrangements. 
Column B indicates the general nature of explicit official intervention on domes-
tic markets, not including direct or indirect subsidies of inputs of the primary 
sector or fiscal privileges accorded to that sector: O indicates organization of the 
domestic market without official price fixation; S indicates price supported or 
production subsidy paid; Sd indicates price guaranteed by deficiency payment; 
and Se indicates support accompanied by provision for export subsidy. 

a Contingency quotas on beef and veal and mutton, authorized by legislation (not so far 
applied), accompanied by restraints by supplying countries. 

b Certain member states only. 

A recent study by L. J . Wifp analyzes the protection pattern for U.S. 
agriculture (Table 20).2 Wipf reveals a number of things about these 
programs. First, despite recent changes in U.S. agricultural policy, 
rather substantial protection continues, but with considerable variation 
among commodities. Second, there is substantial variation in the rela-
tionship between nominal and effective protection levels. Thi rd , a 
change in the nominal tariff level does not necessarily cause a corre-
sponding change in effective protection. For example, nominal tariff 
levels for grains in 1968 were substantially lower than 1958 and 1963 
levels, but effective protection did not decline measurably. In the case 
of cotton, nominal tariff levels declined to near zero in 1968, but 
effective protection increased substantially. T h e four th important rela-
tionship demonstrated by Wipf is that nontariff barriers dominate for 
commodities subject to direct price support , while in the case of non-
price support commodities, tariffs continue to be the major fo rm of 
protection. 

As Wipf suggests, these protection levels are likely to be equalled or 
exceeded by rates of protection in the agricultural sectors of other 
industrially developed countries. Some indication of this state of affairs 
is included in Table 21, which shows the ad valorem tariff equivalent of 
variable levies in the EEC. EEC equivalent tariffs not only are very 
high, but also have increased substantially in recent years. This con-
trasts with a substantial decline in nominal protective levels in the 
United States and a maintenance of the level of effective protection. 

In addition to measuring the level of restrictions, other questions 
must be dealt with in assessing the impact of protection on exports by 
developing countries. First, the effect of removing protection on a 
commodity with a high elasticity of demand in advanced countries, 
where consumption responds substantially to change in price, will be 
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Table 21. Ad Valorem Tariff Equivalents of Variable Levies in the EEC, 1967-1971, in 
Percentages 

Commodities 1967-1968 1970-1971 

Soft wheat 90.7 89.3 
Durum wheat 62.6 82.0 
Rye 68.9 72.4 
Barley 62.5 46.0 
Oats 54.4 42.4 
Maize 65.5 40.8 
Sorghum 61.0 49.2 
Rice, husked or polished, 

excluding broken 18.0 110.2 
Rice, broken 0.0 60.4 
Sugar, raw — 110.0 
Sugar, white — 155.3 
Olive oil 24.1 4.5b 

Pig meat 43.7 53.3 
Eggs in the shell 34.2 37.2 
Chicken, eviscerated 22.9 23.5 
Turkeys, eviscerated 23.8 26.0 
Butter — 214.2 
Fat cattle (excluding calves)3 

— 20.7 
Calves3 

— 1.1 

SOURCE: UNCTAD , Commodity Problems and Policies: Access to Markets, TC/115,27january 
1972. Calculated f rom EEC, Marches agricoles, Prix, various issues. 

NOTE: As a rule figures shown represent yearly averages of levies imposed expressed as 
percentages of average c.i.f. prices of imports to which levies applied during the 
year. T h e yearly averages relate to the period 1 Augus t - 31 July, except for rice (1 
September - 31 August), sugar (1 July - 30 June), and olive oil (1 November - 31 
October). 

a Excluding ad valorem tariff of 16 percent for live animals. (As regards beef and veal, 
an ad valorem tariff of 20 percent — to which variable levies are added — is applied). 

b Average for first 10 months of year. 

quite different f rom the effect on a commodity with low price elasticity. 
Second, there is the issue of the competitive relationship in production 
both between advanced and less developed countries and among the 
less developed. Little is gained by less developed countries if one or 
more advanced nation is the low cost producer . It would be hard to 
visualize any gain to the less developed f rom a reduction in trade 
restrictions on dairy products, for example. Third , there is the matter 
of competitive relationships in processing and the implications of loca-
tional economics in terms of transport costs on unprocessed versus 
processed products. If t ransport and processing costs are minimized by 
shipping raw materials and when processing plants are located near 



consuming centers, no gain necessarily arises f r o m reduc ing protect ion 
on processed products . If , on the o ther hand , both product ion and 
processing costs are lower in outlying areas, potential for gain is possi-
ble by reduc ing the restrictions that protect p roducers and processors. 

Finally, in assessing the potential ef fect of reduc ing t rade restric-
tions, at tention must be given to the na tu re of competi t ion and poten-
tial flow of gain and losses result ing f r o m e x p a n d e d t rade. Compet i t ion 
can exist on commodities p roduced generally by advanced countries 
and generally by the less advanced, or generally by the less advanced 
and by a few advanced countries. O r the reverse may occur, and 
competi t ion can exist between one or two advanced nations and a m o n g 
many or few less advanced countries. Some commodities are p roduced 
by large number s of less developed countries, and t rad ing relation-
ships are general . O the r commodit ies are p roduced by only a few 
nations, and the flow of gains, if any, are concentra ted. Within indi-
vidual countries, gains may accrue to many or a few domestic produc-
ers or, in some cases, largely to fore ign investors. These variations 
suggest that b road generalizations concerning the effects of reduc ing 
t rade restraints and marke t intervention by advanced countries always 
must be qualified and that changes will have different ia l impacts 
among underdeve loped nations. Very few changes would be Pareto 
better in the sense that no country would be made worse off . 

While a full analysis of the effect of barr iers on developing nations' 
exports is infeasible, useful insight can be gained by looking at d i f fer -
ences a m o n g major commodit ies groups . Those that should be consid-
ered include t empera te zone products , temperate- t ropical food com-
modities, tropical food commodities, and raw materials. Competit ive 
conditions, policy problems, and the potential gains f r o m reduc ing 
t rade barr iers vary substantially a m o n g these. 

Temperate Zone Products 

T h e major commodit ies included in the t empera te zone agricul-
tural category are wheat, feed grains, and livestock products , both meat 
and dairy. Historically, these items have been t r aded almost exclusively 
a m o n g advanced countries with the major exception of exports by 
Argent ina and of exports of grains — largely wheat — to less developed 
areas. It could be a rgued that the major restrictions and suppor t 
p rograms in advanced countr ies result in a net benefi t to the less 
developed. Surpluses, particularly of wheat, have been genera ted , and 



expor t subsidy p rograms have led to lower cost commercial imports . In 
addit ion, ma jor food aid shipments have been created as a result of 
surplus product ion in industrial nations. Controversy exists over the 
effect of food aid on receiving countries, and no doubt its impact has 
varied greatly a m o n g recipients, but empirical evidence indicates that 
food aid has been a positive e lement in overall economic development 
by increasing the total assets available fo r investment and consump-
tion.3 

With the exception of limited amounts of rice, developing countries 
generally are not competitive on world grain markets . Livestock com-
modities have both a high income and price elasticity of d e m a n d . If 
suppor t levels and prices were allowed to d r o p substantially, particu-
larly in Western Eu rope and J a p a n , consumpt ion would increase 
measurably. Price reduct ions also would increase consumpt ion in 
Nor th America, a l though probably less so than in these o ther areas. If 
this d r o p were to occur, there is some question whether the advanced 
expor t ing nations plus Argent ina could suppjy the market , or whether 
room would be left for major exports f r o m potential livestock produc-
ing areas in the less developed countries. Exports of livestock products 
could be of importance, for example , to Brazil, which has massive 
resources to p roduce livestock and feed grains, and to a lesser degree to 
several o ther Latin American countries and to parts of Africa. In the 
case of livestock products , historical t r ade pat terns do not provide a 
founda t ion for estimating the potential effect of reduced t rade bar-
riers. Both the questions of the competitive relat ionship between his-
torical expor t areas, primarily Australia, New Zealand, and Argent ina, 
as well as the ability of new produc ing areas to enter these fields would 
become impor tan t . 

T e m p e r a t e zone commodities domina te in total agricultural pro-
duction and are at the center of p rograms for income improvements in 
agriculture in industrial countries. Reductions in protection levels be-
come closely related to conditions within individual countries, and 
changes in t rade policy will be cont ingent u p o n major shifts in domestic 
policy. Major domestic policy decisions thus are prerequisi te to changes 
in t rade policy. 

Temperate-Tropical Products 

T h e temperate- tropical category includes commodit ies p roduced 
and t raded both by less developed and by advanced countries. Sugar 



provides a classic example of disrupt ion of world markets by the action 
of advanced nations. T h e most ex t reme situation exists in Western 
Europe , where most countries protect and p romote the product ion of 
sugar at very high prices. Less developed nations could satisfy d e m a n d 
at much lower prices — probably at no more than one- thi rd of the level 
consumers presently pay fo r domestic product ion. T h e six-member 
E u r o p e a n Economic C o m m u n i t y recent ly has become fully self-
sufficient and has spent ma jor sums of money fo r domestic suppor t of 
sugar in surplus product ion. Subsidized diversion to livestock feed has 
been used to reduce periodic surplus.4 Fu r the rmore , EEC impor t 
policy is based u p o n a levy system that excludes the possibility of 
income t ransfers over and above marke t price to less developed coun-
tries. 

T h e U.S. sugar p rog ram has been based on a complicated policy 
that calls for a domestic quota; in recent years it has increased f r o m 
about 45 percent to approximately 60 percent of total U.S. consump-
tion. It d i f fers f r o m the EEC p rog ram in that U.S. impor ts are paid fo r 
at domestic price suppor t levels, creating competi t ion a m o n g fore ign 
countries fo r the U.S. sugar quota. 

Al though sugar is the most highly politicized of commodit ies in this 
g roup , there are major protection p rog rams for others. Extensive 
protection against impor ts of f rui ts a n d vegetables exists in the EEC. 
T h e United States maintains prohibitive quotas on protected oils and 
oilseed such as peanuts and flaxseed. It would appea r that considerable 
gain could accrue to developing countries by reducing protect ion and 
permit t ing forces of comparat ive advantage to opera te for these com-
modities. Not only would lower prices have a d e m a n d effect that would 
result in increased consumpt ion , but also supply displacement — the 
movement of product ion f r o m industrial to less developed countries — 
could be impor tan t for some items. As with t empera te zone com-
modities, lowering protection will requi re changes in domestic policy, 
but would involve only limited number s of producers . These groups , 
however, t end to be well organized and have substantial political 
power. Liberalization will be difficult to achieve. 

Tropical Food Commodities 

Since tropical products are p roduced exclusively in less developed 
and impor ted largely by developed countries, the question of t rade 
expansion centers a r o u n d potential increases in d e m a n d in the ad-



vanced countries and the price-consumption response that would 
occur if existing trade barriers were reduced. These barriers are 
primarily consumption taxes levied on several commodities in Euro-
pean countries (Table 22). 

While the tax is significant, demand is relatively inelastic for most of 
the items, and its abolition would not result in massive new revenues to 
developing countries. U N C T A D has suggested other actions to im-

Table 22. Revenue Proceeds from Internal Fiscal Charges and Tariffs on Specified Com-
modities in Major Industrial Countries, 1969, in Millions of U.S. Dollars 

Coffee Cocoa Tea Bananas 

EEC 
Internal charges 
Tariffs 

Belgium 
Internal charges 

Federal Republic 
of Germany 

Internal charges 
France 

Internal charges 
Italy 

Internal charges 
Netherlands 

Internal charges 
Japan 

Internal charges 
Tariffs 

United Kingdom 
Internal charges 
Tariffs 

United States 
Internal charges 
Tariffs 

source: UNCTAD, Commodity Problems and Policies: Access to Markets, TD/115, 27 
January 1972. 

Note : Fiscal charges exclude general turnover or sales taxes and taxes on value added in 
the EEC. Tariff proceeds generally were estimated by applying ad valorem tariff 
rates extant in 1969 to the value of dutiable imports in 1969. 

a This figure relates to the year 1967, since when the "taxe unique sur les cafes et les 
thes" has been replaced by taxes on value added. It includes revenue from indirect taxes 
on tea. 

b Included in figure for coffee. 
c T h e profits (or excess of revenue over expenditure) of the state trading monopoly in 

tobacco are regarded as "internal charges" in the context of this table. 

459 
55 

10 
19 

283 

51£ 

120 10 

10 
4 

44 
10 

10 

44 

59 



prove revenues f rom these commodities.5 Because demand is inelastic, 
action by exporting countries could include imposition of uni form 
export taxes or minimum levels of export prices through collective 
agreement. Possible action by advanced nations could include payment 
to exporting countries of all or a portion of the revenue duties collected 
on imported tropical products, or compensatory arrangements under 
which all or part of the difference between actual prices and an agreed 
reference price would be paid. These payments could be financed 
f rom direct budgetary appropriations or by levies against consumers, 
which would influence prices. As indicated in Table 23, the amounts 
involved in programs of this kind, especially for coffee, could be 

Table 23. Estimated Effect of Alternative Fiscal Policies on the Export Earnings of Main 
Producing Countries, in Millions of U.S. Dollars 

Coffee Cocoa Tea Orangesa Bananas Total 

Imports 
EEC and EFTA countries 
Total revenue collected 
Revenue as a percentage 

of imports 
Effect of: 

(a) Abolition of all 
fiscal charges: 
Assumption Ab 

Assumption B 
(b) Transfer of revenue 

20 percent 
50 percent 

707 243 333 283 159 1,725 
591 70 20 77 27 785 

83.0 29.0 6.0 27.0 17.0 45. 

41 9 17 8 75 
51 12 — 26 16 105 

101 14 4 15 5 139 
253 31 10 37 13 344 

Exports 
Values of countries 

included (to all markets) 
Percentage increase under : 

(a) Assumption B 
(b) Transfer of 50 

percent of revenue 

1,460* 450 550 

3.5 3.0 — 

17.0 7.0 2.0 

270 270 3,000 

10.0 6.0 3.5 

14.0 5.0 11.0 

SOURCE: Data from UNCTAD, Commodity Problems and Policies, vol. 2, Second Session, 
New Delhi, 1968, p. 49. 

Note : Prepared on the basis of 1961 data. 
a Including tangerines. 
b Assumptions A and B refer to the behavior of retail margins in case of elimination of 

charges. Under A the (gross) retail margin per unit, and under B the total margin, would 
remain constant. In the second case, the decline of the retail price (and hence the increase 
in demand) would be greater. 



considerable, and the gains to developing countries far exceed those 
which would accrue f r o m eliminating the charges. While reduc ing 
t rade barr iers on exports may be easier than for products p roduced 
domestically, the gain to developing countries appears limited. Recog-
nizing this, U N C T A D has proposed direct action to increase re tu rns 
beyond those that would accrue f r o m a f r ee r market . 

Nonfood Primary Products 

T h e economic f r a m e w o r k s u r r o u n d i n g the n o n f o o d p r imary 
products is complex and diverse. I m p o r t d e m a n d is not based u p o n 
direct h u m a n consumpt ion, but is related to industrial raw material 
requirements . These in t u rn are closely related to rates of economic 
growth, both in manufac tu r ing and service industries, and are compli-
cated by technological gains that utilize substitutes. Major policy pro-
grams inf luence t rade in these commodities, especially for cotton and, 
to a lesser degree , o ther fibers, minerals, and agricultural products . 

T h e U.S. cotton price p rog ram has been a classic case of market 
in ter ference having a direct impact on less developed countries and 
without a clear perspective of the consequences. These latter have not 
always been det r imental to less developed countries. Dur ing the per iod 
of high price supports , U.S. storage and stockage p rograms substan-
tially reduced U.S. exports , and the slack was taken u p by expanded 
product ion in developing areas, primarily Nor th Africa. But af ter 
stimulating this kind of structural shift, the U.S. p rog ram changed and 
currently is a imed at recaptur ing markets for U.S. producers . If this is 
accomplished, expor t sales by less developed countries will be reduced 
sharply. 

Restrictions on imports of non food pr imary commodit ies are di-
verse and of ten severe. Tobacco is heavily taxed by most countries and 
is o f ten subject to almost total monopoly control by states. U.S. price 
suppor t policy and quota a r rangements place severe limitations on 
imports of both cotton and wool. Major impor t ing areas maintain 
protection on most mineral imports , and in the case of pe t ro leum, 
heavy taxation for revenue purposes tends to depress consumption. 

T h e problems facing expor ters of non food pr imary products in-
clude direct restrictions on pr imary produc t t rade, competi t ion f r o m 
synthetic substitutes, and restrictions on processed products derived 
f r o m their raw materials. A broad p rog ram of t rade negotiat ion along 
with technical advance and improvements in product ion of raw mate-



rials and products that are competitive with synthetics is needed to 
improve developing nations' expor t earnings. 

Consequences and Policies 

Protection of the kind used in industrial countries can have two 
principal effects on markets. First, consumpt ion in protected markets 
declines. Second, domestic product ion is st imulated, of ten result ing in 
a surplus of high cost products . T r a d e is affected both because this 
process tends to close off or reduce levels of imports and surpluses are 
placed on world markets at subsidized prices. World marke t prices are 
depressed and outlets are r educed in compet ing nonsuppo r t ed impor t 
markets. Developing country expor ters absorb these losses. 

T h e 1964 U N C T A D conference envisaged the improvement of 
access to pr imary commodity markets in developed countries as involv-
ing a series of measures which can be summarized as follows:6 (1) 
removal or reduct ion of direct obstacles, such as quantitative restric-
tions, tariffs, and internal fiscal charges; (2) modification of domestic 
policies which stimulate uneconomic product ion and adversely affect 
t rade; (3) guarantees to developing countries which ensure fair and 
reasonable shares of markets and market growth; (4) avoidance of 
subsidization of pr imary commodities exports in a m a n n e r injur ious to 
the exports of developing countries; and (5) exercise of special care in 
the disposal of agricultural surpluses. 

Reduction of barr iers to agricultural commodities in industrial 
countries will prove difficult. If it can be achieved only with major 
structural r e f o r m in agriculture, as a rgued in chapter 6, the process will 
be very slow. In the case of t empera te zone products , conflict a m o n g 
advanced countries has genera ted extensive discussion in internat ional 
fo rums . For commodities protected primarily by industrial countries 
against exports f r o m the less developed, bargaining has not been 
extensive. Little or no progress was made or even a t tempted on most 
temperate-tropical or tropical products du r ing the Kennedy Round . 

T h e n u m b e r of commodities of expor t interest to developing na-
tions is increasing due partially to the Green Revolution and the result-
ing expansion in ou tpu t of grain and partially to developments such as 
the expanded ou tpu t of maize in Tha i land and the discovery of oil in 
Nigeria. These events have occurred du r ing a time when little has been 
achieved toward reduc ing the t rade barr iers on pr imary products of 
expor t interest to the less developed. 



In the fu ture , increased efforts should be made to expand develop-
ing nations' earnings f rom primary product exports. T o achieve this, 
the industrial countries will have to take the initiative and generate 
concrete terms for improved market opportunities for these countries. 
A standstill on protection by the more advanced will not achieve this 
objective. Gradual reduction in both the level of protection for primary 
commodities and the proport ion of protected output should be sought. 

Another approach would be to change the form of protection. The 
use of deficiency payments of ten has been suggested as being less in 
conflict with trade than direct price support . To the extent that these 
payments do not influence consumption, this is true. Yet, movement is 
clearly in the other direction, and with the entry of the United King-
dom, Ireland, and Denmark into the EEC there has been a move not 
only toward higher support levels but also away f rom the use of defi-
ciency payments to that of direct price support . Even without defi-
ciency payments, one step that could be taken to reduce the demand 
effect of protection would be to provide income or subsidy payments 
on agricultural commodities that, in turn , are inputs for other agricul-
tural producers (subsidizing grain, for example, which is used in pro-
duction of livestock products). Removal of the demand effects of price 
supports would have the greatest implication for livestock products, 
and a major reduction could be achieved with lower grain prices. 

A second approach to traditional agricultural programs would be to 
eliminate their stimulus to output , including adopting more programs 
that control and reduce production of certain commodities (such as 
sugar) in industrial countries. If appropriately guided, this policy could 
be translated into a market-sharing approach that would stabilize 
domestic production and potentially provide the basis for expansion of 
exports by developing countries. A counterpar t recommendat ion is 
that consideration be given to expanding the number of commodities 
subject to agreed price levels, such as existed in the U.S. sugar program 
and in the British sugar agreement. 

Another approach advocated by less developed countries is that 
industrial nations which do not wish to change their import programs 
or reduce restrictions should compensate the less developed for result-
ing losses. In theory, there are two approaches: Exporting countries 
could levy a tax and raise prices to some preagreed level, or industrial 
countries could compensate developing ones for losses due to import 
restrictions. In either case, compensation could equal or exceed the 
gains to developing countries f rom the elimination of t rade barriers if 
demand is price inelastic. 



In theory, price compensation schemes could be implemented on a 
comprehensive basis. J . E. Meade has suggested such a scheme be based 
on the principle of a compensation agreement between any two coun-
tries covering both a standard or reference price for commodity and a 
standard quantity, with compensation by one party to the other if 
deviations f rom the norm occur.7 T h e chief problems would be estab-
lishing prices and quotas and estimating deviation f rom normal prices 
and quotas for compensation purposes. Long-term adjustments in the 
norm to account for general market trends would be required for 
continued workability. 

Less developed countries could gain f rom a commodity policy in 
several ways. As indicated in the previous chapter, improvement for a 
limited number of items could be achieved through international 
commodity agreements and financial measures in support of export 
earnings by developing countries. Although there are major technical 
problems in operating these kinds of arrangements , recent experience 
with the coffee agreement and with the IMF compensatory financing 
program indicates they are not insuperable. T h e most crucial issue 
involved in shifting commodity policy is the extent to which industrial 
countries will be willing to reduce the level and coverage of protection 
for their agriculture. Until and unless this is achieved, developing 
nations will have limited opportunity for expansion of exports, even in 
those commodities where they have competitive advantage. A corollary 
question — short of major t rade liberalization — concerns the extent to 
which industrial countries will permit imports to share in expansion of 
their domestic markets as economic growth occurs. As indicated above, 
the reverse has occurred for some commodities, such as sugar. If 
extended to primary products of export interest to developing coun-
tries, market sharing programs could help expand foreign exchange 
earnings for these nations and at the same time minimize domestic 
political problems that might arise if protection were withdrawn. 

T h e gains f rom such actions, of course, are not limited to increased 
foreign exchange earnings by developing countries. Immediate gains 
accrue to importing nations through lower cost raw materials and food 
supplies. Even modest initial actions, if designed to fulfill the objective 
of reducing or eliminating protection for high cost production or of 
increasing market shares for low cost producers, could open the way 
for consideration of national policies through international t rade 
negotiation. Such actions also could result in more comprehensive 
arrangements that would increase export opportunities for low cost 
producers in both industrial and developing countries. 



Protection for Processing and Manufactures 

Another major area of concern for the less developed is industriali-
zation and t rade in processed products and manufac tures . Pr imary 
commodities still r epresen t the bulk of exports fo r these nations, but 
increasing emphasis is being placed on the need to develop manufac-
tures as a source of expanded exports . Faced with the difficulties of 
expor t marke t development and problems associated with generally 
lower levels of skills and technology, less developed countries, with a 
few notable exceptions such as South Korea, have emphasized indus-
trialization for domestic use. But cont inued progress in development 
increasingly will requi re competitive exports of processed and man-
ufac tured products . 

Problems encounte red in developing industrial exports will vary 
a m o n g countries, and it is unlikely that any single model or fo rma t of 
industrialization will be generally applicable. Variations in level of 
development , na tura l resource base, size and skill of the labor force, 
na ture of institutional and technical inf ras t ruc ture , and a variety of 
o ther considerations will condition the individual situation. In addi-
tion, all will face high rates of technological deve lopment in advanced 
countries that will lead to increasingly difficult competi t ion in interna-
tional markets. Unknown factors are the impact multinational corpora-
tions will have on industrial growth in less developed countries and the 
kind of policy fo rma t that will be requi red to provide a positive r a the r 
than an exploitative relat ionship between these corporat ions and their 
hosts. Multinational corporat ions can represen t an impor tan t means of 
t ransfe r r ing capital and technology to less developed nations, yet the 
issues of controlling and guiding their operat ions to complement de-
velopment plans will have to be met if max imum benefi t is to be 
achieved. 

In looking at data on exports of manufac tu res f r o m less developed 
countries, two facts become clear. One is illustrated in Table 24, which 
shows that a large propor t ion of manufac tu red exports are based on 
agricultural raw materials; thus, we do not leave the realm of agricul-
tu re in dealing with policy issues related to manufac tures . In 1965, 74 
percent , in terms of value, of the developed market economy countries ' 
imports of manufac tu res and semimanufac tures f r o m the developing 
countries consisted of 20 products or p roduc t groups. T h e second fact 
is that du r ing the decade of the 1960s manufac tu res were the most 
rapidly growing category of less developed country exports. In fact, 
du r ing the latter par t of the decade they accelerated more rapidly than 



did total world t rade in manufactures. Exports of manufactures grew 
at an annual average ra te of nearly 11 percent for the per iod 
1960-1969, and increased f rom approximately 10 to 18 percent of total 
developing nation exports.8 While these aggregate results are en-
couraging, they conceal a number of factors which make the overall 
results far less so. One is the distribution of exports. In 1969, six 
developing nations and territories accounted for almost 60 percent of 
the exports of manufactures f rom developing countries to developed 
market economies, while approximately 80 percent of the exports to 
socialist countries originated in three developing nations, only two of 
which were among the six major exporters to developed market 
economies.9 

For the fu tu re a paramount issue facing the less developed is 
whether an expanded basis can be established for trade in industrial 

Table 24. Imports by Developed Countries of Manufactures and Semimanufactures from 
Less Developed Countries, 1965, in Millions of U.S. Dollars 

Product Value of imports, 
1965 

1. Clothing 432 
2. Fabric (other than cotton) 252 
3. Shaped wood 216 
4. Alcoholic beverages 200 
5. Cotton fabrics 194 
6. Fruit, preserved, and fruit preparations 154 
7. Meat, preserved, and meat preparations 143 
8. Floor coverings 138 
9. Plywood and veneers 118 

10. Leather products 97 
11. Textile products n.e.s.3 91 
12. Manufactured articles n.e.s.b 91 
13. Inorganic chemicals 86 
14. Vegetables, preserved or prepared 78 
15. Pig-iron, and so forth 65 
16. Perambulators and toys 65 
17. Silver, platinum, and so forth 63 
18. Fish, preserved, and fish preparations 62 
19. Textile yarn and thread 56 
20. Essential oils and perfumes 53 

SOURCE: UN CT AD, Problems and Policies of Trade in Manufactures and Semi-manufactures 
(Report of 2nd Session), New Delhi, 1968. 

a SITC group 656: Bags and sacks, tents, blankets, and so forth. 
SITC group 899: Handicrafts, toilet articles, artificial flowers, articles of human hair, 

and so forth. 



products both among the less developed and between the less de-
veloped and the advanced industrial countries. As indicated in Table 
25, tariff levels facing processed and manufactured exports by less 
developed countries are still significant and rise as the degree of proc-
essing increases. These data represent nominal tariffs and do not 
indicate the extent of protection as would be measured in effective 
tariff rates, nor do they include any measure of nontariff barriers, 
which in some cases are extensive. 

Some indication of the relationship between these nominal and 
effective rates can be obtained f rom Table 26. These computations are 
based on estimates of the relationship between nominal and effective 
rates for groups of manufactured products of interest to less developed 
countries using 1963-1964 tariff levels. The re are variations in com-
modities due to differences in input mix and the degree to which inputs 
are imported, but a general consistency is apparent . T h e difference 
between nominal and effective tariffs on imported construction mate-
rial is relatively small, but for other categories the range is f rom a low of 
1.5 to a high of 2.4. On the average, for all commodities the effective 
rate was 1.6 to 1.8 times the level of the nominal rate in the individual 
country or groups of countries in 1962 (see Table 26). This relationship 
is probably not greatly di f ferent today; hence, some indication of 
effective tariffs in 1969 can be inferred f rom data in Table 25. 

Viewed in this context there is substantial room for improving the 
trade position of less developed countries by lowering tariffs, despite 
the reductions made dur ing the Kennedy Round. T h e extent of the 
gain will depend upon existing input-output relationships and the 
leverage effect that reductions in nominal tariffs have on the effective 
rates. Where a high effective rate is created by a small nominal one, 
even a minor shift in the nominal rate can create a substantial shift in 
competitive relationships. 

T h e issue of nontariff barriers also is important , but there are no 
data to quantify their effect on developing nations' exports. T h e fol-
lowing catalog of the kinds of nontariff barriers in existence has been 
made by UNCTAD: 

I. Fore ign T r a d e Policies 
License r equ i r emen t s , quo ta restr ict ions, negot ia ted expo r t limi-
tations, fo re ign exchange restr ict ions, state t r ad ing , p rocu re -
m e n t policies favor ing domest ic p roduc t s , a n t i d u m p i n g a n d 
similar regula t ions , subsidies to expor t s . 

I I . Adminis t ra t ive Practices 
Classification of goods f o r cus tom purposes , d o c u m e n t a r y mark -



Table 25. Average Tariff Protection in Developed Market Economy Countries for Four 
Groups of Products Arranged According to Different Stages of Processing 

Products, dutiable Six member United Japan United 
imports from Common States Kingdom 

• countries Market 

Raw rubber 3.3 8.2 7.2 5.0 
$3.0 million 0-5 3-16 0-8 0-8 
Rubber, semimanufac-

tured products 6.3 11.0 7.5 8.7 
$0.8 million 3-10 3.38 3-10 5-18 
Rubber, manufac-

tured articles 8.3 8.7 10.8 11.1 
$62.7 million 8-10 2-35 8-15 8-18 
Wool 2.3 14.9 5.0 7.0 
$39.0 million 0-3 0-43 0-5 0-10 
Wool yarns 6.8 16.8 5.5 10.3 
$0.9 million 4-11 5-30 5-8 8-13 
Wool fabrics 11.8 35.2 10.3 17.5 
$5.4 million 8-18 9-100 8-16 17-5 
Cotton 1.5 5.9 0.0 5.0 
$43. 1 million 0-2 0-9 0 0-5 
Cotton yarns 7.4 11.6 7.8 10.3 
$29.2 million 4-12 4-20 6-11 8-13 
Cotton fabrics 13.0 18.4 11.2 20.0 
$104.9 million 9-15 7-35 7-14 18-25 
Ju te 0.0 6.3 0.0 5.0 
$0.001 million 0 5-8 0 5 
Ju te yarns 8.0 10.4 10.0 13.3 
$0.6 million 8 7-13 10 10-15 
Ju te fabrics 19.0 8.5 20.0 20.0 
$12.8 million 15-22 3-23 20 20 
Clothing and 

clothing accessories 11.6 22.6 17.3 19.4 
$417.8 million 5-20 3-65 10-30 5-25 
Raw hides and skins 0.0 25.7 10.0 0.0 
$1.4 million 0 2-41 5-20 0 
Semimanufactured 

products of leather 5.0 6.4 15.1 10.3 
$61.5 million 3-8 0-19 8-25 5-20 
Manufactured 

articles of leather 8.7 17.5 15.0 15.3 
$13.4 million 5-13 3-87 8-25 8-25 
Wood and cork in 

the rough 3.9 7.0 3.8 4.3 
$4.2 million 0-7 0-12 0-10 0-5 
Wood based panels 12.7 12.6 18.0 10.8 
$70.5 million 12-13 6-20 15-20 5-18 
Wood and cork, semi-

manufactured products 5.3 6.6 9.0 6.2 
$30.7 million 3-10 0-14 0-20 4-15 
Wood and cork manu-

factured articles 7.9 10.4 11.4 8.0 
$21.8 million 4-16 3-26 5-40 3-15 



Table 25 — Continued 

Products, dutiable Six member United Japan United 
imports from Common States Kingdom 

developing countries Market 

Paper pulp and 
paper waste 2.8 0.0 5.0 7.5 

$6.8 million 2-3 0 0-5 5-10 
Paper and 

paperboard 10.6 6.2 9.2 14.5 
$5.2 million 3-14 1-34 3-20 10-18 
Printed matter 8.4 4.8 7.5 9.8 
$0.8 million 0-13 0-10 0-8 0-12 
Pulp and paper, 

manufactured articles 12.4 6.7 7.9 13.5 
$1.5 million 8-15 1-14 5-15 10-18 
Copper, unwrought 0.0 3.9 7.4 7.5 
$496.1 million 0 2-11 3-15 5-10 
Copper, semi-

manufactures 7.4 8.0 16.5 11.3 
$14.6 million 2-10 2-16 10-20 8-15 
Nickel, unwrought 0.0 4.9 18.7 5.0 
$0.2 million 0 2-9 11-23 5 
Nickel, semi-

manufactures 5.1 8.9 14.5 8.5 
$0.3 million 1-9 2-16 0-23 8-10 
Aluminum, unwrought 6.0 4.5 6.8 5.0 
$10.4 million 4-9 4-5 3-9 5 
Aluminum, semi-

manufactures 10.9 7.7 14.9 8.7 
$7.7 million 8-12 2-20 10-18 8-10 
Lead, unwrought 5.4 9.0 8.4 5.0 
$58.0 million 5 8-10 5-12 5 
Lead, semi-

manufactures 9.2 7.8 15.6 9.0 
$0.5 million 3-11 5-15 10-20 8-10 
Zinc, unwrought 4.6 11.2 4.4 3.3 
$22.4 million 5 5-19 3-8 2-5 
Zinc, semi-

manufactures 9.2 7.9 10.4 9.0 
$4.7 million 6-10 2-12 8-15 8-10 
Gas 1.5 0.0 15.3 5.0 
$31.3 million 2 0 11-20 5 
Crude petroleum 0.0 3.6 12.2 0.0 
$2,262.2 million 0 3-5 12 0 
Products derived from 

coal, petroleum or gas 4.5 9.1 11.5 5.0 
$1,206.8 million 0-7 0-27 0-62 3-10 

SOURCE: UNCTAD, The Generalized System of Preferences, TD/124, November, 1971. 



Table 26. Average Nominal and Effective Tariff Rates on Manufactures of Export Interest 
to Less Developed Countries, 1962, in Percentages 

United United Common Sweden Japan 
States Kingdom Market 

Group Ia 

Nominal 8.8 11.1 7.6 3.0 11.4 
Effective 17.6 23.1 12.0 5.3 23.8 

Ratio 2.0 . 2.1 1.6 1.8 2.1 
Group IIb 

Nominal 15.2 17.2 13.3 8.5 16.6 
Effective 28.6 34.3 28.3 20.8 34.5 

Ratio 1.9 2.0 2.1 2.4 2.1 
Group IIIe 

Nominal 17.5 23.8 17.8 12.4 27.5 
Effective 25.9 40.4 30.9 23.9 50.1 

Ratio 1.5 1.7 1.7 1.9 1.8 
Group IVd 

Nominal 10.3 17.0 11.7 8.5 17.1 
Effective 13.9 23.0 15.0 12.1 22.0 

Ratio 1.3 1.3 1.3 1.4 1.3 
All Groups 

Nominal 11.6 15.5 11.9 6.8 16.2 
Effective 20.0 27.8 18.6 12.5 29.5 

Ratio 1.7 1.8 1.6 1.8 1.8 

SOURCE: Based on data in Harry G. Johnson, Trade Policies Toward Less Developed Coun-
tries (Washington, D.C.: T h e Brookings Institute, 1967), pp. 174-75. 

a Average of 9 manufactures that make up intermediate products and whose main 
inputs are natural raw material. 

b Average of 10 manufactures that make u p intermediate products but at a higher level 
of fabrication than Group I. 

c Average of 10 manufactures that make u p consumer goods. 
d Average of 5 manufactures that make u p investment goods. 

ing and packaging requirements, incomplete or delayed publica-
tion of customs information. 

III. Internal Economic Policies Affecting Imports 
Internal taxes for revenue purposes, taxes applied to imports to 
compensate for indirect taxes borne by comparable domestic 
goods, pricing policies and price control regulations, restrictions 
on advertising. 

IV. Internal Health and Safety Regulations Affecting Imports 
Sanitary regulations, technical specification requirements, regu-
lations applied for national security reasons.10 

In addit ion to these governmenta l procedures , in formal ar range-
ments both by governments and the branches of multinational corpo-



rations must be taken into account in assessing the range of controls on 
exports of manufactured products. Voluntary agreements among 
governments, such as those in cotton textiles and the U.S. beef import 
system, have become increasingly important . 

Cotton, in particular, has been subject to formal international con-
trol and to voluntary restriction. An initiative on cotton under taken by 
the United States in 1961 in G A T T to establish a long-term cotton 
textile ar rangement aimed at regulating imports into the United States 
of cotton textile products with a controlled rate of expansion. T h e 
ar rangement was agreed to by European countries and represented 
the first international trade agreement that dealt with market access on 
a controlled basis. The 1961 agreement permitted any nation to estab-
lish a restriction for the following year on cotton textile product im-
ports not below that which existed the previous year. As noted by J o h n 
Evans, 

the stated objective of the a r r a n g e m e n t was "order ly" expans ion of 
in te rna t iona l t r a d e in cot ton textiles, bu t its most i m p o r t a n t opera t ive 
articles p rov ided that : 

a. If impor t s f r o m a par t ic ipa t ing coun t ry "should cause or t h r e a t e n 
d i s rup t ion" in the m a r k e t or a n o t h e r par t ic ipa t ing count ry , the lat ter 
migh t ask the expor t i ng coun t ry to restrict its sh ipments . 
b. If no a g r e e m e n t on the level of res t ra in t were r eached , the impor t -
ing coun t ry might , regard less of the provisions of the G A T T , impose 
quant i ta t ive restr ict ions on impor t s f r o m the expo r t i ng coun t ry in 
those categories of textiles caus ing the m a r k e t d i s rup t ion . 
c. Any i m p o r t quotas so imposed could be no lower t h a n the level of 
impor t s in the year e n d i n g th ree m o n t h s b e f o r e reques t . W h e r e such 
quotas were ma in ta ined f o r m o r e t han one year they were r e q u i r e d to 
be increased by at least 6 pe rcen t each year . 1 1 

Recent U.S. actions to negotiate "voluntary" constraints on exports 
of cotton textiles to the United States by main suppliers is a step beyond 
the restrictions imposed through the preexisting formal international 
arrangements. Producers of other raw materials and derived manufac-
tures also have been put on notice that success in market expansion at 
the expense of producers or industries existing in the United States will 
not be permitted. 

An exhaustive study would be required to determine whether the 
expansion of multinational corporations has been a negative or a 
positive factor in the growth of manufactured exports f rom developing 
nations. These corporations' development within individual countries 



for import substitution purposes could well have the effect of expand-
ing input import requirements, and they could have a negative effect 
on the balance of payments. On the other hand, if they are moving to 
less developed countries in order to be more competitive in world 
markets, the general effect can be to stimulate export development. 

T h e problem of measuring the extent to which tariffs and other 
forms of protection inhibit the development of export industries in less 
developed countries is a difficult one. Two major questions are in-
volved. One is determining the actual level of protection and measur-
ing the demand effect that would occur in industrial nations if tariffs 
were reduced. Initially the demand effect would depend upon price 
elasticity which, in turn , would be conditioned by consumer prefer-
ences, the closeness of substitute commodities, and the degree of price 
change. In a longer term perspective, the competitive reaction that 
occurs in developed countries due to substitute commodities and the 
stimulus to lower cost production that follows will have an important 
effect. A second major uncertainty is the extent to which the less 
developed could increase production if markets were available. T h e 
assumption by spokesmen for developing nations seems to be that the 
elasticity of supply for most commodities and derivative products is 
infinite. This is hardly likely. In some areas, the capital and technical 
know-how greatly to expand production of existing industries proba-
bly is not available. Over the long run , training and capital accumula-
tion for expansion could occur, but probably not rapidly. Even more 
crucial is the question of whether new industries can be developed that 
will broaden the base for industrial development and restructure the 
economy in such a way that a foundat ion for continuing adjustment 
and innovation is developed. Aside f rom policy at the international 
level, these become crucial internal issues within developing countries, 
and policy should be formulated to complement international policy 
adjustments. 

T rade policy for the less developed must be created in light of the 
role they can play in the world economy and the interaction between 
this role and economic development. Historically, the less advanced 
have traded primarily with the advanced, with only limited exchange 
among themselves. Their exports have been raw materials, their im-
ports manufactures. A basic issue in international policy as viewed by 
developing countries is how this structure can be changed. T h e less 
advanced have sought to eliminate their dependence on external 
sources through import substitution. This policy has led to high cost 
industries in small markets and often to expanded import require-



ments for raw material and replacement capital that create severe 
balance-of-payments problems. Basically, impor t subst i tut ion has 
sought to isolate developing countries f r o m international markets , 
a l though in many cases unsuccessfully or at great economic cost. T h e 
limitation of impor t substitution as a viable policy for individual nations 
is now generally recognized, and developing countries have accepted a 
new approach to t r ade policy that seeks to increase exports of manufac-
tu red goods to industrial countries and expand t rade a m o n g them-
selves. 

The GATT Model for Trade Liberalization 

Whethe r or not G A T T has or can be effective in negotiat ing 
policies that will materially improve the t rade position of developing 
countries is not clear. T h e G A T T model of t rade negotiation is based 
u p o n the conviction that, if allowed to, internat ional price systems will 
work and that movement toward universal competi t ion is correct in 
t rade policy negotiations. Within this philosophical f r amework , two 
major concepts are involved in guiding G A T T ' s bargaining proce-
dures . O n e is reciprocity, or the notion that all concessions by a given 
country must be offset by concessions obtained f r o m a bargaining 
adversary. T h e o ther is the concept of nondiscriminat ion, or the belief 
that a concession gran ted to one country also must be g ran ted to all 
others, hence, bilateral bargain ing will result in the general reduct ion 
of tariff levels. 

These two principles plus general political conditions su r round ing 
G A T T negotiations have ensu red that limited benefi t would accrue to 
developing countries. In point of fact it is clear that since its conception 
in 1947, G A T T negotiations primarily have been bargaining sessions 
between and a m o n g industrial countries. Negotiations have focused on 
interrelat ionships between Nor th America and Europe and have cen-
tered on industrial products . Gain to the less developed has been 
minimal. On the o ther hand , quotas and protect ion in industrial coun-
tries have t ended to increase on some items of expor t interest to the less 
developed, especially those of agricultural origin, and a n u m b e r of 
special a r rangements , such as the Cotton Texti le Agreement , have 
been developed u n d e r G A T T auspices. These kinds of actions reflect 
internal conditions within individual countries, but also can be encour-
aged by the most-favored-nat ion principle. If concessions between two 
countries are passed on to all others, incentive is provided to maintain 



protection levels at or above production cost in the two bargaining 
countries. An implication of nondiscrimination is that bargaining par-
ties will not create a situation where they are no longer adequately 
protected f rom third countries which have a cost advantage. Some 
nations in Europe, for example, have maintained protection against 
Japanese goods by failure to extend most-favored-nation t reatment 
and, more recently, through quota arrangements. Another implication 
of the G A T T program is that many of the sanctioned exceptions to 
G A T T principles have impinged heavily on agriculture and raw mate-
rials; these have been the commodities of greatest interest to the less 
developed. 

While no quantitative assessment has been made of the gains and 
losses to developing countries as a result of G A T T negotiations, it 
would appear that both the principles upon which G A T T was estab-
lished and the context within which negotiations have occurred would 
confirm developing nations' contention that G A T T has been of little 
direct benefit to them. Where negotiations have been f ru i t fu l for 
industrial commodities, less developed countries of ten have little basis 
for offer ing a quid pro quo. High cost import substitution industries do 
not provide a basis for seeking trade concessions that will increase 
exports. To seek these kinds of concessions on specific commodities, a 
planning decision would be required to channel industrialization to-
ward exports of specific commodities where concessions can be ob-
tained. This implies internal decisions on development that very few 
countries have been in a position to make. Scarce capital has been 
oriented toward industrialization for domestic markets, and only a few 
nations, of which Japan is the outstanding example, have succeeded in 
achieving broadly based industrialization to help fill the demand in the 
domestic market and expand exports.12 

A major input into the analysis of GATT's role in trade policy was 
developed in a 1964 United Nations study, "The Developing Countries 
and the GATT." 1 3 This U N C T A D study points out G A T T shortcom-
ings in relation to the problem confront ing developing countries and 
makes some final recommendations: "(a) A full recognition of the 
significance of the problem of economic development for world trade; 
(b) differentiation between countries of various levels of economic 
development and of different economic and social systems; and (c) 
positive and deliberate action to promote the exports of developing 
countries, overcome the obstacles of agricultural protection and indus-
trial discrimination, and provide for preferential t reatment and other 
special measures of aid and encouragement." 



Discussions of t rade policies in U N C T A D were followed by recog-
nition in 1965 by industrial countries of the special na tu re of t r ade 
problems facing the less developed. A new chapter was added to the 
G A T T agreement . T h e major principle enunciated by U N C T A D , 
namely, that positive effor ts beyond multilateral and reciprocal reduc-
tion in tariffs are needed to improve t rad ing positions of less developed 
countries, appears to have been accepted. T h e G A T T chapter contains 
three impor tan t articles. 

Article 36 on principles and objectives, states the need for rapid and 
sustained expansion of export earnings by these countries and for 
positive efforts to insure them an appropriate share in the growth of 
world trade: the need to provide better conditions of access to world 
markets for primary products and wherever appropriate to devise 
measures designed to stabilize and improve conditions of world mar-
kets in these products including, in particular, measures designed to 
obtain stable, equitable and remunerative prices: the need for in-
creased access to markets for processed and manufactured products 
of particular current or potential interest to less developed countries 
and the principle that developed countries do not expect reciprocity 
for commitments to reduce barriers to the trade of less developed 
countries. Article 27, on commitments, pledges the developed con-
tracting parties to accord high priority to the production and elimina-
tion of barriers to products of particular export interest to the less 
developed contracting parties, including barriers that differentiate 
unreasonably between such products in their primary and processed 
form; to refrain from increasing barriers against such products; and 
to refrain from increasing, and give high priority to reducing, fiscal 
measures hindering the growth of consumption of primary products 
wholly or mainly produced in less developed contracting parties. 
Article 28, on joint action, provides for collaboration in implementing 
the objectives.14 

While there appears to be ra ther b road agreement that some f o r m 
of policy un ique to the t r ade problems of the less developed is war-
ran ted , only limited progress has been m a d e in specifying the detailed 
na tu re and content of policies. Dur ing discussions in the Kennedy 
Round and in U N C T A D sessions, major cleavages appea red between 
the Uni ted States and E u r o p e and between developed and less de-
veloped countries. T h e Eu ropean model of aid for the less developed 
and, in fact, in the case of agricultural t rade policies, centered on the 
need to organize internat ional markets . T h e EEC, u n d e r the guidance 
of French thought , accepted the concept of nonreciprocal concessions, 
but only on a special bilateral basis which would permi t d i f ferent ia t ion 
among countries and specific situations. T h e United States, on the 



other hand , re ta ined its philosophy of multilateral, nondiscr iminatory 
reduct ion of t rade barr iers and remained reluctant to accept the con-
cept of preferences except insofar as these apply to customs unions. 

T h e developing countries, in addit ion to seeking reduct ion of t rade 
barr iers by developed nations, especially those tha t discr iminate 
against processed products and manufac tures , have pur sued policies 
a imed at res t ruc tur ing tariff systems to achieve preferences f r o m ad-
vanced countries and to create p re fe rence systems a m o n g themselves. 
T h e first of these requires that developed countries reduce barr iers to 
imports f r o m developing ones on a nonreciprocal basis and at the same 
time maintain restrictions on t rade a m o n g themselves. T h e second 
approach requires that groups of developing countries maintain re-
strictions against imports f r o m other areas and reduce or eliminate 
barr iers among themselves t h rough the format ion of f r ee t rade areas 
or customs unions. 

The UNCTAD Model: Trade Preferences 

T h e a rguments for t rade preferences by less advanced countries 
rest u p o n three interrelated concepts: (1) the in fan t industry argu-
ment ; (2) the economy of scale question; and (3) the notion that indus-
trial exports must become an impor tan t vehicle of development fo r 
many countries. 

T h e need for increased industrial exports by the less developed has 
evolved over time and has been articulated most directly by Raul 
Prebisch.15 H e begins by asserting that, because of declining markets 
for agricultural products and raw materials, the ability of less de-
veloped countries to purchase industrial imports requi red for de-
velopment is diminished. As a result, impor t substitution industries 
were created to p roduce domestically those commodities for which 
there was insufficient fore ign exchange to purchase them internat ion-
ally. But many countries have completed the easy phases of impor t 
substitution and some have reached the point where high cost domestic 
industries, particularly those that p roduce inputs for agriculture, have 
begun to have a detr imental effect on economic development . Fur the r 
reduct ion of impor t requi rements is no longer feasible. Developing 
countries, on the o ther hand , need to expand their capacity to pay for 
capital equ ipment and technical assistance, and a major port ion of this 
will have to be accomplished by expand ing exports . Because of the low 
d e m a n d elasticities for many pr imary products , the inroads synthetic 
substitutes have made , the effects of protect ion policies in industrial 



countries, and the effects of stimulated production which reduces the 
need for imports, rapid expansion in traditional commodity markets 
cannot be expected. The alternative is to expand industrial exports. 

In order to compete in advanced country industrial markets, effi-
cient and low cost production must be stimulated. But because of major 
differences in technological sophistication between developed and de-
veloping nations, infant industry protection will be required to foster 
export industries. 

Fur thermore , as these industries develop they will have to achieve 
economies of scale to remain competitive. Because the markets avail-
able in many developed countries are small, economies cannot be 
achieved without expanding external market outlets; hence, exports 
are required. 

T h e rationale for tariff preferences is built upon a philosophical as 
well as a practical economic analytical basis. Philosophically, it is argued 
that equal t reatment of unequals becomes by definition inequality, 
thus, preferences are justified in the name of equity.16 But even with an 
accepted rationale, a number of important problems exist in develop-
ing a workable preference system. 

One of the practical issues is this very question of equity. T h e range 
of development is great among less developed countries, and the 
resource base and the kind of t reatment needed to stimulate develop-
ment also vary greatly. If equal t reatment represents inequity between 
developed and less developed countries as a group, then equal treat-
ment represents inequity between the more and least advantaged 
countries among the underdeveloped. T h e issue of how treatment 
should be differentiated in setting u p a system of preferences is impor-
tant. At one level, the equity question concerns determining which 
nations should be considered underdeveloped; at another level, it 
concerns determining which kinds of special needs and concessions 
should be granted, how they will complicate the problems of adminis-
tering a system of preferences, and what special provisions will be 
required for operating the system. 

T h e least advantaged of the developing countries need the most 
assistance if they are to break away f rom traditional export systems. 
This could be accomplished in a number of ways. Part of the gains 
available to the more advanced developing countries, as the result of 
preferences, could be distributed to the less advanced. This is not 
simply a matter of t ransferr ing income, but rather of providing techni-
cal and capital assistance that can influence development. Another 
approach would be to couple preferences with programs of active 



assistance and aid by industrial countries to the least developed. Or a 
system to establish differentiated preference rates could be used so that 
greater preferences are granted to the least developed. But all these 
approaches assume that sufficient analysis and knowledge is available 
to program and guide the kind of industrial export capacity that will be 
of long-run benefit to individual nations. Tha t this can be achieved is a 
heroic assumption. At minimum, a very broadly based analysis of the 
economic development in each country would be required to make 
even preliminary judgments about internally and externally oriented 
industrial structures. In countries which rely largely on a single agricul-
tural commodity, the first direction for industrialization might be 
toward processing that commodity. However, this is no guarantee that 
an individual country will achieve competitive status vis-a-vis other less 
developed countries exporting to industrial nations. 

Another major question concerns the durat ion of the system and, in 
particular, the point at which competitive operation is reached by less 
advanced countries so that preferences no longer are needed. I f pre-
ferences stimulate economic development, by definition they should be 
temporary. If they are viewed as perpetual, this might remove the 
stimulus for producers and policy makers to increase efficiency and 
improve production systems. T h e threat of change, if not actual pre-
conceived plans for reduction or elimination, should be built into 
preference systems. Phased reduction could be based on a time pattern 
in which, following a specified period, preferences could be reduced 
on a scheduled basis with complete elimination at some stated time. 
Another measure to ensure that the system is temporary is the sugges-
tion that preferences granted to the developing countries be extended 
on a most-favored-nation basis to all countries after a certain period. 
This plan would link preferences with a commitment by industrial 
countries to reduce general tariff levels and would have an overall 
t rade liberalizing effect. Such an agreement, implemented in a fu tu re 
period, would be very difficult to achieve among industrial nations. 

Special relationships between industrial countries, such as the EEC 
and former colonies, have to be taken into account in establishing 
preferences and devising administrative procedures. It would appear 
f rom progress to date that problems of this kind will not be handled 
systematically. Individual industrial nations will grant preferences in 
line with internal feasibility, and it is not likely that procedural coordi-
nation will be forthcoming. 

A major issue concerns the procedures for establishing prefer-
ences, including questions such as the extent of reduction, exceptions 



to protection, the way nontar i f f barr iers are to be handled , and how 
private t rade practices can be encompassed within a p re fe rence system. 
Management of the escape clause presents special problems. U n d e r 
G A T T regulat ions, no countr ies will permi t substantial in jury to 
domestic industries as a result of tariff preferences . Both developing 
and less developed countries appea r to accept the facts that various 
initial exceptions have to be stated and that industrial countries need to 
be flexible and retain internal political opt ions concerning imports .1 7 A 
problem arises in that great variation can exist among countries in 
implement ing the escape clause. In situations where political pressures 
are great, it can become a me thod of raising t rade barr iers in the guise 
of accepted internat ional p rocedure for t rade policy. 

Another approach is to eliminate escape clauses and requi re that 
individual impor t ing countries commit a por t ion of their markets to 
foreign suppliers. Such a tariff quota approach has the advantage of 
automaticity and could be established so that industrial countries agree 
to a gradual expansion of the impor t quota as consumpt ion rates 
increase. This would provide a high degree of predictability in impor t 
requi rements and remove a great deal of uncertainty f r o m product ion 
planning in expor t ing countries. T h e p rog ram would opera te very 
similarly to that specified in the British grains ag reement and thus is 
not without precedent . 1 8 Tha t agreement , however, had no specifica-
tions concerning the participation by individual expor ters in the mar-
ket. An extension of this f o r m of quota a r r angemen t could assign 
quotas to individual expor t ing countries, as existed for U.S. sugar. 
Obviously, competi t ion a m o n g less developed nations easily could be 
eliminated, and the political factor involved in adminis ter ing pre fe r -
ences would be greatly increased. Not only would domestic policy be 
impor tan t in allocating the market between domestic and foreign pro-
ducers, but also foreign policy would become impor tan t in allocation 
among individual exporters . 

General or Selective Preference 

Nations disagree about whether preferences should be a general-
ized system applicable to all developing countries and all commodit ies 
with only specific negotiated exemptions, or whether they should be 
granted only selectively. A n u m b e r of industrial countries accept the 
position that preferences should be general ; others do not. "France has 
suggested a concept of preferent ia l tariffs which are selective — as 



regards the countries which gran t them or benef i t f r o m them — and 
are temporary and digressive as regards the products they af fec t / ' 1 9 

T h e r e are several aspects to the problems of establishing and imple-
ment ing preferent ia l t rea tment . Two major a rguments are used in 
suppor t of selective preferences: O n e need select only those products 
for which the in fan t industry a r g u m e n t seems reasonable and for 
which the prospect fo r f u t u r e competitiveness exists, and by giving 
preferences selectively by countries, allocation can assure gain for 
countries at d i f fe ren t levels of development and in relat ionship to their 
capacity to take advantage of expor t opportuni t ies . 

T h e central issue in these conclusions is that those nations giving 
preferences retain a great deal more control over which countries 
benef i t and which industr ies within a country receive preferences . If 
used appropria te ly , p re ferences can be d i f ferent ia ted a m o n g develop-
ing countries to serve efficiency and equity criteria. Selectivity also 
allows for a great deal of au tonomy in gran t ing preferences . In te rna-
tional agreements on objectives and procedures need not be obtained. 
No internationally agreed u p o n principles or criteria need be def ined , 
and wide di f ferences could evolve a m o n g donor countries. In this 
f ramework , preferences also can be used as a political tool and can be 
devised on a regional basis or to p romote special relationships a m o n g 
developed and developing countries. 

General preferences would be nondiscriminatory in the traditional 
sense, and gains would tend to flow a m o n g less developed countries to 
those endowed with a bet ter resource base. T h e less developed a m o n g 
the developing nations may be even worse off u n d e r an open system of 
nonselective preferences . 

Assessment of Preferences 

T r a d e preferences for developing countries encompass two major 
economic concerns. One is the shor t - term t rade creat ion/ trade diver-
sion effect and its implications for closing the expor t gap and providing 
the basis for a shor t - run increase in capital and o ther imports in less 
developed nations. T h e second relates to the dynamic implications of 
the infant industry a r g u m e n t such as increased marke t size which 
could result in the development of scale economies and a stimulus to 
internat ional t ransfe r of capital and technology. 

T h e extent of shor t - run gains will d e p e n d u p o n the degree of 
p re fe rence gran ted the relative supply and d e m a n d elasticities in the 



countries involved and the relationship between production costs in 
countries that grant preferences and those that receive them. Where 
developing nations have a cost advantage and demand is elastic, even 
nominal reduct ions in restrictions could increase their expor ts 
measurably. Inelastic demand will inhibit short-run trade shifts. If 
supply displacement occurs, trade shifts will follow. An outstanding 
case in point is sugar. Preferences on sugar and sugar products or even 
f ree trade would cause massive displacement of sugar production f rom 
North America and Europe. A major benefit could accrue to develop-
ing countries through increased foreign exchange earnings, increased 
employment, and the beginnings of diversification through expansion 
of processing industries.20 

T h e overall effect of t rade preferences cannot be clearly judged 
without more quantitative research than is currently available. De-
pending upon previous production and trade arrangements, the prin-
cipal effect may be for producers in the preference receiving countries 
to displace production in the preference granting country. If the latter 
has previously imported, the displacement may be largely against pro-
ducers in other exporting countries or a combination of this effect and 
displacement of producers in the preference granting countries. T h e 
extent to which each occurs for individual products will depend upon 
relative cost levels and the degree to which the importing countries 
previously were protecting their own producers f rom foreign competi-
tion. 

Another effect is that income will be t ransferred f rom the import-
ing country or f rom the competing exporting country that does not 
receive preference to the one that receives preference. Also, because 
the preference receiving country will not in turn grant reciprocal 
reductions in restrictions, its balance-of-payments position should im-
prove. 

A final issue in developing preference systems is determining how 
they should be related to other aspects of international commercial 
policy and in what way this form of aid should be coordinated with 
direct aid, commodity agreements, compensatory financing, and other 
efforts to provide a consistent noncontradictory program that will 
contribute to economic development and yet retain a semblance of 
equity and generality in international relations. A danger lies in the 
temptation to develop spheres of influence and regional isolation 
among groups of countries as the extent and form of administered aid 
and trade programs increase. In the fu tu re even greater emphasis 
should be placed on achieving multilateral action through interna-



tional organizations and on reduc ing unilateral, bilateral, and indi-
vidual actions in relationships between industrial and less developed 
countries. 

Free Trade Areas and Customs Unions 

A final impor tan t e lement of the U N C T A D proposals is the de-
velopment of p re fe rence systems a m o n g less developed countries. 
Economic integrat ion may well be the most impor tan t me thod for 
expans ion of the i r indus t r ia l deve lopmen t a n d i m p r o v e m e n t of 
economic efficiency. T h e proposal appears to be suppor ted by virtually 
all industrial nations and is not in conflict with agreements reached in 
G A T T . Developing countries have shown considerable enthusiasm for 
regional integrat ion, and a n u m b e r of a r rangement s have been made , 
including some of substantial dura t ion . T h e Central American Com-
m o n Market has been opera t ing with some appa ren t success for ap-
proximately f i f teen years, and the East Afr ican Federat ion has oper-
ated nearly twenty years. T h e largest of all, the Latin American Free 
T r a d e Association (LAFTA), has been operative since the mid-1960s, 
a l though it is less integrated than the o ther two units.2 1 T h e belief that 
the less developed can benef i t f r o m integrat ion seemingly emanates 
f r o m the successful deve lopment of the EEC, coincident with rapid 
economic growth within the area. T h e assumption is that similar results 
can be achieved in less developed areas. 

Broadly, the analysis of the gains or losses f r o m economic integra-
tion can be viewed f r o m three d i f fe ren t welfare perspectives: that of 
the world as a whole, that of individual countries composing the union, 
or that of the n o n m e m b e r country. Initial theorizing about customs 
unions was concerned largely with the first of these points and focused 
on t rade diversion and t rade creation and their impact on income 
distribution arid resource use efficiency.22 O u r concern he re is with the 
workability of preferences a m o n g developing countries and their ef-
fect on improving economic efficiency and growth rates. Improvemen t 
in product ion efficiency has to do with achieving higher ou tpu t - inpu t 
ratios, the gains f r o m specialization, the gains f r o m economies of size, 
and the reallocation of resource use within the area. T h e theory of 
customs unions has led to a n u m b e r of ra ther specific criteria fo r 
evaluating this kind of potential gain. O n e is that the larger the 
economic size of the union , the greater are the possible gains f r o m 
integration. Greater size leads to increased potential for the division of 



labor and increased scope for specialization. The basis for the realloca-
tion of resources within the area increases as the area becomes larger. 

A second proposition is that the higher the initial height of tariffs or 
trade restraints among the countries forming the union, the greater 
will be the economic and welfare gain resulting f rom their elimination. 
Balassa has observed that the smallness of GNP has been used as an 
argument to stress the inherent limitations for the reallocation of 
resources in a developing nations' union, especially considering the 
considerable portion of the GNP which is produced in the subsistence 
sector.23 He rightly criticizes this position because it assumes as given 
the economic and institutional structure of these countries and fails to 
consider the causes of the low level of interregional trade as well as the 
possibilities for change. It can be argued that the economic union is 
precisely the tool that would allow increased trade and more efficient 
allocation of resources among those involved. It consequently could be 
argued that the larger the size of the union, but the smaller the degree 
of economic intercourse, the higher the potential prospect for in-
creased trade and more efficient division of labor. This development 
would occur, however, only if the economic distance among countries 
were sufficiently reduced and if tariffs or other policy restraints were 
the principal reason for preexisting low economic intercourse. On the 
other hand, if countries are geographically distant or if t rade is ham-
pered by transportation, communication, language, cultural, or even 
political differences, the simple removal of trade restrictions may have 
little impact. 

Also of great importance for developing countries, at least in asses-
sing the short-term effects of preferences, are the structural charac-
teristics and the resource base of the economies involved. If all nations 
produced the same basic mix of products based on similar resource 
endowments with a similar quality of labor force and technical 
capacities, the removal of trade barriers among them likely would have 
little short-run impact on specialization or improvement of economic 
efficiency. Such countries also are likely to be at similar levels of 
economic development, and consumption patterns will contain the 
same general mix of expenditures for food, clothing, consumer dura-
bles, transportation, and other industrial items. Demand is not likely to 
be a differentiating factor that will stimulate trade among the parties. 
However, if the participants differ basically, with some degree of initial 
industrial specialization, particularly if based on varying resource en-
dowments, specialization and development can be directly stimulated. 
In this context the structure of internal demand and particularly price 



elasticities of demand can have a significant impact. Specialization will 
occur more easily and most rapidly for those commodities which have a 
relatively high price elasticity of demand and if supply response is 
sufficient to fulfill the quantities needed. This situation will lead to 
expansion and capturing scale economies in those industries where 
they are relevant. 

Economic integration among less developed countries also may 
provide a basis for coordinated regional development and investment 
planning. This concept should be viewed f rom two levels. One relates 
to regional planning, such as for transportation and communication 
infrastructures. In addition, coordination of educational facilities, par-
ticularly among small countries, can provide great savings and often is 
necessary for efficiency. T h e other aspect of integration is the question 
of economic polarization and the need to plan for the distribution of 
industry among countries. Regional integration is a technique for 
widening the basis for import substitution, but if this is implemented, 
the issue becomes one of where it will occur and who specifically will 
benefit. In general, industry tends to move toward areas where de-
velopment is already well along and the needed infrastructure as well 
as labor resources and other facilities are available. Poor countries and 
poor areas within countries remain poor, while richer countries and 
richer areas gain. It is argued that this kind of distributional problem 
requires internal, coordinated planning for the location of newly de-
veloped industries. But this planning in itself presents a major prob-
lem. Some industries must locate close to sources of raw materials or to 
markets by virtue of the economics of transportation and transfer. 
Although other industries face no such constraints, the problem of 
effective investment planning has proven difficult to achieve. As stated 
by J . N. Behrman: "To avoid polarization, parts of complex industries 
or complete simple industries would have to go to the less as well as the 
more developed of the countries."24 

But even if effective plans and coordination could be developed 
among governments, the problem of implementing these programs, 
vis-a-vis the private sector, is difficult. As indicated by S. S. Dell, "the 
basic difficulty lies in the tendency of new enterprises to gravitate to 
those areas where an industrial base and all the requisite facilities 
already exist. But the problem has been intensified by a system under 
which the poorer areas are compelled to buy high cost manufactures 
f rom the richer areas, thus in effect subsidizing their industries."25 

Two major issues lie at the heart of the polarization problem. One 
relates to income distribution and the other to comparative advantage 



and efficiency. T h e distribution question has been dealt with by B. F. 
Massell,26 and it is appa ren t that Dell's suggestions for Latin America 
hold t rue on a b roade r basis. T h e second issue was discussed in chapter 
6. If there are t rade-offs between efficiency and growth and equity, as 
by implication there will be in regional development planning, what are 
the criteria for decisions on plant location, in f ras t ruc ture develop-
ment , and so for th? T h e answer cannot be def ined solely by economists 
and must enter the realm of political feasibility. 

Administrative and political feasibility thus presents a major prob-
lem in genera t ing successful integrat ion among less developed coun-
tries. As noted by Dell,27 

proposals f o r economic fus ion in Cent ra l America have been bedev-
iled fo r years by political animosit ies a n d upheavals , a n d similar 
fr ict ion has occu r red in the south be tween Argen t ina a n d Chile a n d 
be tween Chile a n d Peru . In Afr ica a n d Asia t h e r e a re p r o n o u n c e d 
rivalries be tween the neutra l i s t count r ies a n d those fol lowing the 
political line of o n e or a n o t h e r of the Wes te rn powers . In Afr ica , 
moreove r , it is inconceivable that any c o m m o n m a r k e t could be 
f o r m e d which would inc lude the Un ion of South Afr ica , so long as the 
latter main ta ins its p re sen t policy of white sup remacy . Similar policies 
followed in S o u t h e r n Rhodes ia have u n d e r m i n e d the Federa t ion of 
Rhodesia a n d Nyasaland despi te the genera l need f o r g rea te r unif ica-
tion in Afr ica . 

A more comprehensive analysis of political problems in LAFTA 
confi rms this observation and points out that , despite serious effor ts at 
international negotiation, progress has been slow; "to overr ide reliance 
on traditional means of problem solving and dependencies on speical 
interests, a crisis is needed." 2 8 If this is t rue , mean ingfu l integrat ion will 
not necessarily occur simply because economic gain can be demon-
strated. It must d e p e n d u p o n a felt political need for cooperat ion 
a m o n g countries. 

Summary 

It has been said that preferent ia l t r ea tment for exports of develop-
ing nations "would help the industries of developing countries to 
overcome the difficulties that they encounte r in expor t markets be-
cause of their high initial costs."29 T h e founda t ion for p re fe rence thus 
is an extension of the infant industry a rgument . T h e issue at stake is 
whether preferences will lead to the kinds of change and ad jus tment 



that will result in efficient long-term industrialization and develop-
ment of a viable economy. The starting point for the argument , both 
for preferences by industrial countries and preferences among de-
veloping countries, is the need for increasing the size of the market, 
permitting growth, specialization, and technological change that will 
reduce cost, stimulate dynamic growth, and permit more rational de-
velopment planning. Whether this can occur is largely an empirical 
question, the answer to which can be arrived at only through ex-
perimentation or research. 

Intuitively, however, a number of issues must be raised. Given the 
resource base available, with capital in relatively short supply and often 
with large supplies of labor, how broadly based is comparative advan-
tage in less developed countries? Can they export to industrial coun-
tries even if no import restrictions exist? Which infant industries can 
grow up to become competitive in world markets? Economies of scale 
tend to be most important in such heavy industries as automobiles, 
machinery and equipment, and steel. In general, these are capital-
using industries where plant economies are substantial. They require 
considerable research and development as well as large-scale coordi-
nated distribution systems and follow-up service. It is not likely that less 
developed countries will compete actively with industrial nations in 
these areas. Another industrial category in which an inherent com-
parative advantage exists for developed countries is that subject to 
highly dynamic technological innovations such as aviation, computers, 
and the like. Here the scale question becomes one of the size of the 
national underp inning in education, management, and the ability to 
generate production systems f rom large numbers of firms and very 
often government. 

T h e competitive position of developing countries is liable to be 
strongest in those areas where economies of scale are relatively less 
important, where technology is less sophisticated, and where the pro-
duction system is not dependent upon broadly based and sophisticated 
education and management techniques. The toy industry, bicycles, 
small motors, sewing machines, and processing of domestic agricul-
tural products are examples. If these are the only industries in which 
developing countries can compete even with preferences, preferences 
by industrial countries in themselves are not liable to carry many 
nations far on the path toward industrialization. Some growth poten-
tial would exist, but it would fall far short of that required for general 
industrialization and development. 



But would preferences among developing countries be any differ-
ent? In general, the pertinent questions are similar to those noted 
above. If one can assume that sufficient progress is made in any 
industry so that exports to industrial countries are competitive, it will 
represent low cost production, and displacement by exports f rom 
industrial nations is unlikely. If preferences are general, the competi-
tive stimulus among the less advanced in seeking export outlets in 
industrial countries should result in production shifts on the basis of 
comparative advantage among countries, except insofar as special pre-
ference arrangements prevent this f rom happening. Fur thermore, if 
forming a preferential area results in an influx of external capital, 
technology, and managerial capacity, as has been the case in the EEC, 
this could have major implications for improving production and re-
ducing costs. On the other hand, a preference system may not create a 
situation in which exports f rom developing nations become broadly 
competitive in industrial market economies. While industry in a re-
gional group of developing nations may be lower cost as a result of scale 
and other improvements than possibly could be achieved by the indi-
vidual countries, they may continue to require protection f rom com-
petition f rom industrial countries. 

Industries that require very large-scale and sophisticated technol-
ogy and substantial managerial know-how could be developed and 
protected ad infinitum f rom the pressures of international competi-
tion. Just as in the past there was a tendency for individual countries to 
overextend import substitution, the same could occur at a higher level 
in customs unions. T h e policy issue involved includes the potential 
positive effect of larger markets and the derivative consequences for 
production as well as the question of the level of protection, degree of 
self-sufficiency, and extent of import substitution sought by regional 
groupings of developing countries. The international policy questions 
facing integrated groups will not differ materially f rom those that face 
individual countries. Their magnitude and the decision-making pro-
cess required in their resolution, however, will be very different . 



10 

Trade Sector Planning 

T h e formation of U N C T A D in 1964 issued in an era of collective 
demands by less developed countries for changes in the rules concern-
ing trade among nations.1 Emphasis has been placed on the need to 
revise international policy so that export outlets can be expanded, 
terms of t rade improved, and import capacities of developing nations 
increased, both through more exports and expanded aid. A vital and 
largely missing link in the U N C T A D program of t rade and develop-
ment analysis is assessment of the potential for economic change and 
policy response within developing countries to improve trade positions 
and to achieve greater development impact. 

This perspective, which tends to "export" the policy problem, ac-
cepts t rade as an important factor in development and emphasizes 
market limitations, structural differences among countries, and policy 
impediments as limitations on the rate at which countries can develop. 
By implication, if t rade restrictions by import ing nations were reduced, 
if income elasticities of demand for the products the less developed 
export were greater, and if market organization were such that the 
gains f rom improvement in productivity were distributed more equally 
to sellers and buyers, a major constraint on growth potentials for 
developing countries would be eliminated. Recommendations for pol-
icy change by UNCTAD are aimed at reducing these kinds of con-
straints. 



Why so little emphasis has been placed on defining the policy 
adjustments and planning focuses needed to improve the linkage be-
tween trade patterns and development within individual countries is 
not easy to discern. As suggested by George Hicks and Geoffrey 
McNicol, "it is possible that modern study of the very dif ferent 19th 
century development experience and the anti-colonial reaction to the 
exploitive foreign-created export economies has succeeded not only in 
greatly advancing the knowledge of the various trading problems 
facing the developing countries (adverse terms of trade, instability of 
earnings, etc.) but also, on a less conscious level, in largely suppressing 
serious t hough t on the issue of the role of t r ade in economic 
development."2 Whatever the reason, there tends to have been a 
"closed economy" approach to development in many countries at the 
working and planning level, with t rade viewed largely as a constraint 
outside the control of individual governments. Even at the analytical 
level, emphasis has been on aggregate growth models which tend to 
treat trade as a constraint on planning flexibility rather than as an 
integral component of the planning and development mechanism. 

A number of influential spokesmen and UNCTAD have accepted a 
limited and, in some cases negative, role for trade in development. This 
position is based on the a rgument that t rade leads to a dualistic 
economic structure with a high productivity sector producing for ex-
port, coexisting with a low productivity sector producing for the 
domestic market. T h e linkage between these sectors is asserted to be 
limited if it exists at all; hence, the effect of exports on employment and 
development in the domestic sector is minimal. To the extent that this 
kind of dualism does exist, t rade can become largely isolated f rom 
economic development, particularly if it is accompanied by increasing 
distortions in income distribution and if the isolation is supported by 
government policies on investment, imports, and taxation. 

While the extent and nature of economic dualism has not been 
documented empirically, there is a distinction between the role of trade 
in development as visualized in classical economics and as it apparently 
materialized dur ing the twentieth century. Recent gains in trade by 
developing nations do not appear to have created important develop-
ment effects in many cases. T h e reason for this should be sought, in 
part, in the conditions and policies within these countries. As suggested 
by Gerald Meier, "instead of seeking an answer in the allegedly un-
favorable effects of international trade, we may find a more convincing 
explanation in the differential effects of different exports and in the 
domestic market conditions of the poor countries."3 



T h e essence of Meier's a r g u m e n t is that external p h e n o m e n a are 
not the sole de te rminants of developing nations' t rade position and 
that heterogeneity and variations exist a m o n g these countries with 
respect to expor t base and marke t conditions that inf luence the poten-
tial role of t rade in development . While the less developed justifiably 
are concerned with external obstacles to exports and the effect of 
international t rade policy on investment and development of their 
economies, a ma jor policy concern is their ability to affect their own 
destinies and implement development policies that take account of the 
relationship between t rade, both imports and exports , and the ra te of 
development genera ted . This process requires explicit recognit ion of 
the interaction between t rade and development and the formula t ion of 
policy and p lanning mechanisms that facilitate development of an 
open economy. T h e issues and policies involved in this kind of plan-
ning requi re a great deal of investigation before many conclusive 
generalizations can be stated. T h e need fo r explorat ion, even if tenta-
tive, of conceptual and applied guidelines, however, is appa ren t and is 
the focus of the r emainder of this chapter . 

Marginal Adjustment and Development 

In classical theory, the development of t rade is e m b e d d e d in the 
principle of comparat ive advantage th rough which efficiency is pro-
moted by specialization. Specialization and t rade, in tu rn , will result in 
gain th rough such things as the transmission of knowledge and the 
accumulation of capital and will stimulate growth. T h e efficiency effect 
of comparat ive advantage arises f r o m the assumption that product ion 
will adjust a m o n g regions or countries until the oppor tuni ty cost of 
p roduc ing a given commodity is equated with the impor t or expor t 
price as de te rmined in perfectly competitive markets . Countr ies will 
expor t commodities in which they have a comparat ive advantage and 
impor t those for which a comparat ive disadvantage exists. Both the 
resource allocation effect and the growth effects are postulated on the 
assumption that freely opera t ing markets will allocate resources to 
maximize total ou tpu t at any point in time. By implication, if growth 
occurs as a result of the t ransfer of technology, capital, or know-how, 
ad jus tment to a new and efficient equil ibrium follows. No conflict 
exists between achieving gains f r o m specialization and t rade and max-
imizing economic growth. 

Much of the recent economic l i terature on t rade and development 
explicitly or implicitly recognizes shortcomings in this classical ap-



proach and seeks to establish guidelines for planning unde r conditions 
where optimal adjustment does not occur automatically through the 
market. T h e movement f rom market economics to development plan-
ning creates the need for planning criteria. Contemporary economic 
theorists have taken two approaches. One seeks to build on traditional 
concepts of comparative advantage by providing decision rules for 
resource allocation and policy formulation that more clearly reflect 
current conditions and that seek to bridge the gap between allocative 
efficiency criteria and the dynamics of growth and development. The 
other essentially ignores the constraints of allocative efficiency and 
seeks to deal with development planning in the context of dynamic 
interactions among sectors and the need to generate structural change 
in the economy. This latter approach focuses on the question of bal-
anced and unbalanced growth. T h e real distinction between the two is 
that one continues to reflect the concepts of marginal economics, while 
the other emphasizes nonmarginal or structural change. 

The marginalist approach has sought to establish criteria for re-
source allocation unde r conditions where perfect markets do not exist 
or where optimum short-term resource allocation does not necessarily 
fulfill growth objectives.4 T h e most widely advocated criterion is based 
on resource availability. This approach asserts that a country should 
seek to devise a development strategy that conserves its scarce factor 
and uses proportionately more of its abundant factor. This reasoning 
reflects the modern version of t rade theory, which attributes compara-
tive advantage largely to differences in factor endowment. One is led 
directly to the conclusion that less developed countries should produce 
and export commodities with limited use of capital and should import 
items that are capital intensive. T h e proposed criterion for selecting 
commodities to produce and sectors to develop is that planning should 
seek to minimize the ratio of capital to output or of capital to labor in 
determining production mix and growth objectives. This criterion will 
lead to defining comparative advantage in terms of capital availability 
since capital is the scarce factor in developing countries. 

Exclusive reliance on capital-output ratios begs two very important 
questions. It in no way accounts for differences in the availability or 
productivity of other factors, either labor or natural resources, nor 
does it deal with problems of how to measure output . These shortcom-
ings, in turn, have led to several efforts to measure more comprehen-
sively the productivity of all resources by specifying input-output rela-
tions on a project basis and by introducing the concept of social margi-
nal product (SMP). Whereas the capital-output approach focuses on 



assessing the increase in market value of output of alternative com-
modities f rom a marginal increase in investment, the SMP criterion 
seeks to define "the net contribution of a marginal unit (project) to the 
national product . The related decision rule is to rank investment proj-
ects by their SMP and go down the list until the funds to be allocated are 
exhausted."5 

Another suggestion is that projects should be chosen to maximize 
income at some fu tu re date.6 Planning should not be guided by in-
creases in SMP, but should seek to create the highest rate of savings 
leading to potentially high fu tu re growth rates. Clearly this method can 
produce very dif ferent results. T h e SMP criterion seeks merely to 
redefine the measure of output within a static adjustment f ramework, 
whereas the reinvestment criterion could result in less than maximum 
short-term output in order to expand output at a fu tu re date. As 
indicated by H. B. Chenery, this method has been widely criticized for 
its extreme assumptions, "in particular for the use of a social welfare 
function in which the starvation of half the population in the near 
fu ture would appear to be a matter of indifference and for the assump-
tion that limitations on fiscal policy make a lower income preferable to a 
much higher one if the former has a higher savings component."7 

Another contribution to marginal adjustment theory has been de-
veloped by Otto Eckstein. He argues that "achieving a maximum mar-
ginal growth contribution f rom any given investment should be de-
fined to consist of two parts: (1) an efficiency term, consisting of the 
present value of the consumption stream, and (2) a growth terin, 
consisting of the additional consumption to be achieved by reinvesting 
savings."8 Both factors would be weighted in assessing project plans, 
and, in theory, trade-offs between efficiency and growth could be 
related to development objectives if adequate data and the measure-
ment techniques were available. 

The value of any of these criteria as policy guides is difficult to 
ascertain. First, each seeks a fixed rule for allocating investment, and 
each rule leads to a di f ferent outcome. Given the complexity of de-
velopment processes and the diversity of conditions within most de-
veloping countries, establishing fixed rules hardly seems to be an 
enterprise that would enjoy much success. Second, the importance of 
specific criteria would change under dif ferent circumstances and levels 
of development. Both present and fu tu re consumption as well as goals 
related to employment, foreign exchange earnings, and other factors 
must be involved in choice. Rules based on a single or unchanging set of 
objectives probably do not fit many real world planning situations. 



Balanced Growth 

Another approach to establishing policy criteria for p lanning by 
less developed countries is embedded in the balanced-unbalanced 
growth controversy. This discussion has led toward minimizing the 
role of t rade in development and implies that the traditional concept of 
t rade- induced growth in the classical sense is no longer relevant. It is, in 
fact, within the context of the uncertainty that developing nations will 
be able to depend on growth induced f r o m the outside, t h rough 
expansion of world d e m a n d for their p r imary products , that Ragnar 
Nurske presents his a r g u m e n t for balanced growth.9 He maintains that 
development must be internally genera ted t h rough expansion of pro-
duction for domestic markets . However, since markets are limited, 
private investment in any single industry considered by itself is dis-
couraged. 

T h e solution, he argues 

is a balanced pa t t e rn of inves tment in a n u m b e r of d i f f e r e n t indust r ies 
such that peop le work ing m o r e product ively , with m o r e capital a n d 
improved techniques can become each o the r s cus tomers . . . . T h e case 
f o r ba lanced growth is conce rned with establishing a pa t t e rn of m u t u -
ally s u p p o r t i n g inves tments over a r a n g e of indus t r ies wide e n o u g h to 
overcome the f ru s t r a t i on of isolated advance , in o r d e r precisely to 
crea te a f o r w a r d m o m e n t u m of g rowth . T h e par t icu lar fac tors that 
d e t e r m i n e the o p t i m u m pa t t e rn of diversif icat ion have to d o with 
technology, physical condi t ions and o t h e r c i rcumstances tha t vary 
f r o m coun t ry to count ry . 1 0 

Essentially, then, balanced growth is an investment strategy that 
seeks simultaneous progress in a n u m b e r of complementary lines or 
sectors. In addit ion, as Nurske points out, the idea is closely related to 
the classical law of markets, where supply creates its own d e m a n d 
provided that supply expansion is along a path de te rmined by the 
income elasticity of d e m a n d fo r the product . With investments deter-
mined by income elasticities, the balanced growth concept is a f r ee 
market approach (behind the solid wall of protection which closes the 
economy). 

Critics of the balanced growth a r g u m e n t point out that it is essen-
tially an exercise in comparat ive statics. T h e concept of balance is seen 
as a successive set of equilibria, but with little insight into what happens 
in moving f r o m equilibrium to equilibrium. It is within this context that 
A. O. Hi rschman enters his "development as a chain of disequilibria" 
a rgumen t f r o m his theory of "unbalanced growth."1 1 



Unbalanced Growth 

Hirschman based his conclusions on Tibor Scitovsky's assertion that 
"profits are an indicator of disequilibrium and the magn i tude of profi ts 
u n d e r a f r ee marke t system can be r ega rded as an index of the degree 
of disequilibrium that exists."12 Fu r the rmore , it is a rgued , profi ts in an 
industry lead to investment in that industry, and investment tends to 
eliminate the profi ts which called it for th . Inves tment tends to br ing 
equil ibrium closer in a part icular industry , bu t t h r o u g h external 
economies increases profi ts and creates disequilibrium in ano ther in-
dustry. 

Development occurs, says Hirschman, when this type of interaction 
takes place "up and down and across" the whole of an economy's 
input -ou tpu t matr ix over an ex tended per iod. 1 3 Development strategy 
or policy must concern itself with creat ing the kinds of sequences and 
repercussions described by Scitovsky. Balanced growth and the policies 
related to it by implication tend to suppress this kind of economic 
fluctuation. 

Whereas Nurske a rgued for an investment policy within a closed 
economy where supply would create its own d e m a n d , Hi rschman 
argues that the existence of imports provides the safest proof that a 
market is indeed there . Fu r the rmore , he argues, impor ts "reconnoi ter 
and map" the country's demand , 1 4 r educe uncertainty and selling 
costs, and br ing the country closer to the point at which domestic 
product ion can be started. 

Balanced versus Unbalanced Growth 

A n u m b e r of distinctions between balanced and unbalanced growth 
are per t inent . T h e balanced growth position, argues Myint, advocates 
horizontal industrialization in the area of light consumers ' goods. O n 
the o ther hand , unbalanced growth advocates suggest that m o r e sub-
stantial economies can be obtained by a vertical g r o u p of industries at 
d i f fe ren t stages of product ion , each of which is the other 's supplier or 
customer.1 5 

Myint points ou t distinctive d i f f e rences be tween the two ap-
proaches in terms of protectionist policies. T h e "horizontal diversifica-
tion" of balanced growth calls for a policy of protection "in b read th ," 
whereas the "vertical diversification" of unbalanced growth calls for a 
policy of " in-depth" protection. Myint argues the Hi rschman position 
explicitly favors manufac tu r ing over agricul ture because, t h rough the 



vertical linkages possible, it is a more effective stimulus to economic 
development.1 6 

Discussing the two approaches, Paul Streeten elaborates on the role 
of government planning implied (to him) by each.17 Although Nurske 
argues that balanced growth is relevant to a private en te rpr i se 
economy, Streeten states that the indivisibilities assumed by it imply the 
need for coordination. On the other hand, unbalanced growth, as 
p ropounded by Hirschman, states Streeten, does not require initial 
and continued planning. T h e role of the state can be limited to reduc-
ing and repairing disequilibria. Since in disequilibrium the potential 
exists for significant excess capacities which no private f irm may be 
willing or able to carry, unbalanced growth may be significantly im-
proved through the process of government planning. Both theories 
presuppose planning, albeit of different kinds. 

As is the case with investment criteria, the extent to which either 
a rgument can be generalized is questionable. Analysis of intersectoral 
relationships and interaction among sectors is relevant to development 
p lanning. But to a rgue that balance or imbalance represen ts a 
generalized path to development, or even that they have sufficient 
general validity to justify protective trade policy by developing coun-
tries, is unwarranted. A f i rmer conclusion at this point is that no single 
theoretical structure exists that can provide a complete foundat ion for 
development planning. None can span the spectrum of differences in 
preexisting conditions that face individual countries with respect to 
level of per capita income, resource base, degree of infrastructure 
development, total economic size, and other diversities. Rather than 
concentrate on single comprehensive theoretical guidelines, the need 
in economic analysis would seem to be to draw upon various theories in 
analyzing specific situations. Differences among countries almost cer-
tainly assure that any single policy objective including f ree t rade and 
market determined adjustment will have widely differing impacts on 
different nations. T h e potential for import substitution and balanced 
growth is greater in larger countries with a diversified resource base. 
But even when this is the case, some specialization for export normally 
will be required. 

T h e relation between balance and imbalance would seem to shift as 
countries move up in income level. Ultimately, all seek to achieve a 
diversified economic structure with extensive vertical depth. All want 
to achieve industrialization with as broad a spectrum of support 
through production of agricultural products and raw materials as the 
natural resource base permits. T h e issue for developing nations, how-



ever, is how to start the process. For all countries, developing requires 
planning, and p lanning requires choice concerning which industr ies 
and activities to p romote for domestic consumpt ion, how to expand 
exports , and how much impor t substitution should be achieved and at 
what cost. While no general guidelines fit all circumstances, a set of 
conditions that should be weighted in most situations can be outl ined. 
We now tu rn to these. 

Whe the r formally p r o g r a m m e d or not, effective reconciliation of 
development and comparat ive advantage criteria requires that specific 
at tention be paid to a n u m b e r of questions. O n e of these is the present 
state and potential development of d e m a n d for products that are being 
p roduced or potentially can be p roduced . Internat ional markets for 
agricultural raw materials have presented a particularly impor tan t 
di lemma for less developed countries. In 1972, U N C T A D identif ied a 
list of problem commodities:1 8 

Growth t rends for these items have been insufficient to maintain a 
favorable world market situation relative to supply growth. In some 
cases, where product ion is based on perennial crops, product ion is 
sustained for long periods beyond the point of severe price declines. 
On the other hand , at any time clear growth t rends exist for some 
commodities. In general for agricultural products , world economic 
growth and the shift toward improved diets has been the under ly ing 
factor generat ing the growth t rend. Livestock and feed products and 
frui ts and vegetables tend to have been the most impor tan t g roups 
involved. World impor t d e m a n d for minerals and pe t ro leum and o ther 
raw materials is sustained by industrial growth in more highly indus-
trialized countries, and relative predictability exists. 

A second impor tan t d e m a n d componen t that should be encom-
passed in t rade sector p lanning is that which is internal to individual 
countries and , in some cases, that which might develop in nearby less 
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developed countries. Densely populated nations with rapid rates of 
population growth inevitably will have to gauge production toward 
necessities and subsistence needs. On the other hand, in countries 
where industrialization is occurring and where income levels, particu-
larly in the urban sector, are increasing, the expansion in demand for 
higher quality foods, including livestock products, and a variety of 
durable consumer goods may be relatively rapid. 

T h e overall mix of demand will be related to the structure of the 
economy and the nature of income distribution. A particularly favor-
able situation would appear to exist in countries where production 
planning can be organized to take advantage both of rapidly growing 
domest ic d e m a n d and s t rong posit ive t r e n d s in i n t e rna t i ona l 
markets.19 A case in point is the beef and livestock industry in Kenya.20 

Urban development in a number of cities, along with a major tourist 
industry, has resulted in a strong upward trend in domestic demand 
for meat and provides a foundat ion for development, particularly of 
the beef and poultry industries. This situation is strongly com-
plemented by trends in international meat markets, where sales poten-
tial for beef in nearby oil-rich Mediterranean areas and other African 
countries provides a possible outlet beyond that which Kenya currently 
is able to provide. In addition, investment in disease-free production 
and slaughtering zones could mean that a potential in Western Europe 
can be tapped. This kind of demand complementarity for agricultural 
commodities may represent a special opportunity available to very few 
countries. It contrasts sharply with the more general situation where 
world market demand is expanding slowly and domestic demand is 
nonexistent or at a minimal level as a result of low and slowly increasing 
per capita incomes or because of the specialty nature of commodities. 
Although circumstances vary greatly, a key element in planning both 
for exports and for import substitution is attempting to project effec-
tively domestic and foreign demand trends as a necessary foundat ion 
for project and sector planning. 

T h e feedback effect of expanded production on new demand also 
should be taken into account. If production planning results in con-
centration of income and demand for consumption, imports may in-
crease sharply. At a second level, demand for producer goods may be 
expanded greatly, and if this can be fulfilled only through imports, an 
adverse balance-of-payments effect may occur. On the other hand, any 
particular development effort , if income is widely distributed, may 
generate internal demand and provide a definite stimulus for fu r the r 
development. Both preexisting demand trends need to be taken into 



account with a view toward assessing their implications for genera t ing 
f u t u r e growth. 

Supply Adjustment and Comparative Advantage 

Differences in d e m a n d t rends and in the d e m a n d effect of specific 
productive activities need to be complemented with concern for a wide 
r ange of product ion and marke t ing questions. T h e most thoroughly 
discussed of these is the extent to which economies of scale are relevant 
in product ion and their relat ionship to the size of the potential market . 
In ternal markets in most developing countries are small, a n d expor t 
development is necessary for achieving substantial scale economies. A 
major factor in the ef for ts to create customs unions among the less 
developed thus has been the need to provide a marke t adequate for 
economic product ion organization. 

T h e r e are o ther impor tan t questions concerning product ion or-
ganization. One of these is the na tu re of the product ion funct ion, 
including di f ferences a m o n g sectors and the extent to which change 
and improvement can be achieved. It appears generally valid to state 
that developing countries, particularly in considering expor t pos-
sibilities, should concentra te on those areas in which extensive use is 
made of resources in plent iful supply. In some countries this resource 
tends to be primarily labor; in others, natura l factors such as land or 
mineral and pe t ro leum reserves are impor tan t . Within the constraints 
of these generalities, normally there is need fo r p rograms of improve-
men t in the effective use of these resources, usually with the require-
men t that capital be added . Improvemen t s in product ion funct ions can 
be genera ted in various ways. U n d e r most circumstances, if increased 
amounts of fertilizer are applied to crops, ou tpu t will be increased, and 
costs will be reduced . Hence a shor t - run gain in comparat ive advantage 
will be achieved. Product ion funct ions, on the o ther hand , can be 
changed t h r o u g h investment in irrigation, improved roads, and vari-
ous fo rms of capital investment that will, in general , have a long-term 
effect and can serve to induce secondary development that otherwise 
might not occur. 

A third f o r m of improvement can arise t h rough internally gener-
ated research and development . This normally can be expected to have 
a p e r m a n e n t and cumulative, self-generating effect . One of the impor-
tant questions concerning the balance between projects and sectors is 
the extent of the di f ferences among sectors in their internal capacity to 
generate improvements in product ion funct ion and the extent to 



which this capacity must be supp lemented by external assistance. It is 
accepted that, in the case of agriculture, educational and research 
assistance must be provided f r o m public sources. But even where this is 
the case, choices as to how aid should be applied a m o n g sectors and 
where the greatest pay-off can be achieved become an impor tan t plan-
ning factor. A new dimension, however, should be added for most 
agricultural commodities. Product ion can be organized on an inte-
grated basis within the f r amework of a market ing-processing system 
where research development and training can be genera ted internally. 
In general , industries with large p roduc ing f i rms are more capable of 
research and of taking advantage of innovations that arise. But o f ten 
this advantage can be emulated in less developed countries t h rough 
vertical organization, such as market ing boards. This, in fact, is proba-
bly the soundest a r g u m e n t favoring the use of market ing boards.2 1 

Anothe r per t inent question concerning the direction of develop-
ment is the extent to which sectors d i f fe r in their self-accumulation of 
capital. This factor is def ined by Maurice Bye as "that par t of capital 
format ion directly imputable to productive activity as such and there-
fore includes the und is t r ibu ted prof i t s of companies a n d ent re-
preneurs ." 2 2 O n the one hand , this suggests a profitability criterion in 
deciding what pa t te rn growth should take, and it could be used as an 
a rgumen t for a f ree market as opposed to planning. While profits are 
impor tant , and capital accumulation results f r o m savings, indigenous 
capital format ion also is impor tant , particularly in agricultural pur-
suits. Farm structures are built with family labor. Land dra inage, tiling, 
and o ther p e r m a n e n t improvements o f ten stem f r o m indigenous ac-
tivities which, in essence, reflect the conversion of labor into capital, 
usually with long-term implication for product ion and change in com-
parative advantage. 

Market Interactions and Externalities 

Another impor tan t consideration in relating short- term to long-
term comparat ive advantage and in guiding policy is the na tu re of the 
complementar i ty a m o n g sectors and the extent to which gain in one 
industry or sector will induce change in others. Involved, for example, 
is the effect of development in a processing or fabricating industry on 
raw materials industries, or the effect of increased agricultural outputs 
on stimulating processing and fabricating industry. T h e complex of 
possible interactions is both horizontal and vertical and opera tes 
th rough the market system. As stated by Got t f r ied Haber ler : "If indus-



try A invests and expands, it is bound to have pecuniary repercussions 
on any or all of the following industries: (1) on industries which pro-
duce intermediate goods (machinery, materials, etc.) used by A; (2) 
through cheapening of A's own products, on industries which use A's 
products as intermediate goods; (3) on industries whose products 
factors used in A spend their additional income; and (4) on industries 
whose product is complementary in use to the product of A."23 These 
interactions in composite create backward and forward as well as hori-
zontal linkages through the market that, in theory (as argued by the 
proponents of balanced and unbalanced growth), should generate 
self-cumulating development. T h e economic conclusion reached is 
that, since individual proprietors are not aware of these external ef-
fects, the private gain f rom economic activity is less than the social gain. 
Market prices under these circumstances are not necessarily an ade-
quate guide for production and investment. This theory can be used as 
a justification for subsidies or protection to fu r the r economic de-
velopment. 

A second form of externality arises because markets fail to operate 
and gains or losses occur that are external to the market or price 
system. T h e most important such externality is the general training 
and educative effect that arises f rom some forms of activity. Training 
interpreted in a broad sense to include technical, managerial, and 
entrepreneurial capacity created as a by-product of investment and 
production activity creates a social gain exceeding the market value of 
products produced. In one form this is the foundat ion of the infant 
industry argument , and its at tendant conclusion that protection to 
permit reaching a competitive level of efficiency and skill is warranted. 

Clearly, then, the issue of externalities needs to be assessed so that 
total gains and costs are included in project and plan development. 
Gains beyond those directly related to a specific activity can be impor-
tant. Increasingly, the negative factors such as pollution, effects on 
rural-urban structure, and so forth, are and should be receiving atten-
tion. 

Fur thermore , plans need to be assessed within the constraints of a 
broad range of market imperfections, rigidities, and inadequacies in 
the adjustment mechanisms within less developed countries. Markets 
fail to transmit knowledge of demand trends and are inefficient in the 
production of time, form, and space utility. They do not provide an 
adequate guide for capital investment, fail to stimulate the generation 
and distribution of new technology, and fail to allocate resources effec-
tively, with the result that unemployment and underemployment of 



resources occur, particularly labor. In this f ramework , resource alloca-
tion for short- term ad jus tment is inadequate , and markets fail to stimu-
late ad jus tment necessary for long-term growth and development . 
Planning is needed that takes account of f u t u r e prospective changes in 
d e m a n d and technical conditions, some of which may be foreseen, but 
some of which can be predicted only with a great deal of uncertainty. 
Predictability of economic s t ructure in itself carries some p remium, as 
does achieving flexibility t h rough diversity in product ion pat tern . 
Theoret ical concepts can represen t only a limited guide to p lanning 
and can be used only within the context of the env i ronment within 
which planning must be done. 

The Importance of Transfer Costs 

T h e theory of comparat ive advantage generally has abstracted 
f r o m the question of t ransfer costs, yet in the dynamic f r amework of 
p lanning these can become an impor tan t variable in de te rmin ing 
economic re turns , profitability, and the justification for stimulating 
impor t substituting versus expor t industries. T h e na tu re of the prob-
lem is indicated in Figure 14. 

Price P i indicates the impor t parity price of a commodity CIF por t 
of entry. P 0 indicates the expor t price for the same commodity FOB 
por t of depa r tu re . T h e gap between impor t and expor t parity price 
represents t ransfer costs to and f r o m overseas markets. T h e d e m a n d 
curve facing the industry in a closed economy isD'D', while d e m a n d in 
an open economy is the segmented line Z) 1JD2Z)3̂ )4• At price P i imports 
will prevent f u r t h e r price rises, and at price P 0 exports will prevent 
f u r t h e r price declines. Be tweenPi a n d P 0 domestic d e m a n d and supply 
will interact to de te rmine price. T h e price spread P 2 — P i represents 
the range within which protection may occur be fore high cost domestic 
surpluses arise if supply is as represen ted by Si. With supply curve S2, 
equilibrium is at price C. With efficient product ion, as is the case fo r 
supply curve S3, exports profitably can be made equal to the d i f fe rence 
along the horizontal axis between the point at which domestic supply 
and d e m a n d intersect (f) and the intersection of S3 with the expor t 
d e m a n d curve at point e. 

T h e spread between impor t and expor t parity will vary depend ing 
u p o n the bulk of the commodity in relation to value, location in relation 
to expor t markets, and to sources of supply for imports . For many of 
the commodities involved in developing nations' t rade the spread is 
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Figure 14. Illustration of Supply and Demand for a Commodity in an 
Open and Closed Economy 

substantial. A recent calculation for maize in Kenya showed, for exam-
ple, that on a given day the import parity price CIF port of entry was 
approximately 70s per 200-pound bag. Export price on that same day 
was approximately 37s. Translated into farm price, an additional 17s 
was required to move maize f rom interior points to the port; hence, the 
export parity price of maize to farmers was approximately 20s. On the 
other hand, imported maize, if moved to consumers at interior points, 
increased in price to approximately 85s per bag. These figures illus-
trate one extremely important problem in applying static comparative 
advantage analysis to trade policy problems of the less developed, 
namely, that a major discontinuity in price exists between import and 
export price, and marginal analysis for decisions on import substitu-
tion versus export promotion is meaningless. Marginal analysis is 
meaningful in determining the mix of commodities to produce for 
domestic use and the mix to produce for export. It cannot, however, be 
used to allocate resources between imports and exports. 



A dual price structure exists, and a discontinuous price applies in 
determining resource allocation and output planning. This situation 
has particularly important applications in agriculture, where allocating 
resources to export crop production versus domestic food production 
often is a crucial issue. 

In this f ramework a range of public policy choices can be made. If 
adequate basic resources exist, investment programs can be established 
to create supply and move the supply curve outward sufficiently to 
enter export markets. On the other hand, policy can call for diverting 
resources into domestic markets at some equilibrium point along the 
sloping section of the internal demand curve. If output is maintained at 
a point along the upper horizontal section, D\—D2 imports will occur 
unless protection exists. Impor t substitution occurs only when mone-
tary policy or specific protective devices are used to raise domestic price 
above import parity levels. If supply is highly elastic, expanded output 
resulting f rom import substitution can be substantial. With appro-
priate linkages to other sectors of the economy, the development effect 
can be considerable. Inelastic supply and inadequate linkage to other 
economic sectors rapidly increase costs of protection, and developmen-
tal impacts will be limited. Prices to producers can be reduced below 
export parity through export taxes, and the implications of this for 
production are closely related to the supply elasticities. The develop-
ment impact will be greatest where supply is elastic. 

The same kind of distinction which applies at the national or sector 
level in planning imports or exports is of relevance to individual far-
mers planning production programs to move f rom a subsistence to a 
more commercialized type of agriculture. T h e opportunity cost of not 
producing sufficient food for consumption on the farm is the retail 
price at which it can be purchased. On the other hand, if farmers 
expand the use of fertilizer inputs, make capital investments, or other-
wise take action to increase output to achieve a saleable surplus, the 
apparent returns to resources are reduced considerably. Given the 
high marketing cost in many less developed countries, this differential 
can be substantial. T h e demand curve facing the individual producer 
has a horizontal segment at a very high level and drops sharply to a 
second horizontal segment that may be at a very low level. Beyond 
subsistence production, the marginal re tu rn to additional resource use 
drops sharply and represents a strong disincentive to expanded out-
put, particularly if achieving the additional output requires purchasing 
inputs. 



Diversification to new crops aimed at increased commercialization 
should be j u d g e d on the same criteria. High resource productivity will 
be requi red if small f a rmers are expected to reduce basic food crop 
product ion below their own subsistence level and divert resources into 
commercial crops fo r domestic u rban use or for expor t . O u t p u t for 
domestic commercial use can be priced in the market in relat ionship to 
impor t parity price, whereas product ion fo r expor t must be priced in 
relat ionship to expor t parity. T h e significance of these price d i f feren-
tials is that there is a s t rong incentive with economic validity to avoid 
specialization a n d expor t as opposed to diversification a n d self-
sufficiency in the case of food commodities. A similar general kind of 
price pressure exists on industrial commodities. But because of h igher 
ratios of unit values to bulk and marke t ing costs, the effect is probably 
of less consequence and of ten can be far more than offset by d i f feren-
tials in technology, h u m a n skills, and scale economies. Domestic pro-
duction costs also can be very high relative to impor t parity. Ext reme 
levels of protection will be requ i red in this case, and impor t substitution 
becomes very costly. 

Strategies for Trade Sector Planning 

Economic plans generally are drawn in the context of long-range 
aggregate change with a view toward achieving increased GNP, in-
creasing employment , maintaining a balance-of-payments position, or 
o ther aggregate or macro objectives. Plans are implemented , however, 
in terms of specific projects and sector p rograms that hopeful ly will 
add u p to achievement of aggregate economic goals.24 In practice, both 
macro level p lanning and micro level project selection and implemen-
tation o f ten are u n d e r t a k e n with gross inadequacies in data a n d 
analysis of potential outcomes. Planning o f ten is done without serious 
concern about the kinds of decision rules or statements of objective 
needed to select priorities for specific activities. 

All too o f ten individual projects a re analyzed in isolation and in 
terms of the specific immediate results achieved. At least two major 
questions tend to be overlooked: (1) the na tu re of interaction among 
sectors and the kind of direct and indirect effects any specific activity 
has on o ther sectors, and (2) the extent to which sequential t ime effects 
can be induced as a result of initiating a specific project . T h e exclusion 
of ei ther of these factors f r o m project analysis can result ei ther in over-
or underva lu ing project results. 



Another problem in selecting projects is achieving a balance be-
tween investment in specific output-increasing activity and in establish-
ing the opt imum kinds of rules and procedures that most effectively 
will implement specific activity yet at the same time contribute to 
general development through establishing mechanisms to promote 
improvement in technology, market and institutional systems, and 
other factors that lead to continuous and spontaneous economic de-
velopment. 

T h e process of developing guidelines for opt imum trade sector 
planning is not unique in accounting for these kinds of questions. T h e 
aggregate guideline that is used or at least counted as a primary 
decision criterion is the overall balance of payments. Within this 
f ramework , decisions concerning the promot ion of expor t com-
modities, the degree of specialization or diversification, and input 
substitution become crucial in evaluating specific projects. T h e role of 
trade in development will vary greatly among countries depending 
upon export capacity and the effect any given level of t rade has upon 
development. As pointed out by Gerald Meier,25 two fundamenta l 
elements determine simultaneously the export capacity of developing 
countries and the effect any given level of trade has upon development. 
T h e starting point for assessment of t rade position is the export base 
including resource endowment and the nature of the production func-
tion for di f ferent commodities and the nature of market conditions 
broadly defined that provide the environment for production and 
trade. He concludes that "the strength of stimulus among countries will 
tend to be stronger, the higher is the growth rate of the export sector; 
the greater is the direct effect of the export sector on employment and 
personal income; the less the distribution of export income favors 
those with higher marginal propensity to import; the more productive 
is the investment resulting f rom any saving f rom export income; the 
more exports expand through change in production function, rather 
than simply by a widening process; the more externalities and linkages 
connected with the export sector; and the more stable are the export 
receipts retained at home."2 6 

When considering both export expansion and import substitutions, 
t rade sector planning is analytically complex. Several economists have 
suggested that linear programming, wherein objective functions in-
clude social costs and wherein constraints are stated in terms of 
balance-of-payments effects, employment considerations, and other 
macro level goals, represents a reasonably effective approach to trade 
sector analysis. As suggested by Chenery, "the linear programming 



approach provides a convenient link to the principle of comparat ive 
advantage because the optimal pa t te rn of t rade is de te rmined simul-
taneously with the op t imum allocation of investment."2 7 Models, how-
ever, can be more general than implied by comparat ive advantage in 
that various kinds of constraints can be imposed, and costs and benefi ts 
o ther than those measured in the marke t can be included in the 
analysis. 

O n e such system has been made operat ional in Israel, where the 
principal objective of the p r o g r a m m i n g is to compute the resource cost 
of one dollar gained in fore ign exchange t h rough alternative expor t 
p romot ing or impor t substituting activities.28 Two problems arise in 
such an approach . O n e is achieving adequate data to make interproject 
and intersector comparisons, including specification of the n u m e r o u s 
input -ou tpu t coefficients requi red . Second, while in theory some sec-
ondary and induced effects can be incorpora ted into the analysis, these 
largely will reflect static cross-sectional perspectives and will not ac-
count for dynamically induced changes that occur in the f u t u r e as a 
result of actions taken at any given time. This approach nonetheless 
represents a step fo rward f r o m ad hoc planning, and u n d e r appro-
priate circumstances it can provide substantial addit ional in format ion 
that may be incorpora ted into p lanning by policy makers whose vision 
hopeful ly has both broad scope and f u t u r e perspective. 

Export Specialization versus Diversification 

T h e specific options in sectoral p lanning fall broadly into three 
categories: (1) those where comparat ive advantage and product ion 
possibilities at cost levels competitive on world markets exist; (2) those 
where self-sufficiency can be achieved at a cost below impor t parity 
price levels but above expor t parity; and (3) those where product ion 
costs exceed impor t parity. 

One approach of ten pu t fo rward as a me thod for expand ing low 
cost and potentially competitive expor t product ion is to exploit unem-
ployed or unde remployed land and labor resources more effectively. 
Where surplus-producing capacity and product ion above domestic 
needs can be sold, "vented," on internat ional markets , exports can be 
expanded at a low or even zero oppor tuni ty cost for the resources 
employed. T h e vent- for-surplus approach relies on expansion of 
capacity th rough increased use of existing resources with a given level 
of technology. Emphasis is placed on the need for support ive infra-
structure, and , as pointed out by Paul Streeten and Diane Elson, 



"provision of transport , communications and market facilities" is not 
required.2 9 No improvement in resource productivity necessarily is 
assumed. 

For most developing countries, however, the prime source of out-
put expansion is improved land and labor productivity. This requires 
investment in new technology, education, information services, and 
production capital as well as support ing infrastructure. 

But investment to expand productivity above domestic require-
ments is a route to development increasingly hampered by slow market 
growth and uncertainty for many products for which developing coun-
ties have or can develop comparative advantage. This raises the ques-
tion of the degree to which specialization through export-led policies 
should be pursued and the extent to which diversification should be 
sought for both domestic requirements and export. 

Diversification may take a number of directions. A recent IBRD-
IMF staff study indicates that most of that which has taken place in less 
developed countries in recent years has been aimed at agricultural 
production, with movement away f rom sugar, rubber , bananas, wine, 
hard fibers, and oil seeds, and principal movement toward livestock, 
grains, and fruits and vegetables (for some countries, toward oil seeds, 
cotton, and tea).30 In some cases the t rend has been toward import 
substitution, and in others toward generating a wider range of export 
commodities. Diversification requires a choice among products; given 
that major capital investment often is required, extensive analysis of 
fu tu re demand trends, both within the economy and on world markets, 
is crucial. In general, diversification into domestic foods, particularly 
grains in highly populated countries, is of high priority and carries the 
least amount of risk. Other commodities, such as meat, for which 
income elasticities of demand are high, both within most individual 
countries where urbanization has begun and on world markets, rep-
resent a second order of priority. But this route is available only to 
countries that have extensive land resources and where expanded 
employment is not a primary objective of diversification programs. 

The employment effect of diversification programs can be major. 
This fact is illustrated by the following data on manpower labor re-
quirements for coffee in Brazil in relationship to requirements in 
alternative production possibilities included in its diversification pro-
gram. 



Production activity Man-hours per hectare 
Coffee 
Pasture 
Maize 
Rice 
Beans 
Sugarcane 
Groundnuts 
Castor beans 
Soybeans 
Cassava 

467 
271 
260 
484 

277 
430 
240 

600 
1 0 - 2 0 

336-359 

Livestock is one of the most promising alternatives in terms of 
demand trends, but the transfer of coffee land to livestock and pasture 
results in substantial displacement of labor. On the other hand, diver-
sification into fruits and vegetables normally will absorb large quan-
tities of labor, and demand trends for these products are favorable in 
many developing countries and on world markets. 

A second potential route for diversification is vertical, into process-
ing and ref inement of agricultural commodities. This step has been 
looked upon as an important possibility for increasing value added to 
agricultural exports. Two approaches are relevant. First, processing 
simply can be added to the traditional commodity exports. In this way 
resource use and the value of exports are increased, with the result that 
foreign exchange earnings will be enhanced, and a developmental 
effect, even if modest, will occur. Second, processing could develop in 
conjunction with import substitution. Joint development of sugar pro-
duction and processing or oilseed production and processing are cases 
in point. But when looked at in this light, import substitution in agricul-
ture assumes a different dimension. Very of ten processing facilities are 
subject to economies of scale, and a large investment is required to 
achieve adequate size. Unless the domestic market is large enough to 
permit these scale economies, diversification may not be warranted 
even at the level of import parity prices. 

In general, the same kinds of considerations apply to processing for 
exports. Normally it can be assumed that world markets will absorb 
sufficient quantities to fulfill scale requirements in the processing of 
most agricultural products if a country is at all successful in exporting. 
For some commodities, providing the production- marketing system to 
supply products acceptable on world markets requires integrated ac-
tivities. Tomatoes in Portugal, for example, became a major export 



industry, but this was made feasible only through integrated process-
ing and production and joint efforts by government, investors, and 
producers.3 1 T h e extent to which this kind of development can be 
increased for export purposes in developing nations is unclear. Very 
few country studies have been made, and, as indicated previously, this 
is an area where tariff discrimination by industrial nations is most 
severe; hence, estimates of potential are difficult to make. 

T h e final and most sophisticated form of diversification is indus-
trialization. Questions of import protection, import substitution, ex-
port development, export subsidization, and the effect of change on 
the general structure of the economy become most pronounced. Scale 
economies and the need for expanded markets of ten are crucial issues, 
and industrial diversification normally requires considerable mobility 
of resources, particularly labor. Also implied is a rapid upgrading of 
the labor force and of techniques to an industrial technology oriented 
production pattern. The scope for this kind of change often represents 
the crux of planning and development issues. As indicated in the 
previous chapter, much of the diversification into manufactur ing by 
developing nations, particularly for export purposes, still is based on 
agricultural raw materials. On the other hand, examples of countries 
that recently have followed the industrial ization pa t t e rn of the 
nineteenth century include Korea, Taiwan, and, to a lesser degree, 
some communist countries. While the entire question of general in-
dustrialization is somewhat beyond the scope of this volume, it re-
mains one of the central issues of long-range development planning 
for most countries. 

T h e case for and scope within which planning for diversification 
should be considered by less developed countries is presented effec-
tively by Streeten and Elson. They state that "while it is broadly t rue 
both that countries are poor because they are not diversified (and 
therefore particularly vulnerable to changes in technology and de-
mand) and that they are not diversified because they are poor, the 
more fundamenta l of the two relations is the second. Diversification is 
not so much the condition of successful development, it is its result."32 

Within this context these authors define diversification as the ability to 
respond quickly and at low cost to changes in world demand. This is a 
precondition to seizing new production and export opportunities effi-
ciently. 

It follows, Streeten and Elson argue, "that a discussion of diversifi-
cation in the context of the alternatives to which actual land and people 
can be employed in the production of problem commodities, or in 



agriculture generally, is of limited interest. Identif ication of this as a 
pr imary focus of diversification, however valid it may be as a strategy 
within agriculture, would obscure the primacy of general develop-
ment . . . . Jus t as possibilities fo r action and investment within the 
entire agricultural sector must be examined, so too must activities 
outside of agricul ture be considered."3 3 

Policy Options 

In large part , a discussion of policy options available to the less 
developed becomes an analysis of the a rguments for protection. It is 
also a discussion of the applicability of the idea of f r ee t rade and the 
concept of comparat ive advantage to these countries. 

As a constraint on accepting or rejecting any policy a rguments too 
quickly, it is pe rhaps impor tan t to recognize the concept of "second 
best." This t heo rem states that if any one of the op t imum conditions of 
general equilibrium cannot be fulfi l led, a second best op t imum situa-
tion may be achieved only by depar t ing f r o m some or all of the o ther 
op t imum conditions. T h e constraint implied by the theory is that there 
is no a priori way of accepting or rejecting policy options which seem to 
move the circumstances of a country closer to meet ing the assumptions 
of perfect competi t ion. T h e evaluation of various policy options, then, 
must be on the basis of their appropr ia teness or inappropr ia teness to 
specific problems or situations. 

Import Protection 

T o planners in most less developed countries, the a rguments for 
protection are pervasive; very of ten these are based on a domestic 
disequilibrium criterion. O n e a rgumen t is that a large discrepancy 
exists between actual money costs and the oppor tuni ty costs of ex-
pand ing product ion. Because of the wide different ia l in industrial 
wage rates and labor re tu rns in traditional sectors, particularly argicul-
ture , money costs are a great deal h igher than real costs to the econ-
omy. Hence, protection is just i f ied fo r industrial expansion. 

Another disequilibrium approach is the infant industry a rgument , 
which seeks protect ion on a sector-by-sector basis. It is postulated that a 
neglected or new industry may enjoy decreasing costs as it expands 
ou tpu t and gains experience, and it thus is a part icular case of di-
vergence between social and private costs. High costs may arise out of 
p remiums requi red to induce labor into industrial employment , f r o m 



general lack of skill and know-how that will be acquired only through 
exper ience , or because d e m a n d is i n a d e q u a t e to pe rmi t scale 
economies. T h e general approach is consistent with the unbalanced 
growth position since selective protection of specific growth industries 
is implied. 

In order to make a valid case for protection of an infant industry 
with potential decreasing costs, the f ree trade theorists argue that two 
conditions must be fulfilled. (1) T h e economies of scale leading to 
decreasing costs should be external to the firm. If they are internal, 
output will expand automatically, and there is no need for protection. 
(2) T h e economies should be internal to the industry. If the industry is 
not the true source, there is no case for protecting that particular 
industry.3 4This argument tends to ignore the existence of externalities 
and dynamics of sectoral interaction and, to this extent, is somewhat 
sterile. 

In contrast is the import substitution argument for protection. 
Emphasis is placed on enlargement and exploitation of the domestic 
market and the gains that accrue to broadly based development 
through dynamic interaction among industries and sectors. If selected 
properly, industries create markets for one another; as the size of the 
market increases, under protection each industry obtains markets in 
relationship to elasticities of demand for its product. Reciprocal de-
mand is generated by the growth and income created in each industry. 
Protection for import substitution thus implicitly or explicitly accepts 
the economic doctrine of balanced growth. Furthermore, it is some-
times asserted that if the package of industries to be promoted is chosen 
correctly — especially light manufactures — comparative advantage 
can be developed that will permit exports and achievement of gains 
f rom international specialization. 

As growth occurs, economies develop much as postulated in the 
infant industry argument: through provision of "a growing pool of 
skilled labor,"35 economies of scale, and certain infrastructures, such as 
transport and communications. T h e import substitution approach dif-
fers f rom the infant industry concept in its lack of specificity; it implies 
not only that selected industries miist be protected, but also that "it may 
be necessary to protect . . . a fairly large group of industries which 
would form a sort of ' infant' manufactur ing sector."36 

T h e problems inherent in import protection are numerous. Most 
often mentioned is the distortion in resource use that ensues. In gen-
eral, less developed countries try to discourage imports of luxury 
consumer goods, which automatically leads to the use of domestic 



resources fo r their product ion . In theory, this tendency can be offset if 
comparable excise taxes are placed on goods p roduced at home, but 
f r o m the perspective of the internal politics of many less developed 
countries, this may be very difficult. Domestic industr ies may p roduce 
luxury goods with concentra ted ownership, and more complete inter-
nal dualism may arise than that which exists between the traditional 
and the expor t economy of many countries. Distortions in income 
distribution, consumpt ion pat terns , a n d resource use follow. 

Ano the r impor tan t negative impact is the shift that usually arises in 
the terms of t rade between the industrial and the agricultural sector. 
Because most less developed countries rely on agricultural products or 
manufac tu res based on agricul ture for exports , a bias is created against 
exports , and external terms of t r ade deter iorate . Protection clearly has 
a tendency to lock industry into its own small market , and balanced 
economic growth, in a full sense, rarely can be achieved. Some imports 
simply cannot be replaced easily by domestic product ion , and , as 
pointed out in chapter 9, a clear tendency exists for a policy of impor t 
substitution to increase the total need fo r imports . This condition, 
coupled with a policy of protection, not only fails to genera te expor t 
competitive product ion , bu t also is biased against expansion of tradi-
tional exports . Balance-of-payments difficulties follow. These conse-
quences of broadly based impor t protect ion policies for many countries 
have been stated clearly in U N C T A D documentat ion. 3 7 A more ap-
propr ia te perspective for most developing countries is summarized by 
I. M. Little, T ibor Scitovsky, and Maurice Scott. In discussing industrial 
protection in seven major developing countries, they state: "Given the 
disadvantages of present policies, including the distortions caused by 
impor t restrictions, the inefficiencies of government intervent ion and 
controls, and the bias against agriculture and exports, we believe that 
developing countries would benefi t f r o m adopt ing, in general , a more 
decentralized approach with greater use of the price mechanism; and , 
in particular given that there are good prospects for exports , a more 
op en app roach to fo re ign t r ade with less protect ion and use of 
controls."38 This kind of approach would need to be supp lemented 
with internal fiscal and tax policies that restrict certain kinds of imports 
and with exchange rate policies that do not distort internat ional and 
domestic price relationships. 

Agricultural Policy 

Agricultural development policy complemented by a rational sys-
tem of suppor t and subsidy measures also can have an impor tan t effect 



on trade position. At least three major dimensions should be consid-
ered in devising agricultural policy: (1) stabilization policy and provi-
sion of incentives for producers; (2) market systems and commercial 
services available to agriculture; and (3) infrastructure and public 
services. 

T h e need for stabilization results, in part, f rom conditions of de-
mand, but more frequently it is related to questions of supply. Varia-
tion in output due to weather can cause random price fluctuations for 
most crops, and cyclical supply response by large numbers of farmers 
characterize many commodities. For a number of specialized export 
commodities, supply variation can create large swings in world market 
prices. For a wider range of domestic products, price variability can be 
extreme even where potential for export and import exists. Stabiliza-
tion policy is justified largely as being necessary for producers, who 
require incentive and a degree of predictability in returns, especially 
where cash expenditures for purchased inputs are needed to expand 
output . Stabilization policy must deal with questions of price relations 
among commodities and the structure of incentives for commitment of 
resources to various output mixes. 

Effective stabilization by individual countries is relevant largely in 
the range between import and export parity. Stabilization of these 
boundaries normally requires international action. Thus, a strong 
linkage exists between a country's ability to manage domestice price 
and income programs in agriculture and price behavior on world 
markets. 

While stabilization can be justified on welfare grounds, programs 
need to be developed in light of their longer term effect on resource 
allocation. Resource use shifts among commodities will occur if price 
structures that distort resource earning potentials are established. In-
vestment usually will respond relatively quickly to an increase in ex-
pected average value of income, and it also may occur as a result of 
changes in expected annual returns. Variability of returns can produce 
both internal and external capital rationings. Producers may retain 
liquidity and be reluctant to borrow to meet unfavorable price periods. 
Lenders may tend to be conservative when a borrower's income is 
uncertain. Hedging against uncertainty can cause producers to em-
phasize short-term investment and diversified and flexible production 
at the expense of specialized commercial production and lower levels 
of cost. Stabilization programs can serve broader nonmonetary objec-
tives, such as reducing rural to urban migration and generally stabiliz-



ing rura l economic systems. Thus , while positive goals can be sought 
t h rough such a policy, effor ts to maintain excessively high prices can 
create distortions det r imenta l to deve lopment and t rade objectives. 
Proper m a n a g e m e n t of stabilization policy for agriculture, the re fore , 
o f ten is a vital ingredient in t rade sector and development planning. 

For an internal income-smoothing scheme to work, A. I. MacBean 
suggests the following: (1) Producers should be small f a rmers who are 
unwilling or unable to accumulate reserves against bad seasons, unable 
to borrow on reasonable terms, and who specialize in a crop; (2) the 
ability to vary ou tpu t should be slight; (3) p roducers should be a 
substantial por t ion of the populat ion, and they should be politically 
sensitive; and (4) the government should be capable of accumulat ing 
budget surpluses without allowing this to lead to increased expendi-
tures, and should be able to tolerate deficits in years of poor re turns . 3 9 

While stabilization and incentive p rograms should have pr imary 
impor tance in agricultural development effor ts , these alone usually 
will not suffice. W h e n considering large numbers of small fa rmers , 
market systems designed to handle ou tputs as well as inputs (including 
credit) of the r ight kind in the r ight amounts at the r ight time, along 
with informat ion on their use, o f ten must become an impor tan t com-
ponen t of agricultural deve lopment p lanning and policy. 

Achieving progress in agricul ture also normally requires broadly 
based t raining and educat ion p rograms for f a rmers at public expense. 
Providing incentive along with public p rograms to achieve more effi-
cient product ion and adequate support ive market systems, physical 
inf ras t ruc ture , and sufficient educational sophistication clearly would 
seem to be war ran ted if na tura l conditions are such that p roduc t ion for 
domestic use can be b rough t within the limits of impor t parity prices, or 
if product ion for exports easily can be b rough t below the level of 
expor t parity prices. In general , these potentials can be measured with 
known analytical techniques, and fa rmers the world over have shown a 
capacity to r e spond to incentives in improving product ion . As with 
protection in o ther areas, the danger exists that technological infancy 
will continue, or that e f for ts will be made to stimulate produc t ion of the 
kinds not war ran ted by natura l conditions and potential comparat ive 
advantage. 

Export Promotion 

T h e a rguments for expor t p romot ion are largely the same as those 
for impor t protection, the d i f fe rence being that a greater degree of 



efficiency and lower costs of production normally are required. As just 
suggested, for agriculture, technologically inefficient industries may 
require assistance in reaching an export competitive position. In addi-
tion, the kind of market structure needed for developing and maintain-
ing export markets may be considerably more sophisticated than that 
required for domestic commodities. Governments in most major ad-
vanced agricultural exporting countries have developed various kinds 
of export marketing assistance, and this approach would seem to be 
warranted for less developed countries, particularly those that seek 
diversification in their agricultural sector and must develop new and 
varied market outlets. 

For industry, the scale economy argument and the a rgument that 
major externalities may arise f rom development for export have been 
used as justification for export subsidization programs. These argu-
ments seek to recognize the benefits that arise in addition to those that 
are reflected in the value of the commodity produced, and they suggest 
that the social gain warrants a reduction in prices of commodities on 
world markets if required to permit sectoral development. 

Internal disequilibrium as reflected in high urban industrial wage 
rates also is relevant. As suggested by Little and others, "in most 
developing countries the level of wages would justify the calculation of 
an alternative shadow wage rate which would measure the t rue cost to 
the economy employing labor in industry. On this basis and including 
an allowance for external economies of training labor the equivalent of 
a labor subsidy of u p to 50 percent might be justifiable in the least 
developed countries. Depending on the labor intensity of the industry 
concerned, this could justify promotion equivalent of roughly 0-20 
percent of value added."4 0 These estimates clearly are rough, but 
nonetheless they indicate an order of magnitude and provide an intel-
lectual justification for export promotion activities that have been 
developed on a general basis by at least a number of developing 
countries that have sought to achieve rapid expansion of industrial 
exports.41 

As is import protection, export promotion should be designed to 
give special encouragement to selected kinds of production. In both 
cases effective and long-range programs will have an important effect 
on the structure of the economy through encouragement of long-term 
fixed investment, relocation of labor, and generation of infrastructure. 
T h e problem of determining the correct industry or industries to 
promote is crucial because of uncertainty in world market trends and is 
difficult to judge in the case of export industries. 



Choice of ins t ruments and decisions on a level at which to p romote 
also become crucial. Promot ion is a b roader concept than protect ion 
and can incorpora te such policies as subsidization of inputs and im-
provement of the financial and market institutions that serve industry 
and agriculture, t raining fo r labor and managerial capacity, and direct 
measures as well. Promot ion should be developmental in focus and not 
merely protective. It should become an integral par t of the policy 
f r amework that suppor ts p lanning in an open economy, and both its 
direction and level should be constrained by considerations related to 
the objectives of development , efficiency in resource use, and other 
de terminants of development . 

Summary 

In the dynamic setting of development planning, a n u m b e r of 
questions must be dealt with that are not a par t of static comparat ive 
advantage theory. It is necessary to move into growth or deve lopment 
theory and be concerned with processes of change, the implications of a 
multiplicity of marke t imperfect ions, and varying kinds of develop-
men t objectives such as economic growth, employment , the balance of 
payments, and income distribution. T r a d e analysis as a componen t of 
p lanning needs to examine the role of exports and imports and t rade 
policy, including impor t substitution and expor t p romot ion , as inte-
gral components of total development planning. 

In general , no single criterion for t rade sector p lanning is adequate , 
nor will any given set of criteria necessarily e n d u r e t h rough time. T h e 
pragmatic decisions m a d e by planners requi re the insights provided by 
a rguments related to balanced and unbalanced growth and the various 
fo rms of marginal investment criteria, as well as the vent-for-surplus 
and growth theories associated with the f r ee t rade-comparat ive advan-
tage focus of the n ine teen th century. Strategies a n d appropr i a t e 
policies for t rade sector p lanning must be arr ived at in the light of a 
n u m b e r of economic and institutional variables, including t rends in 
domestic and internat ional d e m a n d for relevant commodities; the 
resource base available to the country; the na tu re of the product ion 
funct ion and the technological base for increasing product ion and 
reducing costs; the externalities and linkages — backward, forward , 
and horizontal — that inf luence the "development effect" achieved 
f r o m any project or investment; and the na ture of the internal and 
external marke t constraints that affect both the rate at which ou tpu t 
can be expanded and the distribution of gains f r o m growth. 



11 
Conclusions 

Assessment of problems and issues in internat ional t rade policy in-
volves a much b roader scope than can be covered in one volume. Policy 
issues related to industrial t rade a m o n g advanced countries have not 
been dealt with, nor have internat ional monetary matters or the issue 
of aid and internat ional investments. My concern is with the more 
limited areas of agricul ture and development , with a view toward 
add ing a dimension to the l i terature on t rade policy. These two issues 
have grown in impor tance t h roughou t the postwar per iod. T h e vol-
u m e of agricultural t rade has risen greatly, and , as a result, in terna-
tional in t e rdependence has increased. Problems of expor t expansion 
by and the general t rade policy of less developed countries have be-
come more critical as the easy limits of impor t substitution have been 
reached by more nations and as levels of aid have pla teaued and in 
some cases decreased. These changes have been combined with in-
creased intensity in the drive for development and, hence, requi re 
workable t rade policy. 

Trade Policy in Perspective 

Nineteenth-century guidelines, namely, that the ult imate objective 
is to provide f r ee internat ional movement of goods and services, have 
been reflected partially in postwar t rade policy. Leadership by the 
United States resulted in establishment of G A T T , with principles 



clearly aimed at freeing impediments to trade in a broad multilateral 
f ramework . T h r o u g h six negotiations, major progress has been 
achieved in industrial trade, but, in general, the impediments to f ree 
trade in agricultural products remain. Major shifts in international 
relationships, in particular format ion of the European Economic 
Community, have resulted in greater restrictions on agricultural t rade 
than existed dur ing the immediate postwar period. These limitations 
flow f rom domestic policies designed to improve fa rm income and 
promote other ends. Such policies have resulted in a variety of pro-
grams and actions that constrain and distort t rade in agricultural 
products. The extent of this protection is difficult to measure, and the 
welfare and income transfer effects are not easily defined. Impor t 
substitution has resulted, as well as production of unmarketable export 
surpluses, both of which distort international t rade and create dis- ' 
equilibrium in world markets. Problems in international t rade policy 
for agriculture clearly remain a central issue, and they have not been 
amenable to solution under the philosophical perspective and interna-
tional arrangements established under GATT. 

G A T T has not been useful to developing countries for three main 
reasons. First, it is argued that the f ree play of market forces inherently 
works to the disadvantage of developing countries and that multilateral 
liberalization of t rade is not acceptable as an objective when there are 
major structural differences among economies. T h e result of this kind 
of policy is an inevitable deterioration in the t rade position of the less 
developed. Because of the nature of demand for the products they 
have fo r expor t , and because of s t ruc tura l d i f f e rences a m o n g 
economies, the less developed suffer long-term deterioration in trade. 
They cannot earn enough to pay for import requirements and must 
seek international policy that deviates f rom free exchange in order to 
improve their t rade position. 

Second, so many exceptions have been granted covering products 
of export interest to underdeveloped countries that their inherent 
disadvantage is fu r the r aggravated by policies sanctioned in GATT. A 
number of preference systems, including the United Kingdom's ar-
r a n g e m e n t s with Commonwea l t h count r i es and the E u r o p e a n 
Economic Community's special preference for fo rmer French col-
onies, are cases in point. These systems generally have not been benefi-
cial to less developed countries. 

Thi rd , it is argued that the bargaining process itself is implemented 
largely by advanced nations and has concentrated on commodities of 
interest to them. On a worldwide basis, both economic structure and 



policy processes have worked against developing countries, and special 
a r rangements are needed to offset the accumulated disadvantages. 

Economic Theory and Trade Policy 

Bargaining in the G A T T format , strongly guided by classical and 
neoclassical economic t h o u g h t , has b e e n ques t i oned bo th on a 
theoretical-philosophical and on a s tructural basis. At the theoretical 
level, the theorem of second best as an approach to policy fo rmat ion is 
relevant. It was first discussed by J . E. Meade in relation to t r ade 
policies, and he states that " there are s t rong theoretical reasons why in 
many cases one particular tariff or t rade control should not be removed 
so long as some o ther particular tariff or t rade control or domestic duty 
or o ther divergence between marginal values and costs remain in 
operat ion. T h e maintenance of one particular divergence between 
marginal value and costs may help t o offset the evil effects of ano ther 
divergence. Welfare might be improved if both were removed; but if 
one is going to be kept, it may be bet ter that both should be kept."1 

Within this second-best f r amework , a l though he does not necessar-
ily endorse a b road range of managed internat ional t rad ing relation-
ships, Meade points out a n u m b e r of justifications for deviating f r o m a 
policy aimed at completely f r ee and liberalized internat ional t rad ing 
a r rangements . 

1. That the imposition of trade barriers may affect the international 
terms of trade and thus help to redistribute income from richer to 
poorer countries. 
2. A protective policy may be used by one country in order to redistri-
bute income inside that country in favor of the factors of production 
which are especially suited for employment in the protected indus-
tries, and 
3. Because of the existence of the important economies of large scale 
production . . . it may be that if the structures of industries in a 
country were quite different from what it now is the change would 
represent a true increase in world economic efficiency.2 

T h e direct empirical coun te rpa r t to this conceptual f r amework is 
reflected in much of what has been done to create exceptions to G A T T 
principles and in the structural a rguments being presented for change 
in t rade policy. 

Historically, the goals of agricultural policy have been aimed at an 
internal redistr ibution of income within countries; this has led to a 



conflict with G A T T principles, which call for liberalized trading ar-
rangements. In the Kennedy Round the basic format for negotiations 
presented by the United States was to achieve a multilateral reduction 
in trade barriers, including agriculture, with specifically agreed upon 
exceptions. T h e European Common Market, on the other hand, en-
tered those negotiations with a di f ferent perspective. It refused to 
participate in the search for lower t rade barriers as such and argued 
that if progress were to be made in normalizing international agricul-
tural markets it would have to be done th rough broad-ranging, 
worldwide commodity organization. 

This approach was based on arguments related to structural differ-
ences among countries and their implications for world t rade in ag-
ricultural commodities. An EEC analysis asserted that the world 
economy can be separated into five structurally dif ferent categories of 
countr ies . 3 One category includes developing countr ies , whose 
economies are relatively static, largely self-contained, and have little 
contact t h r o u g h ex te rna l marke ts . A second category includes 
dynamic, developing economies where industrialization has begun, 
agricultural development is underway, and a substantial interest in 
import and export t rade has developed. Two categories of advanced 
countries include those that are primarily agricultural export nations, 
such as Australia and New Zealand, and developed industrial coun-
tries, some of which are major importers of agricultural commodities 
and others major exporters. In addition to these categories, the world is 
also separated in part by the existence of a communist bloc. 

Among these groups there are major structural differences that 
create problems in international agricultural markets. Some countries 
hardly participate in world trade, and others among the less developed 
countries depend largely on commodity exports for foreign exchange. 
Some industrial nations protect high cost domestic production, and, in 
some cases, efforts are made to expand exports on a subsidized basis 
f rom protected agricultural production. In the case of communist 
countries, political restraints influence their participation in interna-
tional markets. These factors have resulted in basic imbalances in 
supply and demand, created dif ferent rates of technological change 
among countries in agriculture, affected production cost levels, and in 
general disrupted the development of orderly exchange in interna-
tional trade. A f ree market cannot operate under such conditions, and 
the only basis for creating orderly international markets is to organize 
and guide commodity trade. T h e details of implementing such a move, 
however, have not been spelled out. T h e general approach is clearly a 



move away f r o m multilateral reduct ion in t rade barr iers and increased 
reliance on f r ee markets toward more highly organized internat ional 
t rading procedures . 

A second basic point of d e p a r t u r e f r o m G A T T principles has 
emanated f r o m U N C T A D . Developing countries a rgue that s t ructural 
factors assure a deter iorat ion in their terms of t rade, that wealthy 
nations have characteristics that lead to slow growth in their volume of 
imports , and that developed countries maintain policies that p revent 
rapid expansion of exports f r o m the less developed countries. Fur-
the rmore , it is a rgued that a f r ee market cannot be tolerated as the basis 
for de te rmin ing imports into less developed countries because invest-
ments f r o m outside sources result in economic dualism. U n d e r these 
circumstances, t r ade does not become a vehicle of deve lopment ; 
ra ther , it creates high technology expor t industries with little linkage to 
basic peasant economies. From the viewpoint of developing nations, 
international a r rangements are necessary to create preferences by 
industrial countries toward them and a m o n g them to increase the use 
of commodity p rograms that reduce uncertainty and increase t ransfer 
of income f r o m industrial to less developed countries and to increase 
direct financial assistance in the f o r m of compensatory f inancing and 
t ransfers t h r o u g h aid. T h e thrus t of policy by developing countries as it 
has emana ted f r o m U N C T A D is toward marke t intervention on a 
multilateral basis and increased organization of internat ional markets . 

A New Focus on Trade Policy 

T o achieve genuine multilateral f r ee t rade , a n u m b e r of conditions 
are needed. 4 O n e is that major t rad ing nations would have to devise 
and implement internal policies that a re reasonably successful in 
achieving internal stability and eliminating recur ren t periods of infla-
tion and deflat ion that become reflected in balance-of-payments flows 
and create international disequilibrium. This is particularly crucial for 
dominan t countries, where corrections for this effect , namely, devalua-
tion or imposition of t rade restrictions, have a worldwide impact. 
Policies that provide internal ad jus tments among sectors so that one 
sector does not overproduce relative to domestic and internat ional 
market potentials or u n d e r p r o d u c e relative to technological potential 
also would be needed . Stability in the aggregate and flexibility for 
internal ad jus tment become prerequisites to multilateral f r ee t rade. 



There must be a reasonable degree of price flexibility so that 
production increases and decreases as prices rise and decline. Prices 
become an impor tant vehicle for shifting resources among com-
modities, and output is guided by available market opportunities. 

A third major component needed to maintain f ree trade is that 
exchange rates and commodity flows must be f ree to fluctuate and 
adjust to varying prices and market requirements. If national policies 
are aimed at creating an internal balance and overall economic stability, 
foreign exchange rates must be f ree to adjust to maintain external 
balance and prevent accumulation of foreign exchange by some coun-
tries and deficits by others. If exchange rates adjust, markets must react 
readily to changing volumes of imports and exports in order to provide 
trading response to shifts in current values and eliminate the need to 
resort to controls, tariffs, and subsidies. 

These conditions are far f rom being fulfilled in today's world. The 
classical nineteenth-century approach to policy, that internal dis-
equilibrium in individual countries is an acceptable price to pay for 
international equilibrium, no longer exists. All countries seek various 
domestic ends, including stability, full employment, economic growth, 
and development. Policies to achieve these ends vary among nations, as 
does their effectiveness, but most countries feel the need for trade 
restraints to achieve various domestic objectives. 

In the case of agriculture, an inherent tendency toward imbalanced 
production in some countries and a tendency to commit excess re-
sources have resulted in low agricultural incomes and have brought 
for th major programs of income protection. Domestic policies seeking 
income redistribution conflict with international equilibrium, and 
these programs are not likely to be abandoned by many countries. 
They will become inoperative only if substantial world food shortages 
continue and market prices are high enough to achieve redistribution. 

All countries maintain policies to promote economic growth, em-
ployment, and structural change. These issues are particularly sensi-
tive in less developed nations, and in most countries are implemented 
without great concern for international consequences. Policies for pro-
tection, import substitution, or export promotion are developed in the 
light of internal objectives, not with a view toward maintaining external 
equilibrium. Objectives related to growth and structural change are 
complemented by trade policies that interfere with the f ree play of 
market forces. 

Achieving a workable international economic order requires in-
struments and institutions that extend beyond those prescribed by 



classical trade theorists. This conclusion rests upon the assumption, 
which at present appears entirely valid, that governments in general 
will not sacrifice domestic policy objectives for the sole purpose of 
achieving international equilibrium and upon the fact that a successful 
re turn to more liberal trade through the elimination of restrictions can 
be achieved only if governments avoid certain well-entrenched domes-
tic policies and submit their economies to the vagaries of international 
supply, demand, and market forces. 

Given these assumptions, a number of specific questions concern-
ing international trading arrangements become important . First, can 
international commodity arrangements work, and what role can they 
play in t rade policy? The difficulties in formulat ing and implementing 
international commodity arrangements are numerous, and there are 
distinct limitations stemming f rom technical and market conditions. 
Yet, if countries accept the policy objectives of creating international 
income transfers or of stabilizing international markets, and if they are 
willing to accept a degree of constraint on internal flexibility in de-
veloping policy, improved international order may be possible for a 
number of commodities. Commodity arrangements can vary f rom 
those that establish specific prices and quantities to those that seek to 
coordinate production and storage policy aimed at market stabiliza-
tion. They provide no panacea nor are they a basis for defining a 
complete economic order in commodity markets, but their use should 
not be rejected simply on philosophical or theoretical grounds. 

A second question is whether the conflict between domestic agricul-
tural policy and trade policy can be reduced or eliminated. In part this 
can be done by changing the instruments of agricultural protection. 
Deficiency payments are less disruptive of markets than are direct price 
supports. A more fundamenta l approach, however, can be sought 
through policies that restructure agriculture. Some specialization in 
production should be possible, and resource use in agriculture should 
change in response to market changes and shifts in comparative advan-
tage. Domestic policies are needed that alter the input mix, expand the 
resource base of individual farmers, and increase resource productiv-
ity so that lower levels of support are required to maintain a reasonable 
income to individual farmers. Providing farmers with the technology 
and scale of operation that permit adjustments to changing market 
forces would result in a greater equalization of production costs among 
countries and reduce the relative need for protection in individual 
nations. 



A third question is whether preference systems for less developed 
countries can fulfill a legitimate international policy objective and 
whether or not they will work. If markets are enlarged through ex-
ports, will this permit growth, specialization, and technological change 
which reduce costs so that genuine economic development is stimu-
lated? T h e answer ultimately lies in whether less developed countries 
achieve sufficient competitive advantage to increase exports to indus-
trial nations, even when their entry is not inhibited by artificial restric-
tions. T h e competitive position of developing countries is strongest in 
those areas where economies of scale are relatively less important , 
where technology is less sophisticated, and where the production sys-
tem is not dependent upon broadly based and sophisticated education 
and management techniques. While some growth might develop as a 
result of preferences, it would likely fall far short of that required for 
general industrialization. Preferences can be one of a number of policy 
approaches required to fulfill the objective of using trade policy to 
fu r the r growth in developing countries, but they alone will not be 
adequate. 

A four th issue is whether preference systems or customs unions 
among less developed countries can be used to promote economic 
development. Economic integration may take several forms and in-
volve varying degrees of interaction and policy coordination. T h e 
short-run effects will depend upon a variety of conditions, such as the 
height of initial t rade restraints among countries, the nature of struc-
tural characteristics, the resource bases of the economies involved, and 
the extent to which specialization might develop. Longer term implica-
tions will be determined by the degree to which economies of size can 
be realized and the extent to which coordinated development planning 
can be enhanced through joint action (compared with that which would 
occur in individual countries). Coordinated regional development can 
be achieved for such things as transportation and communication, 
educational facilities, industry, and agriculture. A major roadblock to 
past efforts at coordinated development planning appears to have 
been the inability of less advanced countries to develop the political will 
and establish the institutions needed to effectuate workable regional 
cooperation, either through loosely coordinated functional arrange-
ments or through more comprehensive customs unions or common 
markets. In the long run , this form of international a r rangement may 
provide the greatest potential for solving the trade development prob-
lems of the less developed. 



A fifth issue concerns the kind of internal adjustment needed to 
promote trade interests in developing countries. T rade sector plan-
ning involves assessing a number of interrelated conditions. One is the 
analysis of demand for commodities either being produced or those 
that have production potential. Growth trends in international markets 
for some commodities important in developing nations' exports have 
been slow relative to growth in supply, and prices have declined. On the 
other hand, demand for certain livestock products, feed, petroleum, 
and other raw materials is sustained by industrial growth, and long-
term continued expansion can be expected. International demand 
must be interrelated to domestic demand in order to arrive at a com-
posite of domestic and foreign demand for project and development 
planning. 

These estimates should be considered along with assessment of a 
wide range of production and marketing questions. The available 
resource base and the nature of production functions vary widely 
among countries, and they define differences in comparative advan-
tage among nations and among sectors within them. Comparative 
advantage also should be assessed within the constraints of externalities 
and complementarities among industries and a broad range of market 
imperfections, rigidities, and inadequacies in the adjustment mecha-
nism in most developing countries. 

T rade sector planning should become an integral part of overall 
development planning, and trade policy should complement general 
development policy. T h e correct policy format has been the subject of 
considerable discussion among economists and political representa-
tives of both industrial and developing countries. One of the important 
conclusions of this study, however, is that no single criterion for trade 
policy or trade sector planning is adequate, nor will any given set of 
criteria necessarily endure through time. 

Widely varying conditions among countries suggest that few 
guidelines have general and equal applicability. Great differences in 
income levels, resource bases, and economic structures mean that 
universal f ree trade is not acceptable to most nations. Excessive protec-
tion, on the other hand, ultimately results in intolerable inefficiency for 
individual countries or the world as a whole. Planning leads to ques-
tions of how resources should be allocated to fulfill development objec-
tives most adequately, including choices related to imports, exports, 
and import substitution. It also requires choices as to appropriate 
instrumentation and criteria for policy that most effectively will inte-
grate trade into overall development plans. While there are areas of 



commonality a m o n g countries, there is also great diversity. Each nation 
must plan in the context of its own situation and avoid being misled by 
theoretical or politically induced generalities that suggest a single 
"best" me thod of t rade sector or development planning. 

Formulating Trade Policy 

A final consideration in assessing t rade policy is the process of 
policy formulat ion, particularly as reflected by agr icu l tura l t rade policy 
in industrial countries. Despite the pervasive effect of internat ional 
t rade policy u p o n g roups within an economy, it is not of part icular 
interest to a large n u m b e r of people. Since t rade policy's effect on 
consumers and expor t industr ies o f ten is indirect a n d delayed, these 
groups tend to be inactive in its formula t ion . Pressure arises f r o m those 
industries seeking protection and is not offset by those who will be 
damaged by it. These positions, in tu rn , are reflected directly in negoti-
ations between countries. Bargaining becomes a process of t rad ing off 
special interests, resul t ing in laborious commodi ty-by-commodi ty 
negotiation which has not succeeded in reduc ing impor t barr iers on or 
expor t aids for agricultural products . 

In o rder to change this process and to achieve progress, at least 
three concepts should be in t roduced into t rade policy formulat ion. 
First, objectives should seek to stress national ra ther than g r o u p in-
terests. This emphasis involves decisions both about which t rade bar-
riers to retain and which to reduce or eliminate. While the objective of 
t rade liberalization should be of central impor tance , it is also t rue that 
in today's world of mixed and in t e rdependen t economic systems, 
where governments seek to maintain domestic economic stability and 
assure economic growth and full employment , some barr iers to t rade 
represen t responsible government action. Where barr iers are re ta ined, 
they should be designed to serve a b road national interest and not 
simply to protect special interest groups. 

In the case of policy changes to expand exports , there is little 
conflict with g r o u p interests, and plans to serve expor t objectives are 
not difficult to implement . T h e national interest in many countries also 
could be served by liberalizing impor ts of agricultural products and 
raw materials both because of their impact on consumer prices and raw 
material costs and the effect on less developed countries. Larger im-
ports f r o m these nations would increase foreign exchange earnings 
and enable the less developed to increase imports needed for develop-



ment. But changes in t rade policies that liberalize imports inevitably 
are damaging to domestic groups and are difficult to implement. 

This fact leads directly to the second concept important to trade 
policy, namely, that individual groups should not be expected to bear 
the entire cost of change in t rade policy. Adjustments to serve the 
national interest should be paid for by society. T o do this, compensa-
tion and meaningful public assistance are needed as a part of the t rade 
liberalization package. T h e principle of adjustment assistance has 
broad application both within and outside agriculture, and it should 
come into play if t rade barriers are reduced and serious market disrup-
tion and injury occur. 

T r a d e policy could be improved if the basis for adjustment assis-
tance were expanded to industries that no longer can compete. T h e 
U.S. textile industry, for example, has sought protection because of 
strong competition f rom Japan and other countries where lower input 
prices, especially labor, provide a cost advantage. Economists long have 
recognized the infant industry concept and accepted it as justification 
for protection to achieve faster economic growth. It also should be 
recognized that economic development in other countries and basic 
differences in available resources among nations, along with the inter-
national transfer of technology, can shift comparative advantage and 
create conditions in which industries that were competitive can be 
maintained only through continuous protection. In these cases, and 
where the basic ingredients for competitive survival do not exist, assis-
tance in moving resources to other uses makes as much sense as protec-
tion for infant industries. 

As a final point, it would appear there is a need to devise more 
effective techniques for trade negotiation. T h e format of bargaining 
heretofore used in G A T T has not worked for agriculture nor for 
reducing a wide range of nontariff barriers in nonagricultural indus-
tries. T h e recent report of the U.S. Presidential Commission on Trade 
and Investment Policy states: "The necessity to negotiate the techni-
ques and levels of domestic price suppor t systems makes a sectoral 
approach on agriculture a necessary preliminary step. . . . This ap-
proach does not require a self-balancing package. Because agricultural 
trade flows are not balanced between major nations, equivalency of 
concessions will be achieved only through broader negotiations involv-
ing both agricultural and nonagricultural t rade and possibly other 
international economic matters as well."5 A number of agricultural 
economists have argued that the dilemma in t rade negotiations for 
agriculture can be overcome only through broadly based international 



discussions that deal with issues of price support , import protection, 
export subsidization, and the orientation of domestic fa rm policy and 
agreement by individual countries, both exporters and importers, to 
cooperate in programs of supply adjustments and production reor-
ganization. 

Devising mechanisms for more f ru i t fu l international negotiation in 
agriculture will not be easy. But past efforts built a round commodity-
by-commodity bargaining based on a trade-off of concessions have led 
to little progress. Change is needed. 
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