AGRICULTURAL TRADE AND POLICY*
Trade and policy in the agricultural sector were key in
the Uruguay Round of GATT, and are a sticking point in
Doha Round of the WTO

Over past 40 years, agricultural commodity prices show
several striking features:

- real prices of agricultural commodities relative to prices
of manufactured goods have declined

- real prices have fluctuated around the long-term
downward trend

- the fluctuations and decline have been less pronounced
since the mid-1980s

Why thislong-term decline?
- technological change vs. income inelastic demand
- over-supply of some commodities

- export subsidies and farm subsidies to producers in
developed countries

* http://www.fao.or g/docr ep/007/y5419e/y5419e00.htm




Real prices” for agricuttural commodities have declined by almost S0
percent over the past 40 yvears, even though nominal prices have risen.
Both trends have slowed significantly since the 1980s.
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Why have the fluctuations and trend flattened out?

- dowdown in growth of prices of manufactured goods

- Increased trade liberalization in both manufactures and

agricultural commodities

Rate of decline in real prices/volatility of prices varies

acr oss commodities

-tropical beverages, oil-crops and cereals steep vs.

horticultural, meat and dairy products

- some developing countries have been able to diversify

away from former to latter commodities
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Maore advanced developing countries have been able to reduce their
reliance on tropical beverages, raw materials and sugar, the pricas
afwhich have suffered steep declines on world marksts.

But least developed countries have becomemore dependent on these
commodities.
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Tropical beverages
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Meat and meat products
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Overall, variability highest for agricultural commodities
traded by LDCs and other developing countries, and lowest
for those commodities traded by developed countries

Price valatility has besn greatest for agrcuttural
commaodities traded by developing courntries.
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For countrieswhere agriculture accountsfor alarge
proportion of trade, their “barter” terms of trade matter, i.e.,
ratio of export toimport prices—thiscan really affect
affordability of imports, and hence food security

Fall in termsof trade between value of agricultural exports
and value of manufactured imports has also been persistent
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A declinein agricultural terms of trade can be offset by
increasing the quantity produced and exported

- experience of LDCsvs. other developing countries has been
quite different

- income termsof trade for developed countrieshasalso risen
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Net flow of agricultural commodities between developed
and developing countries has changed over past 40 years—
developing countries are now net importers

Developed countries have also increased their share of
exports of processed agricultural commodities






Useful to break down developed countriesinto:

- Australia, Canada, New Zealand and the US
(traditional food exporters)

- Western Europe (densely populated)
- Japan (very densely populated)

Food production grew rapidly in the latter two groups
from the early-1960s, and Western Europe went from being

amajor importer toamajor exporter by the 1980s

One would expect food consumption to grow lessrapidly
in high income countries

- dower population growth
- dower income growth
- lower income elasticity of demand for food

Why hasfood production grown so rapidly in Western
Europe and Japan? Being more densely populated than
Australasia and North America, surely they have less

compar ative advantage in food production?

Rapid industrialization and income growth should be
accompanied by lessrapid growth in food production



Consider a small closed economy with two sectors, agriculture
and non-agriculture, where productivity growth isequally
rapid in both sectors, but food demand grows more slowly
over time dueto incomeinelasticity

In Figure 1, the production frontier moves out
equi-proportionately, and given income elastic demand for
food, agriculture stermsof trade decline over time

Now allow economy to be open to trade—Figure 2

- if relative prices favor agriculture, economy becomes
an exporter food

- If thereisunbiased growth, agriculture s share of output
remains unchanged

-with growth elsewherein the world, agriculture’ ster ms of
trade will change

Generally, with economic growth abroad, agricultural sector
of a small open economy will decline, unless growth isvery
biased to agriculture; there should also be a declinein
agriculture sshare of exportswith economic growth

What would make a country a net agricultural importer/
exporter at a point in time?



FIGURE 1: GROWTH INA CLOSED ECONOMY




FIGURE 2: GROWTH IN AN OPEN ECONOMY




It should have something to do with comparative advantage,
particularly relative endowments of capital and natural
I esour ces

- in a less developed country with little capital, we would expect it
to be an exporter of raw/lightly processed agricultural
commoditiesand an importer of manufactures

- asthe capital stock expands, a country should adjust from
being an exporter of agricultural commoditiesto being an
exporter of manufacturesthat are non-resour ce based

- if acountry haslarge endowments of agricultural land, more
capital will be used in agricultural production with high capital
productivity

- densely populated countriesthat are poor in natural resources
will begin manufacturing at an earlier stage than resource-rich
countries—once farm land is highly developed, capital
substitutesfor land

Thisassumesthat markets are free of distortionsdueto
gover nment interventions

- protection of agriculture accelerated significantly in the post-
war period in advanced industrial economies, and spread to
rapidly developing middle-income economies

- historically, developing economies have tended to discriminate
against agriculture, e.g., viaexport taxes



Despite some progressin the WTO Agreement on
agriculture, thelevel of protection in agricultureremains
high

- in OECD countries, average bound tariff for agricultural
productsis 60 percent, compared to averagerate of 5 percent
for industrial goods

- average applied tariffs on agricultural imports by developed
countries from developing countries are:

US— 12 percent

EU — 20 percent
Canada — 17.5 per cent
Japan — 22 percent

Averagetariffsin developed countries hide “tariff peaks’,
I.e., applied tariffsthat are substantially higher than the
average



FAO estimates suggest that if tariffswerereduced by
40-60 per cent in developed countries, by 25-40 percent in
developing countries, with biggest cutsin tariff peaks,
exports by L DCscould increase by 18 per cent

Tariff escalation also affects exports of LDCs, i.e., higher
tariffsarelevied on goods exported at more advanced stages
of processing

FAO findsthat 12 key commodity chains suffer from
tariff escalation — especially at the first stage of processing

A reason for developing countries having a lower share of
trade in processed products, and discour ages diver sification



While there has been somereduction in agricultural tariffs
by developed countries, there are still high levels of support
for agriculturethrough farm subsidies - $200 billion/year in
OECD countries

While official export subsidies have declined, domestic
farm subsidies can de facto act as export subsidies, which then
depresses world commodity prices, e.g., US cotton program



L oss of competitiveness by L DCs also a function of
changesin their own policies

- dismantling of state-controlled marketing boards hasled
to reduction in taxeson agriculture, e.g., cocoafarmersin

Ghana now get 40 percent of the export price compared to
6 percent in the early-1980s

- at the same time, dismantling of marketing boards has
created an institutional vacuum, such that smallholder
farmersin many LDCs have been faced with loss of access
to credit, fertilizers, and other inputs

- public expendituresin agriculture have also declined in
developing countries, and both yields and quality of
commodities have fallen

- failure to maintain quality makesit difficult for LDC
producersto access food retail chainsin developed
countries, particularly for commodities such as

fruit and vegetables

Dueto protection of developed country markets from
fluctuationsin world prices, any fluctuationsin their
production have been “exported” to theworld market —this
has exacer bated the declinein agriculture sterms of trade
and hasincreased instability



