World Agricultural Marketsin Principle & Practice

1. Introduction

This text was originally written as a chapter in atextbook for Polish university students,
as an introduction and explanation of the behaviour and meaning of world markets in
agriculture. Thus the examples are framed from a Polish perspective. Nevertheless, the
explanation serves as a useful and coherent account of the economics of international
markets for all students.

The world market is more important to the marketing of agri-food products than it has
ever been. This is for two major reasons. First, 1994 saw the completion of the
Uruguay Round of multilateral negotiations under the General Agreement on Tariffs
and Trade (GATT) - see Box 1. This agreement included comprehensive agreement on
inclusion agricultural trade within the general rules and formulae governing
international trade for the first time. The process, though not the completion, of
liberalising world agricultural markets is now a fact. Second, the collapse of central
planning systems in the former Soviet Union in favour of market-based systems re-
introduces a substantial area of the globe to the world market place. This makes the
world market more complete and more important for all.

This chapter concentrates on the analytical frameworks necessary to understand world
markets and trade. These frameworks are explained through their application to world
trade issues and problems, which also provides an appreciation of the development of
world agricultural trade systems. Particular applications have been selected to illustrate
key points relevant to the future development of Polish agri-food marketing. The
historical development of, especialy, the European Union’s Common Agricultural
Policy (CAP) and the world grain trade are taken as being of major importance here.
The CAP is of particular importance to Poland since its future descendants will heavily
influence Polish agri-food markets, and the future development of the policy will be
strongly conditioned by its past history. The critical importance of grain trade stems
from the fact that cereal production and use is central to agricultural systems and
associated government policies - cerea production both competes with and provides an
input to most other forms of agricultural production. This concentration necessarily
means that particular aspects of world markets in other commodities (fruit and
vegetables, sugar, dairy products) are not deat with in detail here. However, the
analytic principles explained here are also applicable to these commodities, while
students are expected to develop their understanding of these sectors using additional
sources and information.

This chapter is structured as follows. Section 2 deals with the economic analysis of
trade, illustrating the primary characteristics of world markets, showing how they
operate, and how world commodity prices are determined. Since exchange of
currencies is a necessary and important part of international trade and world market
behaviour, the mechanisms of Foreign Exchange markets are explained in Section 3.
Section 4 shows how countries have reacted to these world market effects in the past,
illustrated by the development of European Community’s Common Agricultural policy.
This section also indicates the consequences of these international responses, and in
particular, details the roles and use of international agreements, negotiations and
ingtitutions.  Section 5 highlights the maor trends that are occurring in world
agricultural markets, and discusses the major implications of this analysis for the Polish
agri-food sector.
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Box 1: The Marakesh Declaration of 15th. April, 1994

1. Ministers salute the historic achievement represented by the conclusion of the Round, which they,
believe will strengthen the world economy and lead to more trade, investment, employment and
income growth throughout the world. In particular, they welcome:

- the stronger and clearer lega framework they have adopted for the conduct of international trade,
including a more effective and reliable dispute settlement mechanism,

- the globa reduction by 40% of tariffs and wider market- opening agreements on goods, and the]
increased predictability and security represented by a major expansion in the scope of tariff
commitments, and

- the establishment of a multilateral framework of disciplines for trade in services and for thg
protection of trade-related intellectual property rights, as well as the reinforced multilateral trade
provisionsin agriculture and in textiles and clothing.

2. Ministers affirm that the establishment of the World Trade Organisation (WTO) ushers in a new era|
of global economic cooperation, reflecting the widespread desire to operate in afairer and more open
multilateral trading system for the benefit and welfare of their peoples. Ministers express their
determination to resist protectionist pressures of all kinds. They believe that the trade liberalisation
and strengthened rules achieved in the Uruguay Round will lead to a progressively more open world
trading environment. Ministers undertake, with immediate effect and until the entry into force of the
WTO, not to take any trade measures that would undermine or adversely affect the results of the
Uruguay Round negotiations or their implementation.

3. Ministers confirm their resolution to strive for greater global coherence of policies in the fields of
trade, money and finance, including cooperation between the WTO, the IMF and the World Bank for
that purpose.

4. Ministers welcome the fact that participation in the Uruguay Round was considerably wider than in
any previous multilateral trade negotiation and, in particular, that developing countries played &
notably active role in it. This has marked a historic step towards a more balanced and integrated
global trade partnership. Ministers note that during the period these negotiations were underway,
significant measures of economic reform and autonomous trade liberalisation were implemented in
many developing countries and formerly centrally planned economies.

5. Ministers recall that the results of the negotiations embody provisions conferring differential and
more favourable treatment for developing economies, including specia attention to the particular
situation of least-developed countries. Ministers recognise the importance of the implementation of
these provisions for the least-devel oped countries and declare their intention to continue to assist and
facilitate the expansion of their trade and investment opportunities. They agree to keep under regular,
review by the Ministerial Conference and the appropriate organs of the WTO the impact of the
results of the Round on the least-developed countries as well as on the net-food importing
developing countries, with a view to fostering positive measures to enable them to achieve their
development objectives. Ministers recognise the need for strengthening the capability of the GATT
and the WTO to provide increased technical assistance in their areas of competence, and in particular
to substantially expand its provision to the least-devel oped countries.

6. Ministers declare that their signature of the "Final Act Embodying the Results of the Uruguay Round
of Multilateral Trade Negotiations' and their adoption of associated Ministerial Decisions initiates
the transition from the GATT to the WTO. They have in particular established a Preparatory
Committee to lay the ground for the entry into force of the WTO Agreement and commit themselves
to seek to complete al steps necessary to ratify the WTO Agreement so that it can enter into force by
1 January 1995 or as early as possible thereafter. Ministers have furthermore adopted a Decision on
Trade and Environment.

7. Ministers express their sincere gratitude to His Majesty King Hassan 1l for his personal contribution
to the success of this Ministerial Meeting, and to his Government and the people of Morocco for
their warm hospitality and the excellent organisation they have provided. The fact that this final
Ministerial Meeting of the Uruguay Round has been held at Marrakesh is an additional manifestation
of Morocco's commitment to an open world trading system and to its fullest integration to the global
economy.

8. With the adoption and signature of the Final Act and the opening for acceptance of the WTO
Agreement, Ministers declare the work of the Trade Negotiations Committee to be complete and the
Uruguay Round formally concluded.

Adopted by the Ministers of the GATT signatory states at the conclusion of the GATT Uruguay|
Round, Marakesh, Morocco, April 15th., 1994
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2. Basic Economicsof Trade

Introduction

Students are expected to be familiar with the basic economic analysis of supply and
demand. This section extends this analysis to apply to international trade.
International trade and world markets are no different in principle from local or
regiona trade and markets. Economic arguments in favour of free trade, based on
comparative advantage and speciaisation, apply at the personal/household, local,
regional and national levels, and also at the international level. There are, however, two
major practical differences between local or regional trade and international (cross
national border) trade:

» trade between different countries is more difficult, more uncertain and more
expensive than local or regional trade: distances are greater; languages, customs,
laws and commercial practices differ; information about possible buyers and other
competing sellers is more difficult to obtain; trading contacts and contracts are
more difficult to make. In other words, the marketing (or trading) costs - al those
associated with buying and selling - are higher;

o trade between countries involves exchanging currencies which requires
consideration of foreign exchange (Forex) markets (section 3, below).

Economic analysis of world trade and world price determination

The basic economic analysis of trade relies on the spatial equilibrium concept - that
related markets will interact through trade to tend towards an equilibrium or balance
between supplies and demands in different locations. This analysis takes as read the
arguments in favour of trade according to comparative advantage and specialisation,
which need not concern us here, and concentrates on the fundamental market
mechanisms and their consequences.

For ssimplicity, consider the ‘world market’ to consist of just two countries (or regions).
Country 1 (Europe) has a large population engaged in industry and not very much good
quality wheat land, so demand is strong relative to supply, and prices are high. Country
2 (the USA) has a smaller population relative to its wheat growing land, and demand is
less strong relative to the available supply, so prices are lower.

Trade between Countries - Spatial Equilibrium Analysis.
The right hand side of Figure 1 shows the economic diagram of the US market.

Figurel TheWorld Wheat Market before trade (Autarchy)
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Prior to the opening up of trade, the market clearing (equilibrium) price in the US is
Ps2. At this price, the USis producing and consuming Qa2 tonnes of grain, and is thus
self-sufficient. Similarly, the left hand side of Figure 1 shows the European market, at
a self-sufficient equilibrium of Qal tonnes produced and consumed at a local price of
Psl. Thisno-trade situation is known as autarchy.

So long as it costs less than the difference between Psl and Ps2 to move this product
from the US to Europe, then traders can make money by buying in the US and selling in
Europe. Historically, as the costs of transport within America and shipping across the
Atlantic fell with the introduction of railways and steamships, Europe began to buy
grain from the US. What would be the market consequences? How might the world
market be represented in diagrammatic form? Think before you read on.

As traders buy US grain for export, so US production must be greater than US
consumption and the US market price must rise. Similarly, as grain is sold in the
European market, so European consumption will be greater than European production
and the European price will fall. These tendencies will continue until the price
difference between the two markets is no longer sufficient to cover the costs of trade.
Thisisthe essence of spatial equilibrium.

To represent our world market as trade between these two countries, it is useful to use
the concepts of excess demand and excess supply. As the market price in Europe falls
from Psl, so quantities demanded will be greater than (exceed) quantities supplied. The
European excess demand (XD1) is defined as European demand minus European
supply (D1 - S1), which is zero at price Psl, and positive at al lower prices. This
excess demand relationship is, in effect, the European demand for imports. Similarly,
the US excess supply (XS2) is defined as US supply minus US demand (S2 - D2).
which is zero at price Ps2 and positive at al higher prices. XS2 formsthe US supply of
exports. Theworld market can now be represented as the interaction between the
excess demand and excess supply curves. Thisisshown in Figure 2.

Figure2 TheWorld Wheat Market astrade opens up.
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In the absence of any marketing (trading) costs, the equilibrium in this world market
would be determined by the intersection of the excess demand and excess supply
curves, as typically shown in textbook representations of local or domestic markets.
However, as already been pointed out, international trade is characterised by significant
marketing (trading) costs which cannot be ignored.
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These marketing costs (transport, insurance, information and storage costs) will need to
be covered by the gap between the initial buying price paid to US farmers and the final
selling price paid by European buyers. Export supplies still have to equal import
demand for the market to be in equilibrium.

In Figure 2, the importing price is labelled Pt (c.i.f.), standing for “ cost, insurance,
freight,” meaning that this price covers the initial purchase cost and al the transport
and marketing costs involved in moving the product from the US to Europe. The
exporting price is labelled Pt (f.0.b), standing for “free on board”, meaning that this
price includes the cost of purchase and of primary movement from the farm to the
export port (New Orleans), including loading onto the ship, but not the costs of freight
and insurance for the ocean crossing. The difference between these two prices for the
same commodity (labelled f.c. in Figure 2) is the full cost of ocean freight between
these two locations. Thus, the import (cif) price must be above the export (fob) price by
enough to cover the marketing costs. Diagramatically, this is achieved by imposing
these costs as a vertical difference between the import demand curve (XD1) and the
export supply curve (XS2), as shown in Figure 2.

Exercise 1. Suppose that the elasticities of supply and demand (see Chapter 2) in the
US and Europe are known as follows:

Es(Eu) = +0.6 Ed(Eu) = -06

Es(US) = +05 Ed(US) = -10

Suppose the prices and quantities in each market before trade is opened up are:
Psl(EU) = 3000 Ps2(US) = 1000

Qal (EU) = 1250 Qa2 (Us) = 500

Insurance and freight costs are estimated to be 40/tonne
Imagine you are atrader. What quantity would you expect to be traded and what would
be the cif and fob prices for this trade?

There are, of course, marketing costs associated with getting a product into an ‘fob’
position, which are included in the fob price. Similarly, there will be marketing costs
associated with moving the product onwards (‘ downstream’) from the ‘cif’ position to
the final user or consumer. These will have to be added to the cif price to find the final
selling price a any given point in the downstream marketing chain.

The“Law of One Price”
The analysis of Figure 2 suggests that trade between countries will equalise prices
between these countries. This proposition is frequently encapsulated as the law of one
price - trade, in the absence of transport and marketing costs, leads to the establishment
of asingleworld price

More redlistically, world markets establish a whole set of inter-related prices for the
same commodity at different stages and places in the marketing chain. Each price is
related to the next by the costs of moving, marketing and transforming the product.
Hence, the world grain market is characterised by a whole series of prices for each grain
and grade, some ‘fob’, some ‘cif’, at different locations. Two of the more important of
these prices are: (i) the *Chicago spot price’, referring to the current price of wheat (of
specific grade) fob, export position in the US, typically the Bay Ports - New Orleans,
(i) the Rotterdam cif wheat price.

Exercise2: ldentify the price ‘chain’ or ‘web’ (series of prices) connecting the Kansas
wheat farmer to the Polish flour mill in Poznan

Competition and market price differences
The logic of the competitive market place makes sure that price differences between
places are close reflections of the real costs of marketing the commodity. There will be
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competition amongst traders to take advantage of profitable trades and discontinue
unprofitable trades. This competitive process is known as arbitrage - trade to take
advantage of profit opportunities between different markets or ‘market positions'.
Arbitrage ensures that inefficiency will be penalised - returns to inefficient firms and
individuals will be too low to provide acceptable incomes. It also ensures that margins
will generally be no larger than is necessary to cover the full costs of the marketing
movement.

The example used here is for the world grain market. However, the same analytical
framework can also be applied to other commodities. Costs of transport and storage
can often result in substantial differences between prices at different locations and in
different time periods. Sometimes (as for fresh fruit and vegetables, or fresh milk)
these costs are sufficiently high to prevent trade between places (or storage between
time periods). In these cases, processed substitutes (dried, frozen, tinned) form the
major traded and stored commodities rather than their fresh counterparts. It should also
be noted that an exactly similar diagrammatic analysis (Figure 2) can be applied to
storage markets - the exporting market being the surplus period during which stocks are
built up, and the importing market being the deficit period during which stocks are run
down.

Application of Spatial Equilibrium Model

Suppose that you are examining the world market opportunities for an expansion of
Polish dairy production. The framework outlined above suggests that an expansion of
Polish exports might be expected to reduce the price of dairy products on the world
market. If this price fall was large, the prospects for Polish expansion would be
considerably reduced. How can we make some reasonable estimate of this effect?
Think, before you read on.

Competitive expansion of the Polish dairy sector implies a rightward shift of the Polish
supply curve - simply increasing the price for milk products in Poland might generate
an excess supply, but at a price too high to be competitive in the world market. This
shift in the supply curve will also shift the Polish excess supply curve in the relevant
world market diagram. This shift will result in afall in the world dairy product price,
depending on the slope (elasticity) of the excess demand curve in the world market for
dairy products - depending in turn on the elasticities of supply and demand for dairy
products in other countries.

To explore the determinants of the elasticity of the Rest of the World excess demand
curve, we need to employ some elementary algebra, beginning from the definition of
excess demand in the rest of the world (Xd) as the difference between demand in the
rest of the world (Dr) and Supply in the rest of the world (Sr) at each and every price:

Xd = Dr - Sr, by definition.

So: Xd/fP = Dr/qP - 1Sr/P; as the response of each side of the equation to a
change (1) in the (world) price;

Then, multiplying the LHS by P/Xd to turn it into an elasticity, which in turn means
multiplying each term on the RHS by the same term (P/Xd), to preserve the equality,
givesthe Elasticity of Row Xd, (Exd) as:

1Xd/fP * P/Xd = Dr /P *P/Xd - 1Sr/qP * P/Xd

Now multiplying the first RHS term by Dr/Dr (i.e. 1) and the second term by Sr/Sr, and
re-arranging terms gives an expression in terms of elagticities on the RHS aswell. So:
Exd = [1Dr/qP *P/Xd*Dr/Dr] - [1Sr/qP * P/Xd*Sr/Sr]
[1Dr/qP * P/Dr *Dr/Xd] - [1Sr/P * P/Sr]* Sr/Xd];
[ED(row)] * Dr/Xd - [ES(row)] * Sr/Xd
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What this expression means is that the elasticity of the Excess Demand curve for the
rest of the world (Exd) is the weighted sum of the elasticities of demand (ED(row))
and supply (ES(row)) with respect to the world price in the rest of the world, the
weights being the ratios of demand and supply (i.e. consumption and production) in the
rest of the world to Polish exports (which equals Xd in order for world markets to
clear). Typica values of domestic elasticities lie between 0 and 1 for farm products,
while Polish exports are typically rather small compared with production and
consumption levels in the rest of the world, which makes the elasticity of excess
demand facing Poland rather large (the excess demand curve in Figure 2 is relatively
‘flat’). In turn, this means that the effect of Polish exports on world pricesis likely to
be small so long as Poland remains a small supplier relative to the world market. This
result justifies what is often known as the small country assumption - that changes in
one country’s supplies have an insignificant effect on world prices.

However, the elasticities above are with respect to the world price, not to the ruling
domestic pricesin the rest of the world. Many countries have protected and insulated
their domestic agricultural industries from the effects of world prices (see section 4
below). If domestic prices do not change as world prices change, i.e. the domestic
policiesinsulate the domestic markets, then the elasticities of supply and demand in the
above expression are zero, since perfect insulation prevents domestic supply and
demand responding to world price changes. In this case, the elasticity of excess demand
will aso be zero, i.e. the excess demand curve will be vertical.

The *flexibility’* of world prices to changes in Polish exports will be infinite in this
case, with any increase in Polish exports depressing world prices to zero, or any
decrease driving world prices up without limit. However, few countries can afford to
totally insulate their domestic markets from the world price (e.g., the bigger the gap
between domestic and world prices, the more costly in one way or another are domestic
polices). Hence there is some logic for movements in world prices to be trandlated, at
least partially, into movements in domestic prices. There is aso some empirical
evidence of this, through correlations between world and domestic price changes.
Protection, i.e. a "wedge" between the domestic price and the world price, with
domestic and world prices tending to move together, will make the elasticities more
inelastic but will not reduce them to zero. The more insulative and protective are
domestic support policies around the world with respect to the world price, the more
inelastic (the less flexible) the Xd facing the home country, with obvious consequences
for domestic policies and traders at home.

We can seethis asfollows:
go back to the expression for the elasticity of world excess demand(Exd):
Exd = ED(row) * Dr/Xd - ES(row) * Sr/Xd

= (YDr/qP * P/Dr) *Dr/Xd - (1Sr/qP * P/Sr) * Sr/Xd,

However, the ‘true’ domestic elasticities (about which we usually feel fairly
comfortable and confident) are with respect to domestic prices (Pd):

Exd = {Dr/qPd * Pd/Dr, where Pd is the domestic price in the RoW, rather than the
world price.

Similarly: ES(row) = Sr/Pd * Pd/Sr
Now, to retrieve the expression for the Exd, we need to ‘transform’ these domestic

elasticities so that they reflect responses to the world price. We need the elasticities of
domestic priceswith respect to world prices [E(Pd/P)]:

1 Theflexibility is defined here as simply the inverse of the elasticity of rest of the world demand - the
proportional change in world price following a unit proportional change in quantity traded
(exported).
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E(Pd/P) = [(TPd/fP) * (P/Pd)]

Now multiply each term in the RHS by this elasticity:

{Dr/qP * P/Dr * [(Pd/YP) * (P/Pd)] *Dr/Xd - §Sr/qP * [(TPd/MP) * (P/Pd)] * P/Sr *
Sr/Xd

{The terms in Pd cancel out, leaving the expression as before, so we haven't changed
the expression, merely expanded it.}

Now we have the compl ete expression:
Exd = ED(row) *E(Pd/P) * Dr/Xd - ES(row) * E(Pd/P) * Sr/Xd
where E(Pd/P) = [(TPd/P) * (P/Pd)]

The first term in the RHS of E(Pd/P) is. (Pd/fIP) - the “insulation” of the policiesin
the rest of the world, since this measures the rate of change of domestic prices in
response to world price changes. The second term (P/Pd) reflects the extent to which
domestic prices are different from world prices (usually above in developed
economies), i.e. the “protection” offered by other countries policies2.  The
consequences of insulative (TPd/fIP < 1) and protective (P/Pd < 1) policies is thus to
reduce the elasticity of excess demand compared with free-trade, and in so doing make
the world market price flexibility greater - that is world prices are more volatile in the
face of either demand or supply changes.

While the algebra in the above analysis might appear daunting at first sight, it repays a
little work to understand. Reasonable approximations for elasticities of demand and
supply in other countries are available in the literature (see, for example, Tyers and
Anderson, footnote 3 below). Estimates of the insulation and protection of policiesin
these countries can aso be found in the literature, or can be roughly estimated from
available data on domestic and world prices. Given these estimates, it is relatively
straightforward to construct a numerical model of the world market, using a computer
spreadsheet, to examine the world market potential for Polish products. Such
spreadsheet models allow the user to explore the consequences of market changes (as
shifts in supply and demand curves) and also policy changes (as changes in insulation
and protection) for different products and countries, and are thus enormously useful for
awide variety of both commercial and policy analysis purposes.

This basic spatial equilibrium framework iswidely used in models of world agricultural
markets. Two of the most well known examples of such models are Tyres and
Anderson (1992) 3, which formed the basis for the World Bank (see below) assessment
of the potential gains to be made from liberalisation of world agricultural trade under
GATT, and the Organisation for Economic Cooperation and Development (OECD)
model of agricultural trade, used in the preparation of annual forecasts of world
agricultural market devel opments (see, e.g.. OECD, 1995)4.

Section 4 of this Chapter explores the consequences of insulative and protective policies
for agricultural products on world markets in a little more depth, using the European
Union’s Common Agricultural Policy as an instructive example. However, before
turning to this topic, the second magor difference between regional (national) and
international trade and markets - foreign exchange - needs explanation.

2 Ratesof Protection are actually formally defined as (Pd-P)/P - the difference between the domestic
or internal price and the world price expressed as a proportion of the world price.

3 Tyers, R. and Anderson, K., 1992, Disarray in World Food Markets: a Quantitative Assessment,
Cambridge University Press, Cambridge

4 OECD, 1995, The Agricultural Outlook, 1995 - 2000, Paris.
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3. TheForeign Exchange (Forex) Market.

Case Study 1: The Great Grain Robbery
A succession of good harvests, coupled with substantial support for cereal producers in the US, had
resulted in large stocks of grain in North Americain the early 1970s. The US government had introduced
export subsidies to encourage traders to export, and thus reduce stock levels. However, world grain
prices were severely depressed because of the surplus grain in store relative to demand.

Up to 1971, the US$ was fixed in value against gold, and other major currencies were in turn fixed in
value relative to the $. This value had proved too expensive for the US - the $ was overvalued. Buf
devaluation of the $ meant al other major currencies also had to change in value. In 1971, an
international decision was taken to ‘float’ the dollar by letting foreign exchange markets determine the
appropriate value of the $ and the relative values of other currencies. As aconsequence, the value of gold
(aform of currency) increased as the value of the $ against gold decreased.

The Soviet Union suffered a series of poor grain harvests at this time, culminating in a mgjor failure in
1972. In previous poor harvests, Moscow had reduced Soviet consumption of grain, mainly by killing
livestock. The world grain trade expected the Soviets to do the same thing again this time. The
predictions were that the USSR would be buying 5 million tonnes of grain from the world market.

Imagine that you were in charge of the grain import desk in the Kremlin in 1972. What would you do?
Y ou might remember the food riots in Gdansk and Szczecin in late 1970, when the Polish Government of
the time sought to raise food prices. Killing livestock to reduce demand for grain in the USSR is likely to
raise food prices again, which will prove extremely unpopular. The market situation facing the Russian
policy makers (acting as traders) prompted a rather different reaction. The Russians had gold; gold was|
expensive. They didn’'t have grain; grain was very cheap, and being subsidised by the US. The USSR
decided to fill its grain deficit with imports, and continue to expand its cattle herds.

The Russian buyers went to the world grain market (mostly in Chicago and Winnipeg) with ordersto buy|
25 million tonnes of grain. The main world grain traders at that time were the ‘big five' privatg
international companies: Cargill, Continental, Dreyfus, Cook and Bunge. The Canadian and Australian
Wheat Boards were also (and till are) major players.

In July, 1972, each of these trading houses were offered the chance to sell the Russians 5 million tonnes
of grain. Naturally each of the trading houses was delighted, thinking they had secured the whole of the
Russian order. They each went back to their suppliersin the mid-west of the US to buy the grain. They
then discovered that they were in competition with each other for 25 million tonnes, not on their own
buying 5 million tonnes. The price soared.

Between 1971 and 1975, US grain exports grew from 34 m. tonnes to 84m. US earnings from farm
exports grew from $7.7 bn. to $21.3bn. The world price of grain rose sufficiently that the European
Community’s import levies were no longer necessary. Instead, the EC imposed export taxes to prevent
European grain being exported for the higher world price. If this had been allowed, EC prices would
have been increased to the high world levels.

Imagine that you were a grain trader in Kansas in 1972, buying grain from farmers and selling it tg
multinational grain exporting companies Write your diary for the year explaining your experiences
during this period.

Now imagine you are the manager of a bulk shipping company operating from New Orleans. Write an
account of the 1972/3 shipping season.

The relationship between trade and foreign exchange

International trade is like al other forms of trade: a two way process. A key
distinguishing feature of international trade, however, is that it happens across national
frontiers. The interactions between imports (as international purchases) and exports (as
international sales) happen in the foreign exchange market, shortened to the forex
market. It isin this market that traders exchange one currency for another. Importers
need to exchange local domestic currency for a foreign currency (for example US$) in
order to pay for the imports - they therefore supply local currency and demand USS$ (or
other foreign currencies) in the forex market. Exporters are paid in US$ which they
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need to change into local currency - they therefore demand local currency and supply
US$ in the forex market. As in any other market, a balance between supply and
demand in the forex market is achieved by adjustments of price. The price of the local
currency in the forex market is the exchange rate - the rate at which US$ (or other
foreign currency) can be exchanged for the local currency (zloty).

Exercise 3: Suppose you are an importer of Cola drinks from the US. The cost of
these drinks is US$0.5 per can cif, Warsaw. If the exchange rate is 0.5 Zloties per
USS$, what is the lowest price you can afford to sell these drinks for in Warsaw? If
the exchange rate falls (depreciates) to 0.4 Zloties per US$, what happens to your|
minimum selling price?

In the light of your answer, would you expect imports to increase or decrease if the
exchange rate depreciates?

Here we view the forex market from the local currency point of view, with Polish
importers supplying Zloties and exporters demanding Zloties in the Zloty forex
market>. At high exchange rates, imports (originally priced in dollars) are cheap, so
we would expect more imports than at lower exchange rates. Thus we would generally
expect more zloties to be supplied to the forex market at higher exchange rates than at
lower ones, so the supply curve for zloties (from imports) in the forex market will
generally slope upwar dss.

Exercise 4: Suppose, now, you are an exporter of Polish new potatoes to the United
States. You haveto pay 5 Zloties per kilogram to your local suppliers to obtain the
quality products for sale to the US buyers. If the exchange rate is 0.4 Zloties per
USS$, what is the minimum $ price you can afford to accept from your US buyer for
your potatoes? What happens to your minimum selling price in $ if the exchange
rate rises (appreciates) to 0.5 Zloties per US$? Would you expect to sell more or
less to the US than before if the exchange rate appreciates?

On the other hand, at high exchange rates Polish exports are expensive in foreign
markets, so we would expect to sell less abroad than at lower exchange rates. The
demand for zloties (from exports) will thus generally slope downwards - more
zloties being demanded in the forex market at lower exchange rates than higher ones.

Other reasons for exchanging currencies

Importers and exporters are not the only people needing to exchange currencies.
Tourists and visitors and international transactions of insurance and financial services
will aso involve exchange of currencies. The balance of these flows of currency has
been called the invisible trade account, since these flows result from ‘unseen’ trade
rather than the visible product and commodity trade.

Capital flows between countries create an important additional source of currency
demand and supply. At high exchange rates, zloties are expensive in terms of foreign
exchange, so we would expect capital inflows to be lower at higher exchange rates than
at lower rates - that is the demand for Zloties generated by capital inflows will be

5 We need not worry that there is an alternative view of this forex market - with importers demanding
$ and exporters supplying $, since the market clearing price will be he same exchange rate whichever
way we look at the market.

6 Alert students will notice that more imports, caused by lower zloty prices because of the exchange
rate strength, does not necessarily mean a greater total spending on imports. The increase in quantity
of imports may be more than offset by the fall in the zloty price. Tota spending (and thus total
supply of zloties to the forex market) may actualy fall as the exchange rate rises. For most traded
commodities and products, however, there are close substitutes available on the domestic market. In
these cases we would expect the increase in import quantities purchased to more than offset the fall
in the import price, and for total spending on imports to increase.
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downward dloping. On the other hand, Polish investment or debt repayment abroad
will generate capital outflows from Poland and thus create a supply of zloties to the
forex market. The higher is the exchange rate, the more foreign currency can be bought
with the zloty, so the greater we would expect the capital outflows to be - the supply of
Zlotiesfrom capital outflowswill be upward sloping.

A country’ s official Balance of Payments statistics record these balances of imports and
capital inflows and exports and capital outflows. Exports and imports are recorded as
visible trade. Forex transactions associated with travel, services, tourism etc. are
termed invisible trade, since it is difficult to ‘see’ these imports and exports at the
border points. The visible and invisible trade accounts together form the Current
Account of the Balance of Payments. In 1994, the officially recorded Polish balance of
visible trade was in deficit by some 9 bn. ZI., while the current account was in deficit by
2.2bn ZI., implying a surplus on the invisible account of 6.8bn. ZI7 The second major
part of the Balance of Payments is the Capital Account. This section records capital
inflows and outflows. It is said to be in deficit if outflows are greater than inflows, and
insurplus if inflows exceed outflows.

The consequences: the foreign exchange market

Imports and capital outflows generate supplies of zlotiesto the forex market. The
supply of zloties increases as the exchange rate increases (or, as it is known -
appreciates). Exports and capital inflows generate a demand for Zzloties in the
forex market, which will decrease as the exchange rate appreciates, and increase as
the exchange rate falls or depreciates.

This general diagram of the forex market is shown in Figure 3., with an appreciation of
the currency being shown as a movement up the vertical axis®. Here, the equilibrium
exchangerate isillustrated as 0.4%/ZI. (2.5ZI to the $). Thisisthe only exchange rate at
which the demand for zloties (and hence supply of foreign currency) is exactly balanced
by the supply of zloties (and hence the demand for foreign currency) in the forex
market.

Suppose, for example, the current exchange rate is 0.5 rather than 0.4US$/ZI. Figure 3
shows that at this exchange rate, the supply of zloties in the forex market will be greater
than the demand for zloties. Forex traders will therefore bid the price of zloties (the
exchange rate) downwards - the zloty will depreciate. You should try repeating this
argument for an exchange rate below 0.4US$/ZI. It should be clear that in this case we
would expect the zloty to appreciate.

7 These figures relate to officialy recorded transactions, which are recognised to exclude a huge
amount of unregistered trade, especially in border areas, estimated to be some US$4 - 8 bn. in total,
of which about one quarter consisted of unofficial exports of food and food products, mostly to
Germany (Organisation for Economic Cooperation and Development (OECD), Agricultural Policies,
Markets and Trade in Central and Eastern European Countries, Monitoring and Outlook, 1995, p57.)
Even more than many other economic statistics, trade and forex statistics are difficult to record
precisely, and are subject to frequent revision and adjustment.

8  The reader should beware that other textbooks frequently present this diagram of the foreign
exchange market in foreign exchange terms rather than in domestic currency terms as shown here.
Thus, a frequent representation of this diagram would show Zloties per US$ on the vertical axis and
USS$ on the horizontal axis. The basic analysisis not changed by this alternative representation The
former representation is used here since @) appreciation in this chapter’s diagram means an increase
or upwards movement of the price (exchange rate in $/ZI); b) the quantities of currency traded
appear in Zloties rather than $, which is the way in which most countries record their Balance of
Payments statistics (see below).
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Figure3. TheForeign Exchange (Forex) Market
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Other factors influencing the exchange rate

As with any other economic diagram of markets, there are other important factors
which determine the supply and demand for zlotiesin the forex market. In the diagram,
these other factors are considered fixed, so that their effects on the exchange rate can be
ignored. In practice, however, these factors are frequently very important. Among the
most important factors are:

e the quality and value of Polish goods in comparison with foreign products,
reflecting the productivity of the Polish businesses;

» the genera state of the economy - government budgetary position, interest rates,
inflation rate, growth rate.

In our analysis of the forex market, changes in these factors will shift the forex demand
and supply curves. If Polish products become more competitive relative to foreign
supplies, then exports will be greater and imports lower than before. So, improvements
in Polish productivity will shift the demand curve for Zloties to rlqht and shift the

supply curve to the |&ft. Thiswill tend to lead to appreciation of the currency. Hence,
Japan and Germany have typically had strong currencies, reflecting productive
economies producing good value products.

Similarly, if the economy is ‘well managed’ - low inflation, reliable growth, attractive
interest rates - then there is likely to be a strong attraction for inward investment
(shifting the demand curve to the right, leading to an appreciating currency). An
economy suffering low growth and rapid inflation (often associated with unattractive
interest rates) will encourage businesses try to invest elsewhere rather than in Poland.
In this case, the forex demand curve is shifted left and the supply curve shifted right,
and we would expect the exchange rate to depreciate.

The Exchange rate and the Balance of (foreign) Payments

Returning to Figure 3, so long as exports plus capital inflows equal imports plus capital
outflows, then the supply of zloties to the forex market will balance the demand for
Zloties and the exchange rate will be stable. According to the analysis of Figure 3,
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therefore, we would not expect to see either Balance of Payments surpluses or deficits if
the exchange rate is freely determined by the Forex market - that is, if the exchange rate
is freely floating. However, any balance of payments account must always be a ‘ snap-
shot’ of a continually moving and changing situation. Furthermore, these accounts are
generally based on the recorded movements of the goods, services, and capital, rather
than on the actual exchanges of currency made necessary by these movements.
Currency exchanges may not happen simultaneously with the trade or investment
transactions. Thus, we frequently observe recorded Balance of Payments deficits or
surpluses, even in situations where the exchange rate is mostly determined by free
market trading in the forex market.

Exerciseb: Suppose you need to change Zloties into US$ sometime in the next
six months. The current exchange rate is 0.5 ZlotiessUS$. Y ou have examined the
Polish Balance of Payments position to try and judge whether this exchange rate i
likely to change in the near future. You have discovered that there is a substantial
deficit in this Balance of Payments. Should you change your Zloties now, or wait to
seeif the exchange rate will move in your favour?

Now suppose you hear on the city grapevine that there is about to be a major,
international investment package announced for Poland next week. Would you
change your mind about when to change your Zloties into US$?

Prior to 1991, the zloty could not be freely converted into other currencies, making
trade with other countries difficult and subject to strict government control over
necessary foreign exchange transactions. Since being made convertible in 1991, the
Zloty has generally depreciated against the major (hard) currencies (US$, ECU, DM,
Sterling, French and Swiss francs) This depreciation of the zloty (supply exceeding
demand in the forex market) implies that the Polish Balance of Payments has tended to
bein deficit over this period.

Government Management of the Exchange Rate

As with most other currencies, the zloty exchange rate is managed by the government,
rather than being allowed to freely float in a liberal forex market. When governments
allow a managed currency to depreciate, this is termed a devaluation. Since 1991, the
maximum monthly devaluation allowed by the Polish government has been between
1.2% and 1.8% per month. Despite these successive devaluations (depreciations), the
Zloty is generally considered to be overvalued - that is it remains at a higher exchange
rate than the free market rate®. How can the Polish government manage (control) the
exchange rate?

Overvaluation implies that the supply of zloties to the market must exceed the demand
for zloties. Thus, in Figure 3, we must be at a position such as an exchange rate of
0.5%/ZI. rather than 0.4%/ZI. The supply of zloties would be Qs and the demand would
be Qd. This means that the combined sum of imports and capital outflows would
exceed the sum of exports and capital inflows by the amount (Qs - Qd)ZI. The Balance
of Payments would be in deficit by this amount.

To keep the exchange rate at 0.5 rather than 0.4%/Zl., the government has to increase the
demand for zloties in the forex market (or reduce the supply) by the amount of the
Balance of Payments deficit. It doesthisin two main ways.

* by sdling foreign exchange reserves, in exchange for zloties, thus demanding
Zloties and supplying forex. All Central Banks maintain some foreign exchange
reserves for this purpose;

9 European Commission, DGVI Working Document, 1995, Agricultural Situation and Prospectsin the
CEECs: Poland, p.5.; OECD & CCET, Review of Agricultural Policies, Poland, 1995, p 39.
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» by arranging additional loans from abroad (capital inflows) to cover the BoP deficit.
The Paris Club is an organisation of national central banks and international banks
established to organise official government loans and credits. The London Clubisa
similar group of commercial banks dealing with private (non government) credit
and loans.

Either of these actions would increase the demand for zloties, thus raising the exchange
rate and offsetting the Balance of Payments deficit. However, there are limits to the
amount of this management that governments can do. Foreign exchange reserves are
limited and cannot be used indefinitely. There are also rather strict limits on the amount
of external borrowing a government can arrange to ‘prop up’ an exchange rate.

When these sources of credit or reserves run out, it becomes obvious that the currency
can no longer be supported at its high level - a devaluation (managed depreciation)
becomes inevitable. Anyone holding zloties in these circumstances would make money
by selling them for another currency at the high rate, before the devaluation happens,
and then re-purchasing their zloties at the new and lower exchange rate. Thus,
overvalued currencies can easily suffer ‘runs on their forex markets, as people rush to
sell the currency. This, in turn, re-inforces the pressure to devalue. Alternatively,
resisting this pressure requires strong currency controls by the government, effectively
preventing private or commercial sales of the domestic currency, in addition to
establishing further credit lines with foreign banks or governments.

A country’s exchange rate, in conjunction with it's balance of payments, is like a
barometer of the country’s economic condition. A strong exchange rate (associated
with a balance of payments equilibrium or small surplus) is an indication of a healthy
economy. It is not possible to create such a healthy economy by manipulating the
exchange rate, any more than it is possible to control the weather by manipulating a
barometer. Nevertheless, as watching the barometer can be a useful way of
understanding and predicting the weather, the exchange rate can be a useful barometer
of economic climates. More importantly from a commercia point of view, knowledge
of general economic climates and trends can provide valuable information on expected
future movements in exchange rates.

Exercise 6: Suppose you expect Polish trading partners growth rates to be
significantly lower than Polish growth over the next five years, while inflation rates
elsewhere in the world tend to increase relative to Poland. What would you expect
to be the consequence for the Polish exchange rate?

International Institutions and the Forex Market

One of the sources of international borrowing available to the government is the
International Monetary Fund, based in Geneva, which operates as a bank for national
governments.  Another source of capital inflow is the International Bank for
Reconstruction and Development (IBRD), more usualy known as the World Bank,
based in Washington, which provides both loans and grants for development projects.
Both of these internationa institutions were established in 1947 to assist in the
development of economies and trade in the post war period. Another international
bank/development fund is the European Development Bank. These institutions require
borrowing governments to manage their economies ‘properly’ in order to qualify for
additional loans and grants.

Governments (in conjunction with the IMF and international banks) seek to stabilise
currency fluctuations by managing exchange rates through temporary accumulation of
BoP surpluses or deficits. Frequently, thisis done by tying a currency’ s value to that of
more stable and ‘reliable’ world currencies. Thus, the value of the Polish Zloty has
been linked to a ‘basket’ of 5 international currencies since May 1992. The 5

D. Harvey and F. McLeay (AEFM, Ncl. Univ., 1996)



World Agricultural Marketsin Principle & Practice

currencies and their weights in the ‘basket’ are: USS$, 45%; DM 35%, Sterling, 5%;
French Franc, 5%; Swiss Franc, 5%.

For such stabilisation to be successful, however, the country’s economic and trade
performance must also be maintained relative to other countries. If these underlying
fundamentals change, then the stabilised or fixed exchange rate must also be changed
(as with the US in 1971). Hence, stabilising exchange rates requires stability in both
the management and performance of the national economy.

Exercise7: Suppose that the overseas investment package of the last exercisg
has happened and that, as a result, the productivity of the agri-business sector has
improved considerably. Thisis shown by an increase in exports from Poland and al
reduction in imports. It has also encouraged a series of further investments from
both domestic and foreign sources.

a) What would you expect to happen to the exchange rate as a consequence?

b) What would be the effect of this exchange rate change on the marketability off
Polish goods versus their foreign competitors in both the home and foreign markets?

c) Would you rather live in a country which avoided these changes or one which took

advantage of these changes?

D. Harvey and F. McLeay (AEFM, Ncl. Univ., 1996)

15



World Agricultural Marketsin Principle & Practice

4. National & International Responsesto World Markets.

Case Study 2: British Agriculture' s Prosperity”
under the European Union’s Common Agricultural Policy
It is commonly supposed that the European Common Agricultural Policy has been a “good thing” for
European farming. Isthistrue? The Figure below tells a rather different story. The Gross Product line
is the margin (or difference) between British agriculture’s total revenues (sales receipts) and its input|
costs. This margin is measured in real (purchasing power) terms - that is: the effects of inflation have
been removed from the figures.
Thismargin represents the returns to capital, land, management and labour in agriculture - the returns to
the factors of production. employed in the industry.
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However, the opportunity costs of these factors - the returns they could be expected to earn from the
market place - are considerably greater than the returns actually being earned in farming. These costs ar¢g)
shown by the “mountains’ behind the black returns line, also adjusted to remove the effects of inflation.
These costs are estimated on the basis of the actual market costs of: 1and (rents charged); capital (interest
and repayment costs on all fixed plant, machinery, equipment, buildings and breeding livestock); hired
labour (actual wages paid); family labour and farmers’ own labour and management (charged as if they
were also earning the agricultural wage rate). The real returns have not been great enough to meet these
costs of the factors of production - the industry has been operating a a loss. Why, and what are the
consequences?

Britain joined the European Community and the CAP in 1973. The debate about British entry had
concentrated on the costs to the consumer and the benefits to the farmers of the CAP. Everyone knew|
that farm and food prices would be higher under the CAP. In 1973, farm and food prices were certainly
high (see Case Study 1). British Agriculture invested heavily in response to these high prices, which
were assumed to be lasting. Capital costs, especially, increased dramatically as the industry invested in
additional plant and equipment. But high world prices could not last forever, and returns and margins
fell.

British agriculture is still making a substantial loss - it cannot afford the present level of factors of
production. We would expect to see these factors leaving the industry for better returns elsewhere. Thig
is already happening, especially with capital and hired labour. Farmers and their families are also finding
other things to do than farm, though often staying on their farms to do them. This‘decline’ in agriculture
in Britain has happened in spite of the high levels of support and protection provided by the CAP.
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Imagine you are an advisor to a Polish Farmers Federation. Suppose that there is a majority in this
Federation arguing for greater support and protection for Polish farming. You are asked to explain to
the Board of the Federation why a CAP type policy would not be a good thing for Polish agriculture,
\What would you say?

4a.  Agricultural Policies

Aswe saw in Section 2, opening up trade between national markets will increase prices
of products in exporting countries and reduce them in importing countries. Importing
countries have tended to react to these world trade effects by protecting their national
domestic industries. They have done this for two major reasons.

» imports of food have been viewed as unreliable (subject to interruption in wartime
or economic depression) and as costly to the nation in terms of foreign exchange;

» trade depresses prices for the local domestic industry (farmers) who have argued the
need for protection against foreign competition.

The case of the CAP

In the European Community, the agricultural industry has been protected by import
taxes (import levies) on imports from outside the Community under the Common
Agricultural Policy. These levies were set to increase the cif import price to a ‘target’
domestic price. The levies therefore varied as world prices fluctuated to maintain the
internal European price. As aresult, they are called variable import leviesrather than
import taxes, which are commonly called tariffs, applied as either proportional to
import value (ad valorem) or constant specific $/unit taxes on imports. In effect, the
intent of the variable import levies was to completely insulate the European market
from world price effects, as well as to protect the market - which could also have been
achieved through specific or ad valoremtariffs.

The Effects of Protection: the importing country case

As Figure 4 shows, raising the domestic European price from Pe to Pd (the target price)
reduces imports from Me to Md tonnes. Domestic production is encouraged and farm
revenues are increased. However, the effective costs of production in Europe rise from
Pe to Pd, as more farmers try to take advantage of the higher price. Farm incomes, as
the difference between revenues and costs, do not necessarily increase.

Figure4. European Protection of Domestic market and world market

effects.
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In fact, in Europe under the CAP, farm incomes did not improve, although more people
were able to earn a living from farming than otherwise. The encouragement of
European agriculture may help reduce food and farm product imports. But it also
diverts resources (especially labour and capital) from other sectors of the economy,
which reduces exports or encourages imports of non-food products. Furthermore, the
additional agricultural output also requires more inputs - fertilisers and machinery -
which may have to be imported. As a result, protecting agriculture need not improve
the European Balance of Payments at all. The economic effects of protection typically
lead to aworse, rather than better, economic performance of the economy, with adverse
consequences for the Balance of Payments.

European consumers are made worse off as a consequence of the protection, now
having to pay Pd rather than Pe for food products. Those on lower levels of income
typically spend a greater proportion of their income on food than the better off. Asa
consequence, the protection policy taxes the poor more heavily than the rich. Farmers,
however, gain from the protection policy according to their shares of total production -
the larger farmers gaining more than the smaller. There is, therefore, little to commend
the policy of protection as an equitable policy.

European protection and import restriction reduces the world price, from Pe to Pa in
Figure 4. The import levy necessary to protect the European price at Pd is now Pd
minus Pa, rather than Pd minus Pe. The European taxpayer, therefore, gains as a result
of the policy, which raises money from the effective tax on food. The European budget
raises atotal of [(Pd-Pa)* (Qdd-Qsd)] asimport levy revenues, shown as the shaded area
in Figure 4. In addition, as demonstrated in section 2 above, the EU’s protection and
insulation of its domestic market has made the world market more volatile - world
prices fluctuate much more violently in response to changes (shocks) in demand and
suppliesin the rest of the world.

The Effects of Protection: the exporting country case
By the mid 1980’ s the European market position had shifted from that shown in Figure
4 to the situation shown in Figure 5.

Figure5. European Protection in thelate 1980's
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The European supply curve has shifted to the right, reflecting its increased efficiency -
producing more at the same price (or the same quantity at a lower price). Although
some argue that this improvement in efficiency was a result of the protection, the
evidence for thisis limited. Protection can just as easily encourage inefficiency. In any
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event, now that the European Union is an exporter, it has to persuade the rest of the
world to buy its surplus. The selling price on the world market must now be Pa,
determined from the rest of the world’s excess supply curve (XS2(RoW)). The EU
must now pay exporters a subsidy of (Pd - Pa) so that exporters are able to sell this
surplus on the world market. Instead of the policy raising money for the budget, it is
now costing taxpayers money - a total of (Pd-Pa)*Xd, shown by the shaded area in
Figure 5.

The Conseguences of Protection in the Rest of the World.

European trading partners are severely disadvantaged by this protectionist policy, since
both their price and volume have been reduced. Now that the EU is an exporter, their
position appears even worse - not only can they not sell in the European market, but the
EU is now dumping surplus products in their other markets around the world.

The fall in other countries exports makes their Balance of Payments worse. This leads
to depreciations in their exchange rates, which make their exports even more
competitive and imports (from Europe and elsewhere) more expensive and less
competitive. The protection of the European market also raises the likelihood that
foreign governments will seek to retaliate and protect their own industries and sectors
from European competition. Protectionism is thus a popular, but misplaced, reaction to
foreign competition - it leads to a progressive reduction in trade and living standards
throughout the world. The effects of the EU’s CAP is a classic example of protection
doing nobody any real good.

International action to reduce protection & encourage liberal trade - GATT

In addition to the establishment of the IMF and the World Bank in 1947 (see above),
the Post-World War Il reconstruction of the international order included an Agreement
on internationa trade - The General Agreement on Tariffs and Trade, GATT. This
agreement was reached precisely because of the dangers recognised as following from
national protectionism. The Great Depression of the 1930s was, in part, a consequence
of countries seeking to protect their domestic markets and ensure domestic
employment. But the collapse in trade made their domestic situations worse rather than
better.

A problem with free trade, however, is that providing all other countries follow the
practice, there may be some short term gains to any individual country protecting its
own markets. Unless al countries agree to an enforceable agreement to liberal trade,
there will always be a temptation for any one country to break the rules to its own
(perceived) advantage - hence the need for an international agreement.

Under GATT, tariffs and trade restrictions on the majority of traded products were very
substantially reduced throughout the post-war period. In addition, rules and regulations
were agreed to limit the use of protectionist measures and provide compensation to
countries damaged by others' restrictions on trade. It is generally accepted that these
agreements were a substantial factor in the growth of world trade and the associated
economic growth and development of, especially, the western world.

Agriculture, however, was largely and specifically excluded from these agreements. In
particular, the maor countries, including the US, argued that domestic food supplies
were so important that policies concerning food should be kept separate from free trade
agreements. |t took until the 1980s for the major countries (especially the EU and the
US) to realise that freer trade might also be a good thing for farming and the agri-food
sectors. Good reasons for this is evident from Figure 5. Protectionist agricultural
policies around the western world had resulted in substantial depression and
destabilising of world prices. These world market effects were finally making
themselves felt on national taxpayer costs of farm support. In particular, although the
variable levy/export subsidy system might seem to completely insulate the European
market from world price effects, lower world prices mean larger budgetary spending on
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export subsidies. Thisincreased budget spending on farm programmes, in turn, leadsto
political pressure to reduce European farm (target) prices. The consequence is that
world prices do affect European prices, and the policy cannot succeed in completely
insulating the European market from world effects.

The US farm support policies, based on government subsidies to farmers (deficiency
payments) making up the difference between world market prices and their target
prices, were also proving very expensive because of the depressed state of world prices.
The EU and the US were thus finally persuaded to agree with the world’s ‘natural’
agricultural exporters (the Cairns Group9) that world agricultural markets should be
subject to international regulation through the GATT. The Uruguay Round of GATT
(UR) negotiations began in 1986 with agricultural trade as a major item for agreement.
The negotiating agenda also included trade in services (entertainment, financial etc.) for
thefirst time.

The GATT ‘rounds of negotiations are multilateral - they cover many countries and
many commodities, products and sectors. The considerable advantage of multilateral
trade negotiations (MTNS) is that potential losses through reduced protection in one
sector can be offset by gains to made on others. Hence countries can more easily and
are more likely to reach agreement over a comprehensive package than if they tackled
each sector one by onein bilateral (country to country) negotiations.

The GATT Uruguay Round and the World Trade Organisation (WTO)

In spite of these advantages, it took until April, 1994 to reach a final agreement,
formalised in the GATT Final Act. This agreement finaly brings agricultural trade
under the general provisions of the GATT, binding countries to provisions for reduced
protection. It includes a provision to review the agricultural part of the Final Act in
1999, when it is expected that negotiations on further reductions on agricultural
protection will be opened. The Fina Act aso established the World Trade
Organisation (WTO) which is now the international authority for trade related issues,
including al the provisions and agreements of the GATT.

The WTO is the legal and institutional foundation of the multilateral trading system.
It includes all the previous GATT agreements. It thus provides the principal contractual
obligations governing national domestic trade legislation and regulations. It is the
platform on which trade relations among countries evolve through collective debate,
negotiation and adjudication.

The WTO, based in Geneva, Switzerland, has a potentially larger membership than
GATT (128 countries by the end of 1994). It aso has a much broader scope than
GATT in the commercial activity and trade policies to which it applies. The GATT
applied only to trade in merchandise goods. In addition, the WTO covers trade in
services and "tradein ideas’ or intellectual property.

The WTO has the essential functions of:

« administering and implementing multilateral trade agreements,
» acting as aforum for multilateral trade negotiations;

» amechanism for resolving trade disputes;

* overseeing national trade policies;

10 so called after the city of Cairns, Australia, where these countries first met to form an international
pressure group for the GATT negotiations. The group comprises 14 small and medium sized
developed and developing agricultural exporters, including Australia, Argentina, Brazil, Canada,
Hungary, and New Zealand.

11 More information on the World Trade Organisation and its activities can be found on the World
Wide Web, site: http://www.unicc.org/wto/ which is well laid out and extremely informative. The
following paragraphs are taken from this document.
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e cooperating with other international institutions (especialy the IMF and World
Bank) involved in global economic policy-making.

The Agricultural Trade Provisions of the GATT Uruguay Round (UR)

The major elements of the UR Agreement on Agriculture fall into three major areas:
mar ket access; export competition; domestic subsidies. The structure of the agreement
isidentified in Table 1, which shows these three major areas of agreement and the three
major actions which have been agreed: the definition of new trade rules; the agreed
general rates of reduction in trade protection measures over the period of the agreement
- the specifics of which are detailed in the country schedules attached to the Agreement;
the ‘wrinkles (safeguards, accommodations and guarantees) which proved necessary
to achieve the final agreement.

The rules establish that the only form of admissible protection is now the (fixed or ad
valorem) tariff. All other forms of import protection, including the EU’s variable
import levies, have to be converted to these tariffs - thus improving the responsiveness
of domestic prices to world price changes. Furthermore, these new tariffs are bound
under the agreement - that is they cannot be exceeded. In fact, the agreement is that
they should be reduced by 36% over the six year period of the agreement. To ensure at
least a minimum access to domestic markets for imports, special tariff rate quotas are
introduced, alowing a certain level of imports (the quota) into a country at reduced or
zero tariffs. Under the agreement, no new export subsidies are allowed to be used by
any of the signatory countries (which includes Poland), while all existing export
subsidies, including those of the EU, are subject to specific reduction over the period of
the agreement - by 36% in expenditure terms and 21% in terms of the volume of
subsidised exports.

The rules aso establish a uniform measure of domestic market support for agriculture
(which includes the wide variety of support measures used around the world to support
and protect farmers). This measure is called the Aggregate Measure of Support (AMS).
The analysis under section 2 above makes it clear that such support (if it shifts the
domestic supply curve for farm products) will increase excess supplies and thus distort
world markets. Hence the agreement is that this AMS should be reduced by 20% over
the agreement period. However, in order to reach this agreement, it was necessary for
countries to agree to exempt certain specific policies from the AMS. These exemptions
are placed in one of two ‘boxes’. Green box policy instruments are those which are
agreed as being non trade distorting, including R& D and farm extension services. Blue
box policies are those which are accepted as being minimally trade distorting only for
the duration of the UR agreement period of six years. These policies include the new
EU area and headage compensation payments made under the CAP post the reform of
1992 and the US deficiency payments (subsequently the transition contract payments
under the US Federal and Agricultural Improvement and Reform (FAIR) Act, 1996).

In spite of first appearances, this agreement only makes limited progress towards
reducing agricultural protectionism. EXxisting export subsidies are only to be reduced by
36% in expenditure terms and only by 21% in volume terms, so 79% of previously
subsidised exports can remain subsidised under this agreement. Countries have been
able to limit the immediate effects of the agreement on import restrictions too, through
careful choice of base periods and judicious selection of products to which the new
bound tariffs will apply. Nevertheless, the process of the GATT negotiations itself was
a major factor in encouraging the EU to reform its CAP in 1992, leading to the
substantial reduction in target prices for cereals to close to the free trade world price,
and the substitution of direct ‘compensation’ payments to farmers based on their areas
of cereals. Similar changes were also made to the policies for beef and sheepmeat.
However, the EU retains substantial import tariffs for most of its agricultural products,
albeit that these are to be reduced over the agreement period.
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Table 1. TheMain Structure of the GATT Agriculture Agreement, 1994
SAFEGUARDS,
RULES LIBERALISATION ACCOMMODATIONS
AND GUARANTEES
Change trade measuresto | « reduce existing & new Guaranteed access
tariffs tariffs by 36% on opportunities to exporters
MARKET average over 6 years through tariff rate quotas
ACCESS Establish tariff quotas (Min of 5% of domestic
reduce tariffs for each markets by end of 6 yrs.)
Bind all tariffs item by at least 15%
Specia safeguards for
importers
Defined limitson Reduce expenditure by Adherence to food aid
EXPORT existing export subsidies 36% over 6 years rules

COMPETITION

No new export subsidies

Reduce subsidised export

Negotiate later on export

volume by 21% over 6 credits (granted to
years importing countries to
assist exports)

DOMESTIC
SUBSIDIES

“Green Box” defined for
allowable subsidies

Aggregate Measure of
Support (including al
trade-distorting
measures) to be reduced
by 20% over 6 years.

Many LDC subsidies
exempted

payments under “blue
box” production limiting
programmes exempted

Source: |ATRC, 1994, The Uruguay Round Agreement on Agriculture: an Evaluation, Commissioned Paper
No. 9, The International Trade Research Consortium, (Chairman, Prof. A. McCalla, University of California,

Davis).p7

However, the fact of the agreement means that increases in protection are outlawed. It
means that all present policies are now regulated by the WTO. It also means that future
negotiations will concentrate on further reductions in protection. It is no longer
possible to design domestic farm policies on the presumption that border protection will
be alowed. Particularly for countries which did not use such protection prior to the
UR, such as the Central and Eastern European Countries (CEECS), such policies are
now effectively outlawed. This has important implications for Poland as it adjusts its
domestic policies, regardless of any anticipation of joining an enlarged European
Union.

4b  Free Trade Agreements, Customs Unions and Economic Unions

In addition to world governance of trade under the WTO, there are other important
multilateral country agreements affecting trade. The most important of these are: Free
Trade Agreements (or Areas); Customs Unions;, Economic Unions.

In Free Trade Agreements (FTA), member countries agree to remove all trade
restrictions, barriers and tariffs between each other. This should encourage trade within
the FTA, and hence promote economic development and growth. Free trade
agreements (or areas) can create trade - encouraging trade between countries which did
not occur before because of the border protection and hence higher marketing costs.
However, FTAs can also divert trade - trade which used to occur between member
countries and third countries (those outside the FTA) is replaced by (diverted to) trade
between the member countries. This effect of FTAs is already emerging as a maor
issue for the WTO to address, as there seems to be a considerable growth in FTAs and
the formation of trading blocs.

One of the more well-known free trade agreements was the European Free Trade
Agreement (EFTA). This can be seen as a precursor to the European Union, with many
countries being part of EFTA and subsequently joining the EU, culminating in the
accession of Sweden, Finland and Austriato the EU in 1995. Aswith the pre-UR world
situation, agricultural trade was treated as an exception in EFTA, and was subject to
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separate bilateral (country to country) agreements. Another major FTA is the North
American Free Trade Agreement (NAFTA) between the US, Canada and Mexico.
There are further FTAs on the Pacific Rim, in South America, and (in outline form) in
Southern Africa. There is a danger that these agreements will lead to concentration of
trade and its associated advantages within these agreements, and deterioration of trade
between the FTAs. This observation has two important consequences. first, that
membership of such a large group could prove important for countries in the medium
term; second, that the WTO is justified in taking an interest in the operations and
policies of such FTAs.

The Central European Free Trade Agreement (CEFTA) between the four Visegrad
countries (Czech and Slovak Republics, Poland and Hungary) came into effect in 1993.
Under this agreement, all tariffs on industrial goods are to be eliminated by 1997. For
agricultural trade, however, separate bilateral arrangements have been made. A related
set of agreements are the Europe Agreements (EAs) between the EU and the six
“associated countries’ - the Visegrad countries plus Bulgaria and Romania. The EAs
are bilateral agreements between the EU and each of the associated countries. They are
intended to result in free trade for most goods and services between the countries by the
end of the ten year agreement period. Once again, however, agriculture is treated as a
specia case. These agreements do not provide for agricultural free trade. Instead, they
include provision for limited concessionary or preferential access by the associated
countries to EU markets. Limited quantities (tariff rate quotas of imports are to
allowed into the EU at low tariff rates.

Case Study 3: Under-filling of tariff quotas
Concessionary access to European Union markets by Central and Eastern European Countries (CEECS) is
supposed to be encouraged by the tariff-rate quota provisions of the European Agreements. These tariff-
rate quotas alow a limited volume (quota) of imports into the EU at concessionary tariff rates, above
which quota the full tariff applies. While the limited volumes are not generous to the CEECs, the tariff
concessions are considerable, especially since 1994.

However, it is common that these quotas are not filled - less is being exported to the EU than is allowed

for under these quotas. There are severa possible reasons for this:

. shortage of suppliesin the CEECs,

. lack of marketing and trading experience and skill in the CEECs;

. problems in meeting EU quality and health standards;

. unfamiliar and cumbersome administrative procedures (for those products covered by the EU’ S
variable import levy system, import licences are required; for others (e.g. fruit and vegetables), the
processis handled by border customs offices and posts on afirst come, first served basis.

. procedures for allocating preferential import licences, which are issued to EU importers rather than
CEEC exporters. Application typically requires an obligatory security deposit while the issue and
use of the licence is frequently considerably delayed.

The last of these reasons is supported by the fact that eligible CEEC exports are occurring outside the
preferential quota provisions - companies are finding that the procedures are too costly to bother with and
are trading without taking advantage of the potential benefits of the concessions. From an economic
point of view, alocation of licences to importers within the EU rather than exporters in the CEECs raiseq
the possihility that the benefits of the concessions will be captured by the importers inside the EU rather|
than the CEEC exporters. This is particularly true if information about which EU importers hold the
licences is difficult to obtain. The European Union is aware of these difficulties and is seeking toj
improve the system.

Suppose you are an advisor to a Polish exporting agency. Your Chairman has an appointment with the
European Council of Ministers next week. Write a brief for your Chairman explaining the difficulties
with the present European Agreements and suggesting how things might be improved. Use your
imagination and local knowledge to illustrate your arguments with examples of the difficulties your
member companies are experiencing.

A Customs Union is the next step towards international integration from the FTA. Ina
Customs Union, the member countries not only agree to free trade within the union, but
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also to apply common tariffs (customs duties) on any imports into the union from
outside. The European Economic Community was formed as a customs union. It has
changed its name to the European Union as it seeks to become an economic union (as
defined and outlined below).

The logic of development of a customs union is as follows. If the separate national
customs duties of countries in an FTA are widely different, traders will try to import
into the FTA through the country with the lowest customs duties or tariffs. By doing
this they will be able to sell these imports at lower prices in the other FTA countries
than if they imported them directly. This *artificial’ trade (a form of trade diversion)
may well become important as trade flows increase. There is, therefore, often pressure
to develop an FTA into a Customs Union. Once a union has been formed, there is
further pressure to develop into an Economic Union, as exhibited in the European
Union.

The European Union is an Economic Union. It has common policies applying in all
member countries. Two of the more important of these are the Common Agricultural
Policy and the Sngle European Market (SEM - ensuring freedom of movement of
goods, labour and capital between countries). The European Union is seeking to
cement economic harmonisation through currency union - the common currency, due to
be introduced in 1999, though probably not throughout the present Union. Our
consideration of exchange rates above suggests that those countries which do join the
currency union will experience more harmonised economic performance (for good or
ill) than previoudly. It also suggests that the adjustment of differing national (regional)
economic performance can no longer be achieved through exchange rate changes. Such
adjustments will then have to occur through changes in economic growth rates, through
differing levels of economic activity and employment.

The logic supporting the devel opment of such unionsis essentially threefold:

1) elimination of trade barriers between countries within the union promotes trade,
economic development and growth;

i) common economic policies further reduce the costs and increase trade within the
internal market, by making it more stable and consistent, and hence less risky and
costly.

iii) as a collection of countries, the union is a more powerful and influential bloc in
world trade and international relations.

These advantages, however, presume that other important elements in economic
management - especialy monetary, fiscal , competition and welfare policies, are
managed in an effective fashion. The formation of an economic union does not
necessarily guarantee that such policies will be followed. Diversity of cultures and
conditions may actually make the design and exercise of successful policies under these
headings more difficult. While the theory suggests that Economic Unions can be more
prosperous, it does not deny that they could also prove both difficult to manage and thus
less successful. Formation of a successful union appears to require convergent
economic conditions and mechanisms, and, according to the previous outline
arguments, considerable harmony and agreement about economic and social priorities.
It should be clear from this brief discussion that there are likely to be some problemsin
widening the current European Union to include more countries, especialy if these
countries are at markedly different stages in their economic development and
performance.

A logic of progression should be evident from the above - economic union (especially if
accompanied by currency union) requires both economic and social consensus and
harmony. The next step, once thisis achieved, follows ‘naturally’ as a deepening of the
Union to a Political Union. Economic unions are, thus, the penultimate step in a

D. Harvey and F. McLeay (AEFM, Ncl. Univ., 1996)



World Agricultural Marketsin Principle & Practice

progression of international integration. The final step is political union, which some
countries in the European Union aspire to, but which others are currently resisting.
However, it is also clear that for many practica purposes, political pressures and
common directions are already dictating the progress of the European Union. In
particular, these pressures seem to guarantee accession of the CEECs to the European
Union in time, notwithstanding any economic problems that this may cause on either
side of the bargain.

5. Implicationsfor Poland

The more liberal and open economies are to trade and free market policies, the faster
they tend to grow and develop. This proposition is strongly supported by both
economic logic and historical evidence. Although history is full of examples of trade
protection, especially in agriculture, there is no reliable support for the argument that
this has led to either agricultural or national economic growth. All the reliable evidence
isthat protectionist policies, however well intentioned, have the opposite effect.

Economic development of agriculture is encouraged by economic growth and
development in the rest of the economy. Without this growth, both the economy and
the agricultural industry will stagnate. The case studies in this chapter illustrate the
importance of world market conditions for the development of agri-food businesses and
the economy in general.

By the time Poland joins the European Union, the world will have moved on. All the
signs are that world agricultural trade will become more liberalised than in the past.
The European Union’s Common Agricultural Policy will also have changed towards
freer trade at prices closer to the free trade world level. 1t would therefore be a serious
mistake for Polish governments and industries, including the agri-food sector, to plan
their own policies and strategies on the basis of continued protection.

Poland is currently operating a variety of market protection policies. The Agricultural
Market Agency (AMA) purchases grains, milk products and meats at intervention
prices, set towards the lower limits of market price fluctuations. These prices act as
minimum guaranteed prices for farmers. In the event that market prices rise too much,
the AMA sells products from its stocks (or, as in 1993) provides credit guarantees to
importers to increase supplies.

In response to strong import competition from subsidised products from the West, and
cheaper products from the Former Soviet Union, Poland applies variable import levies
for a number of farm products, on top of ad valorem and specific rate tariffs. These
have all to be converted into a single tariff under the GATT UR agreement, of which
Poland is a signatory. Polish protection of agriculture is not high by historic European
standards, but agriculture is still the third most highly protected sector in Poland, after
the armaments and car industries. This protection has been described as ‘temporary’, to
offset subsidised exports from elsewhere. It is vitaly important for the sustainable
development of Polish agri-food sector that this protection is removed as the flow of
subsidised imports from elsewhere falls.

The European Union presents a very attractive market for Poland with a total
population of amost 400 million people with high levels of purchasing power.
However EU membership will also mean that farmers and agri-businesses will face
increased competition from Western European companies and farmers. It may be
tempting to suppose that accession to the European Union, or even free trade
agreements with the EU, will mean higher prices for Polish agribusiness. But such
expectations are dangerous. Previously high European farm product prices are
unsustainable, even for relatively rich countries currently comprising the Union. Rather
than comparing Polish prices with current European domestic prices, a more realistic
and reliable comparison is with the world prices facing the European Union.
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A good indication of these ‘world’ pricesis provided by the Organisation for Economic
Cooperation and Development (OECD). The OECD produce annual estimates of
agricultural support and protection - the Producer Subsidy Equivalent (PSE)12. The
PSE is essentially a measure of the difference between world prices and the effective
domestic farm price (including allowance for input and other support policies). The
world prices used by the OECD are termed reference prices. Figure 6 shows the ratio
of Polish prices to the European Union reference prices for five major commodities
over the recent past. To arrive at this Figure, Polish farm prices have been converted to
ecu per tonne prices at market exchange rates, and expressed as a proportion of the
OECD’s reference prices for the European Union, also in ecu per tonne.

Figure6. Polish Farm Product Prices as a proportion of European Union
Reference Prices
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Source: Calculated from data reported in publications noted in footnote 7.

The implication of this figure is that, as of 1993, wheat, barley and pigmeat were all
overpriced in Poland compared with the world competitive price. Milk was generally
competitively priced, while beef appears considerably underpriced.

As this chapter illustrates, however, neither world prices nor exchange rates can be
expected to remain static. The recent trends in European Union reference prices for
these same commodities are shown (in ecu terms) in Figures 7 and 8, showing actual
data up to 1994 and ssimple linear trends of these data from 1995 to 2000. These figures
do not include the recent (1995/6) increase in world prices, especially for cereals. Apart
from these recent increases, the genera trend of world prices has been downwards,
especially for cereals. A key question facing both policy makers and agribusiness in
Poland is whether we should expect such downward trends to continue.

12 OECD, and Centre for Cooperation with Economies in Transition: Review of Agricultural Policies:

Poland, 1995 provides such estimates, as well as a wealth of information and analysis of the Polish
agricultural sector, for Poland. OECD’s annual publication: Agricultural Policies, Markets and
Trade, provides estimates of PSEs for the major OECD countries on ongoing basis. These PSEs are
similar to, but not identical with, the GATT/WTO Aggregate Measure of Support (AMS).
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Figure7 E.U.ReferencePrices, Cereals& Milk (ecu tonne)
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This chapter has provided an analytical framework which can be used to sketch answers

to this question. The answers, for any particular country, depend on three fundamental
relationships:

 therelationship between world supply and demand;
» theeffect of national and international policies,

» theeffect of exchange rates.
Past trends in world prices for farm products have reflected these three factors.

World Supply and Demand

As a consequence of both productivity (yield) improvements and the exploitation of
new lands, world supply has tended to increase faster than demand. Although there are
till large numbers of people without enough to eat, the problem is more one of lack of
income than of lack of the world's ability to grow food. However, the future may not
repeat the past. New lands are increasingly scarce. Yield improvements are frequently
heavily dependent on water, which is both unreliable and expensive to provide in the
right places. Global climate change may make future harvests and yields more variable
and unpredictable than in the past. Asincomes of the poor increase, they tend to switch
consumption from cereals and plant products towards meat and animal products.
Hence, we might expect that demand growth for animal products to increase faster than
for plant products at the world level. Greater concern over protection of natural
resources may also increase the costs of supplying food. All of these arguments can be
trandated into shifts of the world’ s excess supply and excess demand curves of Figure 2
above, with consequences for the free trade world price.

National and International Policies

The GATT UR agreement and the establishment of the WTO seems certain to ensure
that future policies will be closer to free trade than those of the past. In the terms of the
analysis above, this will mean that western protection is reduced and that world prices
will tend to improve, by perhaps 5% for cereals and 30% for milk. However, the
liberalisation of former centrally planned economies is expected to increase the
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productivity and output of the farm sectors of these economies in time. This potential
increase in supply will tend to depress world prices, unless it is matched by an
equivalent increase in demand in these countries as their incomes improve. Recent
estimates of the effects of liberalisation among centrally planned economies coupled
with trade liberalisation in the rest of the world suggest that the overall effects may be

rather small - current average or trend world prices may actually be a reasonable
estimate of free trade prices.

Figure8 E. U. Reference Prices, M eats (ecu tonne)
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Exchange Rates

Figures 7 and 8 report world prices in ecu terms. However, the exchange rate between

the ecu and, for instance, the US$ have not been constant over this time period. Figure
9 shows the variation.

The trend between 1986 and 1993 has been for the ecu to appreciate versus the USS,
which has tended to depress world prices in ecu terms versus their $ value. The outline
analysis of section 3 above indicates that the exchange rate will reflect the relative
economic performance of the countries or blocs concerned, here indicating that the
European economy is perceived as having outperformed the US economy over thistime
period. If thisis to continue, then the effective world price facing the European Union
will continue to decline. In effect, this will provide a strong signal to the European
agribusiness sector that it needs to improve its relative or competitive performance in
line with the rest of the economy, or suffer the consequences.

These short paragraphs do not provide an answer to the fundamental question of what
will happen to world market prices in the future. However, they do indicate the basic
understanding necessary to form sensible and logical judgements about how world
prices can be expected to change in the future. Any guess about future world pricesis
essentialy a guess about how these factors and influences will change in the future.
This chapter provides a framework for understanding these interactions and effects.
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Figure9 ecu exchangerateversusthe US$
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World Price Stability and Commodity Agreements

The increasing importance of world markets and world prices for agri-businesses
everywhere, and the difficulty of forecasting world markets, raises the issue of world
market stability to the top of the agenda in future multilateral negotiations. The
objective of stabilising agricultural markets is typicaly high on national priorities.
Although world market liberalisation is expected to result in more stable world markets
than under high levels of protection (see above), liberalised domestic markets may
prove less stable than under protectionist policies. Hence we may expect countries to
be concerned about market stability.

Historically, international commodity agreements have been attempted to stabilise
otherwise volatile world markets. The sugar and tin agreements of 1954 were the first
to become operational in the post-war period, followed by coffee (1962) and cocoa
(1972). There have aso been a succession of international grains agreements. The
main instruments used under these agreements have been: supply management,
typically though export controls; buffer stocks. The central idea is that supplies are
removed (into the buffer stock) or withheld from the market (through limits on exports)
in times of surplus and low prices, and released in times of shortage and high prices.

Supply management agreements tend to break down (e.g. sugar in 1962) because the
national export limits (quotas) are fixed in terms of historical production and export
levels and are difficult to re-negotiate in the face of changing production and export
competitiveness. In those cases where they have appeared successful, they have often
relied on individual major producing countries managing their own supplies, rather than
on the strength of the international agreement - the classic example is the succession of
international grains agreements which relied on the US grain area set-aside programme
to regulate world grain supplies. Buffer stock agreements typically result in adeclinein
private commercial stock holding, and may simply prove a (poor) substitute for
competitive market stockholding and hence market stabilisation.

The major difficulties with these agreements arise from: i) the difficulty of setting the
‘normal’ price range, outside which stocks or exports are either accumulated or
released; ii) the problem of restraining high prices with insufficient buffer stock or
production; iii) the difficulty of policing and enforcing the agreement on countries
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outside the agreement. In setting the normal price range, the conflicting interests of
producing and consuming countries are difficult to reconcile. In addition, any attempt
to stabilise the market runs the risk of speculative attack, as with defence of an over-
valued exchange rate. Cooperative public attempts to prevent prices rising may
encourage speculators to withhold stocks until the price ceiling is broken, while defence
of a price floor may lead speculators to increase production and supplies in response to
the ‘fixed’ floor price.

In the face of these difficulties, it is not surprising that the historical performance of
international stabilisation agreements has not been impressive. There are more
fundamental questions about the use of such agreements.

» |s price stability necessarily a good thing? From the producers point of view, high
prices are some compensation for a shortage of production (supply), resulting in less
revenue loss than would be the case if prices were held down. From the consumers
point of view, gains to be had from periods of low prices may more than offset
losses incurred under periods of high prices.

* How much stability would be provided by the market place in the absence of public
(international) intervention? There is both a strong logic and empirical evidence to
suggest that public intervention simply replaces private market activity to stabilise
markets. Since it is good business to buy cheap and sell dear, the market itself can
be expected to provide considerable stability if left to itself. Furthermore, through
forward contracts, futures markets, insurance schemes and production
diversification, free market behaviour and practice can be expected to find ways of
spreading risks and stabilising returns.

» Will the market place provide ‘enough’ stabilisation? There are arguments that: i)
private markets may not assess risk in the public or social interest; ii) private costs
of capital necessary to hold stocks are higher than is in the public interest; iii) that
the costs of information and of transactions in futures and insurance markets are too
high to provide optimal stability. Full exploration of these difficult issuesis beyond
the scope of this chapter. However, their resolution depends on three major
judgements:

1) economic judgements about the efficiency and effectiveness of cooperative
(public) action rather than competitive behaviour in providing information and
establishing risk-spreading contracts and agreements,

ii) socia judgements about the equity of relying on markets' willingness to pay,
and hence on the preferences of the rich at the expense of the poor, versus
democratic choice on the basis of equal weight to all peoples’ preferences,

iii) political judgements about what is ‘enough’, which leads to the final
fundamental question on stability.

* What can any system (private or public) actually do to reduce instability? It does
not make sense to comparing the actual and unstable world with one of perfect
stability. All any system can dois: i) seek to understand the systematic interactions
between markets better so as to take advantage of better foresight (rather than
forecasts); ii) spread the risks associated with uncertainty wider and more
appropriately over those willing to bear these risks.

This brief discussion suggests that effective international action to improve free-market
stability should be restricted to a) the provision and wide dissemination of better market
intelligence; b) the possible provision of public assistance and encouragement for
private stock-holding and devel opment of futures markets and forward contracts.

Domestic (national) margin or income stabilisation policies may aso be judged
legitimate and effective. However, it should be clear from the discussion in this chapter
that such schemes will need to be accepted by the WTO as non trade distorting or green
box measures. In turn, this means that these schemes need to be de-coupled from
current production decisions if publicly funded (that is, they should not result in any
substantial effect on supply decision), or else they should be paid for by producers.
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Polish Farm Policy and the Future

Economists and policy makers are presently debating possibly changes in the CAP that
may be necessary before countries from Central and Eastern Europe join the EU. The
size of the Polish farm sector would mean that the cost of paying Polish farmers the
subsidies associated with CAP in its present form would be very high. However it is
important to recognise that CAP is continually adjusting. The policy to which Poland
will ultimately succeed will be considerably different from today's CAP. The CAP
cannot continue to provide subsidies to support inefficient farmers. Instead, it is likely
to be simplified, place more emphasis on improving the competitiveness of Europe's
agriculture without subsidies, while providing limited compensation. In place of this
traditional but now outdated support system, the EU is likely to place much greater
emphasis on measures to assist rural and market development, and on those towards
conserving the environment.

It is not sensible for the Polish government to adopt the projectionist policies of the
CAP, or put into place aternative additional subsidies. Increased levels of subsidies and
protectionism will hinder, not help, the quest for the Polish agricultural sector to be
competitive in international markets. It would run against the globa trend towards
more market oriented agriculture and the GATT agreement which Poland is part of.
Instead, there is a need to focus on strategies for improving the overall competitiveness
of the agri-food industry - which means producing quality products at prices reflecting
value for money compared with the aternatives. Present policies directed towards
modernisation of agricultural facilities and restructuring of inefficient farms are much
more sensible than seeking to protect outmoded and obsolete production patterns and
structures.

The Polish agricultural sector can certainly adapt the meet the chalenges of freer
agricultural trade, reduced protectionism and EU entry in the 21st century. The new
trading environment provides tremendous opportunities for Polish companies who are
able to compete with international rivals. To perform successfully in an international
environment, Polish agri-businesses need to compete on the world market - either in
competition with imports in the home market, or directly in export markets. Poland has
good agricultural land, areliable climate compared with much of the planet, and is close
to rich and discriminating markets. It isimportant that the Polish agri-food sector, from
farmers to retailers, capitalise on these advantages, and respond to the rapidly changing
market environment. They need to become market oriented, and add value to their
products. Many enterprises within the Polish agricultural sectors have only limited
experience of active marketing and free market economies in a liberalised economy.
The remainder of this book explains how a marketing approach can improve business
performance.

D. Harvey and F. McLeay (AEFM, Ncl. Univ., 1996)

31



World Agricultural Marketsin Principle & Practice

Outline Answersto Exercises and Case Studies
Exercise 1 Answer: Supply and demand curves are here assumed to be linear, as a
convenient simplification.

Elasticities are defined as the proportional changes in quantities demanded or supplied
per proportion changein price. (‘change in’ abbreviated to 1 below)

Es(Eu) +0.6 =(%1Qs)/ (% Price)

[(TQ/Q) *100] / [(TP/P)*100]

(TQ/MIP) * (PIQ) where the first term (Q/YP) is the slope of the
relationship between quantity and price.

So: Es(EU)= 06 = 1Q/9P * 3000/1250
so  JQMP = 0.6/2.4= 0.25 (dlope of the EU supply curve)

The intercept (where the supply curve or line crosses the axis) is given by the quantity
which would be produced if price were zero.

So, at Price = zero, Qsin the EU would be: 1250 - 750 = 500.

So, EU supply curveis:

Qsl(EVU) = 500 + 0.25*Psl
Similarly:

Q2 (U = 250 + 0.25*Psl
Qd1(EVU) = 2000 - 0.25*Psl
Qd2 (Us) = 1000 - 0.5*Psl

Given these expressions, world price is determined as follows:

XD1=XS2 for aworld market equilibrium;

so [Qdl- Qsl] =[Qs2- Qd2Z];

or 1500 - 0.5*Pcif = -750 + 0.75* (Ptcif-40);

so: 2,280= 1.25*Ptcif; Ptcif = 2,280/1.25 = 1,824; so Pt fob = 1,784 (40 lower than the
cif price, sincetransport etc. costs ar e 40)

from which: XD21 = 1500 - 0.5%1,824= 750 + 0.75* 1,784 = 588.

Quantity traded (T1) is588.

NOTE: This analysis can easily be entered into a computer spreadsheet, set up to

automatically calculate the notional supply and demand curves (approximated as
straight lines) corresponding to any given set of elasticities (estimates of supply and
demand responsiveness to price) and any current information about supply and
demand quantities and prices. We can then shift these supply and demand curves (by
changing the intercepts) to reflect changes in productivity, consumer tastes etc., and
calculate the effects on prices and quantities. Similarly, we can incorporate marketing
costs to find the buying (cif) and selling (fob) prices.
More sophisticated supply and demand relationships (curved, rather than straight
lines) can also be computed in the same fashion, though the initial algebra might be a
little more difficult. Notice, however, that so long as we are interested in market
equilibria which are not too far distant from current prices and quantities, the linear
approximation of supply and demand curves is likely to be ‘near enough right’ to be
useful.

Exercise2: Price‘chains or ‘webs

Figure A1 shows an illustration of the “chain” or “web” of prices one might expect to
observe in the marketing chain from Kansas to (for example) Poznan, Poland for
milling wheat.
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Figure Al lllustrative Price“web” for US Wheat to Poland

Farm Price, fob Price, New
Kansas Orleans Harbour

Plus: Plus:
Truck loading, road haulage & Ocean freight and insurance ;
unloading costs, equals
equals
Elevator Price, cif Price, Dockside,
Missisipi River Rotterdam
Plus: Plus.
Elevator storage & handling; barge ship unloading, import terminal
loading; river freight; unloading costs handling & storage costs ;
equals: equals
Port Terminal Price, Terminal selling
New Orleans price, Rotterdam
Plus. Plus.
Termina Elevator Storage & Handling; Truck loading, road freight, &
Ship docking and L oading charges unloading costs ;
equals: equals
fob Price, New Miller's Aquisition
Orleans Harbour Price, Poznan

Case Study 1 Outline Answer :

Kansas Grain trader: Trade was very slow at the beginning of the year. Stocks of grain
were high, but there were few buyers. The government was offering export subsidies
and the $ devaluation had made US wheat prices more competitive on the world
market. But this seemed to make little difference to the trade.

My wife's cousin in the Ukraine wrote to us in late April saying that the rains hadn’t
come yet again, and that the spring was very late. | began to wonder what the Russian
harvest would look like and to pray that they did not have a good one. A bad harvest
there might be good for my trade. | decided to try and buy a little grain forward on
my own account, just in case. My farmer suppliers were very interested in my offer
to buy their grain at harvest time (August) at a pre-fixed price a bit above the present
market price. If | had more capital, and was sure enough of my hunch to take the risk,
| could have bought ailmost half the Kansas crop. With hindsight, | wish | had. But,
as the proverb says, if wishes were horses, beggars could ride. Anyway, by the end of
June, | had bought 100,000 tonnes for delivery in mid August, and was holding my
breath - we could easily go bankrupt on this - I've mortgaged the house to provide the
down-payments to the farmers and to guarantee the purchases in August.

Nothing moved till the end of July. | was getting desperate. Then, on 31st July, the
‘phone began ringing off the hook. | had calls from all my main buyers wanting loads
and loads of grain and offering pretty reasonable prices. | smelt something big, and
told them to hold on while I checked my suppliers. | rang round some of my
colleagues in the trade. They all had the same story. The Chicago spot price was
aready up the full day limit by 9.30am. according to the local wire service.

By the end of the day, | had sold on 25,000 tonnes for my buying price plus
0.5%/bushel - nearly enough profit to cover my risk aready, and promise of plenty
more to come. My farmer suppliers were pretty mad at me, until pointed out to them
that they were happy enough to make the deals back in June. At least they had
bankable contracts with me - | was still out on a limb with the bank and could still
loose everything if the market broke.
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It didn't though. It kept rising. | made money on that 100,000 tonnes speculation,
but after that, trading margins soon had to come back down to normal. | made a good
living though, working hard at buying and selling grain al that autumn. My farmer
suppliers were happy as pigs in muck.

New Orleans Shipper: | worked my fingers to the bone through the late winter and spring
that year trying to find orders for our ships (or ‘bottoms’ as they are called. By the
end of May, | had orders for only 1/3 of the fleet, an they would only be working till
September. And we had to cut our rates to the bare bones to get those orders. It was
going to be area lean year. Then, quite out of the blue in early June, the shipping
market seemed to pick up. We began to land orders from our tenders for work, when
previously we couldn’t get near the jobs. Someone was obviously needing ocean
freight and was willing to pay. | talked with some friends | have in the Baltic
Exchange (the world’'s most famous shipping contract exchange in London) on the
‘phone. They told me that the Russians seemed to want a lot of ‘bottoms for the
US/Baltic run, for ‘dry’ cargoes, from July onwards. By August, we all began to
know why. Business has been booming ever since. God bless the Russians, but don’t
tell the CIA | said that.

Exercise 3 Answer:
US$0.5 @ 0.5Z1/%$= 1Zl/can
US$0.5 @ 0.4Z1/%$= 1.25ZI/can
We would expect to sell less US Cola after the depreciation of the Zloty. Imports
become more expensive as the exchange rate depreciates.

Exercise 4 Answer:

521 @0.4z1/$ $2/kg

5ZI @ 0.5Z1/$ $2.5/kg

We would expect to sell fewer potatoes to the US follwing the appreciation of the
exchange rate.

Exercise 5 Answer:

. a deficit in the BoP suggests that the Zloty is being supported above its market
rate. Market pressures are for the Zloty to depreciate. If and when it does, it will cost
us more Zloties to buy a $ than it does now. We would be better to exchange our
zZloties now, rather than wait. [Notice that thiswill put even more pressure on the zloty
exchange rate, and encourage depreciation, since people will be encouraged to supply
more zloties to the Forex market if they expect a depreciation in the near future].

. News of foreign investments means capital inflows to Poland, which will lead to
an increased demand for zloties in the forex market (shifting the demand curve to the
right), and the exchange rate would be expected to appreciate. This news, therefore,
would encourage us to think again about changing our zloties now. If the exchange rate
may appreciate (or at least remain stable), there is nothing to lose by waiting.

Exercise 6 Answer:
Under these conditions, the Polish exchange rate would not be expected to depreciate as
quickly asin the past and may even begin to appreciate.

Exercise 7 Answer:

a) We would expect the exchange rate to appreciate - productivity improvements have
shifted the demand curve for zloties (from exports) to the right, and the supply
curve (from imports) to the left, both shifts leading to an appreciation of the
exchange rate.

b) The appreciation will reduce the competitiveness of Polish exports somewhat, and
increase the competitiveness of imports in the Polish markets. Polish businesses
will need to work harder to find their markets both at home and abroad.
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c) | would rather live in a country whose productivity isimproving - since this leads to

higher incomes. Producing more per unit of labour and management, or land and
capital, provides a greater return per unit employed and thus higher wages, salaries,
rents and capital returns. We will have to continue to work to sustain this
improvement, though. There is no such thing as a free lunch.

Case Study 2 Outline Answer :

1

History and economic logic both strongly suggest that support for agriculture might
increase returns to farming, but it also increases costs, as more people try to take
advantage of the support. Farm incomes do not increase as a result.

Support tends to make an industry uncompetitive with other suppliers, because it
raises costs and discourages innovation and active marketing. Thus there tend to be
demands for increasing support through time.

Increasing support generates increasing resistance and antagonism from within the
country (taxpayers, other sectors needing investment funds, and consumers)

Increasing support is contrary to International agreements, especiadly the
GATT/WTO, and will generate considerable international pressure to reduce and
eliminate it, aswell asretaliation.

Support is, therefore, unsustainable for any length of time. When (not if) it is
reduced, the industry will be left poorer and less competitive than before the support
isintroduced.

Case Study 3 Outline Answer

If we are not part of the ‘old boy’ network, we cannot find information on who
(which European companies) have the necessary import concession licences. The
location of these should be made public and easily available through local Polish
offices,

Polish companies should be alocated at least a proportion of the import licences
directly, rather than allocation to EU Companies,

There should be a European office in Poland able to provide assistance with the
administrative procedures for these import concessions;

We need more assistance in training and education on marketing;

We need credit support (possibly though the European Development Bank for
security deposits for import licences.
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