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PREFACE

Among the issues at agricultural policy reform negotiaticns, the
measurement of agricultural support is a key element, This report
examines the conceptual and computational problems of using the
Producer Subsidy Equivalent and discusses the politics of agri-
cultural reform. Finglly it outlines an example of how the prac-

tical steps in an agricultural reform might proceed.

The report was prepared by Colin G. Brown, Ph.D, while Aage Wal-
ter-J@grgensen, Head of research division, and Arne Larsen, Direc-
tor, participated in the editing process.

Institute of Agricultural Eceonomics, March 1990.

Arne Larsen
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SUMMARY AND CONCLUSIONS

Negotiations on agricultural reform in the current GATT round
are at a critical stage. The temporary improvement in world
markets, as in the past, has lowered the impetus for agricul-
tural reform. Yet many of the problems and distortions facing
global agriculture and agricultural trade remain and the need
for reform is imperative. Means of facilitating that reform,

therefore, warrant closer attention.

One approach currently mooted involves the concept of a support
measure. For use in a negotiating framework, a support measure
needs not only to be a reliable and operational indicator of that
support but also to be consistent in its application and be re-
latively simple, And it must be politically acceptable.

Adopting support measures, such as the Producer Subsidy Equi-
valent, for use in trade negotiations entails significant pro-
blems. Although relatively simple in concept, the choice of
parameters such as appropriate domestic and border prices
presents numerous conceptual and computational problems. And
being essentially an income indicator, the Producer Subsidy
Equivalent has difficulty in accounting for the degrée of trade
and other distorticons embodied in agricultural interventions,

Furthermore, the political forces influencing agricultural reform
are not readily captured by a support measure. The wide array of
agricultural interventions and their variance across countries
entails difficulties in arriving at a universally accepted mea-
sure. Both the form, and indeed use, of a support measure en-

gender considerable debate.

These problems, however, need not be overwhelming with wvarious
refinements possible to improve the basic measure, Appropriate,
if less than ideal, support measures can be designed as can their
use in trade negotiations to facilitate reform. The fundamental
advantage of a support measure approach is that it provides an
institutional means of eliciting an automatic, continuous and

graduated reduction in agricultural support and distortions.



Current trade negotiations, therefore, should ke concerned mcre
with implementing a procsss of reform rather than with acrimo-

nious debates over the form of a support measure.
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Third, an Instituticnal means of elicizing 2 continuocus and

autonomous reform ¢f pelicies should te estabiished. Producer
subsidy eguivalents {PSE”s) may play an important monitoring

rcle in this latter process,

While a multi-commeodity approach would be desirable, the process
cculd be started in some policy areas of central and uriversal
interest. Cne area oconducive to refgrms are global cereal poli-
cies. This would Le in the interest of the major trading enti-
ties, nctakbly the US and ©T, as cereal golicies are at the center
of distortions in temperate commodity markets. Cerezls reforn
would Impact on cother crsp product pelicies, and zereals are a
irect input in livestock production to whigh distorticns are
transmitted. Ancther area offering ccnsiderable mucual benefits
to GATT members is a reducticn of dairy product support whers
the terms ci ctradfe effaccs are especially large, The essential
peint, however, is that some major reform needs to be initia-ed

to give the negotiation new impeczus.



1. INTROBUCTION

A key element among the issues at agricultural reform negotia-
tions is the measurement of agricultural support. The complexity
of agricultural interventions and their apparent non-negotia-
bility has elicited interest in an all encompassing measure of
support. Yet it is the very complexity of agricultural policies
which has engendered debate as to an appropriate measure of
support and, more fundamentally, as to the usefulness of any

such measure.

Historically, the use of support measures has been confined to
policy analysis, But an extension of their use to facilitating
policy reform has taken on increasing importance given the lack
of progress in current multilateral trade negotiations (MTN) on
agriculture {(end of 19892). Here, an improvement in world markets,
albeit temporary, has relieved the costs of agricultural support

and lessened the impetus for policy reform.

Implementation of a support measure can hardly resolve the
problems plaguing global agriculture and agricultural trade. Nor
is it certain that it will feature in any future move towards
reform. But as a possible means of facilitating that reform it

is worth further investigation.

The aim of the study is to assess the use of the Producer Subsidy
Equivalent (PSE) as a measure of support in connection with mul-
tilateral trade negotiations. Chapter 2 investigates the concept
of the PSE and its qualifications in regard of measuring the ef-
fect of support on, in particular, producer income and distor-
tion to trade. Chapter 3 elaborates on political considerations
in the context of agricultural policy reforms. Chapter 4 discus-
ses elements of a GATT reform package applying the PSE as a
measure of support and suggest areas of reform which might give

new impetus to the negotiations,
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2. A MEASURE OF SUPPORT

An ideal measure of support should meet various criteria. Import-
antly, a support measure should make the effects of agricultural

interveqtions transparent and be a reliable or objective indica-
tor of those effects, It should be a consistent measure across

commodities, countries and policies and be comprehensive in its

coverage of poelicies. A more general application demands that a

support measure be relatively simple and be both operational and
guantifiable. Furthermore, it needs to be flexible enough to

accomodate the different perceptions and reguirements in its

usage.

In policy analysis, these criteria are not as constraining; the
analyses not being confined to employ a single measure. For in-
stance, effective rates of protection review the relative allo-
cative effects within an economy of divergent support to acti-
vities, while trade models generally employ nominal rates of
protection. And in policy analysis the support measures evolve

and are refined through ongoing critical debate.

In a negotiating framework, the issues are more problematic. Here,
a (single}) measure of support must at least meet the criteria of
simplicity and consistency and be an operational measure. And it
must be politically acceptable to facilitate the reform and be a
reliable measure of that support.

2.1 Defining a Support Measure: The PSE

A support measure currently meooted in MTN is the Producer Subsidy
Equivalent {PSE), and it is the starting point for this study.
The concept of PSEs originated in studies for the FAO in the
early 1970s (FAQ 1975) but was popularized by the OECD in the mid
1980s. Since then, variants of this measure have been adopted by
notable international and domestic agencies. The principal at-
tractions of the PSE in a negotiating framework are its simpli-
fied nature and its encompassing coverage of agricultural in-

terventions,



The criginal concept of the PSE Is elementary, namely that of the

1
suzsidy needed to mzintain the level of farm income if existing

H
Tt

oved, In essence, income transfers to
farmers, both direct and indirect, transpire as a common nume-

ratecr for the effects of all government policies, A mathematical

expressicn for the P3E, as defined by the CECD, appears in Equa-
tion 1.
(1) PSE. = (Pm—pW)S.+D.+I.+G. for all 3 and all countries,

3 J 731 71 71 73 3 -
{la} U?Sfj = PSEj/Sj for all j and all countries,
{1b} PPSE, = PSEj/(PﬁS?+Dj)I100 for all j and all countries,
{ic) APSE =ZjPSEj for a2il countries.

where PSE, 1is the total {absclute value}; producer subsidy
“ egulvalent fcr commedizy J:

UPSE, 1is the unit PSE for commodity j;

P?5Z. is the percentage PSE for commodity j;

APSE 1is the aggregate PSE for a particular country;

Pj is the domestic price for commodity 3;

PT is the world price for commedity j;

5. 1s the domestic guantity supplied of commodity 3,

Dj is the direct income support or subsidies associated

with the production of commodity j;

I. is the indirect income support associated with the
production of commodity j; and

2]

is other general support allocated to commediiy J.

The PSE, defined In Eguatien 1, comprises 4 main categories, A

iist of which policy measures £it into these categories appears
. - i he w ) A
in Table 1. The first category, (P'—?zzsj, encompass the market

ce support component with all pr

ervention being captured through a2 domestic- border gprizce dif-

ferential. The second categcory, Dj' com;rises all direct income
port and subsidies tc producers net of any levies paid, and

cludes payments both related and not relazed to preoduction,
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Table 1. PSE CLASSIFICATION BY TYPE OF MEASURE
(1) Market Price Support (P? - P?)Sj
- two price systems
- price premiums
- import quotas/voluntary export restraints
- tariffs/import levies
- export refunds/credits
- home consumption schemes
— supply management (productien/acreage quotas)
- monopoly organisations (marketing boards, import control
organisatiocns)
{2} Direct Income Support (Dj)
~ direct payments (disaster, deficiency, headage/acreage,
direct storage payments, etc.)
- embargo compensation
- levies paid by producers (negative support}
{3) 1Indirect Income Support (Ij)
- capital grants
- concessional credit (interest subsidies)
- input subsidies (fuel, fertilizer, transport, etc.)
- insurance
- storage
(4) oOther support (Gj)

research, advisory, training
inspection

rationalisation and structures
processing and marketing
transport consessions

taxation concessions
provincial/State measures

Source:

OECD (1987; Table 1, p. 102).
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The third category, Ii' entails transfers via agricultural inputs,
primarily through inﬁut subsidies. Input taxes, such as tariffs
on agricultural inputs, are generally ignored although account is
typically wmade for the higher costs of feed grains to livestock
producers frcm crop support programs. The final category, Gj, in-
cludes more general transfers tmec the agricultural sector such as
those provided by research and infrastructural investments. At a
commodity level, these expenditures are apportioned rather arbi-

trarily amoeng commodities.

The classification of pclicy measures in Equation 1 and Table 1
is rather arbitrary and net without limitations., For instance,
the second category of direct income support {(D,) combines preduc-
tion disterting policies like deficliency paymé;ts with mere de-
courlec measures such as disaster payments. Ideally, an optimal
classification should distinguish between payments related and
not related to production., As the CECD has keen the primary ini-
tiater and user of the concept, however, their classification
has been maintained in this paper though effcortis are made to
identify distortionary measures from their more decoupled coun-
terparcs.

The value emerging from Eguation 1 is an absolute PSE, namely
the total 1lncecme transfer associated with the produection of a
particular zcmmopdity. But the PSE may be expressed in a number
of alternative ways, notabkly or as a unit PSE or a percentage
PSE {Eguationz 1{a} and i(b) respectively!. In the former, the

PSE is reported per unit of output while in the latfer it

tn

i
exgressed as a percentage of dcmestic production valued at

domestic prices and adiusted for direct payments.

Strher ways of expressing the PSE are easily accomodated. Fecr
instance, replacing tectal production (Sj) in Equation la with the
number of farms or labour usage yields a more individual indl-
cator of suppert in the PSE per farm or labour urit, An indiza-
tion cf income dependency Zrom the support derives from replaclng
total production with total net farm income. Meoreover, they can

be related to the mere traditional measures such as nominal and
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effective protection rates by reporting the PSE as a percentage
of the value of preduction at world prices and as a percentage
of agricultural value added at world prices respectively.

Equation 1 yields the PSE for a single commodity. A simple summa-
tion over all commodities, however, provides an aggregate PSE
for all commodities considered (see Equation 1(c)).

In the remainder of this paper, the term PSE is used synonomously
for a measure of support. It is recognized that numerous other
support measures exist and that the PSE may not feature in future
MTN or policy reform. Many aspects of the other support measures,
nonetheless, correspond with the concept of the PSE, and a cri-
tical review of the PSE should highlight the major issues con-

cerning the use of a support measure in general.

In reviewing the PSE, the discussion focusses on producer support.
But distortions to the consumption of agricultural products also
concern MTN. A related concept, the Consumer Subsidy Equivalent,
also embodies the broad notion of Equation 1 except now referring
to net transfers to c¢onsumers rather than producers of agricul-
tural commodities. The major forces influencing agricultural
policies and their reform, however, relate to producer support

and it is this support which is the main focus of this paper.

2,2 The PSE and Producer Income

But is the PSE a reliable indicator of the income effects on
producers of agricultural support? That is, does it reveal the
real income and welfare effects of a combined array of agricul-

tural interventions?

Many agricultural interventions designed to support producer
incomes seek to raise the price received by producers; the PSE
providing a proxy for this level of price support. Some of the
main issues arising from this proxy measure are discussed with

the aid of Figure 1.

The PSE and related measures represent accounting or first order
measures. That is, they indicate the initial income transfer from
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Supply at World Market Price e
Supply at Adjusted World Market Price C
Supply at Domestic Reference Price b

= V=T N =R g



-17-

2 set of agricultural policies before any adjustments in inputs

1} in Figure 1.

or costs, or the area bjne
Various considerations, however, gqualify the extent of this
transfer. Assuming the production receiving the transfer is
known, then the principal determinants of the transfer are the
reference prices for domestic and world prices. For some markets
and types of intervention, these prices are readily ascertained

but in other cases they are more difficult to identify.

Consider the domestic reference price b in Figqure 1 which repre-
sents, given the policy encompassing nature of the measure, the
domestic price which the set of agricultural interventions lead
to. Often focus is made on an administered price, such as a
target price a instead of the price producers actually receive
namely b (see Colman 1985). The divergence between administered
and actual prices, or leakage in policy effect, arises for va-
rious reasons, notably in tranfers to the agro-industrial sector
and through administrative losses. Conceptually, it may be a
potential source of misrepresentation of the producer transfer,
area arpnjb in Figure 1, though it is of less importance in
practice., Most analyses attempt at least te identify the actual
domestic price rather than some administered guide price.

A more practical consideration concerns identifying the actual
domestic price. To estimate the level of price support, a com-
parison of domestic and world prices is needed at the same lo-
cation, time and marketing stage of concern (farm gate). The
latter is of particular relevance as the observeable domestic
price is often at the wholesale and not farm gate level. Most
analysis, therefore, embody further assumptions regarding

marketing margins.

1) Underlined letters refer to points on the respective figures,




Issues surrounding the identification of world prices e are even
more problematic. As mentioned, domestic and world prices should
be compared at the same Iceatlion. But world prices are reported
as beorder prices, c.i.f or f.o.b. prices {(ozr £ in Figure 1),
while domestic prices are cften average mavixet prices. The hand-
ling and transhipment costs, integral in these calculations, are
sometimes ignecred znd may lead to an overstatement of the support
(by an area epgf in Figure 1}, Misspecified comparisons at dif-
ferent marketing stages, such as the comparison of wholesale
border prices with domestic farm gate prices, tend to offset this

overstatement though,

Other world price measurement issues alsc underscore, or at least
make ambiguous, the level of support received. (That is, £
exceeds e with a corresponding understatement of the producer
transfer of epgf). The problem concerns the particular world
price used. For many commodity markets, especially livestock
products, the market Is not homogeneous comprising many diffe-
rentiated products. (Consider beef and pigmeat trade where there
are many differentiated products and where prices for meat in
foot and mouth free trade substantially exceeds those in other
trade.} bifficulties arise in the identification of the appre-
priate worid price, while computational and aggregation issues
compound this misspecification. FPor reasons elaborated later,
largely political, then £ will often exceed ¢ leading to an

understatement of the transfer,

A further prcblem arises in that depending on the type of market
interverntion, that a world price may not be observeable or, at
least, be an invalid representation. Typical here are voluntary
export restraints in which, depending on how the trade licenses
under the voluntary export restraint are handled, the border
prices that transpire may not reflect the true world price.

Central in the discussions of world prices in the PSE are their
fluctuations over time. Although agricuitural policies themselves
elicit mest of the variation (Tyers and Anderscn 1988), inelastic
demand and short run supply curves characterizing global agri-

culture and the large stochastic shocks to supply entail chat
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world prices will always fluctuate. A major concern of MTN is to
determine whether a change in world prices derives from an under-
lying change in market developments or from a stochastic supply
shock. Consider the recent improvement in agricultural markets
in which the effects of supply management measures entwine with
the effects of the North American drought. In the case of support
measures with a fixed external reference price, such as the
"Supply Management Unit" of the Ecl), then the choice of the base

period for determining world prices is critical.

A related issue concerns fluctuations in exchange rates which
also influence world prices expressed in the respective domestic
currencies. Distortions in exchange rates transpire as distor-
tions to trade (an undervalued currency being equivalent to an
export subsidy and tariff on imports) and arguably have a larger
impact on agricultural trade than trade restrictions themselves
(Schuh 1988). A resolution cof these matters, nonetheless, neces-
sitates a forum wider than agricultural MTN, The susceptibility
of agricultural trade and support program costs to world price
changes, exchange rate related or otherwise, has induced attempts
to net out exchange effects from the PSE measure, A less eXtreme
proposal may be the use of trade weighted instead of current

exchange rates,

Attempts to account for fluctuations in world prices in the PSE
involve the use of fixed historical world prices or an average
over a period of years. But historical prices may bear no resem-
blance to current or future market developments and the most
recent prices and exchange rates may be the best indicator of
these. Conversely, in a reform context, it is the past conditions
from which the respective agricultural sectors are adjusting. A
more appropriate alternative, therefore, may be a moving annual
average of the previous, current and forecast world prices to
enable the PSE to account for an adjustment from past to current

and future developments,

1} The "Supply Management Unit™ is the official EC version of
the PSE put up in current MTN negotiations.
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Irrespective of whether the actual world prices, e, can be iden-
tified, issues arise as to whether this price i3 a true indicatcer
of the cpportunity value cf the domestic production. Prices ob-
served are actuail world prices conditioned by the protectionist
regimes, The policies of the large trading entities, especially
the US and EC, impact markedly on world prices. In Figure 1, d
indicates the world price prevailirng under a unilateral liberali-
zation, with the price suppeort f£or producers of a domestic
support regime being reflected by the differential b-d rather
than b-e.

Given the extensive and interdependent nature of protection in
the developed countries, however, then the combined effect on
world prices cf global agricultural policies should be considered,
The price ¢, namely the world price prevailing if all countries
liberalized, may be more valid for assessing the level of support.
Some estimates of these terms of trade effects from unilateral
and multilateral liberalization, as reported in World Bank (1986),
appear in Table 2. The rises in world prices fcllowing liberali-
zation are especially notable for dairy products, beef, sudgar
and cereals. Some more recent studies intimate even larger

efferts,

Although many of 2he unilateral terms of trade effects are zon-
siderable, they magnify when accompanied by reform elsewhere
{(that is, the differential c-d in Figure 1 is significant). This
additicnal rise in world prices from a multilateral liberali-
zation is at the core of MTN. That is, the rise in world prices
is a common good, or common "bad" for importing countries, which
reduces many of the adjustments to lower support for most coun-

tries along with a further lowering of their support expenditures,

Reforms can, and are, pursued unilaterally but the benefits are
€ifficult to assess. Under MIN a (large) country undertaking
reform may coerce all countries to reform, thereby increasing the
terms of trade effects and sharing the adjustment burden. This
externalization of policy reform effects also introduces an
element of game theory into the negotiations, namely as to who

can benefit at the expense of the other, Nevertheless, given that



many countries implement unilateral reforms for domestic reasons
alone, there would seem the scope for coordinating these actions

and achieving mutual benefits through MTN.

The terms of trade effects, area c¢clne in Figure 1, may be a large
part of the producer transfer (see Table 2) and should not be
ignored, Yet the terms of trade effects are not directly observ-
able and require complex economic modeling; the results of this
modeling effort to date yielding varying estimates of these
effects, Thus, while being real effects they are difficult to
identify and, presumably, almost impossible to negotiate. Further
policy analysis should enlighten the extent of terms of trade
effects, though a tractable measure for use in negotiations is

not likely in the immediate future.

Inclusion of the terms of trade effects elicits a remaining
income transfer of bjlc which may differ markedly from the
original transfer of bjne. But it is still a income transfer and
excludes any adjustment in input costs., If the supply curve in
Figure 1 represents the marginal costs of producticen, then an
increase in production from h to i involves the additional

Table 2. International price effects of liberalization in
selected countries and commodity markets

Pork
Beef and Dairy
Coarse and Poul- pro-
Wheat grains Rice Lamb try ducts Sugar
——————————————— per cent change —-—--—-——-——-—-———-—
Unilateral
liberalization in:
EC 1 3 1 10 2 12 3
us 1 =3 0 0 -1 5 1
Liberalization
in all market
economies 9 4 -8 16 -2 67 8

Source: World Bank (1986; Table 6, 7, p. 129}
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coests kil, Thus, the ne:t welfare gain, as opposed to the net

income transfer, will be bjkec only.

only the own price effects on producer welfare of a change in
suppcr: appear in Figure 1. But the close interdependencies in
agricultural producticn entail that support adjustments for other
commodities will shift the supgly curve S5 entailing a different
effect on producer welfare. One Iimportant cross effect is the
effect of cereal price support on the welfare of livestock pro-
ducers, especially for irtensive and non ruminant livestock pro-
duction where the losses from higher feed cereal prices may sub-
stantially reduce, or even offset, the benefits from higher live—
stock product prices, A tractable method of incorporating these
effects in a PSE measure, notably in the OECD measure, involves
the estimation of the additional costs incurred on feed cereal
usage at the higher support prices and the apporticning of these
losses among livestock activities using feed utilization coeffi-

cients.

In policy analysls it is producer welfare which is commonly used
to evaluate alternative policies. But does this indicate the in-
come effect on producers of agricultural policies? Most of the
benefits frcm agricultural {price) support accrue as a capita-
lized gain to fixed facters of producticn., To determire these
factor returns entails the use of extended partial eguilibrium
or general equilibrium mcdels. Although conceptually scund models
of this type are avaliable, the data they reguire are more
limiting. Furthermore, their complexity confines them to policy
analyses and away from the negotiating table, Such anaiyses,
nevertheless, serve a useful if not vital role in assisting
policy makers search for more rational and effective agricul-

tural policies,

For the reasons outlined above, the PSE will not be a precise
estimate of the Income effect to producers of agricultural sup-
port policies with various factors leading to an under or cver—
statement of that support. For instance, misspecification or

manipulation of parameters such as world prices may entail that
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a stated reduction in PSE induces no reduction in the implicit
support. Such problems will arise primarily with marginal reduc-
tions, however, with substantial reductions in PSEs and the use

of a consistent measure over time leading to notable reform.

In general, the PSE overstates the producer support though the
degree of overstatement varies among commodities and countries
depending on how the PSE is defined and measured. If the over-
statement is the same for all commodities, then the problems for
agricultural MTN may be slight. That is, problems arise only in
comparing the support to non-agricultural activities sueh as
determining priorities in MTN and in assessing tradeoffs across
sectors. Divergent levels of misspecification across countries,
however, may lead to some consternation in agricultural MTN and

hinder reform.

But the misspecification embodied in PSEs may not be consistent
across commodities being dependent on elasticities, transmission
of effects, types of measures employed etc., Consider a product
such as milk where, due to large terms of trade effects, the
overstatement may be greater than for a product such as rice. A
10 per cent cut in both PSEs yields the same initial effect. But
it has a diverging effect on the respective world prices, with
the proportional cuts in PSEs measured after the world prige
adjustments differing, namely being higher for milk than for
rice. For a constant reduction in PSEs over time, then the stated

reductions for rice must exceed those for milk.

The preceding discussion also intimated that the transfer effi-
ciency of agricultural peolicies is. low, namely that only part of
all the income transferred to producers actually reachés them, In
Figure 1, implicit leakages were shown to the agro-industrial
sector, to foreign consumers and in the deadweight losses from a
misallocatlon of productive resources. Other income is lost, how-
ever, through sub-optimal consumption choices and in the substan-
tial costs of dispersing and rasing support expenditures, Other
significant losses from agricultural support arise ocutside of

the regulated commodity market depicted in Figure 1, including
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distorted patterns and levels of infrastructurail and research

investments, resosurces devoted tc Lobbving activities and in

cther effects on the non-sgricultural seccor

The supstantial losses accompanving existing agricultural po-
licies entail pctential gains from rearranging that sugport. For
ingtance, the gains from reduecing administration zosts alone are

a
net triwial. Considerable scope exists, therefsre, tc pursue

more targeted pelicies, tc compensate losers for the change and

still gzeorue a sizeable net gain., Thus, there is subszantial
economic scepe for thne reform of agricultural policies although

whether there is the same political scope is debateable and is
addressed later in Section 3.

2.3 The PSE and Distortions to Trade

The PSE essentially represents an indicater, albeit imperfect,
of the income support to producers. Yet the maln conzern of MTN
are distorticns in glokbal tracde. Althcugh theilr scepe has been
breoadened to examine the output and consumption effects ¢f dome-
stic policies which 1ie behind these trade cdistortions, it re-
mains the allocative effects of these policies, and not %Zhe

i
inccme =ffects, which are of primary concern,

Many different types of interventicn, each having differing im-
pacts on producticn, consumpticn and trade, are included in a
support measure of the type reported in Eguaticn 1 (see the list
of measures in Tabkle 1). The Zdifferent outgut, consumption and
tracde implications c¢f these varicus policies, therefore, warrant

closer attention.

In Figure 2, a typical cess is presented of a regulated commoditiy
market irn a highly protecticnist counzry in which net exporrcs
arise under the prctectionist regime and net imporis under free
trade. (Consider beef or some crop product markets in the EC
Many other market situafieons transpire, but the following dis-

cussion highlights the major issues invelved.] The curves SS and
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Figure 2. Trade implications of agricultural interventions

Note:

a
b
c
d
e
f
g
h

Undistorted Domestic Price
Domestic Reference Price

World Market Price, Multilateral Liberalization

Internal Demand at Price b
Supply at World Market Price ¢

Supply (and Demand) at Undistorted Domestic Pries

Internal Demand at World Market Price

Supply at Domestic Reference Price

b

e

|o
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DD are the undistorted domestie supply and Ze curves while ¢

]
m
=]
o

is the world price grevaiiing uncer zonditicns cf free trade
{ccinciding with =z in Figure 1}, The array of market interven-
tions supports the price by p-c eliciting a domestic price of D.
The effect of this combined support is as follows: Production
increases from e te h; consumption declines from g te & and nec
trade increases by (g-el-{h-¢), namely the deciine in imports
and increase in exgorts.

The above sffects apply to policies which influence the market
price. But varicus interventions discriminate between the price
received by producers and paid by consumers. The mcst obvious of
these are deficiency payment schemes or output related subsidies.
Here, output remains distorted though zhere is no decline in
consumption entailing that the trade distortion is reduced by g-d
to h—e, namely the osutput distertion alene. Gther interventions,
such as coresponsibility levies, entail divergent levels of pro-

ducer subsidies and consumer taxes,

Various support interventiocns, collectively known as supply
management measures, attempt to limit the distortionary effects,
Threugh variocus measures, guotas, set asides etc., output is
restricted to z specified amount. If production is restricted
to e in Figure Z then no output distortion transpires; the
support accruing as rent to the holder of that output restric-
tion, In that the margket prics remains at b, however, then there

is still a consumption and trade distortion of g-g.

A related issue is public steck hcolding and dispesal policies.
Censider a set of policies leading to a producstica of g with an
implieic trade distertion ef g-e. But if stock or other disposal
measures withdraw g-e from the market then the policies may not

necessarily distort trade. Several gualificaticns apply though.

First, public stockholding can only delay products entering the
market and merely shift the distortion to some future point in

time. Expectations deriving from an excessive build up in stocks
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have a similar depressing effect on world prices as if the pro-
duction was diverted directly to export markets, In that there
are real losses associated with storage, then it may be more
desireable for the production to appear directly on the market,
Of course there will be an optimal carryover level of stocks,
greater tpan Zero, but any stock level over this should be con-

sidered equally distortionary.

Second, the extent of withdrawal from markets may be limited,
Subsidized consumption and denaturing to alternative uses, such
as skim milk for animal usage do cccur but often lead to distor-
tions in other commodity markets. Conversely, pure withdrawal or
disposal schemes meet with limited social and pelitical accepta-

bility.

8o far the discussion has focussed on the collective distortions
which influence the market or producer price (namely those
measures in Categery 1 and some of those in Category 2 of Table
l). But other policies catered for in the support measure exert
their influence through a shift in the supply curve. The in-
fluence depends on the nature of the intervention, however, with
an input subsidy inducing a larger shift than general funds to

rural development.

In Figure 2, the PSE for a policy which increases the market
price to a is equivalent to the PSE for an input subsidy which
shifts the supply curve from SS to S78°, Although the PSE or cash
value of the support is the same, the effects on consumption and
trade vary markedly. That is, output increases as under the
market price support from e to f, but the consumption and trade
distortion under the input subsidy is lower by the amount g-f.

If, on the other hand, we consider an increase in decoupled sup-
port {e.g. income support) yielding a PSE equivalent to that of
a market support raising the price from ¢ to b , there would be
no trade distortion. I.e., compared to price support the market

distortion is decreased by the amount {g - d) + (h - e).
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¢ needel, therefore, if produc-

e distcrticns are to be addressed more directly.

imple agprocach te this problem involves exeluding some of
storting ceclicies from the suppert measure (some
anéd 4 in Table 1), Inr this manner,
cre clatant trade and subsidy
measures, while a PSE reduction now entails incentive to switch
from the more distorting interventions to those net included in
he measure., The variaticn in pelicy measures across cecuntries,

-

t
however, entails that desbate cver the exclusicn of cpecifiled
slicies from a PSE measure in MIN is an open guesticn.

An alternative, aired for policies which Incorporate supsly con-

o]
trel, entails so zalled "ecredits™ for the accompanying supply
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measures. That is, if supply control restricts production to the
free trade output e then the policies do not distort production
and should not be subject to reform. More generally, i1f supplies
are restricted to £ then there will be an associated "shadow
price" a (indicating the market price estimated to induce that
quantity supplied in the absence of that constraint), which may

then be compared with the world price c.

A problem arises, however, in that the supply and demand curves
of Figure 2 and the world price are not observable and must be
simulated, The estimation of these curves and the free trade
levels of output and trade are no trivial matter as indicated by
the varying estimates in published studies. More simple para-
meters, such as the level of autarcky or some equitable share of
trade (exports) over a representative period, are likely to be
employed in MTN even though they may bear no relationship to the
free trade levels of ocutput and trade.

Difficulties arise, therefore, in determining whether a policy
is distorting and incorporating, conceptually and politically,
the varying degrees of distqftion in a support measure. The pro-
blems compound with changing technological and market develop-
ments which continuously alter the free trade levels, necessi-
tating some form of continuous estimation, monitoring and nego-

tiation of their levels.

Account for trade distortions in the PSE measure has been widely
raised (see Tangermann et al., 1987) with some more formal and
concrete proposals in the "Trade Distortion Equivalent" outlined
by the Canadian trade delegation in GATT. Their proposal envi-
sages a classification of support measures with non distortionary
measures being excluded from the approach and a downward adjust-
ment in the PSE for partially distorting measures. In essence,
an attempt is made to measure the trade distortions of agricul-
tural interventicns with a proposal that these volume based
distortions be evaluated and monitored. Alternatively, by esti-
mating the eguivalent "shadow prices"™, account or adjustments
can be made through the traditional PSE measure. Although these
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proposals embody some ingenious and relatively simple adiust-
ments, it remains uncertain whether they will prove traciable
ensugh for MTN given the increase Iin parameters involved and

their contentious nature (for instance, elasticities}.

Both zhe PSE and the Trade Distortion Eguivalent focus on pro-
ducer support measures, Ilgnoring the effeccs of agricultural po-
licies on consumption. For instance, a guota restrictling output
to & in Figure 2 may yield a Trade Distorticn Equivalent of zero
implying no need for further reform. Yet consumers still face a
higher market price entailing a trade disterticn of g=é. {In
this case, a reform based on the PSE may be the more preferable
in lcowering these latent consumer distcrtions,) Zguivalent con-
cepts, such as the Consumer Subsidy Egquivalent, exist and could
potentially be used in MIN in the same manner as PSEs though they
would again add to the complexity of those negotiations. In gene-
ral, effects on consumptiocn arise mainly from pclicies inducing
higher market prices and the elimination, or substantial reduc-
tion, in even more narrowly defined PSE¥s should remove most of
the consumption distortions.
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3. THE POLITICS OF AGRICULTURAL REFORM

Estimation of the net gains from trade liberalization or agricul-
tural policy reform typically involves the summation of changes

in producer, consumer and taxpayer welfare as indicated below:
{2) Net gain = PW + CW + TW

where PW is the change in producer welfare from the policy
changes;
CW is the change in consumer welfare from the reform; and

TW is the change in taxpayer expenditures.

In general, agricultural interventions which distort prices or
production and consumption lead to a net welfare loss, with com-
bined consumer and taxpayer transfers exceeding the income re-
ceived by producers. Nor are these income deadweight losses
trivial, often amounting to a substantial portion of the transfer
to producers., It is the recovery of these potentially large
losses, and a more efficient allocation of resources, which are

at the core of agricultural policy reform,

But does Equation 2 capture the motivation for policy reform?
Political considerations entail that the objective function for
reform is more complex than that presented and that it is subject

to variocus constraints. Consider some of these.

First, the net gain in Equation 2 is an unweighted summation of
the welfare effects. That is, the utility or preferences of all
individuals in society are considered equally. Yet it is debate-
able that society weighs a loss to consumers, for instance, more
or less than an equivalent loss to taxpayers, Attempts have been
made to account for this in peolicy analysis through revealed
preferences or by examining the weighting implied in previous
policy decisions. But social preferences change over time and

depend on the actual policy scenarios.

Alternatively, it may be argued that the political market automa-

tically determines these weights. Transaction costs arise not



only in economic markets, however, but also in polizical markets
entailing that these preferences are not always revealed. Statecd
goals, for instance, cfcen vary from the actual distribution of
2 r I ¥

ightings create gzroblems ia

Second, catsgories in the obiectiive function of Eguation 2 are

s er, in particular, tax-
payer welfare in which governments cr administrations face
limits on their budgetary sgending., Rarely, hcwever, are these
n s

¢ kut instead iavolve rapidly increasing
e

a rtain expenditure level.

Third, the categories in Equation 2 are considered at an aggre-
gate level, For instance, Pw embodies the change in welfare of
agricultural producers as a group. But agricultural producers

tvpically are hetercgensous and the benefits frem agricultural
suppor:t are distributed unevenly. The implications of agricul-

tural policles, therefcre, vary markedly ameng producer grcups.

Fingliy, agriculfural policies embody various indirect or exter-
nal effects not immediately apparent in Eguatien Z. For instance,
agricultural support imposes poth pesitive and negative external
effects on the environment, although the latter have recently
come to the fore given an intensification of agriculture and
emerging problems of agricultural pellution, Moresver, agricul-
tural interventicns in large countries impose exterrnal shooks to
the agricultural sestors ¢f osther ccuntries. Agricultural crade
disputes in recent years have soured general trade a2nd other
relatisns betweern countries. Domestic political gonsiderations,
however, have cutwelghed any adverse Internaticnal concerns cver
agricultural polizies, Ye: external concerns can influence dome-

stic policies as evident in the recent agricultural reforms in
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Other external effects, not explicit in Egquation 2, include food
security, maintenance of rural environments etc. These may be
active considerations and of importance to particular countries.
Although some of these issues are of genuine concern they require
more thanm a cursory review. For instance, while many support po-
licies were introduced with the stated aim of increasing produc-
tion, self sufficiency and food security, some of the more pro-
tected commodities are those in greatest surplus. Moreover, with
stock holding, the dependence on imported inputs, and the inef-
fectiveness of previous embargoes, the basis of these arguments

are somewhat dubious.

Taking consideration of all these effects places a dgreat onus on
any support measure. The PSE and its counterparts typically yield
an agdregate measure of the income transferred to, though not
necessarily reaching, producers, and have great difficulty in
incorporating the political tradeoffs mentioned above, For in-
stance, the aggregate producer transfer embodied in the PSE
cannot distinguish between the income accruing to different
producers. Nor can it readily reveal the source of that transfer,
namely from consumers or taxpayecrs. And it is not conducive to
incorporating many of the external effects of agricultural

policy.

Some modifications to the support measure are possible., Provided
their destination can be identified, then producer transfers may
be differentially weighted and adjusted for the socurce of these
transfers. Part of the problem lies in that social preferences
vary from country to country eliciting difficulties in the speci-
fication of a universal support measure. A support measure cannot
incorporate all the political considerations of agricultural re-
form and, at best, should be considered as only part of that

process.

Different perceptions as to the usefulness and implementation of
a support measure reflect these concerns. The highly protec-—
tionist importing countries, such as Japan, have consistently

opposed and expressed grave reservations over the use of a
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sSupport measure. In essence, sxisting GATT disciplines largely
ignore the large domestic subsidies provided in these countriles,
whereas a PST approach would revezl these subsidies and involve

greater pressure for their reductiocn.

Conversely, the EC is generally in favour of the PSE, albeit
differently defined and a:t an aggregate level. Basically, it
enables the BEC :to maintain its basic price suppcrt system through
a redistributicn of the support, while directing attention away
from ics blacant trade disterticns. The less protecitionist coun-
tries typically held a mixed view. Although they support most
approaches facilitating agricultural policy reform, they are
skeptical as to its zbility to elicit reform alone and demand a

concurrent attack on specifiz trade and policy measures.

Not only dces the use of the PSE engender disparate international
views, but alsc the form it should take. The existing configura-
tion of domestic interventions vary widely across countries, and
preposals forwarded in current MTK indicate the desire by each
participant tc externalize thelr suppert system to the multila-
teral arena. The contribution of varicus types of policies, de-
fined in Table i, 2o the PSE appears in Figure 3 for selected
countries. {(Although the figure relates to 1979-81 and policy
changes have altered the picture in the late 1980s, it broadly
outlines the disparity in agricultural policy interventions
across countries.} Thus, EFTA couniries and the EC rely heavily
on price support while North American countries employ direct
payments and indirect factor support. Conversely, the Oceania

countries primarily rely cn other general support.

Conseguently, each country attraches different importance to each
of the compcnents of Eguaticn 1. The removal or disparate weight-
ing of categerles in Eguation I generates considerable discus-
sien. Fer instance, many Edropean countries argue that all poli-
cies should be included in a support measure and not Jjust price
suppert, Under an all encempassing measure the trade effects of
price support, of considerakle international concern, can he

downgraded tos the general effect of all interventions such as
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Figure 3. Allocation of PSEs by type of measure (1979-81)
Source: OECD (1987}

research, social security etec. Conversely, other countries view
an equal weighting of all policy measures, irrespective of their
level of distortions, with concern. Although the PSE desirably
should facilitate a shift in policies to more targeted and less
distorting interventions, the divergence in existing means of
agricultural support implies that all interventions need to be

daccounted for in an acceptable measure.
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A relazed issue Is the politicization of the PSE measure and its
use for legitimising current support policies, in a manner ana-
logous to the way that cost benefit analysis can be manipulated
by regulatory bodies to reach predetermined conclusions, Although
the PSE concept is straightforward, it embodies various uncertain
and debatable parameters such as refsrence prices, The data re-
guirements and political acceptability of PSEs entail that na-

tional bodies must be involved in their Zsrivation.

traints in negotiating
ems arise at a domestic
ecessarily in—

domestic policies
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First there sre the primary intended recipients cf sgricultural
supporz, namely agricultural producsrs and the 2sscciated input



suppliers and processors., Second, reform may alter the distri-

buticon of the burden of that support.

In the case of the former, the effects of a reform of domestic
support must be weighed against any offsetting terms of trade
effects of a multilateral liberalization. Typically, however,
only in those countries with relatively minor support, such as
Oceania, will terms of trade effects yield a net gain and be
supported by agricultural producers. In other cases, such as in
the North American countries, then the estimated terms of trade
effects may offset domestic distortions in some commodity
markets. But producer support for reform arises only when the
relatively vague terms of trade effects markedly exceed the loss
in domestic support. For most developed countries and commodity
markets, nonetheless, a reform of agricultural policies implies

a net loss of income to the agricultural sector.

Reform may be expected to affect marginal producers in particular
and that it is these producers who retard reform the most. Yet
this does not necessarily follow. The income loss transpires
mainly as a capital loss to the existing owners of fixed factors
of production. And the support is highly concentrated. Market
Price support, in particular ylelds a particularly regressive
distribution of benefits, Consider the Common Agricultural Policy
of the EC where benefits to large farms were 15 times the magnitude
of those to small farms and where the third of farms with highest
incomes received almost two thirde of all the benefits {Brown

1389).

Although having the potential to be more evenly distributed or
targetted to low income groups, producer subsidies and direct
payments have also tended to be highly concentrated. Blandford
{1987} found that 67 per cent of the US farm program payments
flowed to the 14 per cent of US farms with highest farm sales,
while the top 1.2 per cent of farms received almost 13 per cent

of total payments.

The concentrated nature .and significant efficiency losses of
existing support entails that total agricultural support can be
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reducers nave captured these rents, or
merely cashed in on the evolution of these policies, it is they
who benefit the mos:t from existing support, And large producers
are the group meost able o organise collective bargaining and

lobby for the maintenance of that support.

Attainment of the substantial benefits from reform first entails
weaning the agricultural sector off existing sugport, primarily
through the provision of adjustment assistance. But conceivable
reforms are likely to involve pclitical cempensation fZor the
loss in rents te large producers. Compensation schemes entail a
plethora of administrative prozlems and d¢ not necessarlly com-
censate those who lose., And if real reforms are tc be achievad
then the compensaticn should be transitional and directed pri-
marily %c adjustment programs, For policy makers, the lssue is
to restrict the necessary pclitical compensation to make as

large as possible the economic gains from reform.

The second scurce cof petential lesers from agricultural reform
arcose from a changing burden of that support. Partial reform of
agricultural policies may involve rearranging the cost burden
from one group to ancther, such as from taxpayers to consumers,

The prevalence of buadgetary constraints, in particular, ften
involves relieving the pressure on public funds at the expense
of consumers. Inelastic domestic demands further encourage
price discrimination against consumers. nDiscrimination against
consumers may transpire as direct consumer taxes. But it may
alsc be implicit in a lowering of producer support or taxpayer
expenditure while retaining the cost te consumers, as in pro-

ducer levy, gucta or two price schemes.

Following the net gain defined in Egquation 2, then market price
support generally is inferior to producer subsidies and direct
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payments which are inferior to lump sum support. This implies a
gain from switching the burden from consumers to taxpayers. Yet
several incentives exist for just the opposite. Support expen-
ditures may be of greater importance than costs to consumers
primarily due to budget considerations. Moreover, in terms of
income losses to society then the costs of raising and dispersing
tax expenditures may exceed consumer deadweight losses especially

given inelastic demands.

But there are alsoc several reasons for avoiding any additional
burden on consumers. Support expenditures are more visible and
compete directly with other government support and, conseguently,
should lead to a level of support closer to the desired social
level. Greater transparency also entails that policies are likely
to be subject toc more targeting over time and be less distor-
tionary though, historically, this has not been the case. More-
over, quota and 2 price schemes are not costless to implement
and involve administrative costs usually ignored in analysis of
their costs and benefits. And they can hinder structural adjust-
ment despite their immediate impact in reducing trade and output

distortions,

Furthermore, it is often argued that consumers should pay for the
greater food security and stability of prices offered by current
policies. But even if domestic food prices fluctuate more under
agricultural reform, they are typically much lower than under
existing policies even at their upper range. Alternative policies
providing a stable supply of food at constant prices transpire
at much lower costs. Agricultural support, therefcore, is based
primarily on social premises and should not be financed solely
by consumers. Moreover, as lower income groups spend propor-
tionally more of their income on food, financing agricultural
support through higher food prices will be more regressive than

through general taxation.

Preferences and domestic policy objectives, however, do vary. Can
a universal support measure accomodate these disparate goals?
Given the inherent flexibility of the PSE, then this would seem
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ending on the policy refcrm mix to meet the PSE re-
£ the variables ef Interest may nct alter markedly.
wing of support, therefore, mav achieve stated

pite a reduction in the aggregate PSE.

Conversely, the inherent flexibility cf the PSE is also a poten-—
tial weaxness in that farm ocutput or exXgports may not automati-

cally be lowered by a PSE reducticon implying a continuaticn of
the distortions from current policies, Appropriate definition
and spplicaticn of PFSEs, nonetheless, may encourage a greater
targeting of sugport end facilitate gelitically feasible reforms
leading to, in the long run, iess distcortions in global agricul-

ture and agricultural trade.
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4. TOWARDS A REFORM OF AGRICULTURAL POLICIES

As the GATT Uruguay round of MTN enters its final stages, pro-
gress has been limited in the area of agricultural policy reform,
Improved world markets, as in the past, have reduced the impetus
for policy reform. Yet much of the improvement attributes to
production declines from adverse weather conditions, primarily
the drought in North America in 1988, and many of the problems
and distortions in global agriculture remain. Natioral policy
makers need to review their intransigence and engage in some far
reaching reform if more durable solutions to the problems facing

gleobal agriculture and agricultural trade are to be achieved.

4.1 The Forum for Reform

Although MTN may be the most appropriate forum for pursuing re-
form, and are in current focus, they are not the sole posibility,
The relative size of some agricultural import and export entities
entails that unilateral or bilateral measures may impart con-
siderable effects on world markets, Indeed, most of the reforms

in the 1980s have heen unilateral.

The ability of unilateral measures to resolve global problems
though is limited. Unilateral reforms basically have involved
supply management aimed at restraining the rising costs of agri-
cultural support. Supply restraints in the US and EC in cereal
and dairy product markets have elicited some improvement in
world markets. Yet they are no panacea. Their link to budgetary
constraints entails that the reforms are pursued only to the
extent needed to control support expenditure. Although con-
strained, these expenditures are large and encourage a level of

production and trade embodying substantial distortions.

Moreover, supply controls may readily be relaxed with an improve-
ment in world markets and the relief it entails for budget spend-
ing. Consider the recent easing of US set asides and EC milk
guotas, To the extent that unilateral reforms are linked to

support expenditures which depend on world developments, then
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domestic markets and policles are not perfectly insulated from

changing market developments.

Reforms aiso transpire st a bilateral level. While unilateral
reforms have largely Eeen a response to domestic budgetary con-
cerns, bilateral measures typically emerge as & settlement to
trade disputes. In additiocn, bilateral discussions have followed
failed multilateral agriculturai negotiations in previcus MIN.
Provided the entitlies are large enough, and that there is the
possaibilicy for extension c¢f the reform to cther countries, then
bilateral measures can contribute to global reform, Various
studies, such as the US-EZ Disharmony sctudies {Commission of the

European Communities 1388), indicate that coordinated bilateral
measures may lead to substantial gains to individual parties, a
relieving cf tensions and an improvement in world markets. Most
of the gains fcr each party, however, arose frem the unilateral

measures alone.

The results of previous bilateral measures have been modest; the
offerings at the end of previcus MTN yvielding only meagre results
{gouck 1973}, Morecver, as & direct resgerse to trade disputes,
bilateral reforms commenly embody some political market sharing

more iikely to hinder than resolve glcbal agricultural problems.

A related development in bilateral negetiations concerns the

emergence ¢f variocus ¢ pacts or ioose sconomic unions, Geo-

i
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grashic based aliiances between The US and Canada and between
Austraiia ané New Zealand have recenrtly emergded to aczompany
more traditicnal entities like the EC, In general, beneficial
results have emerged from these alliances though the transiticns
have not been without costs and full customs and econcmic uanions

are yet to be achileved,

Perhaps of more impcrtance is the emergence of even larger trade
vacts. Twelve countries of =he Pacific Rim (ASEAN, Japan, Scuth
Korea, US, Canada, Australia and New Zealand) recently entered
into tentative agreement towards economic cooperation. Similarly,

European cooperation and integration continues to expand prin-
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cipally through the EC. In general, the emergence of trade
groupings is against GATT principles of a multilateral trade
system. But given the relative size of these trade blocks, the
extensicn of liberalization within the trade blocks to a multi-
lateral context may not be great and, therefore, may facilitate
the glebal reform of agricultural policies,

Despite their bleak record, however, MTN provide the most appro-
priate forum for pursuing agricultural policy reform. They offer
the greatest scope for a sharing of the adjustments of lower
support and for lower support payments through enhanced world
price rises., Furthermore, MTN entail less possibility for dis-
criminatory or distortionary reforms and allow more scope for
tradeoffs among countries. Moreover, domestic political concerns
may be lessened by removing the forum for reform away from the

domestic political arena.

One attempt to multilaterally improve world markets while main-
taining high and disparate levels of support, and thereby the
political acceptability of reform measures, is through market
sharing arrangements. With few exceptions, however, these
arrangements have been less than successful. The variability in
international agricultural markets and the diverse interest of
participants seemingly is too large to ensure an orderly sharing
of markets, especially in times of depressed world prices.

If setting trade flows is intractable, a less contentious alter-
native may be the setting of production levels allowed to receive
support, The mechanics of such schemes vary widely; most formally
proposed in the concept of Producer Entitlement Guarantees or
more generally as two price schemes (Harvey and Hall 1989). Basi-
cally the schemes involve allocating support entitlements to pro-
ducing countries to a combined level below world demand with pro-

duction in excess of these entitlements receiving world prices,

The philosophy behind such schemes is to maintain a "required”
level of producer support while confining that support to a
non-distorting level of output. In addition, global production
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would become more responsive to world markec developments

that the marginal production receives world prices.

Several issues, however, count against two price schemes. Most
analysis endorsing these schemes ignocre the adminiastrative or
implementzaticn burden involved. Entitlemen:I rights would have to
be determined and enfcrced at both the national and £farm level.
For many commodities, rotably for czereals Irn which the schemes
have keen prcposed, this would be an intractable or at least
costly exercise. Ner can such schemes guarantee the elimination
of future preduction distorticns, this depending en the marginal
price facing producers and, therefore, sﬁ now the differential
prices/levies are implemented. Furthermore, the distortions to
consumpticn would not be addressed unless the support invclved
deficiency payments,

A more fundamental problem, as indicated in Section 2.3, concerns
the Zetermiration and negotiation of the free trade levels. of
output. Fer many countries, the concept of a two price scheme is
synonomous with confining support to the current level of dome-
stic demand. Future agricultural MTN could readily degenerate
into acrimonious debates over the levels of producer entitle-—
ments. Suggestions to resolve these debates involve making the
entitlements %radeable at an internatioenal level either through
bilateral concessions or cther means. But the countries likely
to value the ertitlements the most are the more highly protec-—
tionist countries, as they pay the most for current domesgtic
support, and the distortions in global agriculture weuld remain.

4,2 Dlements of a Reform Package

Other ways must then be found then to reduce the distortions in
global agriculture. In Figure 4, one basis for leading to greater
agricultural reform is presented., It builds on the existing GATT
framework to which countries are used to but accounts for the
aforementioned considerations needed to facilitate reform, A key
element is the use of a PSE approach to institutionalize and
enhance the reform, though in such a manner to avoid the pro-

blems mentioned in Section 2.
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prroach In Figure 4 is not viewed as a panacea or sole so—
n
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iators at MTN ccould undoukbtedly design a myriad of ingenious
ffect global agricultural reform; they just await

8 al tc do so. The following discussicon merely
ines an examgple of how the practical negotiation of meaning-
agricultural reform can proceed and that many of the problems

ociated with reform need ngt be overwhelming.

The essence of the apprcach involves three stages, proceeding
from the rules tased agpprocach of previous negotiatiens in the
left hand side ¢f figure 4 tc a more goal oriented apprcach in
the right hand side of the figure. First dercgations and tech-
nical hindrances reguire immediate attentlion and removal. Second,
a tightening of GATT rules is needed with ar attack on specific

policy measures and the incorperation of agriczultural trade Iint

(3]

[

=

the rules for otner international trade. Third, ar instizutional
c

)]

a
means cf eliciting a continuous and auteoncmous zreform of policie
is outlined.

Some areas for immediate action appear in the first column of
Figure 4. These involve special derogaticns to GATT rules such
as the infamous Section 22 waiver sought by the US over and
above the general exceptions to guantitative restristicns pro-
vided in Article XI{2). A list of all derogatory measures should
be compiled and measures systematically removed on a guid pro
guo basis with :the accompanying reforms applied multilaterally.

Additicnal te the removal of special derocgatioms sheuld be an
agreement to remove invalld phytosanitary trade barriers, This
implies abiding to an agreed internatioral cecde sf standards and
the removal of ccnstraints based on non health or disease con-
cerns, such as the "need" criteria of the EC. Other technical
constrainis to trade, coperating outside of well defined stan-

dards, also reguire immediate review.

In addressing these issues first, it is recognizeg that these
=rade restrictions are among the most blatant and have no poli-
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tical justification in an international context. That is, an
international organization such as GATT must at least provide
uniform standards applying to individual members. If individual
countries desire and demand a maintenance of these special
derogations, then it would be preferable if they cperated

outside of this international framework.

In the second column of Figure 4, reforms requiring attention in
the current GATT round but which need further negotiation are
listed. Of major concern are export subsidies, especially given
the commodity surpluses and low world prices of the 1980s. Basi-
cally, the GATT forbids export subsidies, though an exception
applies teo agricultural trade under Article XVI(3). Increasing
surpluses in developed countries and heightened competion for
these non competitive exports led to efforts in the Tokyo round
to address agricultural export subsidies. Primarily the efforts
involved market sharing, namely to an equitable share of world
exports over a representative period. These conditions, however,
proved impractical toc implement and were often ignored and an

imperative need exists for more stringent rules.

The issue of export subsidies, though, must be put into context.
An export subsidy is equivalent to, and can be replaced by, a
corresponding level of producer subsidy and consumer tax. Efforts
to mitigate the effects of export subsidies will be negated,
therefore, if no parallel action arises on producer subsidies and
consumer taxes. Thus, not only do export subsidies need to be
reviewed but also other forms of producer subsidies. The direct
link between trade and domestic policies elicits the need for an

encompassing approach to account for all peolicies.

One area where progress should be made, however, is on discrimi-
natory export and import trade measures, While export subsidies
and import guotas adversely affect world trade, their discrimi-
natory application further distorts world trade flows as the
division is often based on political grounds. In a constrained
environment where export subsidies and import quotas are a po-

litical reality, then some progress may ensue from the appli-
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caticn of these mezsures on a non—-discriminatory basis so that
at least the conszzrainef world trade can respond to changing
market developments.

rrent ¥TN must also address the problem that many agricultural
erventions are not even covered by GATT rules, Consider the
thora of non tariff barriers tc trade which evolved primarlily
e a controllable tarrier, not possible under a tarisf
ragime, To pursue SWn SUppS¥L pclicies. The opening declaration
rrent round of MTN allowed for all policy measures to
be considered for reform, and the opportunity should not be
missed to subject all measures to bounds on their appllca*ion

and for a2 harmonization of rules coverning existing trade

[{

measures. For instance, varizble levies should be considered as
a ferm of import guota or restricticn and be subject to cor-
respending rules on eXxpcrt restraint and market access when
import restrictions are in place. Similarly, veluntary export
restraints require incorporation ints the rules governing import
guotas.

Furthermore, rules should not only apply to direct trade Inter-
ventions but alsc tc support policies which lie behind the

szorticns to glebal agriculfural trade. For instance, prod
based supper:t should be conditicned by the management cf s

A confinement 2f the distorting effects from the ore a
domestis sugpor cilicies should form part of the rules to be

t
negotiated in curr

The more general arez of monitcring SATT r
further. attention. In gparticular, whil

e inalienakle rights tec determine th bership ¢
and te invelved in negctiating procedurai rules, they should not

refuse the conseguences

®
Ja
Q
i
Q
=1

te allcwed to vetc panel deci
cf tnem., The large number of agricultural disputes wiihkin the
CAD entails tha:z there is a considerable body <of "case law”
concerning panel decisicns and that the final decisions of
dispute panels should be as autonomous as possible. Reform of

punitive measures is also needed tc avoid latent gprotectionism,
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Many of these issues, however, are not agriculture specific and

regquire revision in general GATT procedures,

Only the more imperative results from current negotiations are
discussed above and current MTN should seek to go much further,
notably with the removal or major reduction of the more distor-
ting trade and output measures, The complexity of agricultural
policies, their indivisibility and their changing nature over
time demand an ongoing and institutional approach to negotiating

their reform. Here the PSE may be of use.

The essence of the PSE approach, in an extended monitoring role,
appears in the final column of Figure 4. The approach is both
continous to facilitate and institutionalize the reform process
and tiered to encourage a move from more to less distorting po-
licies. To simplify the exposition only two policy tiers appear
in Figure 4, namely market price support and production related
payments on the one hand and all other measures on the other. ad-
ditional tiers could be implemented in a similar manner, though

at the expense of higher computational and decision costs.

The PSE approach calls for regular (annual} estimation of PSEs
at a country and commodity level and tec various levels of pelicy

aggregation.

To avoid the politicisation of the support measure, calculatiens
need to be performed by the GATT Secretariat or similar indepen-
dent body. This would undoubtedly involve an enlarged GATT
Secretariat though the benefits should exceed the costs, Compu-—
tational costs could be restricted in the first instance by 1li-
miting the analysis to the major commodities and principal coun-
tries involved in their production, consumption and trade. Less
important commodities or countries could be incorporated at a
later stage or subject to alternative conduct rules. The PSE
measure defined should account for the main considerations
described in Section 2, notably in the choice of reflective

reference prices.



In the firs: stage of the approach, the main distorting measures
are distinguished from other agricultural interventions. Included
here are market price sugpecrts and deficiency payments, {namely

W - : . ; .
{Po-B%:5, and part =2 D. in Eguation 1) leading to an estimate of

3
the "grimarw PSE"™, In addition, a "total PSE" on all agricul-

[
bl

tural interventions, (all of Zguatien 1} would te calculated.
Percentage and absclute values would be eatimated for the primary
PS3¥s fcr each commodityv and the total of all commodities. Con-
versely, the tctal PSE would be reported only as an absolute

value summed for all commodities,

The primary PS5Es are then subject to annual determination and
review. Fcr each commodity, if either the percentage or absolute
PSE exceeded a "base" level, negotiated previously, then the
offending country would be nctified and given the following year
to make the necessary policy adjustmentzs. If the base level con-
tinued to be exceeded in the fcllowing year, then it would be
referred tc a GATT panel, The whole process to this stage is

completely autonomous and mechanical.

Under the ganel review process, the onus is on the cffending
country te show, within a specified time period, why punitive
measures should not be applied., Irn this manner, the werkload of
a potentially large number of panel cases could be avcided. Cnly
at this stage woulZ "e¢redits" for new supply management measures
be sonsidered. If the independent panel was no: satisfied with
the explanaticnh offered by an cffending country, then punitive
measures would follow. No specifics of these punitive measures
appear here as hopefully they would form part of improved GATT

monitoring and control measures,

The system should facilitate a gradual reduction of the more
distorting agricui*ural interventiocns, Countries retain the
flexibility in pursuing their own form of support though subiect
to the binding PSE constraints. The warning period removes the
political obstacle of immediate and continuous adjustments asso-—
ciated with tariff like measures, while ensuring that adjustments

are made and committments met cver time, The procedure adopted
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seeks to limit the politicisation of the measure while confining
the administrative burden or, at least, transferring it to the

offending countries.

The divergences across countries in the types of support pursued
(Figure 3) entail that those countries who employ the more di-
storting measures will demand that all agricultural interventions
be included in the reform process. Conversely, their is a need
to encourage the move from distorting to more decocupled measures,
These conflicting issues are addressed in the second tier of the
approach. Here, an absolute total PSE (all commodities and poli-
cles) is estimated annually and subject to review. In an iden-
tical manner teo the primary PSE, offending countries would be
notified if thelr total PSE exceeded their base level, and would
automatically be referred to a GATT panel if the base level con-
tinued to be exceeded in the following vyear.

Committments under the total PSE are less constraining than those
under the primary PSE as they do not have to be met on a commo-
dity or percentage basis., Each country maintains considerable
flexibility, therefore, with the opportunity of transferring away
from more to less distorting support or in changing the type of
the latter support. In this manner, the PSE approach described
above should be all encompassing while still encouraging a move
away from the more distorting policies. And without the need for

formal weights on each policy measure.

The simplified two tier approach of Figure 4, however, may stifle
a complete move towards less distorting policiés. Although it
will promote a move away from the most distorting measures such
as market price support, all other measures are essentially con-
sidered equal. Ideally, a further tier shculd be added which
distinguishes measures which implicitly or partly affect pro-
duction, such as factor subsidies, from truly deccupled measures.,
This could easily be incorporated inteo the approach described
above by defining an "intermediate PSE", with associated con-
straints being less demanding than those for the primary PSE
though more stringent than those for the total PSE. Any number



af tiers and decision rules encouraging a move f£rom one policy
tier to ancther are possible, hewever, being censtrained only by
agreement on a heirashy of pelicy measures oy their distortionary

level and poilitical acceptability.

The "base" levels £onr poth the primary and tctal P3%s would De
negotiated prior to implemerntatien and reflect initially agreed
levels of supgport. 'nila'ly the rate of reductions in thesse
hage lavels and their final <«zrget level would also be negotiat-
able, The approach 1ls nct degende:t cn these parameters, however,
zlthough margirnai reductions should be avoided. The estimation of
the PSEs would be zased on clearly defined and corsistent measur-
ing precedures empleying available ané Xnown statistics. Hence,

ndividual countrles and their respective producers weuld be

y—-.

aware a pr;ori of what adjustments were needed to meet the PEE

constraints,

An impeortant elemenz af this PSE approach is that it provides an
instituticnral means cof facilitating an incremental reduction in

agricuicural suppcrt. That is, its autonomous nature should
stifle arbitrary cr shcort term pelitical considerations and aveid
the need for continual acrimenicus negotiations that weuld arise
say under market sharing arraangemencs. Consider, for instarnce,
how the greater management control £5 the EC Commission enabled

it to pursue domestic reform more vigourcusly.

Such an approach should ‘ac1--_ te reform towards less distorting
and more effective agricultural policies while enatling a gradual
adjustment to that reiorm. All aspects of the PSE apprcach, how-
ever, would be subservient tc previcusly agreed GATT rules. That
is, pclicy changes zould not be implemented if they preached GATT
rules on exgport or impert restrictions even if they met the PSR
constraints. Firally, a freeze cn support prices and import and
export measuzes should be actively applied until some form of

major reform =smerges from current MTN,
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4.3 Impetus to GATT Reforms

The agricultural MTNs are in urgent need of rejuvenation in the
form of some major policy reform. Innumerable policy analyses may
detail the benefits of a multilateral liberalization both on in-
ternal resource allocation and on the world trading system, But
they are no substitute for actual reform as policy makers respond
to thelr own experiences. Morecver, major reform must involve the
major trade entities of the US, EC and Japan as being the only
ones able to coerce and be coerced. The unilateral total libera-
lization in New Zealand, while exemplifying, did not invoke a

similar response from other countries.

One area conducive to reforms, for a variety of reasons, are
global cereal policies. FPirst, a reform of cereal policies is in
the interests of the major trading entities, notably the US and
EC. For the US, cereals comprise a major component of its total
agricultural production, while curzent support involves expensive
deficiency payment schemes and land set aside programs. And it
is an area where the US feels it has a comparative advantage.

For the EC, cereal reform holds a similar interest. Expenditures
on cereal suppert rose uncontrollably in the mid 1980s, the North
American drought being the only saviour for EC coffers. But an
effective supply control is yet to be implemented for EC cereals.
Thus, in the absence of further reforms a likely escalation of
expenditure on cereal support could breach the rather delicate
1983 EC budget accord.

Furthermore, as in the US, cereal support in the EC has been
singularly ineffective in supporting farm incomes, being highly
concentrated on the larger holdings and reflected more in higher
land and input prices. Both the US and EC face major unilateral
reform of their cereal policies at some point in the 1990s, and
it may well be in their mutual interests to share the adjustment
burden and benefits of reform through MTH.
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Seconq, cereal policies are a good candidate for reform because
they are at the centre of distortions in temperate commodity
markets, Cereals comprise a major preportion of global production
of temperate commodities arnd are a close substitute in supply
for other field crops. More irportantly, cereals are a direct
input to livestock production, Conseguently, Cereal support not
only distorts cereal markets but also the markets for livestock,
cereal substitutes and other field crops. Given the considerable
volume of international trade of feed cereals then these distor-
tions are also international.

The cross commodity links of cereal support entail that agricul-
tural reform must involve some liberalization of cereal policies.
Cereal reform #ill also be a good leader in encouraging, or
forcing, lower support to intensive livestock production, other
Livestock production and other field crops. Reform may entail
all important budget savings not only on cereal programs but also
that on support to other sectors. The extent of budget savings,
however, would depend on the support reductions in the other

sectors and on the strength of the cross commodity effects,

Third, cereal policy reform encompasses {opposing} elements of
the US and EC proposals to current MTN, namely tariffication and
rebalancing. While the tampering with CAP fundamentals and the
introduction of new import levies are abhorrent to the EC and US
respectively, they may just offer the scope for achieving major
reform. That is, domestic producers and policy makers may need
to be convinced that their colleagues in other countries are
also making large sacrifices if substantial multilateral reform
is to transpire. Such a reform package is highly lucrative,
though the more uncertain gains may well outweigh the modest

benefits of a marginal adjustment of existing policies.

A possible scenario is as follows, Variable import levies and
export restitutions for EC cereals would be scrapped and replaced
by ad valorem or specific import tariffs and export/preducer
subsidies, Initiaily, these tariffs and subsidies would be set

to an average *rend level of the variable Import levies and
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export subsidies. (Note that this would inflate the tariff level
as variable import levies are based on administered and not
market prices. A high intitial tariff may facilitate the change,
nonetheless, but would need to be accompanied by substantial
though graduated changes in the intial tariff,) Deficiency pay-
ments in the US would be replaced by a constant subsidy while
similar changes would apply to other grain market participants.

Concurrently, the EC would be allowed to impose a new tariff on
cereal substitutes and protein feedstuffs. An inital tariff not
exceeding 20 per cent could be negotiated, All the tariffs and
subsidies implemented would be bound and open to negeotiation on
their eventual reduction. In addition, all measures would be
conditional on continued abidance. A reversion to variable levies
or subsidies by the EC, for instance, would invalidate the new

import levy on cereal substitutes,

The advantages are large, For the EC, expenditures on cereal
support can be controlled more precisely without the need for
intractable supply restraints, while rebalancing enables a more
uniform support among commodities. For the US, as for other
international traders, it entails an immediate improvement in
the responsiveness of world trade te changing market aevelopments
and, in the medium term, the opportunity to negotiate a graduated
and substantial reduction in the support. And it would enable the
US and EC to examine the implications of alternative support with
possible consequences for future reform. The risk of introducing
a new trade distortion in the cereal substitutes levy is real,
but needs to be considered in relation to a global reduction in
support and distortions where the benefits may outweigh the

risks.

One valid concern by producers to such schemes concerns the
greater price fluctuations, Although the reform seeks to make
producers more responsive to changing market developments, at
least some form of stabilization accompanying the above reforms
may be pelitically and economically desirable. Implementation of
a stabilization scheme should be allowed provided it involves no



latent support in excess of that implied by the ad valorem levies
and subsidies. Many options exist tc reduce the income risk faced
by‘producers, and past experiernce suggests that the optimal way
is unlikely tc be that initially empioyed. Nevertheless, the
desirability of varicus types of stabilization, or indeed of any

stabilization at all, could form part of later discussions.

The above reforms embody considerable losses to some groups
primarily in the ecornomic rents icst to large cereal producers
on both sides of the Atlantic and to soyabean producers in the
EC. Any eventual reform, therefore, would need to overcome the
considerable lcbbying power and resistance of these groups. But
the referm is only a reflection of the unilateral measures facing
both the US and EC. In this respect, MTN can only be of benefit,

To prevent further distertions, cereal reforms would need to be
accompanied by suppeort reductions in other commodities, Another
area offering considerable mutual benefits to SATT members is in
a reduction of dairy preduct support where the terms of trade
effects are especially large. The essential point, however, is
that some major reform needs to be initiated to give the negotia-
tions new impetus., The meagre resuits ¢f previcous MTN are not
consistent with the stated aims cf the current round nor are they
in the interests of any of the partlcipants. Domestle pelicy
makers and trade negotiators, therefore, need to ensure that
these modest results are net repeated and that meaningful reform
is implemented.
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SAMMENDRAG

GATT-forhandlingerne om landbrugspolitiske reformer er inde i en
kritisk fase. Som det tidligere er set, har lettelsen af afsat-
ningssituationen pd verdensmarkedet pd det seneste reduceret
presset for landbrugspolitiske reformer, Den ®ndrede afsatnings-
situation, der iszr er affgdt af dirlig hgst i Nordamerika, mi
imidlertid anses for midlertidig, og de basale problemer, der
knytter sig til forvridningen af verdenshandelen med fgdevarer,
er fortsat til stede. Det er derfor et pitrangende behov for at
videref@dre forhandlingerne om landbrugspeolitiske reformer og at

fd etableret midler, som kan styrke denne proces,

En fremgangsmade, som for gijeblikket er bragt pi bane, er anven-
delse af mal for stgtteelementet i landbrugspolitikken som para-
meter i forhandlingerne. For at kunne benyttes i forhandlingerne
md s3danne stdttemdl ikke blot vare trovardige, konsistente og
operationelle indikatorer for stgtten, men ogsd relativt simple

og poelitisk acceptable i deres anvendelse,

Anvendelse af stgttemal som fx "Producer subsidy eguivalent™
{PSE) 1 handelsforhandlinger indebazrer betydelige vanskeligheder.
Til trods for at st@dttemdlet i sin udformning er relativt sim-
pelt, indebzrer dets anvendelse betydelige begrebs- og bereg-
ningsme#ssige problemer bl.a. i forbindelse med valyg af relevan-—
te priser ved afsztning pd interne og eksterne markeder. Da
PSE~malet i princippet er et indkomstm3l, er det ogs3 mindre
egnet som mal for f£x handelsforvridninger som f£dlge af indgreb i

markedsfunktionen.

Det er yderligere et problem, at de politiske krafter bag for-
handlingerne om politisk reform vanskeligt kan opfanges i et
stdttemal. Den lange rakke af landbrugspolitiske indgreb og vari-
ationer i deres indhold fra land til land ggr det svart at eta-
blere et universalt accepteret stgttemal. Bide med hensyn til ud-
formning og anvendelse giver sadanne stgttemdl anledning til be-

tydelig debat.
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Med visse tilpasninger af det basale stgttemdl kan problemerne
dog reduceres, og selv om lgsningen mdske ikke er ideel, vil det
vare muligt at udforme st#ttemdl, som kan benyttes i forhandlin-
gerne cm landbrugspolitiske refcrmer. Ideen er, at man gennem
anvendelse af sddanne instrumenter skulle kunne institutionalise-
re literaliseringsprocessen og derigennem sikre en automatisk,
vedvarende og gradueret afvikling af landbrugsstgtten og de heraf
fflgende forvridninger. Eeri ligger ogsd, at de lgangvarende han-
delsforhandlinger burde kencentreres mere om maden at gennemfgre
en reform pd end p& trivielle debatter om udformningen af stgtte—
mal.

I praksis kunne en sidan reformproces taznkes gennemfgrt som en
tre-trins lgsning omfattende f#glgende elementer: 1} Liberalise-
ring af undtagelgesbestemmelser til GATT-reygler og tekniske han=-
delshindringer, 2) Opstramning af GATT-regler i relation til spe-
cifikke instrumenzer {(eksport subsidier, importbegransninger
etc.} og indarbejdelse af disse ! generelle regler for lnterna-
ticnal handel. 3) Etablering af et institutionelt system til sik-
ring af en vedvarende og autonom reformproces, hvor PSE-stgtte-

malet kunne finde anvendelse.

omend det ville vare gnskeligt, at reformprocessen tog et globalt
sigte, kunne den tznkes Koncentreret omkring centrale politiske
problemkredse af universal interesse. Et omrdde af fzlles inter-
esse for de store handelsparter (isar USA og EF) er kornpolitik-
ken, som er i centrum, ndr det galder forvridninger af handelen
med landbrugsvarer fra den tempererede zone., En reform pé kornom-
radet ville pavirke pelitikken pd andre omrader, eftersom korn
indgdr i produktionen af animalske produkter. Et andet felt, som
ville give betydelige gensidige fordele til GATT-medlemmerne, er
malkeomridet, hvor virkningen pi bytteforholdet af en liberalise-
ring er sarlig stor. Det vasentligste argument er dog, at der er
behov for nye initiativer til at sztte skub i forhandlingerne.



