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EXECUTIVE SUMMARY

POLICY HARMONIZATION AND ADJUSTMENT IN THE NORTH AMERICAN
AGRICULTURAL AND FOOD INDUSTRY

This is the fifth publication emanating from a series of annual workshops
designed to enhance communication among the three partners in the NAFTA
Agreement. The workshops bring together business and interest group
representatives, government officials and academics from Mexico, the United States
and Canada to develop economic information related to agricultural and food
markets. The primary purpose of the workshops and the publication is to contribute
to lessening of trade tensions among the three countries, and thereby head off
wasteful trade disputes.

Previous workshops have focused on grain and dairy disputes, and analyzed
the meaning and conditions for “policy harmonization”. Each of these workshops
was characterized by a macro and public policy focus because the public domain is
the obvious arena in which trade tensions are played out. But the individual
components of the private sector and, therefore, private sector adjustment are very
much affected by trade agreements and policy change. In many respects, the private
sector is the vehicle of change. This perspective of the agricultural/food industry and
trade policy was the primary focus of the fifth workshop. Since Mexico was the site
for this workshop, the program emphasized adjustment within the agricultural and
food industry in Mexico.

The book contains nine original papers by selected academic and government
economists working in Mexico, the United States and Canada, written specifically for
the workshop. Discussant comments from private sector, interest group
representatives, and senior government officials are included. There are six thematic
sections to the book:

* Exchange Rates and Trade

* FPoreign Investment Arrangements
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* Economic Adjustment in Small Farms

* Harmonizing Transportation Systems

* Transnational Interest Group Coordination and Dialogue
* A Western Hemisphere Free Trade Agreement

Exchange Rates and Trade. Macroeconomic policies are recognized as forces
of private sector adjustment, but exchange rate effects are often ignored. This section
provides two papers by David Orden and Richard Barichello that trace empirically
exchange rate effects in different situations, and follows with comments by Daniel
Garcés of the Bank of Mexico. Orden, based on historical analysis from the United
States, finds that exchanges rate movements “drive a wedge” between domestic and
foreign prices, and influence price relatives between traded and non-traded goods.
He also concludes that macroeconomic conditions are often decisive in determination
of agricultural policies, competitiveness, and tension in trade relations. Barichello
investigated internal and trade flow effects of the sudden and large devaluation of
Indonesian currency in 1998. This paper, while not directly part of NAFTA
considerations, provides an example and empirical measures of adjustments under
rapidly devalued currency conditions.

Foreign Investment Arrangements. Handy and Bamford provide a detailed
descriptive analysis of the nature and growth of foreign direct investment in the last
decade, and cross reference trade flows in processed foods to affiliated businesses in
NAFTA countries. They also review literature on why FDI is selected as a marketing
strategy, then discuss the relationships among FDI, competitiveness and trade.
Sparling and Cook extend this analysis from the starting point that “trade and
investment figures tell only part of the story... [they] overlook the flow of knowledge
and profits between firms and nations. These flows... are facilitated by close
corporate interaction, through mergers and acquisitions but also through cooperative
relationships, strategic alliances, and joint ventures”. Their paper provides detail on
these relationships, and provides several case study examples. This section,
supported by discussion from Ken Shwedel (Rabobank International), David Heilig
(a business development consultant) and Sergio Chézaro (a business school Dean),
provides theoretical treatment of alliances, descriptive analysis of their significance,
and practical considerations in their implementation.

Small Farm Adjustment. The Mexican ejido sector is a large and important
component of natural resource control and social welfare. It has been subjected to
significant policy reform since 1990. Davis, de Janvry, Sadoulet, and Diehl analyze
the impact of reforms on incomes, poverty levels, and income inequality among
ejidatorio households and examine whether reforms have stimulated
entrepreneurship. Their analysis show mixed results. Mendoza Zazueta, a senior
official in SAGAR, provides useful insights to extend the results beyond the eijdo
sector, and reinforces the need for agricultural and rural development policy to go
beyond “crops and livestock”.
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Rail and Truck Transportation. Rail and truck are the heartbeat of trade
among the NAFTA partners, trade that has been growing rapidly. Considerable
rationalization of railway linkages has occurred within Canada and the United
States, and privatization has improved service quality and availability on Mexican
rails. Prentice, Derkson and Maltz discuss these developments and indicate where
rail transportation faces challenges and potential in further trade growth. Harrison
points out that around 70 percent of trade within NAFTA moves by truck but there is
little harmonization in standards. Progress towards harmonization of trucking
standards creates trade tension among the partners. Harrison traces developments
throughout the 1990s in trucking and identifies key issues yet to be resolved.

Transnational Cooperation. This session was designed to explore the
potential of dialogue, information dissemination, and transnational interest group
organization as a means to diffusing trade tension and creating more harmonious
trading conditions. Senior government officials, and industry and interest group
representatives from each country relate experiences with these approaches. Results
vary widely, from reasonable progress on a payments assure program in fruits and
vegetables to a complete failure in the case of the R-CALF claims on Canadian cattle
exports. Dolynchuk (Cargill Canada) provides a favourable report on a world wide
information program used within that company. Harris points out in his overview
comments that, despite enormous strides made in promoting freer trade, there is a
long way to go in achieving reasonable, broadly based trade harmony among the
NAFTA partners. An agreement is only the first step in improved trading relations.
Our workshops, and indeed the market, confirm this reality.

A Western Hemisphere Free Trade Agreement. Does considerable success in a
trilateral agreement translate into a wider agreement within the Americas? If so,
what might be the form, and who would gain; who might lose? These are
considerations made by Mary Burfisher and Hartley Furtan in the final section of the
book. Discussion comments are provided by business and government analysts from
Canada, Mexico and Chile. Both Burfisher and Furtan build their analysis around
institutional economics and considerations of transaction costs theory. Alternatives
for agreements are considered and the papers contain discussion of existing
agreements within the Americas. The section provides a useful review of the status of
trade conditions within the Americas and implications for extending NAFTA to other
nations.

The book also contains a statement of purpose for the workshops, a list of
participants and their coordinates, and a short biographic description of authors and
discussants.
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More information:;

Farm Foundation website (www.farmfoundation.org)

Coordinating Committee:
— Ron Knutson, Texas A&M
— R.M.A. Loyns, Prairie Horizons Ltd.
— Rene F. Ochoa, Texas A&M
— Karl Meilke, University of Guelph
— Fred Woods, CSREES/USDA
— Antonio Yunez-Naude, El Colegio de México
— Jack Gellner, Agriculture and Agri-Food Canada

ORDERING THE PUBLICATION

This publication is available at the nominal cost of $15.00 per copy (including
shipping and handling). Multiple copy prices are negotiable; first copy for
educational institutions and libraries is available without charge. Please contact the
following to order.

Dr. Ron D. Knutson Dr. Antonio Yunez-Naude
Texas A&M University El Colegio de México
Phone: (409) 845-5913 Phone: (525) 449-3050

Fax: (409) 845-3140 Fax: (525) 645-0464

E-mail: rknutson@tamu.edu E-mail: ayunez@colmex.mx

Dr. RM.A. Loyns

Prairie Horizons Ltd.

Winnipeg, MB R3T 2X6

Phone: (204) 261-7869

Fax: (204) 269-7774

E-mail: a_lloyns@mb.sympatico.ca
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BACKGROUND AND PURPOSE OF THE
WORKSHOP

R.ML.A. Loyns, Ronald D. Knutson, Karl Meilke and Antonio Yunez-Naude

With the signing of the North American Free Trade Agreement in 1993, the
stage was set for increased trade north and south among Canada, the United States
and Mexico. Trade flows have increased steadily over the six years since the treaty
was signed. Trade data and several economic studies indicate where and how
product and service flows have increased. Two of our earlier workshops have
presented data and analysis of some of the effects of increased trade and some of the
conditions required to reduce trade and policy tensions among the NAFTA partners.

The Workshop series originated in 1995 with the idea that economists could do
something about issues of agricultural and food policy within the three signatories to
the NAFTA to affect trading relationships and achieve harmony in policy
development.Despite implementation of a trilateral trade agreement among these
countries (NAFTA) and significant progress achieved on global agricultural trade
arrangements in the Uraguay Round, trading relations are far from harmonious.
Our basic objective in these Workshops is to generate current, timely and relevant
economic information as a means to improving the relationship among our three
countries, and thereby reduce the incidence and costs of policy stress and trade
disputes. An important secondary objective is to establish links with colleagues and
industry representatives in each of the three countries.

Over the almost six years that this Workshop program has run, we have
established a strong network among Canadian and U.S. academic economists,
government officials, and business representatives. We are in our fourth year of
significant contact with our colleagues from Mexico, and those links are also forming.
The workshop reported in this publication was held in Mexico in order to extend the
scope of knowledge and contacts with Mexicans by Canadian and U.S. food industry
participants. With the advantage of location and increased participation by our
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Mexican colleagues this workshop was used to focus on the role and position of Mexico
in the NAFTA.

From our previous Workshops we have learned a number of things about
policy stress, trade disputes, and what it takes to move toward more harmonious
trading relations. A trade agreement is an important first step, but it is only one step.
Workshops Three and Four dealt with many of the government policy and program
factors that need to be modified to accommodate business, government and public
demands. That is the macroeconomic policy framework.

But there is another important area that must also adjust in response to the
policy and trading environment. That is the micro-economy of decision makers, investors,
entrepreneurs and others who fund, bear the risks, and produce, process and distribute
the products which will be traded....the private sector. Conventional wisdom suggests
that, within the private sector, as competitive conditions change in response to
changed rules and terms of trade, there will be “winners” and there will be “losers”.
But we have learned that the economic system which has evolved within the three
countries as trade has increased creates entirely new forces and pressures, as well as
new opportunities. Investment, finance, exchange rates, business organization,
trading rules, and many other conventions take on new challenges within the private
sector. In Mexico, the structural change and altered market signals imposed on small
farmers and small entrepreneurs elsewhere in the food chain create new stresses and
challenges. These conditions may be less apparent in the United States and Canada,
but they are very real there as well. These are components of policy stress and
potential trade disputes, which play out at the micro level of the economy, that
deserve investigation. This is the conceptual base which guided analysis and
discussion in Workshop Five.

It is common to refer to the process of restructuring policies and programs by
governments in response to trade agreements as “harmonization”. Our third Workshop
actually focused on that term and its meaning in an international context. This
Workshop dealt with private sector response to a trade agreement. The process of
firms responding to altered market signals is much different than governments
which send the signals. As a result, the term we will use for response in the case of
the private sector is adjustment. Presumably this term is understood, even though the
dimensions of “adjustment” vary widely.

This workshop began with a discussion of short- and long-run impacts of
exchange rates on trade volume, flows, trade relations, government policy and
private sector adjustments. The relevance and impact of exchange rates on trading
relations is often overlooked. The second session dealt with the issue of alternative
foreign-linked business investment arrangements in background papers followed by
specific examples from the livestock and fruit and vegetable sectors. The next session
dealt directly with adjustment in other areas of the Mexican economy, including
reform of the small farm sector and developments in rail and truck transportation.
Then various forms of dispute resolution frameworks based upon the
microenvironment, as opposed to formal legalistic or bureaucratic structures, were
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reviewed. The purpose of this session was to analyze the role of information as a
dispute reducing mechanism, and consider the feasibility of transnational
organizational structures. The final session emphasized the prospects and
implications of a Free Trade Area of the Americas (FTAA) for agriculture.

The Coordinating Committee believes that generation and distribution of the
workshop proceedings is the primary contribution we can make to the process of
achieving greater policy and trade harmony among signatories to the NAFTA. As a
consequence we make a special effort to publish the proceedings as quickly as
feasible. We also attempt to reach decision makers at all levels of the policy process,
universities and libraries in our three countries. We invite readers to provide feed
back on this process and the publication.

As we close the book on the 1999 workshop, planning for the next one has
progressed to a program, presenters and location. The ‘00 workshop will consider
what we have learned from a decade of trade agreements in North America under
the title “Trade Liberalization in North America: A Report Card on Agriculture”. It
will be held in mid February in San Diego with participation by presenters,
discussants and industry representatives from Mexico, the United States and Canada.






Section 1

Macroeconomic Forces
Affecting Trade and
Trade Relations

The objective of this section is to
explore the impact of exchange
rate changes on trade.



EXCHANGE RATE EFFECTS ON AGRICULTURAL
TRADE AND TRADE RELATIONS

David Orden?

INTRODUCTION

The United States abandoned the Bretton Woods agreement on relative fixity
of exchange rates in 1971 to engineer a modest devaluation of the dollar. That was
followed shortly thereafter by floating the dollar against other major currencies.
These actions undertaken by the United States launched a new era of international
capital mobility and significantly altered the rules of the game for macroeconomic
interdependence among nations. Looking back, it is doubtful that the economic
turmoil which followed throughout the 1970s and 1980s was anticipated. That
turmoil included, for the United States, movements in the real exchange rate in
excess of 40 percent sustained over periods of several years or longer. Forty percent is
a significant realignment in relative prices and several years is long enough to force
economic adjustments. While real exchange rate movements of this magnitude or
duration could be found previously for some developing countries (often under
conditions of unsustainable macroeconomic mismanagement), it was a phenomena
the world’s major developed economies had not experienced in the post-World War
Two era.

Within agriculture, the “new macroeconomics” of the world economy had
substantial implications. Nominal agricultural prices skyrocketed along with other
primary commodity prices early in the 1970s, with inflationary monetary policies
and dollar flexibility at least partly responsible. International capital flows expanded
after two decades of slow growth - the U.S. trade deficit turned increasingly negative
but agricultural exports, in particular exports through commercial channels not
foreign aid, rose strongly through the 1970s.

L The author wishes to thank Carolyn Whitton, Tim Baxter, and Andrew Kerns for providing data series, and

Phillip Paarlberg and Walter Falcon for helpful comments on an eralier draft of the paper.
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By the late 1970s, agricultural exports were up but prices were down and
farmers were less content with the situation than export processors or USDA
officials. Things got worse when the dollar began a sustained appreciation beginning
in 1980. Exports fell by nearly one-third in value, and with high interest rates, land
prices could not be sustained. A farm financial crisis ensued - sometimes described
as the most severe since the Great Depression - and supply control interventions and
farm program fiscal costs were driven to record levels. It was a gut wrenching time
for farmers and policy makers alike.

How was agriculture extricated from this morass? In a period of turbulence
the view came to be expressed that macroeconomic policy effects could swamp those
of sectoral policy. Agricultural stability was only restored when this view prevailed
in Washington DC, and when the dollar depreciated (essentially to its pre-1980 level)
after 1985 then remained more stable. Farm exports began to increase again, farm
income strengthened, and the portion of that income coming from government
transfers declined. The attention of the farm business community and policy
establishment turned to other concerns, among them the GATT negotiations and
regional integration under NAFTA.

A decade later in the late 1990s, the international economy is feeling some
tremors reminiscent of the shaky ground of past experience. As shown in Figure 1,
from 1995 to late 1998, the U.S. dollar experienced its largest appreciation since the
tirst half of the 1980s. The Asian financial crisis, and recent devaluation and floating
of the Brazilian currency, have given pause to stakeholders at home and abroad who
question whether the remarkable expansion of the U.S. economy during the 1990s
can be sustained - will the United States continue to be an engine of world growth or
will its economy be stalled by stagnation elsewhere? If past events are a useful guide,
agriculture has a significant stake in the outcome.

This paper revisits the question of exchange rate impacts on agriculture. It
begins with three thrusts: reviewing the relevant conceptual arguments,
summarizing the evidence agricultural economists have marshaled from the 1970s
and 1980s, and presenting several preliminary updated empirical measures of
exchange rate influences. This leads to the question of macroeconomic effects on farm
policy, then to brief remarks about whether recent exchange rate movements are
harbingers of the kind of turmoil witnessed a decade ago and, finally to
consideration of detrimental effects that a sustained appreciation of the dollar could
have on farm policies worldwide, and thus on agricultural trade relations.
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Figure 1: U.S. Agricultural Trade Weighted Real Exchange Rate
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EXCHANGE RATES AND TRADE

The classic modern article on exchange rate impacts on agriculture in the
United States was published by G. Edward Schuh (1974). Schuh made the
fundamental argument that the exchange rate was an omitted variable in economic
analysis of the U.S. farm sector, and he drew sweeping implications. Throughout the
1950s, the “farm problem” had been described as one of technical change that
induced a shift in production toward land-augmenting intermediate and capital
inputs, lowered the real prices at which agricultural products could be procured, and
put severe adjustment pressure on the farm sector, particularly farm labor.
Agricultural policy interventions of the time (high support prices and land
retirements) were perceived to overvalue agricultural resources relative to free
markets, leading to welfare costs and the paradox of a country with an advanced
agriculture being dependent on export subsidization instead of its competitiveness in
world markets.

Schuh argued for a new interpretation of these developments: the U.S. dollar
had become overvalued in the early 1950s and overvaluation had depressed
agricultural prices and exports. This had led to a socially inefficient under-valuation of
agricultural resources; it had induced even more technical change, thus aggravating
what would have been in any case a serious problem of structural adjustment; and it
had resulted in a larger share of the benefits of technical change going to consumers
rather than producers. In this interpretation, farm policies had served to offset
negative exchange rate impacts on the farm production sector. When those farm
policies started to 