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Ifm. along with many wi.er lmwlr:vpazm countries, benefits from
preferential trading access to protecied markers. The prives received for
expents to these markers ave generally higher than the prevailing interational
prives. Although thiy premivm ix a welcome addivion to nattonal incone, i
may have “Duteh Disease™ effecrs on the eeonomy. flated commodity prices
are cause the exchange rate 1o appreciare wnd distort the tiersectoral forms
of rade.  These effects wonld then constrain the diversification of the
econony, restrice the rimwfwmzmt of exports mmf increase Fyr's dependency
an tis benelactors.

Introduction

: Many developing countries benelit from preferentinl aceess 1o proweted markets in
duwlmgagd‘ countries and trading bloes. A notable example is the access the Afncan Caribhean

Pacific tACPY countries have to Buropean Community (ECy markets mder the vanous Lomé
agreements,  Several of the Pacific Island nations, including i are membess of the ACP
group and beneticiaries of the Lomé agreement. A Targe percentage of Fig's sugar and tinned
fish production is sold to the BC a1 Common Agrivulivial Policy 1CAP) prices,

Almest by defimuion, preferential access w a protecied market enables the exporter 1o
sell preference goods at a premivm over the free market price. This premium s a “geace and
Javeur” payment from the importing country tdunor to the exporter (recipient) and 1% a form
of aid. Inthis paper. this premium ts bemng characterised as trade aid.

uteh Disease™ ?

Trade Aid another *

The donor of trade sid quite understandably believes that 1 s freating the reapents
very fuirly. The trade wd transfers probably mere than offset any price effeets the donors
pmwf:iim policies have on world market and, by trading wath developing countries, ihe Jonor
believes that it is sumulating econonyie development and independence. At the sanre tme the
meeipient vountries welcors trade aid as a valuable additon to forergn exchange camings.

Chrs Daghtfoot = & PhD candidste in the Taculty of Agricelieat at the Paiversity af Melhourns.
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‘ me hmwi‘im may, however, have mrmm costs, Trade md my znﬂuw 2 ﬁmﬂ of
'*I“)mahl)zsmm inther m:xpmnmmmm)

“Dnfe ")zxeasa“ ‘

‘ “piwh I‘&is‘mu Tias been well ﬁm‘mmcmd oyer ﬁ}u Past twenty years, ’I’hw czfim:.x
wre s, ;&engxﬁ>uﬁfts§« Eidein his 1973 ‘mpr:mm the Norwegian oil industry. Tn 1976 ¢ mu; id
pub!m}md his mone Mdai nown paper on the elfects the Australian mingral boom was h.ﬂ*m" '
on traditional agricalral export mdustdes.  The term “Duich Disease™ was mmd in “The
| ; mewmxx&“ in 1977 when used to describe the impagt Rorth Sen gas exports had on the
Netherlands eeonomy i the sisties and seventies, huhamuuu work by Snape ¢ (1977 h Larden
v tl%isc Neary and X&xnmnz‘lww:twﬁdznmi Vi s\sm;mrg,mmm & 1984, among others,
“hasdeveloped the theary of “Duteh Disease™,

Sy s 1984 parwr Corden identifies several key “Duteh Disease”™ concepts.  He
separates the ceonomy into three sectors: the Boeming Sector, the Lagging Secior and the
 Non-Trgdeable Secior. The first two produce wradeable goods and services while the third

produces intemationally immobile goods and services.

A wypicat example of a Booming Sector 15 the petrodeum industry. Over the past fwenly
years, many counties have experienced sudden surges in foreign exchange camings as they
developed their vil and gas fields. The Logging Sector comprise the export industies that
existed prior to the hoem. Typically the Laggeng Sector s made up of agrculuumt
commadines and other wadivonal exports. The Nen-Tradealdes Sector includes goods and
serviges personal services, : '

Cornden goes on to deseribe the spending and resenrce movemens effects that *Dutch
Disease™ has on the intersecteral terms of trade m an evonomy.

The price of goods and services w:mm the veenomy are fnereased by the spending
effect. The participants in the Booming Sector use their new tound income o merease their
purchases and therehy bid op the price of non-tradable goods and services. The actsal prive
effects will depend on the elaseitios of sesource supply. but typicafly the price of scarce
resourees such as skilled laboar, laind and materials increases.

The resource mevement etfect draws scarce resources omt of the Lagging Sectors inte
the Booming and Now-Tradeable Secrs. Skilleg labour o atiracted ito the Booming and
Lagging Sectors by higher wages and betier conditions. Comcdentally. bath the advamaged
sectors will captute a greater share of the ather Hmuing resources, such as Tand and finance.
The net impact on the Logeing Sector is Lathing market prices, msing costs and reduced acoess

~ tw national resourees,
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- Tiw use of xhe \um tiusmw in the erm “1):1&(:!1 Ii)mw is mmfmdmp m pt,mmm“
: zmpjxwtmn is that an ¢ee numy is disudy mmu,m hy & sudden Targe increase i income.  In ,
practice, very few Governments would forego zx{mm(mal income simply hecause it changed the
mmmm strueture of the ceonomy.  The ﬁml iwuc: is the likely persistence ol the Bovudng
sector and the net cost of adjusting to the uhmu,c,d cireumstances. |

IF thie change is permanent, the structure of the cconomy will change 1o mﬂw& the tew
fwumam:; circumstances, people will retrain and resources will be redistribyted amongst the
restructured economic seetors. History has many examples of these changes, for m:';smmwm the
industrial revolution radically ¢hanged tesource usage and the priving structure in England
during the 18th and 19t centuries. The process of adjustment is dilficult and same individuals
and sectors never specessiul Iy make the wansition but, ultimately, the economy as a whale is
hetter off, By contrast, if the boom is short lived the cost of change may exeeed the advantage
- of the oxtra fncame.

Trade Aid

While “Putch Disease™ theory deals with the impact of a houming sector on the rest of
the eeonumy, the analysis of the impact of trade aid is concerned with the converse effect.
“What happens to an economy when trade ad s withdraswn and do the vosts of re-adjustment
exceed the henefits ? ' ~

"M:my of the coneepts and much of the wominology used in e “Dutch Piscase”™
literature are applicable 1o the analysis of trade aid.  The prncipal differences are that the
Booming Sector 18 hetter doseribed as the Preference Secior and the Lagging Sector begomes
the Other Tradeables Sector.

The benefit of trade aid is clear. s increases the recipient’s foreign exchange earmings
which, in wrn, should have wellare effects in the recipient eeonomy. tn the progess, trade aid
~has a direet impagt on the structure of the ceonomy through the intersectorad ferms of wade
amd the exchange rate. Tn a small open cconomy these effects could be substantial and. if pade
aid is o short tenm phenoimenon, may result i weseurce misatlocation,

Intersectoral Terms of Trade

The speading and resowrce movement effects of trade wd can be represented by @
general equilibrium diagram, Figure 1.

The "With" and “Without” scenarios in Figure 1 represent :uda;mmls:m siluations, The

"‘W‘xxh" seenario assmmes that the country reecives trade aid whereas the "Without" seenario
assumes that the country has not received trade aid.
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‘ Tne slope of terms nI Iradr: Tines, P, and 1, Yme depend on the price 'xmis:»' of the
- preference good 1o other wradeables, In the *‘Wul seenario the relative price of the preferenvs
good would he greater than under the ”Wuhmw‘ seenario.  Hence the slnpr:* ol the 1 terms xsi‘
trade fine is fess in the "With” seenario, '

Figure 1: General Equitibriun "With” and "Without” Frade Aid
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The equilibrivm Jevel of production of both the preference good and the other
iradeables depends on the size and shape of the production possibility frongier (PPF1. Uider
the "With" scenario both the absofute and relative amount of preference good produced, PG,
would exceed the amount produced under the "Without” scenarie. By contrast, although the
welative amount of other wadeables would be lewer under the "With” scenario. fhe ghsohue
amount of production may not necessarily be less than the amount produved under the
“Without” scenatio.

The size and shape of the production pessibility Trontier (PPF) depends on the country’s
factor endowments and level of wehnology,  These. in tom. are atfected by the quantum of
forvign exchange received as trade aid. The size m the PPF eflects GDP growtl over time,
while the shape is finked to the mix of Jactor endowments and returns to scale, T likely that
the area within the "Without” scenatio PPF wonld be smuller than the area within the PPE of
the "With" scenarin, 1t is also likely that the "With” PRF would be skewed m favour of the
preference good relative 1o the other wadeables.  This latter assumplion is su spmml by the
fiest part of the Rybezynski theorem which holds that “an increase in the endowment of any
facror will inerease far constant goods pricest the ompur of w least one pood mere et
proportienutely, and the sutpar of at least onte good st foll” (Bhagwati, 1983 p 387

Although the seenarios in Figore 1 are independent of each other, they can be wsed to
inter the possible dircetion of change i wade aid was removed.
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The ahmpt n.mcw*ﬂ ui’ trade pid wmulﬂ mmmmn&cmsly cha ,m {he price mlm lmxmm
pmtmnm goods and mhcr radeables. - This change in price mm wau“ﬁ swxmhprmhmunu
away from the pu,i‘mnm good towards the other tradeabl th
ratio axmld be immediate, it is unlikely that the switching would be aqu,ﬂly apic
| "Wlth‘f seenario, the mix of assets in the eeonomy would be hinsed towards prmfmgmngp he
~ preference good, unless these assets are highly mobile hetween the pxmuuumn of prelerence

~ goods and other tradea hw; the adjusunent to the change in price ratio would he Iaggﬁd “This
- asset fixity would mean that, in the short lerm, the Tevel of production. of proference poods
would be higher than the level expeeted ata free markw cquilibriam, “The level of production
~ of preference goods would remain hzghu until the ohselete Tised assels had been ased up. k
, Equuliy the producers of other goods would take some time 1o retool to meet the increased
‘demand, It may be possible to predict the relative speed of ad;usumzm iI' the mawre of the

a8sets can he determined.

The “Without" scenario shows the situation that would, theoretically. prevail at free
market prices.  After the removal of trade aid, the cconomy would move towards the
"Without" equilibrium level of B, the production of preference gands would fall towards PG, |
and production of other tradeables would move towards OT,,. In the real world, it is unlikely
that free market equilibrium would ever be reached. Trade is a dynamic process and prices are
constantly changing. Producers respond to these international price messages by modifying
their production and investment decisions. This perpetual pursuit of the "most” profitable
production mix incvitably means that at any point in time the cconomy would be out of
equilibrium.

The welfare effects of these changes depend on consumer preferences. The loss of
trade aid may mean a reduction ir welfare. Comparative static analysis can identily the
ahsolute size of these effects at a point in time, however, it provides no information about the
speed of adjustment. The quantum of the welfare effects depends on hoth the absolute size of
the adjustment and the time it takes to move from the trade aid scenarios to the free market
equilibrium.

The impact of these changes on a small open developing econoamy could be severe.
Typically small open developing cconomies are bused on a few commodity exports,  As a
conseguence, a large proportion of the country's productive assets are dedicated to p:mdm:ing
a single commodity, Depending on the natwre of this commodity, the assets used m its
production may not be easily transferable to the production of other commodities.  There is
therefore a high risk that, in a two or three commodity economy., the rate of adjustment will be
slow,
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Eﬁc‘c‘ii\, n gcfl&{‘iim Eff(:cts :

lughm L,,\thdngu rates m(luca th.x vmnpn.mm,xmss of the rnmlumw m‘ Lradaah
services. In their joint publication (Baver et. al. 199 l) Baum and §
5 ni‘ aid on t?‘{tfh;ln}:h rates in the following terms:

: ,;Ba;uﬁ’ . pp L “The m/?(m of afd fineds dm*m‘ up u’m raal‘ rate of fzwlxamgm .
and adversely affects trade competitiveness.  ssion e Ian:r»r
real exehany e rare makes for-continal dapmdwzw on mmnml a.w.smnw P

iy ”amhau, pp 2% "Lar;e» aid ﬂrm s do hm’a a ney mt:w wwud(m* m:pm‘f on
rlw ntadeable goods sec for, uw]mimg agriculure.  They enable mmwm o

avold, for lang per iads, currency adjusiments that are necessary for long term
grmw]z

An overvalued exchange rate? reduces the relative value of the domestic currency, as 4
result, exporiers receive less for their praduce and imports become cheaper.  Both effects
reduce the competitiveness of domestic producers of tradeables,

It is axiomatic that, in the long term, no country ¢an maintain an meortectly valued
c*nfrcnuy An-overvalued currency will, ultimately, erode foreign exchange reserves and/or
mcmsﬁ foreign debt to unacceptable levels, Eventually the Government will be Torced to
devalue the currency. The impact of an undervalued exchange rate may be a litle more
insidious. Undervaluation in effect means that resources are transferred abroad rather than
*invested at home (Dornbusch 1993 p 105). In most circumstances, domestic mvmmem i
hkcly to be hoth more politically and economically heneficial.

“Dutch Disease™ is an exception o this generality.  Where a country experiences a
transitory windfull gain, it may be prudent o invest the funds off-shere rather than allow the
additiona) foreign exchange camings w drive up-the exchange rate and thereby damage other
maca‘bm sectors in the economy,

T'lg,urk‘. 2 shows a macro ceonomic model of "With” and "Without" trade aid scenarios

i g small open ceonomy. The "With* scenario is represented by the i subscripts while the
"Without” scenario is represented by the , subseripts.

Yo Typically wid comprises a mix of money and md-in-kingd. “To the extent that aid-in-kind reduces the
recipient’s tieed to spend forignexehange it inerease the effective Torcign exchange receipts.

.

It most small open developing countries exchange rates are managed sither tha Hoated.  There s
usually litle international demand for these eurrencies and 1t is generally considered that a freely
Noating exchange rte wauld-be oo volatife. ;

6 AARFS B
: ity b EE



Figure 2: Open Economy Macro Model "With" and "Withoul* Trade Aid
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The real interest rate (8, the marging) propensities to save (4, wx (7 and import
(M. the “preferred” level of foreign reserves (KA and elasteity of money demand (M) are all
assumed (o be the same m both the "With” and "Without" scenarios.  The net result is
unexceptional, tade aid ingmﬁmﬁ national income (¥ and the money supply (412,

The combination of the intersectoral terms of trade and exchange rate effects will bias

the economy in favour of producing the preference good. To the extent that trade aid may be
a short term phenomenon this bias could lead ¢+ resource misallocation. These misallocations
could be particularly important for o small developing economy which relies on a narrow
“export base. 1t is conceivable that a country could end up specialising in producing a good in
- which it has no comparative advantage at free market prices. In these cireumstances, il trade
aid is withdrawn, the cconomic and wellare costs of the consequent struetural adjustment
could be significant,
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I regipient countries could be contident tiat the trade id would never he withdiawn
there would be no problem, the trade aid income wou!d mmply mxmin part of xmmml w{pmi
. carnings. However, current moves lo reform international trade and, in particular, the EC’

~ 7C‘mnmm\ Agucultumi Poliey (CAP) mean hat maﬂy mumrms mﬂy lose their pml;.x*a.nml
- position in the shoet to medium term. Skt :

Whal‘ arethe Implzcafmns for Fiji? |

Fijiisa qmzﬂl open dwalupmg economy. lt has & small pnmﬂ;,xlmm 730 I)()() witha per
- capita income of aroumd US$2.000 pa. The economy is heavily dependent on two major

: ,mmrs, tourism and sugar, bmh al which are price takers on the intermational market, Tis
u.nnmny is further cnnwmned by remoteness rxnm world markets and the high cost of public
admtmsxrmnm, :

g: Laconamy

The Fiji economy grew rapidly in the immediate pre and post independence periods?.
This early growth was based largely on sugar and copra exports, The growth rate slowed
during the last hall’ of the 70's and eventally came to o halt in the early 80%.  Despile
- continued growth of the tourism industry, which seplaced the disappearing copra industry, the
cconomy languished duing the first hatf of the 80s. In the mid 80 the economy grew at
slightly more than 2 pe~ cent per annum which was insufficient to keep pace with the
population growth (Worw. dank op citd. Throughout this peried, the Government pursupd an
imvard looking economiv development policy with a strong emphasis being given to import
substitution, self sulficiency and economic diversification. '

1986 appearcd to be a tuthing point for the economy, real growth rose 1o 8.3 3 pereent in
response 1o improved sugar prices, Falling oil prices, increasing tourist arrivals and expanded
manufacturing output {Sturton 19913 The coups of 1987 reversed this apparent recovery,
husiness confidence was seriously damaged, tourist arrivals plummeted, sugar production fell
sharply and there was a rapid Tight of both capital and skilled workers out of the couptry. By
the end of 1987 the cconomy lad contracted by 6.1 pereent (Swirton op cit). - The mpid
erosion of foreign reserves caused by these events was halted by tso substantial devaluitions,
totalling 33 percent, and the imposition of strict forcign exchange contrals.

Following its suceess in stopping the immediate drain on foreign teserves, the Interim
Government addressed itself’ to strengthening that hasic strugture of the cconomy.  Over the
next 5 vears it implemented a series of miero economic reforms designed to give the cconomy

3 Fiji was British eolony from 1874 10 1970,
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and Turther 5 percent in

ai outward Jooking export orfentation. - The economy responded  rapi
disappointing fnvestment performante, grew by 13 percent in 1989
1990 B o ey

Figure 3: Svurces of Foreipn Bxchange: 1987 & 1991 est.
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In 1991 sugar. tourism and garments accounted for 77 percent of foreign exchange
earnings. see Figure 3. The most notable changes were the emergence of the garments
industry and the continued growth of the tounst mdusty.  Both sectors sere assisted by the
lower exchange rate and the garment indusiry benefited from speciul s exemptions.

Fiji Sugar Industry

From 1880 to 1973 the Fip sogar industry was controfled by the Colonial Sugar
Refining Company of Australia (CSR).  Inivally, cane was grown on compiny conroted
planations with most of the manual work being done by indentured Tabowr from India. the
indenture system ceased m 19200 Immediaely alter the cancellation of the indenture system,
CSR was Jaced with & serwus shorage of labour.  This shurtage was overcome by the
gstahlishment of a tenant farming sysiem with the former Tabowers being contracted (o grow
cane on small family farms, CSR retamned ownership of the mills and infrastroetoe apd |
supplied various inputs to the tenant Taemers. The system curtently operating in Fiji etz
most of the essential elements of the waant fmer sysiem. The composition of industry i
show in Table L
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Table 1: Composition &mfr‘ysugurcnna Growing Sector, 1990
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Souree: Landell Mits Report, 1791

The most notable feature of the Fiji sugar industry is the disaggregated nature of the
growing sector.  Unlike most other ¢ane producing countries, Fiji does not use the esiate
system. This has the advantage of dispersing the benefits across a large number farmers. There
are some 21,660 growers of whom 54 percent farm 4.0 heetares or less.  In 1987-89 the
:ivamga area coltivated was 4.2 hectares of which 3.0 hectares (70 percent) were harvested.
During the 1989 season 12 percent (2.809) of the growers produced 20 tonnes or less while
1.6 percent (354) delivered over 600 tonnes (Landell Mills 1991).

In 1973 the Fiji Sugar Corporatien (FSCY ook over CSR's interests in Fiji and became
the sole miller of sugar cane. FSC now operates four mills, the tramway system, lwo bulk
Joading terminals and the Sugar Cane Rescarch Centre.

Since 1974 Fiji, along with a number of other African, Caribbean and Pacific countries,
has been a party to the Buropean Community'’s Lomé Convention. Under this convention [Aji
receives preferential access to the EC market for specified quantitics of certain commaodities.
Fiji's sugar industry is a major beneliciary of this preferential aceess.

Since the inception of the Lomé agreements, net sugar trade aid transfers from the EC
to Fiji have exceeded FS650m. Figure 4 provides an indication of the importance of sugar
trade aid to Fiiji from 1972 10 1988.

10 ‘ AN ROL
§ Pobars 20




e n

In a typ yieal )uu: sugar ;,\pmls eam. Fiji over F230.0m#, of this appi*oximawly 65
pereent (F$150.01a) comes fi rom sales 1o the BC under the Lomé conventions, Curmuly the
EC price is around mpk the wmld price. The balance is sold under a variety of agreements Lo

several other comntrics. OF thesc Japan and the U.S.A. also my substantial premiums, alheit
1m quite small quantities.

Figure 4: Fiji Sugar (“ane - World Price/] rade Pmmum
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In effeet, Fiji is receiving trade aid of around FS100 m per annum from the BEC. This

accounts for 18 percent of Fiji's total export income and 11 percent of Fiji's foreign exchange
carnings, The loss of this income would have significant implications for the Fiji cconomy.

Economic Dependency

Trade aid reinforces commuadity and aid dependency,  One of the most often stated
aims of development assistance is o encourage economic independence.  Preferential aceess to
proected markets s often viewed as an effective method of stimulating  economic
independence. Whereas, in fact, it may result in the opposite.

Eeonomic diversity is another oft stated goal of ceonomic development.  The
eonventional argument is that economically diverse economies are better able to withstand the

4 T4ji Burean of Statishics, Coment Eeonomin Statisties
f Liji Sugar Marketing, pers comin.
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shoeks of nlmng& in :m, wﬂﬂ dx,mm;d I‘m mmxnnﬁnum 111 not pmnnscf! m an g,m, ilm
henelits ol mrsxi“:@:fmcm versys special lisation i mm papet. %uﬂ;w it Lo say that an ummmw,
?vzwwm m’lm,h specialises in the production of subsidise ‘
ispecially where the wimount of subsidy and its continuation is dependent on the
of "mnﬂ or pam* Fi ' ‘ i '

| f},:xsmiv.fﬁ

1 ticre

\“\mﬂﬁ e s mn:‘mﬂv gzmn,g, through major «»ad;m(mrm On one hand, the
wmmmxs of the Uruguay round of the G ATT negotiations will liberalise world trade wluk, on
e m;tsu x'. m:w trading blues afe being im‘mm angd: uld anes are weakening. ‘

%1;111 apen developing veonomies are am g the rost vulnerable m these ¢ havge

' Almaost nevitably they are the residual prive take rs of the world markess. T hey have Lty or
 fe influence on interationil prices and, in L CASES. ;Imrrmdmmm is mmgmm.m' in torms
' m st:m umumpmm ‘ '

Tis likely that the irade refopms will be imtroduged gx;xd wally and this will gve trade aid
secipionts time to au;mi o the new situation. . The eeonomic impact of the » Jusuments will ',
“depend on buth ;lw 4 and degiee ol adjustment required, Those conntries which have
- used trade aid o undmmm heavy capital investment m the production of the preference good
and ;hmz: which have wsed teade sid 1o soppart inefficient production practices will have the
most dilficully in coping with the z.lmmrm Ulimately much of the benelit Lhcy aumd tn pain
rom the trade aid will he lost 1o rcdumiam assets wnd inelliviency.

F’l;ﬂ. sugar industry s bkely W have particelar problems. The ixidus,xry'a capital
infrastructure has been designed to bandle Jarge volumes of relatively Tow quality ¢ane, which
s eallected from widely dispersed smajtholdings. Many of the culer cane growing areas are

either too far from the mill or too unproductive 1o be viable at world prices.  The changed
vircumstanees conld foree prices dows from the corrent FS45-50 per tonne 1o around F$20 per
Ctonne. Only the most efficient farmors operating on the best land will survive this re-
adjustment.  Ironically, 3t is also hkely that, wath tw .!’armmmmmn of improved work
practives and a better pricing system, Fijt may be able to mantain clese to its current level of
sugar produc o, albeit grown by less than one third the number of farmers on one hall the
COrent 4 d, . ‘

Conclusion

Trade aid is similar to all other subsidies. 1t s an indirect and chumsy mechanism which
distorts the operation of the recipient cconomy. Developing countries will always weleome the

13 S e L SRR
: i . S HeMa AR

¢ commaditics i madmrx 4 dangumm ;




et forign ﬁ'ﬂé&kaﬂg&' hm i ﬁﬁm*%% are ol nmdu 1o muq.m the Izsmrxmmm wlfmm na mﬂe; '
‘ 'mal s mmimm fo dong run wosts ity nm\wag,f: the short ety bun:hm :

In the imgw run the st ting dmix:wl wmxma can do 1o assist those less m}l mr :
aations would B o remove the arifierd impediments o frade which they wllzs‘hly erees 1
assist selected groups i e own eeonomies. Trading blacs fike the EC may be able saive
their vonsorenee by sivang the fess well off fimited preferential avcess to their markets, but are
they really helping or 1 this beneficence simply another shackle on the dewlnpnmnt of ﬂm
;;!amx%:? CLONVIHLS.
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