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1. INTRODUCTION AND OVERVIEW

The growth rate of world trade (volume) declined during the
late-1970s, stagnated in 1980-81 and turned negative 1in 1982. Total
world output followed a similar trend, creating record levels of unem-
ployment and bankruptcies in the industrial democracies, and the threat
of widespread financial default in Third World Countries (TWCs). Since
1983, the world economy has begun é modest recovery, but the effects
have been very uneven. In North America, the agricultural sector has
continued to suffer as a result of high interest rates, low commodity
prices and depressed export demand. In the TWCs, a financial collapse
has been averted, but balance of payments deficits remain a primary con-

straint on the economic progress of most nations.

As with previous cycles of depressed economic activity, the(19805
have witnessed the rise of new protectionist trade measures. The cur-
rent cycle of protectionism has taken the form of guantitative controls
and/or other non-tariff measures to defend domestic markets, while sub-
sidies and "industrial targeting" have been used to maintain or enlarge
export sales. Although protectionism in genéral has increased, the im-
petus for using such measures differs between the TWCs and the industri-
alized countries. In the TWCs, protectionism has served mainly as a
tool for rationing "hard currency" supplies in order to cbntrol.their
balance of payments deficits. On the other hand, the b;ptectionist pol;
icies of the industrialized countries have focused‘on'efforts to reduce

domestic unemployment and to counter the trade initiatives of competing

suppliers.




In the case of agricultural trade, the already highly subsidized and
restrictive nature of international markets have been subject to inten-
sified competition as price levelé have declined. As a result, the ex-
port earnings of U.S. and Canadian farmer§ have been depressed and de-
mands for government action have increased. These demands have not gone
unnoticed, particularly in the United States where the government has
declared its intention to compete with the European Economic Community

(EEC) in the use of generous export subsidies to win foreign markets.

1,1 ECONOMIC PROBLEM

The increased use of subsidies by the EEC and USA to promote agricul-

tural exports has serious implications for Canada.' These subsidies will
maintain downward pressure on international prices and place Canadian
farmers at a relative disadvantage in the markets of importing Third
World and centrally planned countries. Having a small domestic market,
the prosperity of Canadian agriculture depends on its ability to sell on
foreign markets. Canada can neither afford to enter into a bidding war
with the treasuries of these larger economies nor acquiesce to the ero-
sion of our international market share. The economic problem is to find
a‘method of helping the TWCs and/or Communist nations to finance Canadi-

an food imports which does not require large outlays of public money.

A new export strategy that Canada could explore is the use of barter
trade to finance the sale of agricultural products. It is becoming ap-

~parent that exporters which will accept partial payment in goods instead

' The use of public funds to subsidize the cost of transporting and fi-
nancing agricultural exports is already widespread.
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of hard currencies have a competitive edge in negotiating sales in
countries with severe balance of payments problems. '~ Canada imports
large quantities of goods which do not compete directly with domestic
production, e.g., tropical products, certain minerals and chemicals.
These products could be used as either full or partial payment for the

import of Canadian food products.

1.2 RESEARCH PROBLEM

International barters are usually arranged as two separate contracts
which are individually executed by a transfer of convertible currency.
These new forms of barter-like trade have been given Various names, but
are most often referred to as countertrade. The p;inciple of barter
which is retained in countertrade is the obligation of the seller (ex-
porter) to purchase a specified quantity of goods from the buyer (im-
porter) within an agreed time frame. In the remainder of this study,
countertrade will be used as a generic term to represeﬁt a wide spectrum

of international trade agreements which have " reciprocal purchase re-

quirements.

The Government of Canada has been critical of countertrade, and has

refused to become directly involved except in the area of military pro-

curement. There are fears that if the government did adopt an accommo-

dating countertrade policy, it could expose Canadian exporters to exces-
sive demands by the TWCs and COMECON.? Concern has also been expressed

about the potential 1impact of countertrade on the multilateral trading

2 COMECON is an acronym for Council for Mutual Economic Assistance which
includes the USSR and the Eastern European Countries.
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system which Canada supports.

On the other hand, using countertrade to increase exports of Canadian
food products may offer an interim solution to the problems of depressed
foreign sales and an offset to competition from US and EEC export sub-
sidies. Requests for countertrade appear certain to grow given the bur-
densome foreign debts and balance of payments problems of the TWCs.
Those countries that accommodate countertrade may gain a foothold in TWC
markets and establish commercial relations which could be used to long

term advantage.

The research problem is to determine the scope for using countertrade
as a means of financing the development of agricultural markets and the

appropriate mechanism for dealing with countertrade in the TWCs.

1.3 OBJECTIVES AND SCOPE OF THE STUDY

The general objective of the study is to evaluate the potential use
of countertrade in the development of TWC markets for Canadian agricul-
tural exports. The scope of the study is comprised of five specific ob-

jectives:

1. to survey the history and development of countertrade, its growth
and orientation;
to examine the advantages and disadvantages of the use of coun-
tertrade to finance agricultural exports from the Canadian per-
spective nnd from the perspective of the TWCs;
to review the theoretical basis for countertrade and its princi-

pal applications;




to evaluate the legal and political status of countertrade with
respect to Canadian commercial trade policy; and,

to propose a practicable policy option.

1.4 OQUTLINE

The remainder of this section is devoted to the definition and his-
torical development of countertrade, its importance, and the orientation
of its growth. This is followed by a summary of the perceived advantag-
es and disadvantages of countertrade from the Canadian perspective and
from the perspective of Third World Countries. The focus of the study
then turns to an examination of the economics of countertrade and how it
might be used to obtain certain trade objectives. Subsequently, the le-
gal status of countertrade is reviewed in the light 6f(Canadian commer-
cial policy. 1In the penultimate section, a proposal for combining agri-
cultural countertrade with food aid is discussed and a conceptual model
for implementation is presented. A summary is provided in the final
section with some comments on the potential impacts and consequences of

countertrade.

1.5 DEFINING COUNTERTRADE

There is a lack of consensus on a comprehensive definition of coun-
tertrade. Some writers [53,62,72] adhere to-a narrow interpretation of

countertrade as a form of barter trade which is facilitated by cash ex-

changes. Other writers [79,91] consider military offsets to be the same

as countertrade and still others include bilateral trade agreements

[5,63] or even "best efforts" agreements [44] as part of countertrade.
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The absence of a strict definition for countertrade creates a certain

amount of confusion 1in discussions of ité importance or growth. This
confusion is compounded by a plethora of euphemistic terminology, such
as "buy-backs","compensation trading", and "industrial cooperation", all
of which are used to refer to one type of countertrade. In Table 1, a

descriptive summary of pure barter, countertrade, and conventional trade

is presented.




TABLE 1

Pure Barter, Countertrade, and Conventional Trade: A Descriptive Summary

Pure Barter: an exchange of goods or services in which the barter ex-
change forms the means of payment. If the exchange of goods is not si-
multaneous, the trader which delivers first is providing an interest
free loan to the second trader. As a result, pure barter trades are
normally completed very quickly and seldom extend beyond a year. They
are also infreguent in international trade because of difficulties in
negotiating the terms of trade; problems in obtaining commercial credit;
and, difficulties in timing simultaneous exchanges.

Counterpurchase: a linked transaction usually consisting of two sepa-
rate contracts, and a protocol agreement in which the exporter of goods,
technology, and/or services agrees to a reciprocal purchase from the im-
porter. The first contract sets out the commercial terms of the export-
er (price, quality, delivery conditions, etc.) which are identical to a
conventional trade. The second contract sets out the terms and condi-
tions for counterdelivers of goods which are normally "nonresultant
- products" (i.e. unrelated to the imported goods).  The protocol agree-
ment which links the two contracts specifies particulars, such as the
time frame for completion of the countertrade, penalties for noncompli-
ance, and other details. The normal time frame for a counterpurchase
agreement is from one to five years. The value of countertrade goods
taken back is usually less than 100 percent of the original export con-
tract.

Best Efforts: this form of countertrade follows the format of counter-
purchase agreements. The main difference is the penalty which the ex-
porter faces for non-fulfillment of the countertrade obligation. In
contrast to counterpurchase for which the penalty can equal 20-50 per-
cent of the export value, the disincentive for non-fulfillment in-a best
efforts agreement is the threat of a "negative file" which can prejudice
future business. Typically, the value of the reciprocal purchase is
less in a best efforts form of countertrade than a counterpurchase.

Pre—compensation: actually a form of counterpurchase in which the sell-
er first builds up countertrade credlts in an "evidence account" before
making an export sale. : \

Compensation or Buy-back Arrangement: a specific form of linked trans-
action in which payment for the original purchase (equipment, technology
or a turnkey factory) is made in resultant products. Often the financ-
ing of the original export product is repaid in resultant goods. - Con-
sequently, the total value of the countertrade always equals or exceeds
the original export. The time frame for a compensation agreement can
extend over 10 to 20 years.

Bilateral Clearing Agreements: bilateral trade. agreements set out the
basic principles of the trading relatlonshlp, together with supplementa-
ry protocols which include specific trade plans. Bilateral clearing ac-
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counts are established in the central banks of the contracting countries
to effect payments or establish credits. The time frame of bilateral
agreements tends to vary considerably. The COMECON countries prefer to
use three to five year agreements that correspond to their plan periods.
Amongst the TWCs, one to two year agreements with automatic renegotia-
tion and renewal are frequent. In the event that unused credits exist
in one country's balance, at the end of the agreement, they may be sold
to third parties (usually at a considerable discount) or rolled into a
renewed agreement. ~

Military Cffsets: = these arrangements can include bits and pieces of
many forms of countertrade (e.g. compensation, counterpurchase, etc.).
The common element which gives offsets a special character is that they
are used in military/defense procurement and in some commercial aviation
transactions. The time frame for offsets is intermediate in length (be-
tween two and 10 years).

Conventional Trade: the multilateral form of trade is composed of a
single export/import transaction. The seller has no contractual obliga-
tion to reciprocate with a purchase from the buyer. The time frame for
conventional transactions varies with the credit arrangements which the
seller extends to the buyer. Sales conducted by "irrevocable letters of
credit" may be settled immediately at the exporter's bank upon presenta-
tion of the shipping documents. Sales which involve commercial credit
usually are completed within one year, while exports involving govern-
ment loan guarantees can extend over several years.

Sources: [23,28,63,90,92]




1.5.1 Historical Development

The modern origins of countertrade can be traced back to the interna-
tional economic upheaval in the late-1920s and 1930s. During this peri-
od, countries engaged in competitive currency devaluations and other
measures to control foreién trade and exchange which led eventually to a
virtual collapse of the international monetary system. In response, a
large number of bilateral agreements were negotiated between European
countries that were essentially‘barter trade. The widest and least sa-
vory use of international barter prior to World War II was practiced by
Nazi Germany. The Germans developed extensive barter relations with
South America [63] and are alleged to have used their power to coerce

smaller East European countries to accept unfavorable terms of trade

(6].

In the postwar period, measures to liberalize trade led té’a gradual
resumption of multilateral exchanges between Western Europe and North
America. In other parts of the world, such as the Latin American re-
gion, barter-like trade continued to expand .until the end of the 1950s
because of foreign exchange shortages and the inconvertibility of domes-
tic currencies [63]. Barter-like trade.’within the centrally planned
countries became a permanent feature of their economies and was extended
to developing countries as the economic relations. of this political
grouping were broadened. In particular, the centrally blanned countries
were active in developing barter arrangemenﬁs witH‘Western Europe,‘ﬁgypt
and countries of the Indian subcontinent. The U.S. Government also op-
erated a specialized barter program between 1950 and 1973 to exchange

surplus agricultural products for strategic materials. A total of 123
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different countries (including Canada) received agricultural commodities
valued at over 6.5 billion dollars from the United States as a result of

this program [80].

With the exception of trade betweenAcentfally planned countries, in-
ternational barter tended to decline during the 1960s and early-1970s.
The renewed growth of barter relations, and the widespread use of the
term countertrade, dates from the dramatic rise in oil prices in 1974.
As subsequent years of recession and liquidity problems have affected
international trade, countertrade hasvgained more attention and has been

demanded by more developing countries.

There exists a popular misconception that countertrade originated
with the centrally planned countries, and that its spread is a recent
phenomenon. - In contrast, the roots of countertrade lie in Western Eu-
rope, and barter-like trade has been practiced by most countries at some

time over the past 60 years [63].

1.5.2 Orientation of Countertrade Growth

Although the precise volume of countertrade is unknown, there is gen-
eral agreement that the level of activity is greater now than at any
timé since the Depression of the 1930s. Estimates of countertrade ac-
tivity vary depending on the definition and geo-political groupings
~ _used. For exampie, Walsh [86] reports estimates of countertrade that

range from less than 10 percent of OECD trade and 15-20 percent of East-

‘West trade, to possibly greatervthan 40 percent of TWC trade. The Orga-

nisation for Economic Co-operation and Development (OECD) cautions that




most reports tend to exaggerate the importance of countertrade. They '
maintain that its current volume (excluding trade within COMECON and
military offset agreements) equals only $84 billion, or about 4.8 per-

cent of world trade? [62j.

Perhaps more important than the absolute volume of countertrade is
its apparently rapid growth in recent years and its spread from the es-
tablished East-West orientation to Third World Countries, or so called
North-South countertrade. Another significant trend in the growth of
countertrade is the use of government mandated countertrade require-
ments. Until recently, only a few TWCs have had interventioﬁiSt legis-
lation promoting countertrade, but there is now a growing interest in
its use. This is important because such legislation (often referred to
as "mandated cduntertraae laws") represents a fundamental chahge in the

commercial policy of these countries. As an official state policy, the

status of countertrade changes from being a private business practice to

a non-tariff trade measure.

The success of mandated countertrade policies in expanding the market
shares of some TWCs may force other competing TWCs to follow suit. For
example, Indonesia which was one of the first TWCs to adopt a mandated

countertrade law was able to expand its rubber exports at the'expense of

other suppliers.*

The differences between military offset commitments and countertrade
are relatively minor (mainly financing arrangements and objectives of
public expenditure), and would add substantially to the OECD figures.
"The most active promoters of countertrade are companies in the aero-
space and electronics industries. Some 26 of the largest U.S. compa-
nies in these industries accumulated $9.6 billion in countertrade com-
mitments between 1975 and 1981 on sales of $15.2 billion."[91:p.10]

McDonell [53] reports a summary of Indonesia's countertrade policyﬁ
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When Malaysia discovered that it was losing market share for
products such as rubber to the Indonesians, it too began to
require countertrade. Now Thailand, the Philippines and South
Korea are taking it up for defensive reasons. [73:p.77]
It would appear that mandated countertrade 1laws can have a contagious
affect. In South America, Argentina is reported to have passed a coun-

tertrade law similar to that in Bolivia, Colombia and Ecuador [2], while

other countries active in countertrade include Brazil and Peru [85].

Countertrade legislation also exists in Mexico and Central America, but
only Mexico and Costa Rica have been reported to have successfully com-
pleted countertrades with the OECD countries [46]. Countertrades have
been reported in most Middle Eastern and Afriéan countries, but few have
actually passed legislative requirements [44]. The best established of-
ficial countertrade policies are found in the communist TWCs (China,
Cuba, etc.) and in the Asian countries trading through bilateral agree-
ments with India [5]. As one surveys the list of TWCs with a record of
countertrade, the most striking feature is its ubiquity; very few TWCs

have not undertaken some countertrade and still fewer reject the prac-

tice out of hand.

The trend toward North-South countertrade has increased the propor-
tiqn of agricultural products involved in countertrade deals. Tropical
products, such as coffee, tea, sugar and bananas are frequently offered
as countertrade products by the TWCs which are mainly agriculturally
based economies; The TWCs also import éubstantial quantities of temper-
ate zone food products and some countertrades have been negotiated. The

potential for countertrade has not gone unnoticed by the farm sector of-

"Guide lines for linking government procurements from imports with In-
donesian export products"”.
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North America. Numerous articles have appeared recently in -the farm
press suggesting countertrade as a solution to the weak demand for food

imports in the Third World Countries [18,66,80].

Pressure from centrally planned countries for offsets of food imports
has also increased the importance of agricultural countertrade. Diplo-
matic efforts to persuade Canada and other grain exporters to accept
countertrade have been applied for some time. While 1in general these
efforts have been unsuccessful, there are signs that countertrade is be-
coming more palatable to international grain traders. During 1984, Ar-
gentina is reported to have agreed to an offset commitment of $90 to
$100 million with the USSR for grain and meat exports® [1]. In another
recent development, an amendment to the legislation governing the Aus-
tralian Wheat Board (AWB) has been passed which énébles the AWB to un-
dertake countertrade [60]. This would appear to be in.line with the
more aggressive efforts of the Australians to use countertrade to pro-
mote agricultural exports [3]. Private grain traders are also preﬁared
to undertake countertrade. For example, Dreyfus (France), Andre (Switz-
erland), Cargill (U.S.) and Continental Grain (U.S.) have all estab-
lished countertrade subsidiaries [44], and in Canada, James Richardson
and Sons is reported to have attempted unsuccessfully to countertrade

grain to Israel and Yugoslavia [65]. The volume of grain countertrade,

if any, agreed to by these firms could not be ascertained at the time of

writing.

> The value of the countertrade is approximately 10 percent of Argentine
sales to the USSR.
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1.5.3 The Countertrade Controversy

The real costs and benefits of countertrade are strongly contested by
detractors and supporters. The opponents of countertrade view the prac-
tice with alarm because’it rejects such principles as non-discrimination
and multilateralism in favour of bilateral frade balancing. If these
forces were allowed to grow unchecked, the detractors contend there is a
risk that the past 40 years of progress in trade liberalization might be
reversed [38]. Critics also question the effectiveness of countertrade
as a development strategy. They suggest that much of what occurs as
countertrade is really trade diversion whicthreates very meagre ben-
efits for the T™WCs [6]. Thus far however, such claims have yet to be

supported by rigorous quantitative analysis.

The supporters of countertrade point out that the need for bilateral
balancing stemé from the failure of the mﬁltilateral trading system to
allocate resources according to comparative advantage. In particular,
the TWCs have been denied the theoretical benefits of free trade by a
plethora of non-tariff barriers that 1limit the exports of labour-inten-
sive goods in which they have a comparative advantage (e.g. textiles and
footwéar). It is generally acknowledged ‘that countertrade can be awk-
ward and less efficient than multilateral trade, but it does create op-

4portunities that‘otherwise might not exisf. For many TWCs, the only
other option to countertrade is to import less in order to conserve for-
eign exchange. "In this regard, countertrade is not an alternative to

" trade routed,  financed and paid for through traditional channels and

means, but rather a supplement to traditional trade."[47:pp.265-6]




Another factor held in support of countertrade is its potential to
expand and diversify the range of TWCs' export goods. There is evidence
that countertrade has assisted some TWCs tb penetrate new markets for
their traditional exports and to develop new exports which have a higher
value-added content [63]. To the extent that trade diversification im-
proves the stability of a TWC's earnings, countertrade may promote eco-
nomic growth. The strength of this relationship however, remains to be

tested.

2. PERSPECTIVES ON THE COUNTERTRADE OF CANADIAN FOOD
PRODUCTS

Potential gains and losses to the participants of countértrade tend
to be asymmetric because the objectives and problems faced by each coun-
try may differ markedly. A summary, which is presented in Table 2,
lists possible advantages and disadvantages of using countertrade to ex-
port Canadian food products to the TWCs. = While most of the general
points on countertrade can be found in the literature, their validity is
open to conjecture. Published commentaries on the pros and cons of
countertrade appear to be based mainly on anecdotal evidence and casual
empiricism. Moreover the magnitude of any gain or loss is likely to de-

pend on the specific goods imported and exported. Undoubtedly, this

list is incomplete and could be amended to include other reasonable con-

siderations. Nevertheless, it serves as a starting point for the analy-

sis of policy tradeoffs encountered by each party in a countertrade of

Canadian food products.




2,1 THIRD WORLD COUNTRY PERSPECTIVE

Balance of payments deficits are a primary concern of virtually all
TWCs. As a result, the potential use of countertrade to conserve hard
currency earnings and to gain access to new export markets makes it very
attractive. If countertrade can be used successfully to broaden and di-
versify exports, 1in addition to expanding their volume, the TWCs would
be able to achieve both economic and non-economic goais. For example,
countertrade could serve as a diversification policy to improve politi-
cal ties with new trading partners, as well as to stabilize economic

growth,

The problem for any TWC using countertrade is to negotiate exchanges
which can benefit its economy. Foreign exporters will wusually try to
inflate their asking price when confronted with a request for counter-
trade. Also, foreign exporters will demand fungible products which they
can easily dispose of on world markets. I1f traditional cash sales are
merely replaced by countertrade, the TWC may be worse off and its com-
petitors may suffer, too. Transferring the form of payment will not add
to hard currency earnings, while the marketing practices of switch trad-

ers may depress prices in established markets for all TWCs.

The longer term outcome of countertrade on development is unknown be-

cause the practice 1is relatively new in the TWCs.® The appropriate

weighting that should be given to the various advantages and disadvan-

tages of countertrade 1is difficult to generalize and impossible to as-

§ The only comprehensive analysis of the development impact of counter-
trade was based on six case studies of developing country experiences
during the period 1950-1976 [63].
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Perspectives on the use of Countertrade to Export Canadian Food Products

to Third World Countries

Tﬁird World Country Perspective

Advantages

Conserve limited reserves
of convertible currencies
and support domestic
policy goals

Increase food imports and
improve nutritional balance
Gain access to established
marketing channels, and
create new opportunities
for employment, investment
and technological transfer
Achieve political goals

of trade and market
diversification

Disadvantages

Difficult and costly
negotiations

Inflated prices of
imported goods (to cover
the extra costs of marketing
countertrade goods)

Leakage of fungible exports
on to world markets and/or
replacement of traditional
cash-sales

Misleading market signals
which adversely affect
investment decisions

Canadian Perspective

Advantages

Provide leverage to
overcome non-tariff
trade barriers and
negotiate export sales
Assist in disposal of
surplus stocks

Ensure payment for exports
Improve political and
economic relations with
Third World Countries
Create new business
opportunities

Disadvantages

Difficult and costly
negotiations

Potential retaliation from
Canadian trading partners
Exporters unaccustomed

to buying role
Difficulties in marketing
goods obtained through
countertrade




sess a priori. At the present time, the main points are merely listed

and discussed.

2'1.1

1.

Advantaqges for the TWC

Conservation of hard currencies --Many TWCs employ multiple ex-

change rates, licensing, and other tradé—related measures to at-
tain policy objectives other than facilitating trade.?” In con-
junction with these policies, TWC governments often have to
ration imports in order to avoid the economic and political con-
sequences of a devaluation. Given this Situation, countertrade
offers a means of relieving pressure on the balance of payments
because import expenditures are matched (at least to some degree)
by offsetting exports [79]. In this sense, countertrade can
serve as a complementary policy instrument along with tariffs,
quotas and multiple exchange rates to achieve domestic political

goals through intervention in the external sector of the economy.

Yoffie [91] suggests that countertrade requirements may have a
secondary purpose in some cases which 1is to deflect criticism of
a government-sponsored austerity program.

Whenever a country imposes tough countertrade regula-
tions, imports fall, because foreign companies are less
likely to export under countertrade than under normal
trading circumstances. Therefore, Third World govern-
ments that want to cut imports (and lower the standard
of living) can impose countertrade regulations and then
conveniently blame foreign corporations for refusing to
export. [91:p.9]

7 Cooper [21] lists fostering of industrialization, improving terms of
trade, redistributing income, raising revenues and doling out politi-
cal favours as some non-trade-facilitation objectives pursued by TWCs
through multiple exchange rate policies.
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No incidents to support this hypbthesis were given by Yoffie, and
none could be found in the literature.

Increase food imports -- Governments of Third World Countries are

aware of the nutritional problems that confront their citizens,
and of the potential impact of forecasted demographic changes.
Recent United Nations predictions indicate that even with lower
birth rates, the number of young people in many TWCs will cause
their populations to double within the next 40 years [55]. De-
spite the growing demand for food, the TWCs are reluctant to use
scarce foreign currency to import agricultural products. At the
present time, many countries have insufficient. foreign exchange
to service both their debts and import capital items necessary
for planned development. The success of the former U.S. food
barter program, suggests that many TWCs would consider iﬁcfeasing
their food imports if they were offered countertrade.®

Access to new markets -- Often the TWCs do not have sufficient
experience with the needs of the foreigﬁ market, or the trade
connections necessary to implemént a successful export marketing
effort. If the TWCs are able to "piggy-back“ the established
marketing channels of the industrialized countries, they can
avoid the costs of setting up local distribution networks and ac-

celerate the development of export industries. Also, familiarity

with a foreign market can assist the developing country in iden-

tifying other potential markets for its products, training its

personnel in export market development and making buyers aware of

® A description of the U.S. food barter program is provided'in section
4 L] )
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the quality attributes of its products. - In this sense,
countertrade may serve as a stepping-stone to the development of

conventional trade.

Other opportunities created by courtertrade include new in-
vestment, employment, technological transfer, and a means of
avoiding trade regulations. With countertrade it becomes more
difficult to monitor adherence to international agreements. This
can be a short run advantage for individual countries which are
unable to dispose of excess stocks because of international com-
modity agreements. For example, it 1is alleged that Costa Rica
has engaged iﬁ several countertrade arrangements involving "non-
quota" coffee beans [8,46], while the use of countertrade to ex-
port oil outside of OPEC quota levels is widespread [61].

Political goals -- Trade connections and political ties are inti-

mately related. Most TWCs have a desire to broaden their trade
relations to offset the political influence of a dominant region-
al power, or a former colonial master. To the extent that coun-
tertrade can assist to diversify trade to politically acceptéble
third markets, such as Canada, it may fulfill a political as well

as an economic objective.

Countertrade also may be used for diversification as a strat-

egy to reduce risk. TWCs wﬁich depend on the exports of two or
three traditional products for the bulk of their foreign exchange
earnings are subject to the destabilizing affects of fluctuating
commodity prices. By insisting that exporters accept products in

countertrade which have a higher value-added content, or previ-




ously were exported infrequently and in small quantities, the

TWCs can broaden the range and value of their exports.® As noted
by one observer, countertrade has given rise to a virtual renais-

sance in the market for wicker furniture [36].

Disadvantages for the igg

Costly negotiations -- The greater length of time and lower suc-

cess rate of countertrade negotiations relative to conventional
trade, is a disadvantage for all parties involved. To the extent
that thé negotiations of countertrade contracts increase search
costs, the benefits of countertrade are less than comparable im-

port/export transactions

The length to time necessary to complete iransactions may also
increase service charges for countertrade. For example, bank
charges for letters of credit are likely to be higher for’coun—
tertrade than conventional trade because the letters of credit
usually are kept open longer.

Inflated prices -- The costs of marketing countertrade goods must

be met from the margins of the exporter. As a result, TWCs which

demand countertrade will be quoted higher prices for the goods

® In a summary report of six developing country case studies. (circa
1976), Outters-Jaeger [63:p.102] notes the diversification impact of
countertrade on non-traditional products. "For instance, barter-like
trade enabled Egypt and India to promote the exports of their new in-
dustrial products, especially to other less industrialised developing
countries. = Moreover, exports of commodities for which demand in tra-
ditional multilateral markets was either decreasing or stagnating,
like rubber, tea, coconut oil, etc., could be expanded under barter-
) like agreements. In most cases the barter-like relations help to some

extent to achieve greater diversification in the commodity structure
of exports.” f
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they wish to import. 1f their exports are priced by the interna-
tional market, this amounts to the TWCs receiving less favourable

terms of trade for bartered goods.

It is unreasonable to conclude however, that all countertrade
necessarily carries this disadvantage for the TWCs. If the TWC
could have had a cash market for its exports, then the counter-
trade method is likely to be inferior in terms of the prices paid
for importé. On the other hand, 1if the goods of the TWC cannot
be sold one must consider the opportunity costs of the counter-
trade goods rather than their "prices". ‘The conclusibn that un-
der countertrade the TWC is paying inflatéd prices also might be
reversed ;f the only other alternative is to forego consumption.

Recycling of countertrade goods -- In addition to the potentially

less favourable terms of trade, the TWC could experience a de-
cline in its net foreign exchange earnings if traditional exports
are permitted to be used for countertrade in established markets.
More fungible products are easier to dispose of on world markets
and are more readily accepted as countertrade. If these products
~are allowed to substitute for exports made on a cash basis, the
TWC may end up worse off because the countertrade products are

often sold at a discount which'undermines prices.'®

10 Of course this depends on the "cash" terms of trade which the country
has previously been able to negotiate, and the market where its prod-
ucts is ultimately consumed. To the extent that countertrade middle-
men have been able to find new markets for goods in COMECON, or other
TWCs, countertrade goods are not recycled and may have no affect on
normal cash markets.
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Many TWCs restrict the list of "eligible" countertrade prod-
ucts to non-traditional exports, or permit traditional exports to
be sold only to new markets. After goods leave the exporting
country, however, it is practically impossible to control their
final destination. Moreover, any country that does manage to ex-
pand its market share at the expense of its competitors' ié like-
ly to find these countries using countertrade to defend them-
selves.

Misleading market signals -- Success in exporting non-traditional

products through countertrade may encourage the TWC to invest in
developments of infrastructure and training that support an inef-
ficient industry. The use of scarce resources to devélop indus-
tries that are unlikely ever to be competitive on tbe interna-
tional market could be more harmful than beneficial to long term

development.

A related problem concerns the collection of marketing infor-
mation. If the TWCs become too dependent on external marketing
organizations, they may fail to adapt their products to the needs

of the market, or to recognize new product opportunities [6].

2.2 CANADIAN PERSPECTIVE

The case for pursuing agricultural export markets through counter-
trade has similarities to the situation faced by the TWCs. The markets
of agricultural exporters are subject to periodic excess supplies during

which producers are often forced to sell at below their costs of produc-

tion. The markets 6f agricultural importers are highly protected and.




for some higher value products (e.g. pork, cheese) are simply closed.
As a result, the agricultural exporters are in a weak bargaining posi-
tion to effect favourable changes in either ﬁarket access, or commodity
prices. Countertrade may offer a means for agricultural exporters to
enlarge export markets by expanding the effective demand for food im-

ports in the TWCs.

The use of countertrade as a means of promoting agricultural exports
presents some common problems. Negotiations involving countertrade usu-
ally require more time and effort than comparable cash sales. For exam-
ple, the exporter may have to negotiate with two separate agencies in
the TWC in order to satisfy the countertrade obligation. Normally, ex-
porters can pass some of these additional costs of countertrade on to
the buyer in the form of higher prices. In the case of. agricultural
products, however, this is more difficult because commodity price infor-
mation is widely available; Another problem is that the products re-
ceived in countertrade are sometimes inconvehient to market. These mar-
keting problems tend to be more severe if the firm is small, or the

TWC's attention to quality is lax, or both.

2.2.1 Advantages for Canada

1. Leverage in export negotiations -- The commitment to accept coun-

teftrade goods, even in partial payment, is a powerful negotiat-
ing tool that could’be used to overcome restrictive trade meas- .
ures. For example, certain agricultural products are subject to
licencing procedures or quotas that virtually prohibit their im-

portation in many TWC markets. Often these restrictive trade
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measures are used more to control the outflow of foreign exchange
than to protect domestic producers. Using countertrade as a

- means of financing, it may be possible to expand the exports of
products, such as pork, apples, and potatoes which are produced
efficiently in Canada, but have limited access to TWC markets be-
cause of their balance of, payments problems.

Disposal of surpluses -- The United States operated a barter

trade program to dispose of surplus agricultural products from
1950-1973, which exceeded 1 billion dollars in the last year of
its‘operation [(80,84]. 1In Canada, both grain and dairy producers
have experienced periods of excess inventories. Countertrade
could be used to reduce these inventories and promote long term

market development by introducing Canadian products to new con-

sumers.

Ensure payment for goods -- At the present time, Canada has sub-

stantial balances of outstanding loan guarantees and direct loans
to TWCs and centrally planned countries which were extended to
finance past exports of agricultural products. The cost to tax-
payers of this form of’export assistance is difficult to quanti-
fy. A dearth of information exists on the terms or structure of

these loans, or the degree to which they may be in arrears.'!

"1 The government now carries approximately $3.0 billion in contingent
liabilities on behalf of credit grain sales made by the Canadian
Wheat Board. In general these loans have a maximum three year repay-
ment term, but many have been extended because a large part of the
CWB's credit exposure is in countries which are being forced to res-
chedule their external debt. "Over three quarters of the Board's
1984 credit receivables have been affected by reschedulings. As a
result credit extended orignally for three years is now being repaid
over a much longer period."[34:p.21] Fortunately for grain farmers,
the Ministry of Finance provides a 100 per cent guarantee of these
bank loans and charges no fee to the CWB. So far the Board has been
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Given the large foreign debts carried by some TWCs, and the risk
that these countries could delay payment for indefinite periods,
the more immediate and guaranteed payment offered by countertrade
could be of considerable benefit;

Improve political and economic relations -- Countertrade would

enable Canada to improve both economic and political relations
with the Third World Countries. Countertrade ggreements are
sometimes made "to show political support for the leaders or po-
litical philosophy of a country;" [81:p.5] As one of the princi-
pal countries supporting the concept of a North-South Dialogue,
Canada is expected to take a leading role in promoting trade with
developing countries. Agricultural countertrade could be a high-
ly visible and concrete demonstration of Canada's political com-
mitment to improving North-South trade. In the longer term,
countertrade arrangements are likely to encourage complementary
non-barter trade as the TWCs become more affluent.

Create new business opportunities -— One feature of countertrade

that seems to gain short shrift by critics is that many firms
find the practice to be profitable. In a 1983 survey of US
" firms, one-third reported making an overall profit on counter-

trade compared to 18 percent which suffered a loss, while the

balance claimed to breakeven [77]. This may explain why firms

that have gained experience with countertrade are far less criti-

cal of the practice than those who oppose the idea, but have no

able to increase its lines of credit to cover the additional interest
charged to its customers. = The ultimate cost to Canadian taxpayers
will depend on whether the Board's customers eventually honour these
accumulating debts.
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first hand experience (e.g. some trade officials).'?

Countertrade is often credited with creating trade that would
not have takgn place otherwise. It has also led to a net in-
crease in f&reign exchange balances, at 1least for some large
countries. A survey of countertrade trends conduatéd'by the U.S.
International Trade Commission noted that "U.S. exports are es-
timated to exceed the 1level of U.S. imports received through
countertrade during any given period"[79:p.24]. The net export
balance was attributed to the bpractice of combining cash compen-

sation with partial countertrade commitments.

Disadvantages for Canada

Difficult negotiations -- The time and cost required to negotiate

a countertrade arrangement is a problem often cited in the liter-
ature. These problems may be exacerbated by bureaucratic rival-
ries in the TWC, as well as in Canada, if the importing agency is
not in direct control of the countertrade products. Because of
the cost of negotiations, small trades, e.qg. less than $500,000,

are usually discouraged.'?

12 Massey-Ferguson is one Canadian-based multinational that has embraced
countertrade by establishing a Trade & Barter Division. "In its sec-
ond full year as an operating unit, Trade & Barter generated revenues
nearly three times greater than the 1983 level, a reflection not only-
of the Division's growing expertise but also the increasing pace of

- countertrade. ... The Division anticipates a further substantial in-
crease in business volume in the coming year" [52:p.11]

Frizelle‘[30] also points out that shipping costs may make products
uncompetitive if the size of shipment is below a certain range.
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Traders of agricultural products have a negotiating disadvan-
tage which is specific to commodity trade. Unlike exporters of
manufactured goods who can easily infiate their- prices to cover
the additional risk and costs of a countertrade demand, agricul-
tural traders are unable to disquise such a premium because cash
and future prices for agricultural commodities are widely pub-
lished. As a result, negotiations involving agricultural commod-
ities must explicitly account for the extra costs which the trad-

er expects to incur. Naturally, buyers tend to resist explicit

risk premiums more than those which may be suspected, but are

well hidden.

Retaliation of competitors -- If the products of countertrade are

heavily discounted, existing suppliers may be provoked to retali-
ate. Undesirable reactions in other areas of trade, or measures
to offset the gains of countertrade may outweigh the initial ad-
vantage.

Unwilling buyer -- By definition the seller in countertrade is

also expected to act as a buyer. In many cases, the exporting
agent ~is unaccustomed and unprepared to assume the importing
role. This problem could be turned into an opportunity if the
exporter is able to adapt/ successfully to the situation. Un-
doubtedly, the demands of countertrade have given strong impetus
for the formation of large trading houses in ﬁhe United States'
and Europe. This deyeldbment is generally viewed as positive in

government and business circles because of the success which the
Japanese have had in using trading houses to promote their ex-

ports.




Marketinq problems with countertrade goods -- Success in market-

ing countertrade products depends on the TWC's ability to meet
world standards in grading, packaging, refrigeration, shipping,
etc. Long éerm-investments may be needed that can be initiated
only with public support. If the TWC lacks commitment to the de-
velopment of its own products, the marketing problems of the buy-

er may make countertrade unprofitable.

Greater problems in marketing countertrade goods are likely to
be encountered by small or medium sized Canadian exporters.
Firms which lack the financial and resource capability to market
these products on their own behalf are forced to.use switch trad-
ers to convert countertrade goods to cash.'® The commissions paid
to switch traders vary inversely with the fungibility of the
goods (i.e. very fﬁngible - lowest commissions). The absence of
Canadian trading houses on the scale of international competition
reduces the scope of Canadian firms to offer countertrade compa-

rable to their U.S. and Eufopean counterparts.

3. THE ECONOMICS AND USES OF COUNTERTRADE

The political motives and objectives that surround the use of coun-

tertrade tend to obscure the economics of the practice. In fact the ma-
jority of the literature on countertrade deals with either the mechanics

of the practice, its pitfalls, or its growing importancé. With the ex-

'4 Switch traders are specialized trading houses whose function 1is to
market countertrade goods which the recipient cannot dispose of easi-
ly.
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ception of a few notable articles [17,57,59,74], very limited attention
has been paid by economists to a theoretical explanation of counter-

trade.

The purpose of this section is to review the theoretical framework
for countertrade and to examine the economics of its applications. The
discussion is organized into three parts.' In the first section, a game
theoretic model is used to provide a framework for the analysis of bi-
lateral and triangular countertrade. This 1is followed by a discussion
of the economics of countertrade's principal applications. 1In the final
section, some examples of potential uses of countertrade in the export

of Canadian agricultural products are outlined.

3.1 THEORETICAL FRAMEWORK

A theoretical framework for the analysis of bargaining and the fac-
tors that affect the terms of exchange is provided by game theory. The
first economic model of barter trade, developed over 100 years ago by
Edgeworth [27] 1is considered to be the oldest conceptualization of a
market as a non-zero sum cooperative game'S [64]. The Edgeworth model
represents a two trader/two product barter, or what is also known as a

bilateral monopoly. The results of this model can be expanded to repre-

sent a three trader/three product barter, or a triangular countertrade.

'5 With a zero sum outcome, the payoffs to the gainers exactly equal the
losses of the losers. In a non-zero sum game, many possible outcomes
may obtain and gains may exceed losses in total.
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3.1.1 Pure Barter/Bilateral Countertrade

The trade model presented 1in Figure 1 is commonly referred to as an
"Edgeworth Box". _For simplicity we will consider that the two tradefs
(X and Y) each have stocks of only two commodities (A and B), respec-
tively. All points within the Edgeworth Box and its boundaries relate
to possible distributions of the fixed quantities of goods A and B. The
solid lines are trade-indifference curves which represent combinations
of goods A and B that give equal utility to the respective traders. The
trade-indifference curves of trader X are convex to origin 0', while the

trade-indifference curves of trader Y are drawn convex to origin O.

For the purposes of illustration, it is assumed that trader X has the
entire stock of good A (equal to O'R), and that trader Y has the entire
stock of good B (equal to OR). Without trade, and given the stock of
good A, 1indifference curve X° is the highest level of utility available
to X. Similarly, Y° is the highest-level of utility available to Y if
only good B is‘held. X% and Y° also represent the minimum utility lev-
els that these traders will accept after an exchange, because they can
do at least this well without trade. Higher trade-indifference curves
(X',X? for X and Y',¥2 for Y) can only be reached with trade. Since C'
represents the minimum acceptable terms\of trade for trader X, it is
also the most favourable terms that trader-Y can expect to réceive. The

opposite case holds for point C which is the most favourable terms that

trader X can expect.

The dark line CC' is called the contract curve. It represents the

locus of points formed by the tangencies of X's and Y's trade-indiffer-
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ence curves. Any point on the contract curve can be shown to be superi-
or to a level of exchange not on the contract curve. For example, if
trade were negotiated at point M trader Y would be as well off as if the
exchange were at point W-(same trade-indifference curve), while trader X-
would be better off at W because he could move to a higher trade-indif-
ference curve. Clearly, X could offer Y an incentive to move from M to
some point on the contract curve between W and his trade-indifference
curve X2 and still be better off. As a result, it can be shown that the
points on the contract curve dominate all points off the contract
curve.'® The contract curve is the set of pareto optimal sclutions which
correspond to the division of the mutual gains of barter trade between

the two players.

The institutional ‘setting represented by the two player barter is

limited only by the most basic assumption of property rights [70]. Each

trader is free to name prices and negotiate without restriction for the
most favourable individual terms of trade.  Through bargaining and hag-
gling, the two traders arrive at a solution somewhere on the contract
curve CC'. Although the solution can be shown to be on the curve, the

exact point (i.e. the terms of trade) is indeterminate.

Shapely and Shubik [74] show that changes in thg institutional set-
ting can lead to widely varying outcomes. If one assumes that the trad-
ers are unable to influence priceb(both actvas-price takers) ‘éﬁd that
these prices are determined by the competitive market, then the outcome

will be the competitive solution (point P, in Figure 1). The price of

' In the case of barter between two individuals, the contract curve
corresponds to the Core solution in game theory [74].
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good A in terms of good B will be equal to the slope of RP.

A monopolisfic solution can be obtained by assuming trader X is capa-
ble of naming the price, while trader Y acts ag a price taker and tries
to maximize his welfare ‘subject to the given price. The response func-
tion of trader Y is called the offer curve and is traced out by the tan-
gencies of his trade-indifference curves to the price lines. In Figure
1, the offer curve of trader Y is the dashed line passing through M and
intersecting the offer curve of trader X at point P. The solution, at
M, is determined by the tangency of trader Y's offer curve and the high-
est trade-indifference curve of trader X. The price line RQ specifies

the terms of trade.

The three outcomes of the trade model represented in Figure 1 result
from the institutional seﬁtings and the traders' relative bargaining
power., I1f the traders are powerless to influence the market, the com-
petitive solution P will obtain. If the bargaining strength of the two
traders is such that each can name prices, the terms of trade are indet-
erminate, but the results are efficient in a welfare sense. If one
trader has the power to set prices, however, the monopolistic solution
(poiﬁt'M, in Figure 1) may result. Only in this last case of unequal
baréaining power is an opportunity c;eated for using barter or counter-

trade to achieve a disproportionate economic benefit for one trader.

3.1.2 Three-vay Barter/Trianqular Countertrade

The classic problem of barter is to find a combination of goods that

is satisfactory to both traders. This problem, which is often referred




to as the need for a "double coincidence of wants", is likely to be more
acute if the countries have similar natural resource endowments, cli-
ﬁates and technical capabilities. One means of overcoming the lack of a
double coincidence of wants is to expand the number of traders and com-
modities from two to three. Using the previous example of a two-way
barter, imagine that trader X vants commodity B from trader Y, but trad-
er Y has no demand for commodity A.. A third party, trader Z, exists
however, that wants commodity A. From the array of products that trader

Z can offer, there is a commodity C which trader Y will accept.

In Figure 2, part a, this three-way barter is illustrated as a trade

triangle. Trader X sends goods A to trader Z, and receives an accepta-
ble quantity of goods B from trader Y. The exchange is balanced by a

shipment of goods C for trader Z to trader Y.

~ A triangular countertrade is identical to a three-way barter, except
that each trader receives a transferable monetary unit of acc6unt for
his goods which is subsequently used to fulfill a pre-arranged purchase
commitment. Figure 2, part b, illustrates this triangular countertrade.
The movement of goods in one direction is offset by the movement of

funds, or credit, in the opposite direction.

The economics of triangular countertrade also can be represented in
Figure 3 by a triangle. 1In this case the points within the triangle and
its boundaries represent the sets of all possible gains from three-way
trade. The payoffs to the three traders are indicated in brackets, .i.e.
(X,Y,2). At the vertices of the triangles, all 5enéfits are captured by

one trader and leaving the others with zero gains.- For example, at




0) R
(0,1.5, 1.5)

X

Figure 3 : Game Theory Model of Triangular Countertrade

Source: Adapted from Shapley and Shubik
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The game theory analysis in this model rests upon the existence, or
non-existence of a core solution. The core solution in game theory cor-
responds to the contract curve of the Edgeworth box. If the core solu-
tion is empty, a triangular countertrade will not take place; existence

of the core solution indicates a triangular countertrade could be feasi-

ble to negotiate. The core solution is defined as the set of undominat-

ed solutions.'?

In part a of Figure 3, there is no core solution. The points P, R,
and Q, which give any two traders 1.5 each, dominate any other division
between the same two traders. These points can be dominated however, if
the third trader offers to take slightly less than 1.5, in  order to
bribe one of the others to join his coalition. The implication for tri-
angular countertrade is that if any two traders can find a two-way bar-
ter which yields more individually than their participatibn(in a trian-

gular countertrade, they will opt out of the triangular countertrade.

In parts b and ¢ of Figure 3, only (3.3). of the characteristic func-
tion has been changed. In part b, any coalition of two traders can now
receive only 2 (i.e V(XY)=V(XZ)=v(YZ)=2) The core solution in part b is
the single point T(1,1,1), which is the one undominated division of the
gains. This suggests that if a countertrade involving two traders can

be expanded to three without making any trader worse off, the triangular

countertrade should dominate the bilateral countertrade.

'7 Returning to the more familiar concept of the Edgeworth Box, all
points on the contract curve can be shown to be superior to the
points off the curve, but are not superior to each other. The points
on the contract curve (in the core solution) reflect only various di-
visions of the benefits gained from trade.
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In part ¢ of Figure 3, the gains to a two trader coalition are fur-
ther reduced to 1 (i.e. V(XY)=V(XZ)=v(YZ)=1). . The core solution in part
c is the cross-hatched hexagonal area. This implies that if the traders
can all do better in attriangular countertrade than either alone or in a
bilateral arrangement, the number of potential divisions of the benefits
are large, but like the contract curve the terms 6f trade may be indet-

erminate.'?®

Two inferences can be drawn from the game theory model of triangular
countertrade. Firsﬁ, triangular countertrade does not necessarily re-
quire equal benefits for ali traders, but each trader must be able to do
at least as well as they could in a bilateral countertrade. Second, if
a triangular cdﬁntertrade can be found that gives each trader as much as

any two-way trade, the triangular countertrade should dominate.

By expanding countertrade to three regions there is a greater poten-

tial for identifying complementary trade goods. The addition of an ‘ex-
tra trader adds only one more demand to be filled, while doubling the
number of goods that could serve to satisfy an unfulfilled demand in an
incomplete bilateral countertrade. In this regard, triangular counter-
trade may gain an important advantage which is normally associated with

multilateral trade.

'8 A survey of other game thedry solution concepts that might be more
applicable for analyzing the terms of trade in a triangular counter-
%rade is available in Rapoport [64] and in Schotter and Schwodiauer

70].
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3.2 COUNTERTRADE: PRICING AND TERMS OF TRADE

Theoretically the ferms of trade in barter and countertrade depend on
the institutional setting and the relative bargaining ability of the in-
dividual traders. Consequently, it is possible that the "prices" used
in countertrade could differ sﬁbstantially from the prices prevailing in
‘the international market if that market is imperfectly competitive. For
example, a TWC with weak (strong) bargaining power could receive less
(more) for 1its goods 1in countertrade than similar goods might have

fetched in multilateral trade.

The hypothesis that a TWC receives a price in countertrade that is
significantly different from multilateral trade is based on rather
strong assumptions. It is necessary to assume that-the alternative mar-
ket opportunity is unavailable and that the TWC's bargaining position is
unimportant in multilateral‘trade. For most TWC goods these assuﬁptions
will not hold. In the case of traditional exports, prices realized in
international trade may vary among the TWCs depending on the policies of
the multilateral corporations with which they deAl. Also it is possible
that the governments of certain TWCs‘might adjust their export prices on
the basis of politically determined currencf exchange rates rather than
offer preferred prices in some markets. - As a result, export prices in

conventional trade could be equivalent to the "prices" received in coun-

tertrade.

Of course there may be cases in which terms of t:ade differ between
conventional trade and countertrade. Some evidence exists to suggest

that countertrade may be used to effect price discrimination, 1in which




case prices by definition are bound to differ. With respect to non-tra-
ditional goods the "prices" in countertrade. may‘be superior to prices
that could be attained in conventional trade because . buyers may demand
substantiql price discounts before .they will undertake the risk of mar-

keting these unfamiliar products.

Data are rarely available to compare the terms of trade derived in
countertrade and the prices received 1in conventional cash transactions.
Researchers that have examined this issue report that the situation is
mixed. Caves [17] searched for evidence that bilateral arrangements had
been used for theﬂpurpose of implementing price discrimination policies.

Certainly,  there is convincing evidence that some less devel-
oped countries take deteriorated terms of trade under some bi-
lateral arrangements in order to segment the markets for their
primary products, and indeed this is one of the publicly stat-
ed objectives of these agreements..... Still, many analyses
suggest that the bulk of transactions under bilateral agree-
ments take place at world market prices, and that even the
trade flows handled by state trading corporations may be mark-
ed up by similar percentages both ways, so that no significant
net distortion results. [17:p.34]
Caves also points out that overvalued exchange rates may disguise the
terms of trade. Countertrades that appear to have terms of trade sig-
nificantly different from prévailing market>prices, might not be when

assessed at the correct shadow price for convertible foreign currency.

The approach taken by the OECD, 1in their case studies of barter in

developing countries [63], 1is to compare calculated unit values of bar-
" ter-like trade with international prices for imports and exports. The
authors caution that the technique is fraught with statisti;al problems,

but do present some guarded conclusions.'®. For example, in the case of

19 The terms of trade which were based on calculated unit values may be
distorted by the aggregation of different types and qualities of
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India which was considered to have the best data base for this ahalysis:

In conclusion, although the unit value comparisons embody many
critical problems, they give evidence that barter-like trade
provided higher prices for India's exports and lower prices
for its imports. The price differentials between both kinds
of trade were, in general, not very important and tended to
decrease for many products. This implies that barter-like
trade was 1increasingly conducted at or around world market
prices. [63:p.106]

To determine the effective terms of trade, however, the OECD study
further adjusts the data for the balance in the bilateral clearing ac-
counts . An allowance is made for the interest-free credit provided by
the clearing account and the impact of international price inflation.

Concluding from the preceding analyses, one may state that the
developing countries' terms of trade 1in their barter-like re-
lations were generally not worse, and in some cases, were even
better than those obtainable in trade on a multilateral basis.
The negative influence of large and sustained surpluses in the
clearing accounts at least partially offset the p051t1ve price
differentials.[63:p.109]

Given the rapid evolution of countertrade, these studies may be con-

sidered as somewhat dated (Caves§1974, OECD. study:1979). Nevertheless,

the basic conclusion, that in general the terms of trade for counter-

trade are not significantly different from conventional trade, is prob-
ably still valid. 1In a recently published document by the Canadian Gov-

ernment, exporters are advised:

it is important to always include in the counterpurchase con-
tract a "normal prevailing international price" stipulation.
Usually, this entails a comparison of the. prices paid to sup-
pliers by other customers in Western markets for the same
products. In the absence of such an agreement, an exporter
may be compelled to accept counterdeliveries at grossly in-
flated prices. [28:p.13] ‘

goods, and by the clearing unit and exchange rate applied.
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With respect to the prices Canadian exporters charge, they are advised
to quote a price that includes their countertrade costs, while indicat-
ing that a slight reduction is possible if countertrade is not involved
[28]. If it can be assumed that the advice provided by the Canadian
Government is consistent with worldwide countertrade practices, then the
current terms of trade for countertrade should approximate the terms

prevailing in conventional cash transactions.

3.3 ECONOMICS OF COUNTERTRADE APPLICATIONS |

If the terms of trade for countertrade are no different than for

cash, the greater ease and lower transaction cost of money based trade

should completely displace all forms of countertrade. Instead counter-
trade tends to persist because of other advantages which it may offer.
In this section, the economics of countertrade are considered with re-
spect to its use as a means of circumventing regulation, as a method of

market development, and as a bargaining strategy.

3.3.1 Strategies t

Circumvent Regqulation

1

A widely recognized motive for using countertrade is its value as a
method for circumventing requlations. The problem in outmanoeuvering
the regulators is to avoid detection, or if detected, to avoid enfo:ce4
'ment of the rules. Countertrade is useful in this regard because trans-
action costs can be disguised and the exchange can be structured to by-
pass the monetary system, which in most cases is used to monitor and

enforce regulated activity.




3.3.1.1 Foreign Exchange Restrictions

The international transfer of foreign exchange is closely monitored
and subject to restrictions in many TWCs. These restrictions can pres-
ent a problem for multinational corporations which are not permitted to
repatriate their original investments or their profits 1in hard curren-
cies. To get around the problem of "blocked funds", the corporation
could undertake a countertrade with its subsidiary. The subsidiary com-
pany would provide goods to the "parent" corporation at very favourable
terms which the corporation can subsequently re-sell at their true value
to obtain its profits. In this case, countertrade could'work against

what the TWC considers to be its best interest.

Countertrade may also be used by a TWC to avoid foreign exchange re-
strictions. For example, a TWC which has been classified as uncredit-
worthy and has difficulty obtaining international loans could use a buy-
back form of countertrade to finance the import of equipment for a
processing plant. Usually, these countertrades are structured so thgt
the original supplier includes the cost of financing in the value of

goods taken-back once the plant is in operation.

The threat of intervention by international banks can be another rea-
son for some TWCs to use countertrade. If an export of goods is made on
a cash basis, the funds could be démandedz by its creditors to cover
overdue debt repayments. By using countertréde, the TWC cah circumvent
the banks or the International Monetary Fund (IMF) and thain its de-

sired imports. Although the World Bank and IMF officially deny pressur4

ing the TWCs to abandon the use of countertrade, there is ample evidence




to support the allegation that they have tried to block countertrade

deals and influence the TWCs to alter their countertrade legislation.?2°

3.3.1.2 Commodity Agreement and Cartel Regulations

Coffee beans and petroleum are both subject to international commodi-
ty agreements that impose quota limitations on the major export suppli-
ers.2' At the same time, these two commodities figure prominently in
offsetting countertrade cqmmitments of the TWCs. While some of these
countertrade transactions are within the rules of their respective com-
modity agreements, others are obviously in violation and many more are

suspected of breaking the rules.

Countertrade is clearly detrimental to cartel arrangements, or inter-
national commodity agreements. In order for a cartel successfully to
raise prices it must be able to restrict export supplies. I1f member
countries can use countertrade to export more than their guota share .
without being detected, prices will decline and the discipline of the
cartel will collapse. Cartel agreements are known to be economically

unstable because "violators", which use methods such as countertrade,

/

20 Three articles which have appeared recently in Countertrade Outlook
(a weekly intelligence bulletin) prov1de concrete examples: "Anti-
barter language said to be part of Dominican-IMF Agreement" (Vol.3
No.36); "Despite IMF Opposition: Pakistan is forced to expand coun-
tertrade" (Vol.3 No.25); and, "Bowing to IMF, Colombia will drop most
barter in favor of offset" (Vol.3 No.25)

21 Members of the Organlzatlon of Petroleum Exporting Countries (OPEC)
are restricted by quota to maximum export levels of crude oil. Sig-
natories to the International Coffee Organization include both ex-
porting and importing countries. Non-quota coffee (i.e. coffee in
excess of an exporter's quota) may be exported to a non-signatory
e.g. USSR, but signatory importing countries have non-guota import
limits. At the present time, there is almost five times as much non-

- quota coffee available for export as there is guota [8].
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can make substantial short run gains.?? Undoubtedly, discipline problems
of OPEC Cartel extend Eeyond countertrade, but the use of countertrade

by OPEC members illustrates its effectiveness 1in circumventing gquota

controls [61].

3.3.1.3 Over-valued Exchange Rates

Many TWCs have official exchange rates that are artificially set
above their market value. Thé effect of an over-valued exchange rate is
the same as a tax on export transactions and a subsidy on imports [19].
The country's exports are priced higher 1in foreign currencies and are
less competitive with alternative sources of supply than would be the

case if the exchange rate were set by market forces.

The regulatory problem 1is the country's own official exchange rate.
The government may wish to expand exports, but is unable ﬁo cut prices
directly, and is unwilling to lower exchange'rates because of political
constraints.?® By using countertrade, the government could negotiate a
sale which is below cost (measured at the official exchange rate), while
the facts are concealed from the general public. Although the value of
. imported goods received in countertrade is less than could be purchased
at the official exchange rate, the countertrade may still be advanta-

geous in terms of the real value of the country's resources. "This mo-

22 ?he]economics of international cartels are discussed in Chacholiades
19]. ’

For example, the government may not want to change export -prices be-
cause it is already under pressure from consumers to lower prices and

reduce shortages. Changing the foreign exchange rate may be equally -

undesirable because -it is used to tax exports, which raise government
revenue, and to re-distribute income.
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tive for countertrade [i.e. concealment] is no doubt important for many
developing countries and also for a number of Communist countries.”

[22:p.38].

The three examples described in this sgction were chosen because each
illustrates a different level of conflict in which countertrade can be
used to avoid regulation. 1In the case of foreign exchange restrictions,
countertrade is used to circumvent externally imposed regulation. The
" cartel example illustrates the effectiveness of countertrade against
within-group regulation. The over-valued currency example demonstrates
the use of countertrade against self-imposed regulation. These few ex-
amples merely indicate the flexibility of countertrade as a means of es-

caping requlation and are not intended to exhaust the possibilities.

3.3.2 Market Creation and Development Strategies

Efforts of TWCs to expand the range and value of their exports are
often hampered by the shortage of public funds available to invest in
export market development and by the weakness of their corporate sec-
_ tors. In éountertrade, the TWCs have found a method of utilizing the
corporate sectors of the industrially advanced countries to assist them
in cfeating new markets for their goods. The first strategy discusses
thé Method of Reversed Tied Aid which applies to counterpurchase forms
of countertrade. The second approach, which is termed the Murrell Sig-

naling Hypothesis, is used to explain buy-back forms of countertrade.

In addition to the export of raw materials and manufactured goods,

foreign exchange is generated by the export of services. At the present




time, TWC service-related exports have been wused to only a limited ex-
tent in offsetting countertrade commitments. Some examples of the use
of countertrade to develop markets for TWC service exports are consid-

ered in the last part of this section.

3.3.2,1 Method of Reversed Tied Aid

Export products of the TWCs énd many communist countries suffer an
image problem. Importers are wary of the inconsistent availability of
supplies, the poor record of after-sales service, and the indifferent
attitudes which are sometimes displayed towards quality. As a result,
importers consciously discount the prices they are willing to offer for
the products of countries which have not established a good réputation.
The international market for many of these non-traditional export prod-

\ucts,z“ could be represented by the supply and demand schedules illus-
trated in Figure 4, part a. This market has no equilibrium combination
with a nonnegative price-guantity combination. The maximum price (DP)
which buyers might be willing to pay for the TWC export is discounted to

less than the minimum supply price (SP) at which products are offered.

The method of reversed tied aid provides the TWC government with an

effective means of inducing foreign corporations to develop markets for
these goods. The TWC government'can dgmand that all>foreign corpora-
tions seeking to sell certain products in its market,must accepﬁ a spec-
ified volume of countertrade from a list of theseuﬁon—traditiohal goods.

The requirement to purchase these countertrade goods in the TWC market

24 The term non-traditional is used to refer to any product which is not

normally exported.
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becomes the "reversed tie". To the extent that the TWC government may
be willing to accept terms for countertrade imports which are less fav-
ourable than conventional trade, the TWC is providing "aid" to assist

its non-traditional exports.

In Figure 4, part b, - the impact of reversed tied aid is illustrated.
The countertrade requirement alters the foreign demand for the non-tra-
ditional export by forcing the foreign corporétion to select some goods
on the TWC's "countertrade product list". = The effect of the counter-
trade requirement is to shift the effective demand curve. up by DP'-DP.
The market now has a positive price-quantity combination (EP and Y).
The "aid" (equal to [DP'-DP]Y) may be financed from the normal profits
of the exporter, or from the higher price paid by the fWC (government or

private importers) for the foreign goods, or both.

Critics of the method of reversed tied aid point out that. it is-an
inefficient means of déveloping export markets. In addition to the dis-
tortions created in resource allocation, it could actually prove to be
harmful to long term development of export markets. Sﬁifting all mar-
keting and - distribution responsibilities to foreign corporations cuts

off the TWC producers from an important feedback of information from the

ultimate consumers. This makes it more difficult for the TWC producers

to make the kinds of product refinements and improvements‘necessary to

stay competitive, or to develop new and innovative products for export

(6].

A related 1long term problem 1is the damage that can be done to the

country's general reputation for quality. Lacking other information,




consumers often base their purchase decisions on "country-of-origin"
markings. Forcing foreign corporations to distribute apparently shoddy
countertrade goods may lower the perception of avefage quality of the

country's goods in the minds of consumers.

3.3.2,2 Murrell Signaling Hypothesis

An alternative approach to export market development is to alter the
quality perception of TWC products on world markets. Murrell [59] pro-
poses a model based on market signaling theory to explain how the "buy-
back" form of countertrade can be used to increasevthe demand for non-

traditional exports and to improve a country's quality reputation.

A buy-back form of countertrade usually entails the export of a turn-
key manufacturing or processing plant which the importing nation financ-
es and repays by shipping a fixed proportion of the output to the origi-
nal supplier.25 1If the TWC or Eastern Block country can persuade the
supplier to market its goods under the foreign corporation's brand name,‘
then it can give a quality signal to importers that may override a lower
country-of-origin reputation. Although the foreign corporation may have
no control over the quality of inputs, as original supplier of the
equipment it does have sufficient knowledge of‘the technical process to
judée quality. Also, the foreign corporation can threaten to withhold
parts, or technical updates of eguipment, as leverage to force the TWC

to maintain quality.

25 other forms of buy-backs could consist of a Western firm setting up a
plant and taking 100 percent of the output in return for countertrade
credits (i.e. the right to export an equal value of other products to
the TWC market).
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Murrell contrasts the outcome of a buy-back form of countertrade with
a situation in which a Western factory is purchased and the buyer at-
tempts to export part of the output. The main assumptions of the model
are that the product has a quality of U* which the original supplier
knows and can signal to potential buyers with trademarks and guarantees.
These costs of the buy-back countertrade are incorporated into the price
paid by the TWC for the factory. In the absence of a buy-back arrange-

ment, a potential importer assumes an average product quality of U'

(<u*), but the-importer can determine quality by paying C per unit for

product testing.

The model presented in Figure 5 1illustrates the situation in.which
the buy-back generaﬁes the most economic activity; The two supply
curves are So, the outright purchase of the Western factory, and Si, the
higher cost s;pply curve when the factory is paid for in a buy-back
deal. The first demand curve, D;(P,U'), corresponds to the discounted
offer of importers which is based on assumed average quality (U') and
price. The second demand curve, D,(P,U*,C), 1is relevant when buyers
spend C to determine quality U*. The third demand curve, D;(P,U*), is

the export demand when the buy-back is negotiated.

The ordering of the TWC exports (Y;<¥,<Yj) is arbitrarily assigned
and could be otherwise. If the quality signal, U*, has né particular
impact, then Dy could equal D3 in which case Y{>eraﬁd“the buy-back i§
inferior to an Qutright purchase. For the qualityrsignal to be impor-
tant, the buyer must believe quality 1is variable and critical to the

good's use, Also, quality must be difficult to determine prior to
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use.25 As the cost of determining quality decreases, D, shifts to the

right and the possibility that Y,>¥; increases. Murrell proposes two

testable hypotheses: a buy-back is more probable, 1) the higher the cost
of testing product quality, and 2) the lower Ehe country-of-origin repu-
tation of the exporter. Subsequently, these hypotheses are tested using
data for Eastern Europe, and statistical results are obtained that sup-

port these contentions.

Murrell's study is one of the few rigorous treatments of countertrade
in the literature.?’ His model, which is based on market signaling theo-
ry, provides a plausible explanation of how a buy-back arrangement can
benefit a TWC or an East European country when guality information is
unobtainable. Using a buy back arrangement; a better.price can be re-
ceived than 1if buyers only assumed some‘ average quality based on the
country-of-origin., Murrell advisés, "thé usual conclusion, that coun-
tertrade is a retreat towards bilateralism without any significant ad-

vantage, should be reevaluated" [59:p.600]. As the products of buy-back

26 Murrell suggests the important product characteristics are 1) dur-
ability, 2)indivisibility and 3) the proportion of raw material used
relative to total value. Durable goods require spare parts and af-
ter-sales service, and are not easily tested for quality (durability)
until after being used. The larger the size (value) of the product,
the less able (more expensive) it is for the importer to use random
tests requiring destruction. The greater the proportion of raw ma-
terial used, the more quality will depend on the TWC manufacturer.

Mirus and Yeung [57,58], have attempted to extend this model and ex-
amine countertrade from the exporter's-perspective.  They suggest
that countertrade is a logical response by Western businesses to po-
litical and ownership constraints that impede joint ventures, verti-
cal integration, . franchising and other forms of foreign direct in-
vestment. They also appear to concur with Murrell that countertrade
may have redeeming economic value which explains its existence. "As
a cost-saving arrangement and, sometimes, as an efficiency-improving
incentive-compatible form of contracting, countertrade is neither an
inefficient form of trade, nor is it detrimental to the growth of in-
ternational business, as commonly alleged [57:p.17].
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countertrades gradually raise Western perceptions of TWC and East Euro-

pean quality, overall trade performance is likely to improve.

3.3.2.3 Countertrade of Service Exports

The spatial dimension of international trade iimits the range of ser-
vices that can be exported because for most services both buyer and
seller must be physically present during the exchange (e.g. a haircut).
As a result, discussions of countertrade tend tp focus almost exclusive-
ly on goods trade and to ignore possibilities for using services to off-
set countertrade commitments. Examples of service-based countertrade do
exist, however, some of which may provide TWCs with better export alter-

natives than non-traditional goods for stimulating economic growth.

Spatial chéracteristics provide a convenient means for classifying
the types of service exports which have either been used for counter-
trade, or have been identified as having potential for offsetting coun-
tertrade commitments. Using this system, service exports can be divided
into four groups:

1. provision of transfer services between producers and consumers

(e.g. 1international shipping);

transfer of service providers to the location of consumers (e.g.
"guest workers");

transfer of service work to providers for processing and return
(e.g. data processing); and

transfer of service consumers to the location of providers (e.g.
tourism).




Provision of Transfer Services

Probably the widest use of services in countertrade is 1in interna-
tional shipping.  Although generally not recognized as such, the exclu-
sive use of Soviet and.Chinese ships to transport their grain imports
amounts to an implicit countertrade concession from Canada. . The TWCs
also realize the foreign exchange benefits of using their own freight
services. Often a countertrade commitment can be lowered by the value
of freight charges, if the TWC's vessel is used to ship the product
[32]. Assuming that the TWC's merchant marine has available excess ca-
pacity, this is probably a good method for the importer to conserve for-

eign exchange and utilize resources.

Transfer of Service Providers

In recent years the term "guest workers" has been ﬁsed for the tempo-
rary import of labour services. Broadly defined,\ a guest worker could
include any person whose labour income leads to the creation of a for- .
eign exchange export. The largest movements of guest workers have been
from TWCs to the Middle Eastern or OECD countries and from Mexico to the

United States. These individuals are paid directly in hard currencies

which they either remit, or take back with them to their country of ori-

gin.

The use of guest workers as a means of fulfilling countertrade com-
mitments is not widespread, but has been recorded. For example, Viet

Nam provided guest workers to Czechoslovakia to do 1low paid jobs in

countertrade for imports of equipment and machinery. Similarly, on at

least one occasion, Angola bartered petroleum for the services of Cuban
troops [44].
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Transfer of Service Work

In some situations it may be more economical to have material trans-
ported and the service performed in the foreign country than it 1is to
import guest workers.” This seems to be the case in an innovative coun-
tertrade deal involving a U.S. communications firm, General Motors, and
Jamaica. The communications firm sends raw data to Jamaica to be key-
punched by approximately 300 Jamaican workers and returned to the U.S.
The foreign exchange earnings of the keypunching service are held in a
special account which is used to offset Jamaican imports of General Mo-
tors products [32]. The success of this countertrade provides an inter-
esting model that could be applied for other fypes of service work which

is labour' intensive and easily transportable.

Another form of service work that has been 1included in countertrade
involves the production of motion pictures. Film companies have made
use of blocked currencies to finance movie productions in exotic loca-
tions [90]. For films that require the services of large casts, or are
set in the TWCs, potential exists for using their expenses to offset

countertrade commitments.

Transfer of Service Consumers

1

Tourism is one of the only service exports in which the consumer un-

dertakes the physical transfer to the location of the producer in order

to obtain the service. At the present time, tourism is the world's
largest service industry, and for some small countries, such as those in
the West Indies, it is a primary source of foreign exchange earnings.

Despite the size and value of international tourism, there is virtually




no record of this service export having been used for countertrade. One
exception is found in the efforts of McDonnell Douglas to offset their
exports of military aircraft. Over the next 10 to 15 years, McDonnell
Douglas has an obligation to offset $500 million of their exports in the
form of tourism to Spain, Canada and Australia [78]. Clearly, some TWCs

would be disposed to negotiating similar countertrade involving tou-

rism,?28

3.3.3 Bargaining Strategies

Countertrade has the potential to be used as a bargaining strategy in
certain situations. For example, a trader might attempt to use counter-
trade as a technique for market segmentation in order to enforce a poli-
cy of price discrimination. Alternatively, countertrade ﬁight serve as
a bargaining tool to obtain such concessions as preferred market access
or more favourable terms of trade. Another potential “use of counter-
trade is to offset the actions of otherncompetitors which threaten a
sellers' market share. These uses of countertrade can be classed as

non-cooperative, bargaining strategies.

3.3.3.1 Price Discrimination

In a market characterized by three traders. and two produtts, the

trader controlling a single commodity may be able to increase his re-

turns by price discrimination. For example, the trader could conceiv-

ably offer one buyer a more favourable price as a bribe  in return for

2% For example, Barbados is reported to have indicated its interest in
using tourism to offset imports of automobiles.[4]
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not reselling to the disfavoured buyer [17].

Countertrade is only one of many methods that could be used for ef-
fecting price discrimination‘in export markets. Other measures, such as
export taxes, or simply administered pricing, could be used to modify
selling prices that would discriminate against certain buyers. For
price discrimination to be successful, however, the seller also must be
able to keep these markets segmented. Unless the goods have some natu-
ral characteristic (e.g. extreme perishability) that precludes resale
by the favoured buyer, some form of retaliation must be available to
punish the favoured buyer if the goods of the discriminating seller are
resold. Countertrade offers the seller both a method of implementing
price discrimination and a convenient means of enforcing market segmen-
tation. For example, the bilateral terms of trade can include restric-
tions and penalties which the seller can back up by threatening to re-

duce or cancel the offsetting counter purchases from the buyer.

The potential sharing of benefits between the seller and the favoured
buyer has interesting implications both for the motivation of price dis-
crimination and for the stability of the outcome. Countertrade automat-
ically imposes a dual dependency on the traders, but the stability of an
exchange involving price discrimination’ is likgly to depend on the time
horizon of the trade. If the exchange of goods is restricted to a fi-

nite period, T, the favoured buyer may choose to renege on the contract

because the discriminating seller has no credible threat in a subsequent

period.?® On the other hand, if the horizon is infinite, as could be ex-

29 A hypothetical example of such a trade could be an exchange of capi-
tal goods and services from a -Western construction firm for fungible
raw material exports from a TWC.
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pected to be the case in countertrade involving food products, there is

no last period in which the favoured buyer has any incentive to default.

Following Hammond [35], 1if the discriminating seller suspects the

favoured buyer of reselling in period T, there will be no incentive to
offer a favoured price in period T-1. Knowing that the seller may with-
draw the favoured price in period T-1, the buyer will have no incentive
to honour his commitment in T-2, which in turn leaves the seller no rea-
son to extend a favoured price in T-3, and so on. Using this argument,
it can be shown that only when the time horizon.of the exchange is infi-
nite will countertrade have the potential to be satisfactory as a means

of implementing price discrimination.

3.3.3.2 All-or-nothing Trade Offer

An all-or-nothing trade offer is a more extreme form of price dis-.
crimination in which no buyer is favoured. Instead, the seller attempts
to extract the maximum revenue possible from each buyer through individ-

val bargaining.

The concept of an all-or-nothing trade offer is derived from consumer
demand theory. Normally, demand curves are constructed to represent the

maximum amounts that an individual will pay for a series of small incre-

ments (qr decrements) in the quantity of a good, ceteris paribus. This
class of demand curves can be termed "marginal valuation curves", be-
cause the price of the entire quantity is determined at the margin, that
is by the price of the last increment purchased. The total valuation,

which is equal to the area iying under the marginal valuation curve in




Figure 6 part a, can be divided into two parts: the area below the
price line (OPyR:Q:) 1is the exchange value of the product, and the

cross-hatched area above the price line (P;TR;y) is the consumer surplus.

The all-or-nothing demand curve is based on the "average valuation",
or as the name implies, by determining the willingness of the individual
to pay for discrete quantities rather than go without any of the commod-
ity. Figure 6 part b illustrates the derivation of one point on the
all-or-nothing demand cﬁrve. At Py, the individual would normally de-
mand only the quantity Qi:, but the only available alternatives are an
offer to purchase quantity Qz, or purchase none. Since the two cross-
hatched areas (P;TR; and QiRiR,Q,) are equal in size, the exchange value
of Q, made in the all-or-nothing offer is equal to the total valuation
of the individual at price P, for quantity Q;. In order to get at least
Q:, however, he must purchase the entire quantity Q,. By following this
procedure, the entire all-or-nothing demand curve, which will lie to the

right of the ordinary demand curve, can be traced out.3°

The bargaining tactics of countertrade resemble the characteristics
of an all-or-nothing trade offer. A trader confronted with a counter-

. trade demand usually has limited scope to bargain for, say, half the

quantity of the export sale. The trader must either agree to the full

30 1t should be noted that this construction implicitly assumes that the
individual derives no additional utility from the quantity Q,-Q;
which can be considered to be discarded. Assuming the extra quantity
does yield additional utility, the all-or-nothing demand curve would
be shifted further to the right so that the consumer surplus (TP,R;)
just equals the cross-hatched area above the marginal valuation de-
mand curve. If the maximum all-or-nothing offer is imposed the indi-
vidual's utility remains constant and he is indifferent between buy-
ing and not buying. As Friedman [31] points out however, in practice
the applied all-or-nothing demand curve will tend to lie between the
extreme case and the ordinary demand curve.
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value and conditions of the countertrade, or withdraw from the negotia-
tions. Also countertrade, like an all-or-nothing trade offer, can be
viewed as a means of improving the terms of trade.
Countertrade arrangements are seen by many Eastern Block for-
eign trade organizations (FTO's) as a valuable psychological
bargaining weapon. Officials in the FTO's feel they stand a
better chance of gaining further price discounts by asking for
counterpurchase rather than by directly asking for an agdi-
tional price reduction. Then they try to trade off the elimi-
nation of the counterpurchase requirement for a lower price.
[12:p.1]
The similarities of countertrade to an all-or-nothing trade offer sug-
gest that this model might be wuseful for analyzing such bargaining

strategies.

3.3.3.3 Market Share Battles

In some markets, an established seller may have a quality or loca-
tional advantage which is a sufficient barrier to the entry of competing
suppliers. In markets where no absolute advantages exist, an incumbent
supplier must decide whether to use his market power to fight a price

war, or to share the market with a potential entrant.

Oligopolistic competitors generally prefer to avoid price wars, if

possible, and resort instead to threats of action. For example, the

highly subsidized sale of U.S. graﬁn to Egypt in 1982 was widely inter-

“preted as a warning to the EEC that the U.S. 1is prepared to engage in a
"price war" if necessary to protect their market share. For threats of
action to be succgssful in deteriﬁg entry, however, the potential ent-
‘rant must believe that the incumbent has enough commitment to make the

threat credible [25].




The literature pertaining to entry deterrence and credible thréaté
has developed in the context of domestic oligopolistic competition. Ad-
vertising and excess capacity are usually cited as examples of irrevoca-
ble commitments in domestic markets, but may not be applicable to inter-
national trade.®' Subsidized prices do not constitute a credible threat
because the commitment to use export subsidies can easily be removed at
the volition of the budgetary source. Granting a line of subéidized ex-
port credit might serve as a credible threat if the seller does not re-
tain power to revoke any part of the financing offered. The commitment
is limited, however, by the lack of obligation on the seller to renew

the concession.

Whether countertrade could be used as a means of countervailing the
market power of rivéls, depends on the form of countertrade. Terms of
trade could easily be negoﬁiated which are equivalent to a competitor's
export credit or price subsidy, but not all forms of countertrade meet
the irrevocable commitmentvrequirement of a credible threat. For exam-
ple, an offset of petroléum, or other fungible raw material imposes no
long term 1investments on the seller to market the countertrade goods.
If a competitor attempts to expand his sales, the seller could easily
abandon his commitment to future sales. On the other hand, some forms
of countertrade (e.g. buy-back) may require sizeable investments to mar-

ket non-traditional export goods. The irrevocable nature of these coun-

tertrade deals could pose a credible threat to rivals because the incum-

' It might be argued that the excess capacity of the U.S. "land bank"
constitutes a credible threat to other grain exporters that the U.S.
could fight and win a price war. In the case of international food
trade however, excess physical resources are probably unimportant un-
less the government is willing to subsidize the cost of production.
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bent seller stands to incur substantial losses by abandoning the market.

3.4 POTENTIAL APPLICATIONS OF AGRICULTURAL COUNTERTRADE

The economic models of countertrade provide a useful framework for
identifying the range of potential opportunities. The objective of this
section is to outline some examples for using countertrade as a market-
ing strategy for Canadian agriculture. No attempt will be made to quan-
tify or ascertain the economic feasibility of these countertrade appli-

cations which are presented merely for purposes of illustration.

3.4.1 Avoiding Requlation

Probably the main application of countertrade for circumventing regu-
lation in Canadian agriculture is with respect to national supply man-
agement programs. Domestic prices for chicken, turkey, eggs and dairy
products are maintained above the world price level in Canada by impos-
ing quantitative restraints on domestic and imported supplies. The use
of import guotas for the purpose of operating national supply management
programs is sanctioned under Article XI of the General Agreement on Tar-

iffs and Trade (GATT).

The prices for these regulated commodities are determined on the ba-
sis of a "cost of production" formula. For most producers, over-quota
production could be profitable to produce for export at prices below the-
"cost of production" formula price. The problem is that competing sﬁp- ‘\

pliers can charge Canada with dumping if these exports are sold below

Canadian prices. Using countértrade, the national supply management




program could be maintained and additional production could be eprrted
at world prices. To avoid the dumping violation, the marketing board
could charge the normal domestic price for its exports, while inflating
the prices of goods taken in countertrade. This would effectively re-

duce the higher Canadian prices paid by the buyer.

The feasibility, or practicability of such a program, is question-
able. The marketing boards have no experience with imports and are gen-
erally not in a position to handle countertrade goods. Moreover, the
supply management programs have been subject to a good deal of negative
publicity regarding quota values and the "cost of’ production" pricing
system. It is unlikely that they would consider Sperations in‘the ex-
port market that might raise further questionslabout the domestic pric-

~ing mechanism.

3.4.2 Developing Markets and Expanding Exports

The use of guest workers from the TWCs as part of a countertrade

agreement could have a potenfial applica;ion in the Canadian horticul-
tural sector. At the present time, guest workers are brought in from
the Caribbean and Mexico to provide stoop-labour for planting and har-
vesting seasonal horticultural crops for which Canadian workers cannot
be found. Although these countries readily supply "guést wofkers", they
either prohibit, or severely limit, the import,of>Canadian horticﬁitural
products. Using countertrade, it might be possible for, say, apple pro-
ducers to organize exports of their produce in return for part, or all,
of the services provided by "guest workers". The growers could market -

this idea in the TWCs as an "international pick-your-own" program.
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Another service-oriented countertrade that could be'developed is to
combine agricultural exports with tourist services. Given the propensi-
ty of Canadians to seek winter holidays in the trobics, there exist many
possibilities for organizing a tourist-based countertrade. For example,
many countries in Central America (e.g. Costa Rica, Nicaragua, etc.)
would like to expand their tourist industry, but have trouble competing
with better known holiday destinations such as Cuba, Mexico, Florida and
Jamaica. Using countertrade, it might be possible to organize package

tours at very competitive prices, in exchange for grain imports.

The mechanics of the countertrade could invo;ve Canadian tourists
paying the tour operator prior to departure and a portion of these funds
would be deposited in a special account of the Canadian Wheat Board. On
arrival the tourists would receive either accommodation or a specified
amount of lotal currency for their holiday, or both. When sufficient
Canadian funds had accumulated from the tourist activities, a shipment

of grain would be forwarded to the importing country.

Countertrade and Foreign Aid

The interest of the TWCs in using countertrade as a form of "re-

versed-tied-aid" suggests a possible role for countertrade in Canada's
foreign assistance program. Specifiéally, ‘countertrade could be uti-
lized with Canadian food aid programs to assist the expansion of TWC ex-
ports. For example, using the counterpart funds principle, food aid
~ cpuid subsidize . the development of export industries to meet counter-

trade commitments. These programs could be designed so that for every

$1 of food aid received, the TWC would have to supply $.50 of non-tradi-




tional countertrade goods. The sale of these non-traditional .counter-
trade goods on world markets could be wused to stretch the Canadian food

aid budget. As a result, the TWCs could receive marketing assistance
and financing to develop new export industries, while.the size of the

Canadian food aid budget could be expanded to serve more regions.

Triangular Countertrade with the USSR

For some time now it has been common knowledge that the USSR would
like its grain suppliers to accept countertrade. Although Canada does
provide the USSR with equal access to the Canadian market, they have had
only limited success in developing exports. 1f Canada cannot increase
its Soviet imports, the USSR is likely to seek other exporters that will
accept countertrade (e.g. Argentina) and/or re-double its efforts to be-
come more self—sufficienﬁ. Consequently, the challenge for Canada is
either to develop more imports from the USSR, or to find new markets for

the current volume of grain exports purchased by the Soviets.

The problem for Canada is to identify import goods which the Soviets
can supply and are politically acceptable in Canada. The geographical/
resource similarity of the two countries tends to limit the range of
goods which the USSR can supply that do not compete directly with Cana-

dian producers. Certainly the storm of protest generated by the com-

ments of Senator Hazen Argue,®? demonstrated the poiiticai sensitivity

of encouraging Soviet imports of competing goodé. ‘

32 The former Liberal Minister responsible for the Canadian Wheat Board
suggested that grain farmers should consider the purchase of the So-
viet made Belarus farm equipment, if they wanted to maintain their
export sales to the USSR. '
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The solution may be to look for examples of triangular countertrade
between Canada, the USSR and one of the Soviet's client states. For ex-
ample, Canada imports large quantities of bauxite for the aluminum in-
dustry in British Columbia and Quebec. A potential triangular counter-
trade could involve the import of bauxite from Yugoslavia or another
TWC, in exchange for wheat exports to the USSR.33 The USSR could subseg-
uently settle their trade imbalance with/ shipments of miscellaneous

goods to these third countries.

3.4.3 Bargaining for Trade Concessions

Access to markets which are protected by non-tariff barriers to trade

might be gained using an all-or-nothing countertrade strategy. This ap-
plication might be best illustrated with a hypothetical, but real world
example. Consider the difficulty of gaining access to the Latin Ameri-
can markets for exports of Canadian pork and Canada's purchasing power
as a large importer of bananas. Although some seasonal differences in
supply and demand exist, Canadians generally exhibit no preference for
bananas by country-of-origin. There are at least nine different coun-
 tries that could be approached with an all-or-nothing countertrade offer
to exchange pork for bananas. Unléss the banana exporters could form a
cartel to resist this,bargaihing tactic, there is a good chance that one
would seize the opportunity to gain a larger share of the Canadian mar-

ket and provide reciprocal access for pork imports.

33 since the USSR 1is already bringing bulk carriers to these points in
ballast to pick up wheat, this countertrade could provide a transpor-
tation cost saving that would make the economics of the trade more
favourable.
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4. COUNTERTRADE AND CANADIAN COMMERCIAL POLICY

The rules of multilateral institutions and the practices of Canada's
major trading partners are fundamental to the formation of Canadian com-
mercial policy. AE a founding member of the General Agreement on Tar-
iffs and Trade (GATT) and the International Monetary Fund (IMF), Canada
is bound by the regulations which are explicit 1in their articles of
agréement. Despite certain flaws and obvious weaknesses in these regu-
lations, Canadian commercial policy has always followed a strategy of
close compliance. The logic of this policy 1is that with an economy
which is highly dependent on trade, but relatively small, Canada has
more to gain from the international rule of the GATT and the IMF than
from the turmoil of open trade battles. Consequently, the legal status
of countertrade with respect to these mﬁltilateral institutions 1is an

important consideration which influences Canadian policy on counter-

trade.

The commercial practices of maﬁor trading nations also tend to influ-
ence one another. In the case of Canada, it is the policies of the
United States which are most important because the U.S.- accounts for
about three-quarters of Canada's external trade and competés directly in
third country markets for most agricultural goods. Consequently, any
short term competitive advantages that migh; be gained by Canada through
an innovative countertrade polity must be weighed against the reactions
of other trading partners, and above all, the United States. This sec-

tion outlines the current commercial policy stance of the Canadian Gov-

ernment; examines the legal status of countertrade; and} briefly reviews

the approach to countertrade taken by the U.S. Government.




4.1 CANADIAN COUNTERTRADE POLICY

Although Canada has used military offsets extensively, the government

has resisted all attempts to have a positive role for countertrade in-

corporated in Canadian commercial policy. The current policy stance of

the Canadian Government has been clearly spelled out in a recent infor-
mation document which was prepared to assist Canadian exporters with
countertrade.

From a multilateral policy perspective, Canada has tradi-

tionally adopted the view, in international forums and in con-
cert with our major trading partners, that countertrade

is a regressive trade practice which distorts the multi-
lateral flow of goods and services;

prejudices the export opportunities of small and medium-
sized firms;

deals inefficiently with the economic and financial con-
straints it attempts to resolve;

manifests a regrettable trend to bilateralism; and
tends to remove trade from the purview of normal GATT
disciplines through its lack of transparency.

From a bilateral relations viewpoint, Canada has always
made it clear to its trading partners that the Government of
Canada will neither endorse nor become directly involved in
countertrade deals. It has been the government's position
that the 1initiative and responsibility for entering counter-
trade rests with exporters alone. [28:p.9]
The value judgements in this statement suggest a philosophical bias
against countertrade and its role in international trade. Countertrade
is viewed asl"regressive"; "distorting", ‘"prejudicing", "inefficient",
and lastly "regrettable". The statement also reveals an underlying con-
cern about the unknown impact which countertrade might have on the GATT

system.




Despite the uncompromising tone of this statement, there are
indications that the government has considered changing its policy on
countertrade. Nevertheless, the government still has strong reserva-
tions about its implications. |

In certain markets, countertrade has become a factor in compe-
tition. No specific demands have been made for government as-
sistance beyond the information and advice now provided. In-
deed, it seems to be generally recognized that direct
intervention by government would not only lead to significant
financial risks, but could expose Canadian exporters to great-
er demands for countertrade and, more generally, could under-
mine Canada's objective of maintaining a free and open multi-
lateral trading system. It is for consideration whether this
view is accurate or whether greater thought should be given to
a possible role for government in this area, for example .
through the [Export Development Corporation] EDC. [34:p.5]

Fears that Canadian exporters could be bombarded with countertrade

demands, or that many cash markets could be turned into "barter" mar-
kets, tend to be exaggerated. The bulk of Canada's ‘trade is with other
OECD countries, leaving only a fraction of current exports that might
ever be subject to countertrade demands.34‘Moreover, exporters are un-
likely to agree to unprofitable countertrade simply because the Govern-

ment of Canada adopts an official countertrade policy.

Official government sanction of countertrade may have some positive
impact on its expansion, but only under certain conditions. An exporter
is more likely to consider a demand for countertrade if it provides ac-
cess to a new market; if current pricgs are so depressed that sales
which provide volume become‘appealing despite the lower profit; or, if

the buyer can offer a potentially profitéble countertrade product combi-

%4 Only 0.5 percent (approximately $600 million) of total Canadian ex-

ports in 1984 were estimated to have involved any form of counter-
trade [28]. '
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nation. In these situations, the importers have strong bargaining power
and can use it to obtain countertrade concessions. When the advantage
lies with the exporter however, government approval of countertrade can

be expected to have a negligible influence on the negotiations.

»

The government's other major concern is the long term impact which
countertrade might have on the multilateral trading system. The seri-
ousness of the threat which countertrade poses to the multilateral trad-
ing system is questionable. Even stern critics of countertrade, such as

Gary Banks [6], tend to dismiss this concern. "The self-inflicted cost-

liness of countertrade in a world where, at least in trade with the in-

dustrial countries, efficient alternatives exist is the main reason why
it is unlikely to ever become a serious threat to the multilateral trad-

ing system."[6:p.179]

Aside from these economic concerns however, the Government of fanada
must consider 1its obligations as a charter-member of the GATT and the
IMF, and the implications of countertrade on the authority of these in-
stitutions. Canadian commercial policy is founded on the principle that
the interests of small trading nations are served best by the discipline
of strong multilateral trading rules. Any action that undermined the
authority of these multilateral institutions would be contrary to Cana-

dian interests.




4.2 THE GENERAL AGREEMENT ON TARIFFS AND TRADE

The legal aspects of countertrade with respect to the GATT have been
examined in detail by Liebman [50] and by Zaran [92]. Liebman outlines
five situations in which the imposition of countertrade requiremeéts may
result in a violation of either the GATT, or the Agreements reached dur-
ing the Tokyo Round of the Multilateral Trade Negotiations (MTN Codes):

alviolation of the unconditional most-favoured-nation (MFN) princi-
pie;

a violation of the obligation not to maintain quantitative restric-
tions (quotas);

the possibility that countertrade constitutes an impermissible sub-
sidy; ‘

a violation of the obligations governing state trading; or,

a violation of the accession protocols.

Of these five possible arguments against countertrade, the violation
of the MFN principle and the use of countertrade as a quantitative re-
striction appear to be most clearly in contradiction of the spirit, if
not the rule of the GATT. The unconditional MFN obligation requires
that signatories accérd nondiscriminatory treatment to all countries in
their customs duties, rules and formalities, charges, and any advantag-
es, favours, privileges or immunities. ‘The MFN principle does not di-
rectly rule out countertrade, but if a cohntry‘were to impose counter-

trade requirements on certain products, these requirements would have to

be administered equally to all such goodé regardless of their country of

origin.




Quantitative restrictions on imports are precluded under GATT Article
XI (1), which disallows quotas, import licencing, and various other
measures. Moreover, any GATT member which does use gquantitative re-
strictions, must apply these equally to both member and non-member
states. 1f a government passes legislation requiring countertrade for
certain imports, it'may be considered to be a quantitative restriction.
Countertrade requirements may consﬁitute de facto quotas or
quantitative restrictions because they limit imports to the
amount or some portion of hard-currency exports. [50:p.254]

This suggests that government-mandated countertrade laws, which have

been passed by TWCs that are members of the GATT (e.g. Indonesia), are

in violation of Article XI and open to challenge.

Zaran [92] also points out that government-mandated countertrade laws
may violate Article XXIII which concerns the nullification and impair-
ment of tafiff concessions.  Any member country may complain to another
contracting party if they believe actions are being taken which impaif
their benefits under the GATT. In theory, this could extend to the pos-
sible distortions and impediments of trade flows suspected to result

from mandated countertrade.

Despite these various sections of the GATT that appear to rule out
'countertrade, numerous escape clauses and exemptions exist which may be
used to shield countertrade requirementé. For example, the GATT rules
apply only to the discriminator& policies of states, not to the actions
of firms. According to Zaran [92:p.241],
The GATT does not apply to private countertrade transactions

or to offset arrangements for government purchases of defense
materials.




If a state enters into a discriminatory agreement involving countertrade
it might be subject to a challenge under the GATT, but if the same trade

were conducted by a private corporate entity, the GATT would have no au-

thority.3% - i

In the case of government-mandated countertrade, several sections of
the GATT could be used as loopholes to justify countertrade require-
ments. For example, special exemptions have been accorded to the TﬁCs,
(GATT Articles XXXVI-XXXVIII) in order to promote infant industries and
assist their balance of payments problems, that could provide legal sup-

port for countertrade [92]. Of course, all GATT members can invoke tem-

porary quantitative restrictions either to safequard their balance of

payments or to protect a domestic industry from serious injury from im-
ports. Countertrade could be argued under Afticle XII as a measure to
protect the balance of payments, or under Article XIX as a temporary im-
port restriction to guard against an "unforeseen dévelopment" that could
threaten domestic producers. In addition to these opportunities to
evade the GATT, couﬁtries could apply for specific waivers, or attempt

to use miscellaneous exemptions to protect their countertrade require-

ments.

Although the wuse of countertrade 1is contrary ‘to the spirit of the
GATT, most observers [38,50,86,92] agree that the GATT has neither the

authority, nor the resources to regulate countertrade.

35 The status of state trading organizations under the GATT is less
clear. It is well known that the COMECON countries prefer state to-
state trading and that their countertrade is directed through state
trading organizations. Whether agricultural marketing boards might
serve this function in a Canadian countertrade is a function of their
regulatory constraints and financial power.
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The GATT's restrictive provisions tend to be strictly
construed. Thus, if put to the test, a form of restrictive
trade practice not expressly covered by the GATT may not end
up being proscribed.[50:p.260]

As a result, it is generally agreed "that countertrade arrangements in

themselves are acceptable under the trade rules of the GATT." [86:p.9].
Although this acceptability is mainly one of omission, a lack of rigid
enforcement of the GATT, and the use of escape clauses,3® make sanctions
against countertrade a doubtful proposition. Consequently, the GATT is
unlikely to be used to regulate countertrade unless new articles can be

introduced that deal specifically with these praétices.

The practicability of regulating agricultufgl countertrade under the
GATT is less certain and less warranted. The GATT rules have never been
applied rigorously to the trade of agricultural products because member
countries refuse to compromise domestic agricultural policies. In par-
ticular, national governments continue to seek income support for their
farmers through the use of import quotas, tariffs, variable import lev-
ies and export subsidies. These policies lead to over-production and
under-consumption in the protecting country, and exportable surpluses
that distort prices and trade patterns when disposed of on international

markets.

Despite its obvious weakness and the possible violations of other
‘member states, ;t seems unlikely that the Canadian Government would un-
dertake any policy which directly contravenes the basic principles of

the GATT, such as the MFN treatment, quantitative restrictions, etc. In

36 "The relative ease in obtaining waivers under GATT article XXV or in
obtaining tacit waivers (e.g. in the area of interim regional agree-
ments) is also an important practical consideration 1in challenging
countertrade under GATT." [50:p.260-261]
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a world of growing trade protectionism, Canada could only lose if the
authority of the GATT were to be further undermined. Nevertheless, Can—A
ada does participate 1in trade contrary to the spirit of the GATT, in
those areas where the rules permit, or may be stretched beyond their in-
tent. For example, the Canadian Government is considered to be a pio-
neer in the bargaining of industrial offset commitments for its procure-
ment of military equipment. ‘ Although these purchases are blatantly
discriminatory and expressly based on countertrade, they do not contra-
vene eitger the GATT, or the MTN Agreements becaﬁse these are legitimate

"government procurements".

The government procurement exemption under the GATT and the MTNs also

extends to an important area of agriculture; namely, the purchase of ag-
ricultural products for foreign assistance. The procurement of agricul-
tural products for "tied aid" programs is equivalent to the procurement
of military hérdware, under the MTN Government Procurement Code. As a
result, the Government of Canada could use agricultural countertrade in
conjunction with its food aid program, without compromising eithér its

support for the GATT or the Canadian commitment towards trade liberali-

zation.

4.3 THE INTERNATIONAL MONETARY FUND

The original purpose of the IMF was to faﬁilitate the convérsion of
currencies which is necessary to the functioning of a multilateral trad-
ing system. Membership in the IMF implieé an obligation to avoid poli-
cies that prohibit the free conversion of one currency into another.

Specifically, Article VIII of the IMF obligates the member countries to
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avoid imposing restrictions on payments for trade or engaging 1in dis-
criminatory exchange rate afrangements. Although the membership of the
IMF has grown to 146 countries since it was founded in 1946, Article
VIII has not received unanimous compliance. As of 1984, only 59 members
had accepted the obligations of Article‘VIII, Sections 2,3 and 4, while
87 countries are operating under the transitory arrangements of Article

XIV, Section 2 [41].

Both multiple exchange rates and bilateral payments arrangements con-
stitute a violation of Artidle VIII. Bilateral trade arrangements,
which usually entail a bilateral trading account, do not generally per-
mit the two partners to transfer balances into a third currency, or to
be used for settling accounts with a third country. Even if a transfer
of balances from a bilateral account is allowed, the IMF may consider it
to constitute an exchange restriction if fhe length of time required for

the transfer is deemed excessive.

Countertrade arrangements are viewed by the IMF as another form of
bilateral trade restriction similar to those prohibited by Article VIII.
In both 1984 and 1985, the IMF noted the growing activity of counter-
trade and lamented that its proliferation 1is contrary to the IMF's goal
of promoting multilateral trade. As in the case of the GATT, the IMF

objects to the practice of countertrade, but finds that it has no au-

thority to ask 1its members to refrain from these activities. The IMF

acknowledges that countertrade appears to fall outside its jurisdiction
"if exchange restrictions imposed by either of the respective national
authorities are not involved, or are not otherwise subject to policies

accompanying use of the Fund's resources" [40:p.46].




4,4 U.S. COUNTERTRADE POLICY

The commercial policy of the Unitea States provides a measure of ac-
ceptability which the remaining industrial nations tend to follow. As
with all Western governments, the U.S. Government speaks disparaginglx
of codntertrade, but takes a pragmatic approach towards its accommoda-
tion. In the words of one senior official in the U.S. Department of

Commerce:

The Government views countertrade in general as a costly and
cumbersome way to do business. Nevertheless, if countertrade
negotiations are undertaken freely between the contracting
parties, the U.S. Government will not intervene. [87:p.40]
Moreover, the U.S. Government does not rule out the negotiation of coun-
tertrade arrangements involving one of its agencies.
In the context of international trade, we do not automatically
oppose all Government involvement in countertrade. Indeed,
u.S. pollcy is based on pragmatlsm and a commitment to opti-
mize economic benefits for our citizens. [87:p.41]
Since 1982, the Reagan Administration has resumed the agricultural bar-
ter program that had been suspended in 1973 [82], and in 1984 set up an
interagency Working Group on Barter to respond to proposals for U.S.

Government barter [83].

The revival of the agricultural barter program may be regarded as
merely a political gesture to show support for an ally [44], but it does
re-establish the precedent for using agricultural barter to assist the
TWCs.®7 It also reflects the considerable pressure which is coming from

the U.S. Congress to alter and expand the barter program. In the recent

37 The barter referred to was an exchange of U.S. milk powder for Jamai-
can bauxite which occurred shortly after the new Seaga administration

was elected in Jamaica. Further details of the U.S. Food Barter Pro-
gram are presented in Section 5 1.2,
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Congress (1984), approximately 20 bills were introduced which dealt with

various aspects of barter trade [83,92].

In general, the U.S. Government appears to be adopting a very accom-

modating policy towards countertrade, with one important exception. The
U.S. strongly opposes the imposition of countertrade statutes, regula-
tions, or administrative devices by foreign governments [87). The prin-
cipal target of the U.S. concern is TWCs, such as Indonesia, which have
made countertrade compulsory for certain areas of trade. At the same
time, the U.S. dislikes military offset demanas which are made by many
Western governments (including Canada) because it is their industry

which is most affected [44].

4,5 COUNTERTRADE AND FOREIGN AID

Political reality limits direct government participation in agricul-
tural countertrade to a special case. Based on the precedent set by the
United States, and the MTN Codes on government procurement, Canada could
employ countertrade as part of its foreign assistance program. In par-
ticular, there would appear to be a potential for wusing agricultural

countertrade to assist countries in need of food aid.

The advantage of this approach is that /it delineates a specific area
in which countertrade may be appropriate without‘giving a blanket en-
dorsement to a practice that is contrary to the spirit of Canada's mul-
tilateral commitments. Also, by 1limiting official participation to
countertrade involving féod aid, Canadian manufacturers could be shield-

ed from the potential for an escalation of countertrade demands. At the




same time, countertrade could be used as a creative marketing tool for
expanding agricultural exports to non-commercial markets and for assist-

ing financially encumbered TWCs to import food.

Given the involvement of the United States in food barter, it is un-
likely that they would uﬁaertake retaliatory action against a Canadian
countertrade/food aid program. It is more likely that they would be en-
couraged to expand their own program of food barter. From the Canadian
point of view, this would be a generally positive development. Since
U.S. and Canadian commodity prices are closely linked, the more U.S.
production that could be diverted to non-commercial markets, the more
effective the Canadian food aid program would be in supporting producer
prices. In fact it could be argqued, that Canadé should en;oufage the
U.S. to expand its PL 480 program and ship exeess food supplies to non-

commercial markets, rather than use subsidies to promote . additional

sales in commercial markets that are also served by Canada.

5. COUNTERTRADE AND FOOD AID: AN EXPORT ORIENTED
DEVELOPMENT STRATEGY
Chronic foreign debts, rising populations and balance of payments
problems are exacerbating the food deficits of many TWCs. During the

next decade, the global need for food aid is expected to double or tri-

ple, just to maintain the nutritional status quo.[16] At $325 million

(1983/84), food aid is now the second largest>component of the Canadian
foreign assistance budget and is expected to absorb an increasing pro-

portion in the future. The new Mulroney administration has piedged to




maintain the present level of Canadian support for food aid and has
promised to undertake a long term expansion. The problem for the gov-
ernment is to provide the necessary budgetary resources for food aid,
while dealing with its major domestic political commitment which is to

reduce the Federal deficit.

A countertrade approach to food aid could permit the government to
expand food aia distributions without significantly increésing its budg-
etary allowance. In addition to stretching the food aid budget, a coun-
tertrade approach to food aid could have advantages for both Canada and
the TWCs. The TWCs would receive food products to serve their immediate
import requirements in return for goods that would_not normally be ex-
ported and generate foreign exchange. 1In the longer term, the develop—
ment of these export capabilities could provide the TWCs with new sourc-
es of foreign exchange earnings to support commercial food imports.
Naturally if Canada were to assist in giving balance of payments support
to the TWCs during this difficult period, Canadian exporters would be in
an advantageous position to service commercial opportunities when they

developed later.

The purpose of this section is to explain the development rationale
- for using a countertrade approach to food aid and to provide a framework
for ;dministering such a program. The analysis begins with a brief com-
mentary on food aid and the precedent for using a countertrade approach.
This is followed by the presentation of a model which describes the
mechanism for implementing a countertfade/food aid program. The next

section considers the scope for using countertrade as a method for dis-

tributing food aid. The discussion concludes with an evaluation of the

potential support for and resistance to the concept.
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5.1 COUNTERTRADE APPROACH TO FOOD AID

All forms of food aid provide balance of payments support for the re-
cipient country. Food which is received as aid potentially replaces the
need to import that quantity of food through commercial channels. Al-
ternatively, food aid permits a TWC to consume imported food as if it
had used hard currency reserves to finance their purchase. 1In either
case, food aid is an income transfer in kind which has balance of pay-

ments implications.

There are many reasons why balance of payments support might be need-
ed in a country experiencing a food deficit. Inter alia, balance of
payments problems may occur because of a natural Qisaster which affects
the agricultural sector, because of cyclical price movements wﬁich de-
press the earnings of a major export commodity, or because of the com-
- bined effects of inappropriate government policies. For example, an ov-
ervalued currency will have the effect of taxing agricultural exports
and subsidizing food imports. Given time, the impact of an overvalued

currency can exacerbate balance of payments problems as well as a food

deficit.

5.1.1 Development Rationale for Countertrade/Food Aid

Food aid has been subject to the criticism that it allows the host
government to avoid facing up to the development problems of its agri-
culture [71]. A sterner criticism could be that food aid genefally
builds dependence and fails to provide the ;ecipient country with the

means of overcoming its balance of payments problems. To ‘the extent




that food aid is directed at development problems, it is almost exclu-
sively focused on measures to assist production and distribution for the
internal market. For example, food aid programs (counterpart funds,

food for work, etc.) have been used to build irrigation systems, to im-

prove access roads and to assist the development of agricultural pro-

cessing, such as the vegetable 0il and dairy industries. Although these
measures may contribute to the overall food supply, they are only part
of the long term solution. In the words of a recent CIDA policy docu-
ment:
It has become clear that agricultural production is a neces-
sary but not sufficient condition for resolving hunger prob-
lems. Even if sufficient food were available, there are mil-
lions who could not afford to buy it. The food problem has a
consumption as well as a production aspect, and income re-dis-
tribution and employment generation are part of its long term
solution, along with increased production. [16:p.76]

Traditionally food aid development programs have atfempted to solve
the long term balance of payments problems by substituting local produc-
tion for imported goods. For example, donated food aid may be sold to
generate counterpart funds that are subsequently used to finance some

aspect of an agricultural project aimed at removing the need for import-

ed food.3® For import substitution policies to have a positive affect on

38 Counterpart funds may be either "notional" or "monetized" accounts of
the receipts (in local currencies) derived from the sale of food aid
donations. "Notional" funds are really an ex post accounting of the
use of funds, while the "monetized" type fund involves a separate
bank account with drawdowns requiring the concurrence of the donor. -

The use and effectiveness of counterpart funds is controversial.
Recipients sometimes resent the "colonial mentality" of counterpart
funds and the appearance that the same aid is being given twice. On
the other hand, counterpart funds may be a practical necessity be-
cause the local government 1is simply wunable or unwilling to make
funds available to carry out a project. Even with a "monetized" ac-
count however, the accounting and disbursement of - the counterpart
funds is entirely within the jurisdiction of the recipient. As a re-
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the balance of payments, however, the agricultural sector must be able

to produce food that can compete in terms of both price and quality with

available imported supplies.®® In some cases the quality criteria is im-

possible to achieve because the local food (e.g. rice) is considered an
imperfect substitute by the residents of the TWC who have acquired a

taste for an imported good (e.g. wheat).

In other cases an import substitution program may be undermined by a
lack of political support in the TWC. The TWC producers may be forced
to compete against the technologically superior agriculture of an indus-
trialized country and the use of export subsidies. For example, the use
of food aid counterpart funds to develop a dairy industry could be
thwarted by competition from cheap imported skim milk powder.*® Unless
the TWC government is committed to a policy of impérf‘substitution, and
has the political will to support higher domestic food prices and raise
trade barriers to foster the local industry, the success of these food

aid resources to build.independence is doubtful.

The use of food aid to sustain import substitution policies 1is in
keeping with a development strategy that has been ldSing support among
academics and policy-makers since the 1960s. Evidence is mounting that

countries are more likely to have accelerated growth rates, if they

sult, the leverage of the donor to prevent the.mismanégement of funds
is generally weak. ‘

Also the imported factors of production (e.g. tractors, pesticides,
fertlllzers,.etc.) must be considered. It is conceivable that some
forms of agricultural production could worsen the balance of payments

situa?ion if new or improved technology is introduced which requires
more imported inputs.

If export subsidies are involved, these imports may be priced well
below the costs of production in the industrial country. -
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choose policies for export promotion rather than import substitution.
In a recent article, Krueger [49:p.20] summarized three main points
which have emerged from the experiences of countries that have embraced
export-promotion policies.*!
First, their remarkable rates of growth were associated with
the rapid growth of exports; second, for all countries where
it was possible to contrast performances before and after the
policy changes, the growth rate clearly jumped sharply after
adoption of the export oriented strategies; and third, the
sustained high growth rates indicated that outward-oriented
policies created dynamic effects in economies and did not
merely produce static gains from improved allocation of re-
sources. ‘

I1f food aid were used to support the development of new export indus-
tries, it could have a positive impact on the consumption side of the
TWC's food problem. Export led economic growth creates new investment
and employment opportunities which enable people to purchase the food
they need. The relationship between export led growth and the declining
need for food aid is clearly evident in the data presented by Huddleston
[37]. Those countries which have been active in developing internation-
al trade have progressively replaced food aid with growing commercial

food imports and increased their average per capita calorie consumption

levels to above the minimum health standards.

The problem with using food aid to promote new exports from the TWCs
is the lack of an institutional mechanism to effect market development.
Typically, the TWCs lack the finances and managerial talent to success-

fully introduce new products into sophisticated export markets. The

countertrade approach to food aid could overcome these obstacles. The

41 The countries cited in the article are Hong Kong, Brazil, Singapore,
Korea, and Taiwan.
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sale of food aid could provide a counterpart fund to finance the
necessary development of new export products, while countertrade could'
be used to harness the marketing skills of Canadian trading houses in

order to find customers for the TWC's products and establish commercial

relationships.

5.1.2 Precedent for Countertrade/Food Aid

The precedent for using a countertrade approach to food aid has been
well estaglished by the U.S. agricultural barter program. Although
first operated under the Commodity Credit Corporation Act (1949), the
majority of U.S. agricultural barter was conducted under‘ Public Law
480.42 From 1950 to 1962, the program was used to barter excess agricul-
tural commodities held by the CCC for strategic materials for the Na-
tional Defense stockpiie. During the next 10 years, the emphésis shift-
ed to the procurement of supplies and services for military bases and
for projects of the US Agency for International Development (USAID).
After 23 years of operation, the barter program was suspended in 1973
because the surplus stocks of the CCC had been depleted, stockpile goals
had changed,.and the strong commercial demand for exports eliminated the
need for barter [82]. With the subsequent return of excess agricultural

stocks, the program has been re-instated since 1982.

A detailed analysis of the U.S. agriculturai barter program and its

benefits and problems is provided by Vogt [82]. The benefits of the

program were: 1) the development of additional agricultural sales and

42 public Law 480 is the Agricultural Trade Development and Assistance
Act (1954), through which most U.S. food aid has been administered.
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the fostering of new markets; 2) the assistance given to poor TWCs to
import food that they could not otherwise obtain; and, 3) the removal of
surplus food stocks. The problems of the program were its cumbersome-
ness and suspected leakage.

Each contract becéme a complex, time-consuming, legal ques-

tion. Negotiations took much more time than a normal sale.

The question of additionality and displacement of cash sales

constantly haunted the program. The specification of bilater-

al sales was only made in 1968, so that it was assumed, but

never proven, that many commodities were resold and did dis-

place commercial sales. The idea of subsidizing these exports

also caused some concern. [82:p.20]

Clearly, if a countertrade approach to food aid were used by Canada a

mechanism for implementation would have to be designed which could over-

come the problems inherent in the U.S. program. This mechanism is out-

lined below.

5.2 COUNTERTRADE/FOOD AID IMPLEMENTATION

The logistics of a Canadian countertrade approach to food aid should
differ fundamentally from the U.S. barter program with respect t6 the
role of government. In the U.S. program, the government served as the
primary supplier and the principal buyer 1in its barter contracts. Al-

though private firms were used as agents, the U.S. Government ultimately

took possession of the commodities or services that were received in ex-

' change for agricultural products and became the ultimate "consumer".
Canada has neither a strategic material stockpile, nor an extensive sys- -
“tem of foreign military bases which could serve as a market for thé
. gains of barter. ' Consumers'for the countertrade products received in
exchange for Canadian food would have to be found in the private sector

of Canada, or in the world market.
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In the U.S., agricultural price support programs tend to generate
large government;owned stocks which can serve as the primary source of
barter supplies. Although excess agricultural stocks are at times a
problem in Canada, they are either farmer-owned or under the auspices of

national marketing boards. As a result, the Canadian Government would

not likely act as either supplier or consumer in a countertrade/food aid

deal.

The indirect role of the government in a countertrade/food aid pro-
gram could help to greatly simplify the logistical and legal aspects of
the transactions. All negotiations could be handled through commercial
trading houses which now account for 32 per cent of Canadian food, feed,
beverage and tobacco exports, and are rapidly developing the expertise

needed to market goods received in countertrade [33]. The government
could retain its-traditional role of financing the food aid given as a
direct donation and in negotiating the political agreement with the re-
cipient country. The countertrade part of the program could be operated

as a parallel function of the trading house at arm's length from the

government.

5.2.1 Conceptual Model

In Figure 7, a diagram of the conceptual model for implementing a
countertrade/food aid approach is présented. -As indicated above, all
physical distribution aspects of the program would be handled by private
commercial trading houses. In this illustration, the food aid portion
is edual to 50 percent of the shipment and countertrade mékes up the

balance. The trading house is responsible for purchasing'the food ship--
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ment in Canada and arranging transport according to a contract with
CIDA. Payment for half the shipment (the food aid portion) 1is derived
from CIDA's bilateral aid budget, while the‘remainder has to be recouped
by the trading house.in the form of cbuntertrade products from the TWC.
In addition to the normal commissions earned on the procurement and ex-
port of Canadian food products, the trading houses would have an oppor-
tunity to generate profits (or losses) on the distribution of the coun-

tertrade goods.

A new office for monitoring the countertrade/food aid contracts is

envisioned that operates outside the existing CIDA bureaucracy. The
purpose of this new office would be to overéee the actions of contract-
ing trading houses and to serve as an ombudsman in the case of contract
disputes. In addition to monitoring, this office could be given power
to ahdit and investigate countertrades in order to ensure that the trad-
ing houses did not abusé their powerful position vis a vis the TWCs.
The reason for establishing this office outside of the CIDA administra-
tion is to guarantee its impartiality 1in settling disputes between CIDA
and the trading houses. Also, the auditing office serves a political

‘function of distancing the government from the countertrade activity.*?

The development mechanism of, the countertrade/food aid approach fol-
lows the coupterpart funds principle. | Donated food aid is sold on the
local market of the recipient country to generate funds which are uti-
lized for development purposes. In this example, the TWC grain importer

transfers half the value of the imported grain sales (in local currency)

43 Needless to say, the effectiveness of this office, and the success of
the program, would depend on the support it received from the senior
administration of CIDA.
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to the TWC exporter who has been nominated to complete the countertrade.
The balance of the revenues are deposited in a counterpart fund which is
managed by the government ministry responsible for export market devel-
opment. The counterpart funds received by the government are designated
for the development of fhe export marketing infrastructure in order to
facilitate the countertrade. Projects could‘include transportation and
port development, warehouse and loading facilities, or special projects
to overcome bottlenecks in the export production sector. The funds
transferred to the TWC exporter are used to finance the production and
shipment of the countertrade offset ggods which‘are owing to the Canadi-

an trading house.

An apparent weakness of the countertrade/food aid model is its fail-
ure to provide the foreign exchange that may be necessary to finance the
éevelopment of the export 1infrastructure or the production of the non-
traditional export goods. In most cases, certain inputs (e.g. machinery
or chemicals) would be needed which the TWC would be unable to supply
domestically. If sales of the new export good can be made in excess of
the quantity nee@ed to offset the countertrade requirement, however, the
project may be able to provide sufficient convertible currency to fi-
nance these imported inputs.?® Another source of foreign exchange could
be regular commercial loans.. In the present state of international debt
problems, this optibn may exclude some TWCs, but generally if a govern-

ment can build a case for an effective and productive investment, funds

"~ 44 One means of facilitating this would be to set the countertrade per-
centage low during the initial stages of the program. The TWC could
then be paid in convertible currency by the trading house for the
shipments above this amount. As the export industry became more es-
tablished and total volumes increased, the countertrade percentage
could also be increased.
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can be obtained commerciélly, either locally, or from aboard. [7]

5.2.2 Safequard Issues

As with other forms of foreign assistance, the conditions of the
countertrade/food aid would be set out in a Memorandum of Understanding
(MOU) between Canada and the TWC. The MOU would specify the food prod-
ucts, their total value, and the division of the food shipment between
aid and countertrade. In addition, the MOU could identify the agents
involved, set out a time frame for implementation, and make explicit the

various safeguard and performance guarantees.

Additionality and subsidization are two specific issues that require
explicit safequard clauses in the MOU. The problem of additionality, or
displacement, 1is to guarantee that imports réceived as food aid do not
replace normal commercial imports. Since 1970, a safeguard clause known
as the "usual market requirement" (UMR) has been inserted in all Canadi-

an bilateral food aid MOUs.

Among the arrangements covered under the MOU are various safe-
guard clauses resulting from Canada's adherence to the FAO
Principles of Surplus Disposal, an international code of con-
duct regulating food aid transfers. The Principles seek to
ensure that food and other commodities which are exported on
concessional terms result in additional supplies for the re-
cipient country, do not displace normal commercial imports,
and likewise, do not discourage or otherwise adversely affect
domestic production. [68:p.22]

The UMR clause commits the recipient cduntry"neither to displace its

normal commercial food imports, nor to re-export the products that it

receives as food aid.




Member countries are obligated under the FAO Principles to notify and
undertake bilateral consultations with other exporting countries which
might have reason to be concerned by their food aid donations. This ob-
ligation also applies to a list of twenty concessional transactions
which represent a "grey area" between pufe food aid and commercial ex-
port terms. Barter transactions, and presumably countertrade, are in-
cluded in the Catalogue of Transactions which is subject to the UMR

clause.?5

Of course obtaining the signature of the TWC Minister on the MOU and
enforcing the UMR provisions of the \agreemeht are two separate matters.
The FAO Principles represent a commitment by the signatory countries,
but is not a binding instrument. "All reporting and consultative obli-
gations and procedures shall be based on the principle of reciprocity
among the Member Naéidns and Associate members." [29:p.34] Moreover,
when a TWC receives aid froﬁ several countries, using different fiscal
periods and trade statistics, the UMR concept may be administratively
difficult to apply. Despite these obvious imperfections, the UMR does
provide an established safequard system and an internationally agreed
upon basis under which the countertrade/ﬁood aid approach could be oper-

ated.

i

In order to. avoid charges of export subsidization, the countertrade

approach to food aid would have to be carefully structured and moni-

tored. The MOU could make explicit the proportion of the shipment that

45 Barter transactions are included under two headings in the Catalogue
of Transactions. First as barter involving price concessions and ei-
ther government-sponsored or nongovernment-sponsored; then as barter
not involving price concessions and either government-sponsored or
nongovernment-sponsored [29].
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was food aid and the paft which was being financed by countertrade. For
example, the MOU could contain a "fair market value" clause which would
specify that the countertrade terms of exchange were to be consistent
with the prevailing level of international prices. Monitoring of the.
MOU to ensure adherence with the FAO Principles would be one of the re-

sponsibilities assigned to the Countertrade-Aid Auditing Office. -

5.2.3 Proiject Identification

The operation of a countertrade/food aid program could be based on
either tenders, or proposals, or both. Under a tendering system the ne-
gotiations would proceed first at the political level between CIDA and
the TWC to develop a tentative agreement. Negotiations at this stage
could establish the value of the food aid, the percentage of counter-
trade involved, and a list of the TWC's proposed counterﬁrade export
products. Using this preliminary information, CIDA could issue a re-
quest for tenders from the trading house sector. The winning tender
would subsequently work thrqugh CIDA to develop the MOU with the TWC and

execute the project.

The proposal system could operate by requesting the trading house

sector to develop countertrade/food aid projects in eligible TWCs.  The
role of CIDA would be more reactive than under the tendéring system.
The trading houses would submit their.proposa;sHto,CIDA, which would de-
cide whether they were suitable and within ﬁhe~'budgetary alloéance for
the TWCs' region. If the proposal were given appfoval in principle, the

political negotiations could then proceed between CIDA and the TWC to
develop a MOU.




The tendering and proposal systems have both advantages and disadvan-
tages. Under the proposal system, the trading houses could be expected
to generate a disproportionate number of projects for the TWCs in which
they are already operating. This may be viéwed as an advantage however,
to the extent that efforts would be concentrated on fewer countries
which have commercial prospects rather than a "shotgun" approach that
might reduce the effectiveness of the program. Another advantage of the
proposal system is that it transfers virtually/all the background work
to the trading houses and could permit CIDA to operate the program with
fewer staff. By placing more onus on the trading houses to develop
countertrade/food\aid projects however, thevoverhead costs of the propo-
sal system could exélude many of the smaller.firms, and require the par-
ticipating trading houses to charge higher margins for their counter-

trade services.

The advantages of the tendering approach are that it could be easier
to initiate than the proposal system; it could permit CIDA to target
certain TWCs for countertrade/food aid; and, it could be used to assist
the development of smaller trading houses. For example, CIDA could
guarantee to cover part of the costs of researching and developing a
tender for countertrade/food aid.*® The disadvantages of the tendering
system, relative to the proposal system, are its higher administration
cost and the in;reased risk of commercial default. The risk of default

is higher under the tendering system because smaller, less experienced

trading houses are more likely to undertake unsuccessful countertrade

48 Such a program might operate along the same lines as the Program for
Export Market Development which assists exporters to identify market
opportunities. :
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deals than larger firms which develop their own proposals.

The tendering and proposal systems are not mutually exclusive and
could be operated simultaneously. The best alternative might be to use
both tenders and proposals and let the response from the private sector -

determine which method is better.

5.2.4 Financing Countertrade/Food Aid

The duration of a countertrade/food aid venture could vary depending
on the form of countertrade and the export capacity of the TWC. As a
result, financing countertrade could be a potential barrier to many
trading houses. This is particularly important for agricultufal coun-
tertrades because the small ($1 to $25 millioﬁ sales) and medium-sized
(325 to $100 million sales) trading houses are very active.in the TWCs
and the most specialized in agriculture and food exports.®’ Oﬁe means of
overcoming the financial difficulty would be for CIDA to provide a loan

guarantee for the trading houses at a chartered bank.

In Figure 8, the conceptual model is altered to include a loan guar-
antee. In this example, CIDA guarantees a loan with a chartered bank to
cover the cost of procuring and shipping food to the TWC. On the com-

pletion of the contract terms, CIDA repays the portion of the bank loan

equal to the costs of the food aid and the trading house repays the bal-

ance from its sales of the countertrade goods. » In all other :éspects

the countertrade/food aid project operates as described previously.

47 In a survey of the Canadian trading house industry, food, feed, bev-
erage and tobacco were found to account for 39 per cent of the activ-
ities of small trading houses and 49 per cent of the medium=sized
trading houses, in 1982/83 [33]. ‘
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The use -of the loan guarantee system reduces the financial barrier
and could encourage more trading houses to become involved in counter-
trade/food aid ventures. Also, the loan guarantee should permit the
trading houses to obtain-financing at a lower cost than would otherwise
be the case. It could be advisable however, for the government toaguar—
antee less than 100 percent of the loan. For example, by limiting the
loan guarantee to 75 or 80 percent, the risk of losses would be less for
the government, while the trading houses would be forced to give a more
serious commitment to the project. In terms of total costs, the loan
guarantees should not have a significant impact on the food aid budget.

Part of the interest costs would be carried by the trading houses, and

the riskk of default, although impossible to predict, ‘should not be

large.

5.3 SCOPE FOR THE USE OF COUNTERTRADE/FOOD AID APPROACH

Food aid has proven to be a very flexible policy instrument for as-
sisting the economic and social deveiopment of the TWCs. Distribution
methods have been invented to target food assistance to selected groups
in the population, and to promoté certain sectors of the economy. The
countertrade approach to food aid is important because it provides a
mechanism for building commercial relations between the non-traditional
product exporters and the Canadian trading houseé. Ih addition to pro-
viding immediate food import assistance,tﬁe‘countertrade/féod aid pro-
gram could lead to mutually beneficial trade connections that could im-

prove the TWC's long term balance of payments situation.




As with all methods of handling food aid, however, the scope for us-
ing the countertrade approach is circumscribed by some important devel-
opment considerations. In this section, the issue of disincentive ef-
fects is discussed and some suggestions-are provided for guiding the use

of the countertrade approach.

5.3.1 Disincentive Effects

All forms of food aid can have deleterious effects on local produc-
tion if they are introduced into the TWC economy 1in direct competition
with local output. The magnitude of the production disincentive depends
on a number of circumstances. Schuh cites five factors that may be im-
portant:

1) the conditions that gave rise to the food aid shipments in
the first place; 2) the relative importance of food aid as
compared to the domestic supply; 3) whether food aid displaces
commercial exports or represents additional supply to the lo-
cal economy; 4) how the food aid is introduced into the local
economy; and 5) the institutional arrangements that prevail.
[71:p.72]

The conditions that give rise to the need for food aid can be econom-
ic, political or environmental in origin. Although the disincentive ef-
fects of food aid depend on the original source of the deficit, it is
difficult to generalize which source is more likely to cause a signifi-

cant disincentive problem. For example, if a TWC has a pricing policy

that discourages local production the disincentive effect of food aid

may be indirect. 1In this case, the presence of food aid merely helps to

ksupporf a misguided economic policy rather than contribute directly to-
the problem. On the other hand, donations of food aid to relieve a fooa

deficit that is caused by a natural disaster could create a direct di-




sincentive to production by maintaining the pre-shortfall price level.
If the cause of the food deficit is known, however, the potential disin-
centive effects of a countertrade program may be estimated and measures

can be taken to minimize the impact on local output.

The greater the magnitude of the total food aid received by the coun-
try relative to its local production, the stronger the marginal disin-
centive effects of food aid are likely to be. In countries that already
receive large volumes of food aid, the appropriate policy might be to
try to convert some existing food aid commitments to a countertrade/food

aid approach.

I1f food aid simply displaced current imports, .the disincentive prob-
lem would be eliminated. This is prohibited by the UMR which requires
the TWC to maintain its normal commercial imports (normally, the average
of the previous five years). Food aid which satisfies any growth in de-
mand due to either increasing population or rising per capita incomes,

however is not contrary to the UMR or a disincentive to the established

level of production.

No method of distributing food aid can be entirely free of leakage
back to the commercial market. If the sale of food aid to produce
counterpart funds can be restricted to larger urban areas it hay be eas-
ier to monitor the disincentive effects. _Aiso it is possible to reduce

the disincentive effects of counterpart funds by selecting commodities

that compete indirectly with TWC producers. For example, the use of

wheat or canola oil as food aid could have less disincentive effects on

agriculture in the tropics than donations of corn or pulses.




An advantage of the countertrade approach over most other forms of

food aid is that it creates new jobs and investment in the non-agricul-
tural society. Assuming a high income elasticity of demand for food,
new wages earned by non-agricultural families should help to absorb part
of the additional food ﬁroducts that enter the market as food aid. To
the extent that the countertrade approach éreates an effective demand
for the additional food supplies, the disincentive effect on local agri-

cultural production is reduced.

In summary, the countertrade approaéh to food aid offers no panacea
to the problem of diéincentive effects. While disincentive effects are
difficult to eliminate, they can be ameliorated by careful planning and
design. Moreover, the demand creating aspect of countertrade and the
possibility of”replacing incremental imports could reduce the negative

effects that might accompany this program.

5.3.2 The Donor's Perspective

Food aid programs serve domestic as well as foreign objectives. 1In
addition to humanitarian and policial reasons for giving food aid, do-
nors reqularly use food aid as a method of disposing of excess invento-
ries and supporting domestic farm prices. The balance between domestic
~and foreign priorities tends to shiEt over time with changes in the lev-
el of world food stocks. When world food stocks are high, North Ameri-
can food prices are usually low. During such periods, the supporf that -
food aid gives to domestic prices may be valued as much by the donors as
its humanitarian appeal. In contrast, during periods of low world food

stocks the economic benefits of food aid are minimal for the donors be-
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cause their producers are receiving adequate returns from the market and
inventories are manageable. Under such circumstances, food aid dona-

tions become more truly humanitarian in nature.

The level of world food stocks also has an impact on the cost of food
aid and the volume which‘;an‘be financed by the donor agencies. Given
the budgetary constraints of the donors, the supply of food aid will
tend to decrease with rising world food prices. From the recipients
point of view however, the value of food aid tends to increase with ris-
ing world prices. In particular, those countries which have limited
foreign exchange reserves become more in need of the balance of payments
support which is provided by food aid. .Nevertheless, during periods
when food aid could be of most value to the recipients, the dpnors may

have the least incentive to maintain or expand their shipments.

A countertrade/food‘aid program- could help to ameliorate such situ-
ations because part of its funding is external to the donor's food aid
budget. As international food prices rise, the TWCs could maintain
their volume of countertrade imports by adjusting the volume of their
non-traditional exports to offset any decline in the terms of trade.

Moreover, the recipients could attempt to increase their volume of food

aid imports under countertrade (up to the limit of the UMR) -to replace

any decline in other forms of food aid.

During periods of high world food stocks and low international pric-
es, food aid provides the donors with a convenient means for suﬁporting
domestic price levels. The problem for the donors is the volume of food

aid disbursements which may be necessary to have the desired affect on
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domestic prices. Even with lower commodify prices, the regular food aid
budget is wunlikely to be sufficient to financeAthe necessary volume.
Under these circumstances the countertrade/food aid program could be
helpful to the donors because the countertrade portion of any shipments

is essentially financed by the recipients.

The donor's perspective is frequently overlooked with respect to the
supply and demand for food aid programs. Altﬁough only a skeletal
treatment has been given in this section, it does illustrate how the
flexibility of a countertrade/food aid approach could be used in differ-
ent economic situations. By altering the balance of countertrade in the
countertrade/food aid program, the volume of food aid shipments could be
expanded or contracted according to changing needs within the donor's

existing budgetary allowance.

5.3.3 Candidates for Project Selection

The criteria used by Canada to determine the eligibility of TWCs for
bilateral development assistance is multi-dimensional. Each TWC is as-
sessed according to its level of need, 1its commitment to development,
and its record on human rights. In addition, economic and political re-
lations with Canada have an important beafing on a TWCs eligibility.
For example, members of the British Commonwealth, or la francophonie,
have an edge over other TWCs in obtaining Canadian aid. Lastly there

are special crisis factors, such as the prolonged African drought, which '

“can alter certain countries' eligibility.




Canada divides fWCs into five categories for aid purposes. Only
countries in categories I and II are eligible for regular programmed
fbod aid. Category III countries can receive food aid, but only in
emergency situations. Category IV and V countries are non-eligible and

non-recipients, respectively.*®

It is doubtful whether the countertrade approach could be considered
for other than Category I and II countries. The time required to pre-
pare and execute a countertrade would make it unsuitable for most emer-
gency situations. Category I and II countries also are known as core
and non-core countries. Core countries receive approximately 75 per
cent of Canada's bilateral assistance, while non-core countries receive
about 20 per cent [16]. In Table 3, the TWCs are listed according to

their eligibility for Canadian bilateral development assistance.

Given this list of eligible countries, a smaller group could be se-
lected as candidates for countertrade/food aid based on their need for
food aid, their per capita foreign exchange reserves and their potential
for commercial relations with Canada. TWCs which are highly dependent
on food aid and have relatively low foreign exchange reserves could ben-
efit most from the countertrade approach. Assuming that they continue
to receive food aid from other donors and that it is directed at tradi-

tional targets, a marginal change in Canadian food aid could be accommo-

dated without seriously disrupting those groups that now depend on food

aid.

8 Non-eligible countries are denied aid because of their political sta-

tus, rather than their level of need, e.g. Afghanistan. Non-recipi- -

ent TWCs are denied aid because of their level of per capita income, -
or questionable political independence, e.g. Taiwan.
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TABLE 3

Country Eligibility List for Canadian Bilateral Development Assistance,

as of 1984

Category I

Core
Countries

Category II

Non-Core
Countries

Category III
Limited
Eligibility
Countries

- Category v

Not
Eligible
Countries

Americas

Leeward/
Windward
Islands
Jamaica
Colombia
Peru
Guyana
Haiti
Honduras

Barbados

Brazil

Costa Rica
Panama
Ecuador

El Salvador
Guatemala
Nicaragua
Dominican Rep.

Belize
Bolivia
Chile
Mexico
Paraguay
Uruguay
Argentina
Surinam
Trinidad/
Tobago

Francophone
Africa

Cameroon
Senegal

Zaire

Sahel

-Mali

-Niger
-Upper Volta
Ivory Coast
Guinea

Algeria
Gabon
Morocco
Togo
Tunisia

Burundi
Benin
Congo

Sao Tome
Gambia
Mauritania
Chad

Cape Verde
Comoros
C.A. Rep.
Madagascar
Guinea-Bissau

Anglophone

Africa

Kenya -
Tanzania
Zimbabwe
Ghana
Zambia

Egypt

Botswana
Lesotho
Swaziland
Ethiopia
Nigeria
Sudan
Uganda

Somalia
Djibouti
Yemen AR/DPR
Mozambique
South Africa
Lebanon
Jordan
Sierra Leon
Angola
Namibia
Seychelles
Liberia

Libya

Asia

Bangladesh
India
Pakistan
Indonesia
Sri Lanka
Thailand
Nepal
China

Malaysia
Philippines

Burma
Turkey
Bhutan
Papua-N.G
South Korea
Maldives Is.
Singapore
Cook 1Is.
Fiji

Tonga
Tuvalu
Vanuatu

W. Samoa

Laos
Vietnam
Kampuchea
Iran
Afghanistan

Source: [16]




The foreign ‘exchgnge reserves criteria reflects the use of the
countertrade approach as a means of supporting the balance of payments.
Low per capita exchange reserves is a useful indicator of the relative
balance of payments problems in large and small TWCs. It may also sug-
gest which TWCs would-be most enthusiastic about this form of develob—

ment assistance from Canada.

The potential for commercial relations is important because the ulti-
mate goal of the countertrade/food aid program is to assist the TWCs to
develop .new export goods which can establish long term commercial mar-
kets. Moreover, the response of Canadian trading houses is likely to be
more positive if they are dealing with TWCs which have a better poten-
tial for commercial relations. Trading houses generally expect to in-
vest the initial years of trade development in unprofitable operations,
which are rewarded over time as trading volume increases and overhead

costs are spread over a larger number of units.

For purposes of illustration, data have been assembled in Table 4 on
these criteria for the Core countries. The first column in Table 4
presents each TWCs' currenf foreign exchange reserves and their per cap-
ita reserves. In the second column, the level of food aid received in
1981 is tabulated as a share of total cereal imports, and in kilograms

per capita. The third column presents Canadian export and import trade

figures for 1983, as a proxy for potential commercial relations.*®

4% Undoubtedly other economic indicators could be included 1in the cri-
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