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THE TRADE TRAP

Kabula Mboje held out a piece of her brightly coloured kanga, the
garment traditionally worn by women and men in Tanzania. ‘Look
at this’, she said. ‘It was a cheap one, yet it cost me 800 shillings {£4.50
sterling]; not very much less than I earned from this year’s cotton
harvest.” It had been a bad year for cotton, yet even so Kabula had
grown enough on her two-acre plot of land to make 720 kangas.'

Kabula lives in the village of Mwabuzo, a scattered settlement of
houses in the Shinyanga region of West Central Tanzania. The area
sprawls over a vast plain, several thousand feet above sea level and 250
miles south of the equator. Until the late 1940s it had been thickly
forested, but now the vegetation consists of a few baobab trees, sticking
up out of the land like giants’ hands, and scrubby thorn bushes. Over
the years lack of ground cover has caused severe erosion, and deep
gullies scar the landscape.

It was late August. The cotton harvest was over. The roadside thorns
had snared the cotton from the bullock carts taking the crop to the
village’s storage sheds, and looked as though they had flowered
bizarrely in the dry heat. Apart from the bulging walls of the village
storage sheds, in some places shored up with long poles to stop them
bursting, there was little evidence of farming activity. The land was grey,
dusty and hard. The remains of the cotton bushes had been burnt to kill
pests, while the cattle had been taken to pasture in the south.

Kabula was enjoying a well-earned rest from the hard work of cotton
farming. In a few months, she and the other villagers would begin
preparations for next year’s crop. By law each adult member of the
community is required to grow at least one acre of cotton. ‘Cotton is the
only cash crop we can grow around here,” she explained. ‘We have to
grow something for cash so that we can pay our local taxes and buy
essentials such as salt, clothes and shoes.’

Kabula was disappointed with her year’s cotton earnings, but
relieved not to have made a loss. Some did. After they have paid to
spray the crop, to hire a tractor for ploughing, and for transporting the
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Tanzania, June 1990: taking cotton from the fields at Paji village, Meatu District, to the
local warehouse. (In a good year, the fields yield an average of 700 kg per acre -
considerably more than the figure for mechanised farms in the USA and Australia.)

cotton to the village storage sheds, there is often little or no profit to be
made from the sale of the cotton.

The community of Mwabuzo is well known to Oxfam. The
association between the two began in the mid-1980s, when a group of
farmers asked for advice on increasing their cotton-crop yields. They
had decided to farm collectively so that they could pool their resources
and work more efficiently. Encouraged by the success of this group,
Kabula and her friends had formed one of their own. She is now
convinced that this is a better way of working: ‘If we work together as a
group, it’s easier; we can support each other and get loans more easily. It
also makes sense to grow an area of one crop all in the same place. That
way you spend less on spraying than if you farm a field by yourself,
away from everyone else’s fields.”

Oxfam has supported these initiatives in a number of ways, including
help with loans for oxen, inputs, and ploughs. Oxfam’s Tanzanian
Country Representative feels that it is important to encourage young
people to stay in the rural areas. Lack of opportunity to earn a decent
living has meant that many have drifted into the cities, where they often
face even worse poverty. By helping them to improve their income, there
is more chance of keeping them on the land.

But despite programmes such as these, and the energy and resilience
of young farmers such as Kabula, the people in Mwabuzo have become
steadily poorer since the early 1980s. Like many people in the countries
in which Oxfam works, they have been caught in the trade trap.



The trade trap

THE DANGERS OF COMMODITY DEPENDENCE

While Kabula relies on cotton for a cash income, for Tanzania cotton
exports are a significant source of foreign exchange. Since the mid-1960s
cotton has accounted for between 12 and 16 per cent of the country’s
foreign-exchange earnings.> The problem is that in recent years Tanzania
has been earning less for its cotton exports, because of depressed cotton
prices on the international markets. Cotton is produced in more than 70
countries, which include some very large producers such as the USA.
Production increases in these countries resulted in a sharp fall in cotton
prices in the mid-1980s, with the result that despite consistent levels of
production, Tanzania’s cotton earnings in 1985 were half those of 1984.*

While cotton is important to Tanzania, coffee is of even greater
significance to its economy. Between 1982 and 1986 it accounted for 40
per of export earnings, up from 16 per cent twenty years earlier.* Good
coffee prices could have cushioned the Tanzanian economy from its
losses on cotton, and indeed did so when prices rose sharply in 1986. But
apart from that one year, coffee prices were also depressed throughout
the 1980s. Figure 1 plots the prices paid for Tanzania’s cotton and coffee
between 1972 and 1988. It shows, above all, how unstable prices have
been, making it impossible for Tanzania’s government to know, from
one year to the next, how much it will earn from its exports.

Figure 1: Graph showing the instability of prices paid for Tanzania's
cotton and coffee, 1972-1988
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Coffee and cotton were not the only primary commodities to suffer
from unstable and generally low prices during the 1980s. It was a decade
in which the average real prices of commodities fell to their lowest level
recorded in the twentieth century, with the possible exception of the
Great Depression of 1932. It followed a time during the 1960s and early
1970s when commodity prices were relatively stable, and then one from
1972 to 1980 when prices rose sharply and irregularly with rising oil
prices (see Figure 2). For Tanzania, which relies on the export of primary
commodities for more than 80 per cent of its export earnings, this meant
a steady decline in income throughout the 1980s (see Figure 3).

Tanzania is one of more than 70 countries in which Oxfam works.
Like Tanzania, many rely on primary commodities for most of their
export earnings® (see Table 1). While this dependency is greatest in sub-
Saharan Africa, it is also marked in the Caribbean and Latin America.
Some of these countries rely on a wide range of primary commodities.
Although they suffer from the general and progressive decline in prices,
this diversity means that they are cushioned from the shock of a sudden
price collapse in any one commodity. This is not true for many countries
which rely on a very narrow range of exports. In sub-Saharan Africa, for
example, ten of the countries where Oxfam works depend on one com-
modity for more than 50 per cent of their export earnings (see Figure 4).

Figure 2: Price of non-fuel primary commodities in relation to the US
wholesale price index, 1900-1990
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Figure 3: Tanzania’s export earnings from total merchandise trade from
1972 to 1990
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Figure 4: Selected Oxfam countries in sub-Saharan Africa: dependence
on one commodity as a percentage of total exports

(Source: Africa’'s Commodity Problems: Towards a Solution, UNCTAD/EDM/ATF/1 - Table 2;
figures for the period 1982-1986
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Table 1: Commodity dependency of individual countries in which Oxfam
works (countries as listed in Oxfam Grants List 1989-90)

Primary commodities, excluding fuel, as a percentage of total exports for
1982-1986 (showing the percentage of the individual commodity where it

exceeds 20 per cent of total exports)

Primary commodities

as a % of total
export earnings

Africa
99.9
99.7
97.9
97.9
95.1
95.0
95.0
94.7
93.4
90.0
88.9
88.5
84.3
83.3
82.0
79.3
76.3
72.0
71.6
68.7
68.5
63.2
61.5
56.9
48.0
46.2
6.5

Latin America
91.0
89.7
69.3
61.5
49.4
46.9
29.2

Country

Mauritania
Zambia
Rwanda
Niger
Burundi
Uganda

. Namibia

Somalia
Malawi
Ethiopia
Burkina Faso
Sudan

Mali

Togo*
Guinea Bissau
Tanzania
Mozambique
Chad*
Senegal*
Zaire
Ghana*
Sierra Leone
Kenya* *
Zimbabwe* *
Gambia
Lesotho
Angola
South Africa

Western Sahara

Chile
Paraguay**
Colombia*
Peru*
Brazil*
Bolivia
Ecuador*
Guyana

Individual commodities as a
% of total export earnings

(iron ore 45.0/fish 42.0)
(copper 98.0)

(coffee 73.0)

(uranium 85.0)

(coffee 87.0)

{coffee 95.0)

(diamonds 40.0/uranium 24.0)
(live animals 76.0)

(tobacco 55.0/tea 20.0)
(coffee 66.0)

(cotton 48.0)

(cotton 42.0)

(live animals 58.0/cotton 29.0)
{phosphates 47.0)

(cashew nuts 29.0/groundnuts 23.0)
(coffee 40.0)

{fish 27.0/prawns 16.0)

(live animals 58.0/cotton 29.0)
(fish 32.0)

(copper 58.0)

(cocoa 59.0)

(diamonds 32.0)

(coffee 30.0)

(tobacco 20.0)

(groundnuts 45.0)

(mohair 24.0)

(95.8 inc. oil)

(copper 46.3)
(cotton 30.7/soya 23.6/wood 22.3)
(coffee 51.0)

(tin 26.0/natural gas 48.5)
(crude petroleum 45.5)



Asia

98.0 Myanmar
60.7 Sri Lanka*
45.4 Philippines*
36.7 India

341 Pakistan
335 Bangiadesh
33.1 Nepal*
18.7 Indonesia
- Afghanistan
- Bhutan

- Cambodia
- China

- Korea

- Macao
Central America and the Caribbean
90.8 Nicaragua
86.9 Honduras
84.8 Jamaica
76.6 El Salvador
75.7 Dominican Rep.*
75.6 Panama
72.7 Guatemala
69.7 Costa Rica
64.4 Grenada*
37.0 Haiti*

12.3 Mexico

- Belize |

- Dominica

- Puerto Rico
- St Lucia

- St Vincent
Middle East

479 Jordan*
26.0 Egypt**

- Israel

- Lebanon

- Yemen Arab Republic

The trade trap

(cereals 37.3/wood 35.4)
(tea 34.8)

(cotton 21.2)
(jute 51.6)

(crude petroleum 51.9)

(coffee 36.0/cotton 26.5)
(fruit 34.6/coffee 25.9)
(aluminium 60.5)

(coffee 59.5)

(sugar 30.9)

(fruit 26.5/fish 23.2)
(coffee 32.4)

(fruits 27.1/coffee 26.5)
(spices 25.7/bananas 13)
(coffee 23.9)

(crude petroleum 60.0)

(bananas 71)

(bananas 91)
(bananas 28)

{phosphates 23.2)
(87.5 inc. oil)

* Countries with decreased dependency on commodities in total exports as compared to

period 1967-1971.

** Countries with increased dependency on commodities in total exports as compared to

period 1967-1971.

No star indicates little change in dependency level.

Note: The countries listed are those in which Oxfam made grants in the period 1989 to
1990. Countries without figures are those not included in the UNCTAD source.

(Source: Adapted from UNCTAD Report on Diversification, Annex Il, TD/B/C.1AC/7, July
1989. Figures for Windward Island banana dependency taken from B. Borrell and M-C. Yang
(1990): ‘EC Bananarama 1992°, World Bank Working Paper on International Trade WPS

523, Table 2.)
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So they are very vulnerable to price instability in these commodities.
Even small changes in price will produce substantial variations in their
export earnings, making it very difficult for them to plan from one year
to the next.

With such a high level of dependence on primary commodities, many
Third World countries suffered a considerable loss in export earnings
due to the low prices of the 1980s. Between 1981 and 1985, this loss has
been estimated at US$553 billion, equivalent to 122 per cent of the total
value of the commodity exports of developing countries in 1980. The
largest part of this loss was due to the fall in the value of fuel exports,
which was in turn due to the drop in oil prices, particularly in
1982-1983. However, even excluding oil, the cumulative loss in the
commodity export earnings of developing countries was substantial:
US$57 billion, as compared with their value in 1980, amounting to 54 per
cent of the latter” However, not only did commodity-dependent
countries lose export earnings, they also experienced an inexorable
deterioration in their terms of trade.

Put simply, ‘terms of trade’ can be understood as the purchasing
power of exports. If the revenue from a given volume of a country’s
exports purchases a diminished quantity of imports, then a country’s
terms of trade may be said to have worsened. Many commodity-
dependent Third World countries have suffered from this problem,
because the prices of manufactured goods, which they have to import,
have increased relative to those of primary products, which they export.

This is not a new phenomenon. The terms of trade for primary
commodities have been in decline since the 1920s. As Figure 2 shows,
there have been irregular price movements since the beginning of the
twentieth century, with peaks followed by troughs. However, the overall
trend has been for terms of trade to decline.® The decline was most
marked in the first half of the 1980s, during which the purchasing power
of sub-Saharan Africa’s exports fell by 50 per cent’ While there was
some improvement towards the end of the 1980s, by 1989 the purchasing
power of primary commodities was still 22 per cent below its 1980
level."”

Between 1980 and 1989 terms of trade for those countries in which
Oxfam works fell, on average, by 16 per cent, compared with the
increase of 12 per cent enjoyed by the industrial countries (see Figure 5).
Figure 6 shows percentage changes in terms of trade for the 15 Oxfam
countries which were worst affected. Rwanda (which relies on coffee for
73 per cent of its export earnings) experienced the greatest decline, of
minus 47 per cent.

For many years some economists” have argued that developing
countries should reduce their dependence on primary commodities,
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Figure 5: Percentage changes in terms of trade for selected groups,
1980-89

(Source: Handbook of International Trade and Development Statistics 1989, New York:
United Nations, 1990)

Figure 6: Percentage changes in terms of trade for selected Oxfam
countries, 1980-88
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because a number of structural factors make a continuing deterioration
in their buying power very likely.

The first factor concerns the nature of the commodities themselves,
the low ‘income elasticity’ of their demand, and- the effect of the
introduction of substitute products. In developed countries long-term
demand for many primary commodities is ‘income-inelastic’, meaning
that rises in income levels will not lead to significantly increased
demand. For example, when people’s income increases, they are
unlikely to drink more coffee.

The second factor concerns the nature of primary-commodity
producing countries. Large companies from the rich industrial countries
can dominate and structure international markets in a way that is denied
to small unorganised Third World commodity producers. Thus they are
denied the full gains that they could earn through trade.”

One way to overcome the structural problems of declining terms of
trade would be to develop a manufacturing base. Many countries have
done so. The growth of manufactured goods in world trade averaged 4.9
per cent between 1980 and 1989 (compared with a growth of 1.7 per cent
in primary-commodity trade). However, much of this expansion has
taken place in the newly industrialising countries of East Asia, such as
Taiwan, Korea, and Singapore, and in some other developing countries,
such as Mauritius, which have experienced strong economic growth as a
result. Other countries are actually producing and exporting fewer
manufactured goods than they were in the mid-1970s.

Many of them fall into the United Nations’ category of ‘least
developed’ countries, or LDCs. One criterion for categorisation as an
LDC is that no more than 10 per cent of a country’s Gross Domestic
Product comes from manufactured goods. The number of countries with
LDC status grew from 24 in 1971 to 42 in 1989.7 Of the 72 countries in
which Oxfam worked in 1989-1990, 25 have LDC status.” The manu-
factures that they do produce are overwhelmingly (around 70 per cent)
concentrated in low-technology industries, such as textiles, or are con-
cerned with processing primary commodities produced in the country.”

The reasons for the failure of many of these poorer developing
countries to develop their manufacturing bases are complex. To do so
they need money to invest in the necessary technology and training, and
markets to sell to. Declining export earnings and unfavourable terms of
trade mean that many developing countries face deteriorating deficits in
their balance of payments. These have had to be financed through
external borrowing and aid. But the resulting debt-service obligations,
aggravated by high interest rates, absorb much of the poor countries’
export earnings. This meant that transfers to developing countries went
from a positive US$37 billion in 1980 to a negative US$1 billion in 1989.*
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Price instability in their export markets makes it difficult to plan, while
the world’s stock of Foreign Direct Investment (FDI) in developing
countries has declined. In 1970 30 per cent of the world’s FDI was in
developing countries. By 1988 this had fallen to 21 per cent. Most of this
is concentrated in the richer countries of Latin America, the Caribbean,
and Asia. Only 2.5 per cent of foreign direct investment is in Africa.”

Those countries that have managed to build up a manufacturing base
face difficulties in gaining access to markets. Industrial countries often
bias their tariff structures against processed commodities. Sugar, for
example, an important export crop for many developing countries, faces
an average tariff of more than 20 per cent if it is refined before being
exported to industrial countries. Only about one per cent is charged on
exports of the raw product.” Developing countries’ exports of both
primary and processed products also face a daunting array of non-tariff
barriers which often exclude them from Northern markets and
discourage them from developing a manufacturing base.

This is the ‘trade trap’ in which many of the poorer developing
countries are caught. Most of their exports are low-value commodities,
so they cannot afford to diversify into more productive economic
activities. If they do, they are penalised by the tariff structures of the
industrialised countries, which are biased against processed goods.

The debt crisis and the relative decline in commodity prices were

major reasons why the 1980s became known as a ‘lost decade’ for many

developing countries. They ended it poorer than they were at the
beginning. Economic growth rates are normally measured by per capita
Gross Domestic Product (GDP), that is the annual average value of total
production within the country concerned, divided per head of
population. Caught in the ‘trade trap’, many countries, particularly in
Latin America and sub-Saharan Africa, recorded declines in their
average per capita GDP during the 1980s. In stark contrast others,
particularly the newly industrialising countries of East Asia, which had,
due to their particulér historical, economic and political circumstances,
managed to expand their manufacturing bases, recorded an average per
capita growth rate of more than two and a half times that of industrial
countries as a whole.” East Asia’s four ‘little tigers’ (South Korea,
Taiwan, Hong Kong, and Singapore) have almost quadrupled their share
of total world exports in the past twenty years.®

THE VULNERABILITY OF POOR PRODUCERS

For the poor producer, who is Oxfam'’s primary concern, the problems
are in no way confined to those of fluctuating or declining prices. Kabula
Mboje in Tanzania experiences the ‘trade trap’ through the difficulties
that she faces in obtaining credit to pay for a tractor to plough her land,

1
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the pesticides she sprays on her cotton, or the cloth she wraps it up in to
stop the wind blowing it away. She also has to contend with lack of
storage facilities for her harvested cotton; difficulties in transporting it
over the dusty pitted tracks that serve as roads; delays in payment for
her harvested crop; and declining levels of soil fertility in the area that
she farms.

Ninety per cent of Tanzania’s cotton is grown in the Lake Zone, which
incorporates the Mwanza and Shinyanga regions. Here it is estimated
that between two and three million people are engaged in cotton
production. They all face similar problems. For one thing, credit is
provided by the Primary Cooperative Societies, which in turn borrow
the money from the banks. But sometimes the banks do not have the
money to lend, so the supply of credit to the farmers dries up.

Once it is harvested and sorted, the farmers’ crop is sold to the village
buying centres, where it is stored in the village storage sheds. But here
the farmers face another problem: storage facilities are often limited, and
much of the cotton ends up in people’s houses or piled up outside,
where it is easily spoiled by rain. Eventually the cotton is taken from the
village stores by truck to the ginneries. But the high costs of fuel and
spare parts mean that there are often long delays. These delays are
further aggravated by the poor condition of the village roads, or ‘cotton
tracks’. ‘

When the cotton reaches the ginneries, it is sold by the cooperative
unions to the Tanzanian Cotton Marketing Board (TCMB). But many of
the ginneries are operating well below capacity, because they are old and
poorly maintained. In the 1987/88 harvest only an estimated 19 per cent
of the cotton purchased by the TCMB was actually ginned,” thus
massively reducing the amount available for export and the potential of
farmers such as Kabula to earn a decent living from growing cotton.”

The problems faced by Tanzania’s cotton producers are compounded
by environmental degradation. Oxfam’s Country Representative
described how cotton production itself has degraded the soil in
Shinyanga: ‘When people first started growing cotton in the area, it was
relatively well paid. They were able to buy cattle with the proceeds, but
this led to overgrazing. Then they began using tractors to prepare the
land for cotton. This meant that larger areas were cleared and trees
uprooted. Now there is less rainfall in the area. Farmers can no longer
grow maize, so have switched to sorghum. Because there is little left for
fuel, they have to use cow dung and cotton stalks which otherwise
would be left to fertilise the land. The result is severe soil erosion and
declining soil fertility.””

Such problems are not peculiar to cotton, nor to Tanzania. Oxfam’s
project experience illustrates the extreme vulnerability of small-scale
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producers in all parts of the developing world. The following examples
show what this means to coffee growers in the Dominican Republic and
fisherfolk in the Philippines.

Coffee producers in the Dominican Republic

Rufino Herrera owns three and a half hectares of land in the south of the
Dominican Republic. He sets aside one hectare of this land to grow food,
but the rest is given over to the production of coffee, and in this way he
supports himself and his family of five. Rufino is also General Secretary
of an organisation of coffee growers which has been supported by
Oxfam since the mid-1980s.

Coffee is one of the Dominican Republic’s key exports. It ranks fifth in
terms of export earnings after sugar, ferronickel, dore (gold and silver),
and cocoa.” Nearly half of the country’s economically active population,
of a total population of around six and a half million, are engaged in
agricultural production. Of these, some 70,000 families depend on small-
scale coffee production.

Prices of coffee on the world market had been guaranteed to
producing nations under the terms of the International Coffee
Agreement until July 1989, when negotiations for its renewal collapsed.
The result was to send the price of coffee on the international markets
plummeting as the bigger exporters, such as Brazil (which accounts for
some 30 per cent of world production), off-loaded their stocks.

Coffee prices tend to follow a cyclical pattern of boom and bust on the
international markets. Short periods of high prices encourage increased
production which, in turn, leads to longer periods of low prices. But the
slump of July 1989 was the most serious for many years. It is the smaller
exporting countries, such as the Dominican Republic, that suffer most, as
those countries that dominate the market (such as Brazil, Colombia and
Indonesia) battle for commercial advantage. Countries like the
Dominican Republic have no influence over international coffee prices.

The collapse in coffee prices came on top of the economic pressures
that producers were already facing due to the measures being taken by
the government to cope with its international debt. The removal of
subsidies on agricultural inputs had resulted in soaring prices for inputs,
such as fertilisers. This put them beyond the reach of many farmers, who
suffered declining yields as a result. In addition, high taxes had been
imposed on coffee exports to increase government revenue. These have

to be paid by the farmer before the crop is sold, which forces many of

them into debt.”

When coffee prices fell, Rufino Herrera and the 10,000 coffee
producers affiliated to the federation of coffee producers that he leads
could no longer cover their production costs. They were selling their

13
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coffee on the international market for around US$85 per quintal,
whereas it was costing them between US$105 and US$110 to produce.
When asked why the farmers in his federation continue to grow coffee,
he pointed out that they wouldn’t stand any better chance of survival if
they abandoned production. Many have, but most of these have ended
up in shanty towns, adding to the country’s swelling ranks of
unemployed.” The only way that they do survive is by selling through
alternative traders, as described in Chapter 14.

Fishing in the Philippines

Jun lives in a small fishing community in the southern Philippines island
of Mindanao. The barrio, Santa Rosa, is perched between a large coral
reef and a coconut plantation in the shadow of the Philippines’ highest
mountain, Mount Apo. Many of its small wooden houses are built on
stilts. At high tide the sea washes under them.

Jun grew up in Santa Rosa. His father was a fisherman. He
remembers being taken out as a young boy in his father’s small boat and
helping him to haul in the nets full of fish. There was never any shortage
of fish in those rich seas, and the family lived comfortably off the catch,
selling what they could not eat at the local market. )

But as Jun grew older, it seemed that there were fewer fish in the sea.
He and his father were having to spend longer and go farther out to sea
to fill their nets. On clear days they could sometimes see large trawlers
out to sea. They were rumoured to be from Japan. It was apparent to the
Santa Rosa community that the trawlers were sweeping the sea clean of
the fish that they relied on for a living.

As Jun's father grew older, he was less able to cope with the long
hours at sea. Responsibility for feeding the family fell to Jun, who would
set out early each morning to catch fish. Some days he returned empty-
handed and disillusioned, and the family went hungry. Then one of his
friends invited him to go out fishing with him one night. As they got out
to sea, his friend produced a stick of dynamite. He told Jun that if they
blasted the coral with it, they would be able to catch the shoals of fish
that gather beneath it for feeding and spawning. They used the
dynamite that night and returned to shore with their nets full. Jun’s
father was angry. He warned that if they destroyed the coral, they would
also destroy the fish. But Jun took little notice. He knew that this was the
only way he could keep the fish coming in and his family fed.

Fortunately, perhaps, his father died before Jun had his accident in the
late 1970s, so he was spared the tragedy. One night (they always used
the dynamite at night), a stick of it exploded in Jun’s hands. He lost both
his arms in the explosion. His chest and face were badly burned and he
lost his sight in both eyes.
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As Jun'’s father predicted, the coral reef that stretches out to sea in
front of the barrio is no longer a rich spawning ground for fish, just an
expanse of jagged grey rock. Some people in Santa Rosa still fish, but
most have had to find other ways of surviving. For some the answer
came when a Japanese logging concession moved on to the other side of
the reef. Here truck-loads of logs from the island’s dwindling rainforest
were dumped daily into the water, awaiting their turn in the sawmill
before shipment to Japan. The barrio people strip the bark off the logs,
bundle it up, and sell it for a few centavos in town as cooking fuel.

Bataan Province, The Philippines: another aren where small-scale fishing is threatened
by commercial operators.
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There are barrios like Jun’s all over the Philippines, an archipelago of
7,100 islands. About eight million people rely on fishing for a livelihood.
All of them have experienced problems similar to those of the Santa
Rosa community, and most live in conditions of extreme poverty.

Their problems began in 1973 with the signing of the Philippines-
Japan Treaty of Amity, Commerce.and Navigation. This allowed
Japanese merchant and fishing vessels to enter Philippine waters and
catch all the fish they wanted. That was followed by Presidential Decree
704, which encourages the export of fisheries products by private
businesses, and identifies fishing as a preferred area of investment for
foreigners.

These decrees marked the beginning of the plundering of the waters
surrounding the Philippines, which used to be among the richest fishing
grounds in the world. This process was intensified as the country
plunged into debt, and further investment was encouraged to earn
desperately needed foreign exchange. Beaten by commercial fishing
operators, with their huge nets and advanced fishing gear, fisherfolk
such as Jun have been driven to destructive methods of fishing. The
setting up of commercial fish farms in many parts of the Philippines has
forced fisherfolk into ever-diminishing areas. The result has been rapid
environmental degradation. Three quarters of the mangrove forests
which line the coasts of the Philippines and serve as important breeding,
feeding, and nursery grounds for fish have been destroyed. Only 25 per
cent of the Philippines” coral reefs are in good condition, and some 50
per cent of them are in advanced stages of destruction.”

Supporting fisherfolk is a priority of Oxfam’s programme in the
Philippines. At a local level, fisherfolk are organising to improve their
conditions, and seeking comprehensive solutions to their problems. At a
national level, a coalition of fisherfolk is campaigning for reform of the
fisheries laws which have so degraded the environment and contributed
to the marginalisation and poverty of their communities.®®

Governments in the South bear responsibility for many of the
problems faced by small-scale producers, including low prices,
inefficient marketing structures, lack of credit, inadequate transport or
storage facilities, harmful legislation, and development policies that lead
to environmental degradation. Yet Third World governments face
parallel difficulties. They lack control over international market prices
for their exports. Price swings mean that they cannot plan for the
upgrading of old industries or attract investment for new ones.
Compounding the problems of inadequate resources, tariff structures in
Northern markets make it difficult for them to diversify out of primary
production.
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FROM TIN BARONS TO DRUG BARONS:
Commodity dependence in Bolivia

igh in the Andean Mountains in a remote corner of Eastern Bolivia,

five thousand men go into the heart of a mountain each day to earn
their living by mining tin. They have no safety equipment, machinery,
plan of the mine, nor strategy of extraction. Each man works for himself,
inching his way through the mine’s one thousand kilometres of narrow
shafts, burrowing deeper and deeper into the seemingly endless depths
of the mountain in unbearable heat. Armed only with chisel, hammer,
sticks of dynamite, and small bags of coca leaves to numb pain and stave
off hunger, they hack their way through the rock seams in a desperate
search for the tin-bearing veins.

They live for today. There is little point in planning for the future, or
even tomorrow. Many are claimed by the mountain, ending their days
buried in its depths under piles of rock. Others slowly cough their way
to death from the miners’ disease, silicosis. None expects to live more
than thirty or thirty five years.

Outside the mine, in the bright Andean sunshine, where the air, at an
altitude of 13,000 feet, is so thin that it seems to cut right through you,
there are thousands more, women, men, and children, painfully
chipping, rolling, washing, grinding and eventually extracting from the
mountain’s rock tiny piles of smooth grey sand - tin. This is their life
blood and only means of survival. Surveying this Kafkaesque scene, a
Canadian priest who has lived and worked in the area for more than
twenty years remarked, ‘It’s only a matter of time, maybe months but
certainly not years, before this mountain collapses. Then it will be like
Armageddon.” His feelings of helplessness and desperation were
evident. The Siglo Veinte-Catavi mine, once Bolivia’s largest tin
complex, has reached the end of its life, reduced to a warren of
unsupported tunnels from which the people whose lives depend on it
desperately try to scavenge a living.'

Their story goes back to 1544, soon after Bolivia had been settled by
its Spanish conquerors, when rich deposits of silver were discovered in
the mountains around Potosi. The mines were the most prolific the
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world has ever known, and the silver extracted from them underwrote
the Spanish economy for some two centuries. After Bolivia gained
independence in 1825, the silver began to run out, and by the end of the
nineteenth century once-discarded tin had replaced it as the country’s
principal export.

The growth of the armaments industry in Europe and North America
at the time of the First and Second World Wars, combined with the
invention of the tin can, produced a surge in the demand for tin. Output -
in Bolivia expanded rapidly, and by 1945 its contribution to world
supply had reached an all-time high of 48 per cent. Until 1952 control of
Bolivia’s tin-mining industry was in the hands of a group of wealthy,
local capitalists collectively known as the ‘tin barons’. Tin mining in
Bolivia in the first half of this century was a lucrative business. In many
cases tin ores were found in the same geological formation as silver, so
the old silver mines and the infrastructure connected to them were used
by the tin-mining companies. Tin grades were high, wages low, and
investment costs minimal. The ‘tin barons’ successfully exerted their
political influence over successive governments to keep taxes down.

In 1950 tin accounted for three quarters of Bolivia's export earnings.
A further 20 per cent of earnings came from the export of other minerals,
including copper, wolfram, bismuth, and antimony. But the industry
was doing little to develop the economy. Almost all inputs connected
with it — clothing, mechanical items, and even some food .- were
imported. The low wages paid by the industry did little to stimulate
other economic activities by way of consumer demand, and
infrastructure was tailored solely to the needs of the mining industry.

Working conditions in the mines had changed little in three centuries
and wages were pitifully low. The miners’ complaints about their
situation raised the political consciousness of Bolivian workers and gave
birth to the Movimiento Nacional Revolucionario (MNR). Under the
leadership of Victor Paz Estenssoro, the MNR defeated the ruling
military junta in 1952, and the Bolivian tin industry entered the second
phase of its history. The new government nationalised many of the
mines belonging to the tin barons and created a state mining
corporation, COMIBOL.

From that time on, successive governments tried to reduce Bolivia’s
dependency on tin by promoting other export sectors, notably cash-crop
agriculture, crude oil, natural gas and non-tin minerals. As a
consequence, tin’s contribution to total exports declined as other sectors
grew. However, this decline also reflected an underlying decline in tin
mining itself.

The central problem was geological. Bolivian ores are found in hard
rock and their purity rapidly diminished over time as seams became
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increasingly thin, and the mines became deeper as the more accessible
seams were exhausted. Today it is often more profitable to rework the
old slag heaps than to mine at the rock face. But since its very early days
the industry also suffered from a lack of investment — in prospecting, the
development of new mines, or the re-equipping of existing mines. Then
the basic strategies of the governments after the 1952 revolution was to
use the earnings of the mining sector to develop other export industries,
which ensured a flow of resources away from the traditional mining
sector. Attempts to increase productivity in the tin mines focused on
reducing manning levels and lowering miners’ pay.

Irrespective of these problems, high prices for minerals on the world
markets in the 1970s created a climate of optimism. But despite the
general drive to increase production, the deep-rooted production
problems of the industry meant that production steadily declined over
the course of the decade. These difficulties were exacerbated by the debt
crisis. As an oil exporter, Bolivia was considered credit-worthy during
the 1970s, and borrowed freely as a result. By the beginning of the 1980s,
as mineral prices began to fall and its oil surpluses started to dry up, the
government had saddled the country with a substantial foreign debt.

The effects of this hit the mining sector hard. Imports were slashed, so
there was no money available to buy spare parts or new machinery.
COMIBOL was disadvantaged by having to change its foreign earnings
into pesos at a highly over-valued exchange rate. There was no
investment in the state sector, and the adjustment measures, such as
wage freezes and the removal of food subsidies, adopted by successive
governments led to a series of general strikes and several lengthy
stoppages in the mines. Between 1981 and 1985 production fell by forty
per cent.? .

The troubled tin industry was then plunged into crisis by an
unprecedented crash in international tin prices. In October 1985 the price
of tin on the international market fell by half - from just over £8,000 to
less than £4,000 per tonne. The London-based International Tin Council
(the 22-nation body made up of consumers and producers) announced
that it was no longer able to perform its function of keeping the price of
tin on the world market stable. Quite simply, supply had outstretched
demand for too long and, as a result of sudden changes in dollar and
sterling exchange rates, the Council had run out of money.*

Many countries produce tin, including Britain in its few remaining
Cornish tin mines, so the effect of such a drop in prices was widely felt.
But nowhere was it felt more acutely than in Bolivia, which, despite
declining yields, still relied on tin for nearly 40 per cent of its foreign-
exchange earnings. Other major producers were less dependent on it, as
they had successfully developed other areas of their economies.
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Malaysia, for example, the world’s largest producer, derived just 3 per
cent of its export earnings from tin, against 19.5 per cent in 1970.!

LIFE IN THE MINES

Irrespective of international market prices, productivity levels, or the
government’s economic policies, life in and around Bolivia’s tin mines
has always been hard. Oxfam has been supporting projects in the mining
areas since the mid-1970s, and the miserable living and working
conditions of the miners and their families have been well documented.
As one Oxfam field worker wrote in connection with funding for a
health project in the area of the Siglo Veinte-Catavi complex in 1979:

. Work conditions in the mines continue to be extremely
dangerous and carry the added high risk of infection by TB or
silicosis, with the result that tin miners have a scandalously short
life expectancy of only 37 years.

... Housing is over-crowded with families of 10-13 crowded into
two tiny, badly lit and ventilated rooms, in old barrack housing
with a standpipe and one public latrine for each row of 30 houses,
and a water system which is frequently cut off. The
accommodation is provided free, but is only available as long as
the miner continues to work for COMIBOL. If he is dismissed, or
reaches retiring age, he is forced to move out.

... Discounts made from the company store, which provides an
increasingly limited range of subsidised foods, together with other
debts which the miner owes the corporation, can often reduce his
take-home wage packet to a small fraction of what he has earned,
and many miners live in a state of chronic and perpetual penury.

... Overall, therefore, the living and working conditions of the
miners, and of the civilian population of Llallagua-Siglo Veinte, are
totally inadequate, and give rise to a host of related health
problems. These problems are exacerbated in many cases by the
low wages earned, and the inadequate diets available to the bulk of
the population. The campesinos of the surrounding rural areas
suffer the usual problems of inadequate diet, caused by
overpopulation and insufficient land, a traditional agricultural
system, and the typical set of environmental deficiencies ~ bad
housing, poor water, inadequate clothing, etc., which leaves them
prey to malnutrition, gastrointestinal and respiratory problems,
and a host of related illnesses, such as TB and bronchial problems.*

Conditions in the mining areas deteriorated further following the



From tin barons to drug barons

collapse in tin prices. The government had already announced that it
would be re-structuring the country’s debt-ridden economy. Its IMF-
inspired prescription, a package of measures known as the New
Economic Policy, was designed to increase exports and reduce public
expenditure. As part of this its nationalised industries, including the
troubled state mining sector, were to be subjected to rigorous analysis
and cost cutting.

Then came the fall in tin prices. This rendered almost all Bolivia’s tin
mines irredeemably uneconomic. The government’s response was to
close down many of the state-owned mines. Twenty thousand miners
lost their jobs. Some of the mines were handed over to workers’
cooperatives, the Siglo Veinte-Catavi mine among them. Desperate for
work, hundreds of people flooded into the area to join the cooperatives.
The impact of this influx on the lives of the skilled miners and the
surrounding community has been profound, as the following account
shows.

Doiia Zenobia'

Dofia Zenobia Reynaga de Chavarria lives in the town of Llallagua
which sprawls up the slope of the mountain containing the Siglo Veinte
mine. She has a long, indirect association with Oxfam through her
membership of the Siglo Veinte-Catavi Amas des Casas, or Housewives'
Committee, of which she became general secretary in mid-1989. In
Bolivia every miners’ union has a Housewives’ Committee. As their
name suggests, they are organisations of miners’ wives. The committees
have been in existence since 1961, when they formed to demand the
release from prison of the miners’ political leaders. Over the years they
have gained both recognition and respect from the miners’ unions and
now have a National Committee affiliated to the Miners’ Federation.
Oxfam has been supporting initiatives taken by the Housewives’
Committee to alleviate the problems faced by miners and their families,
particularly in the most recent episode of the Bolivian tin miners’
history.

By the time we reached the Chavarria household, Dofla Zenobia and
her family had finished their evening meal and there was the familiar
hum of family activity as plates were washed and children settled into
their evening activities. She greeted us warmly at the door and led us
through the courtyard, which also serves as kitchen, into one of the two
rooms that led off it. It was a relief to be out of the biting mountain cold.
The atmosphere in the Chavarrias’ small sitting room was welcoming
but formal, with its wooden upright chairs, lace antimacassars, and
pictures of the family on the walls. We were joined by Dofia Zenobia’s
husband, Don Jaime. Tea was bought in by Dofia Zenobia’s sister, who
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lives with them and their five children in their two-roomed house. The
youngest child, a baby of six months, sat patiently on her mother’s knee
as she talked.

She told us that news of the government’s plans to close down the
Siglo Veinte mine complex was greeted with dismay by its 5,000 miners.
Not only were their livelihoods at stake, but also those of the 60,000 or so
people who lived in the remote mountain area of North Potosi where the
mine is situated. The government duly offered the miners redundancy
payments and the opportunity to be relocated to other parts of Bolivia if
they agreed to leave their jobs. As an added incentive, they
systematically withheld pay, food supplies, medicines, and basic
services. The immediate effect was one of chronic food shortages. The
geographical isolation of the area meant that people were largely
dependent on the COMIBOL food stores for their supplies. The removal
of food subsidies and the freezing of wages were already causing
immense hardship in the area, but with COMIBOL on the brink of
bankruptcy and the government’s policy of ‘relocation’, there  was
virtually no food in the stores. Dofia Zenobia described the months
following the tin crash when she slept outside the COMIBOL store just
to get her monthly ration of bread, the only food available. Apart from
bread, she and her family were reduced to a diet of potato peelings
boiled into a thick stew.

Under such conditions it was hardly surprising that people began to
leave the area. As they accepted the government’s offers of redundancy
payments and promises of relocation, the exodus began. According to
Dofia Zenobia, ‘Each day twenty to thirty lorries loaded up with people
and their possessions were heading out of town. Houses were left
empty. The area was simply being abandoned.’

Fighting back
But Dofia Zenobia and her family stayed. They were among those who
believed that the mine could be made economically viable, and that the
real reason that Siglo Veinte had been targeted for closure was to crush
the mine’s militant trade union. They also believed that the best chance
that they had for their own and their children’s future was to stay with
the mine and fight for their right to work in it. They knew that the
alternatives were grim. Many families who did leave the mines were
ending up homeless on the streets of La Paz, or drifting into the coca-
growing district of Chapare. Here (in the short term) good money was to
be found preparing cocaine paste, but the attempts of the US
government to clamp down on coca growers and processors made the
future look very uncertain.”

But those who decided not to leave also knew that no one would be



JENNY MATTHEWS/OXFAM

From tin barons to drug barons

Bolivia: Dofia Graciella, a member of a cooperative of redundant miners, crushing rock to
extract tin outside the Siglo Veinte mine.
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able to stay without food. Their incomes were much reduced, and there
were no supplies in the COMIBOL store. Working through the
Housewives” Committee, the PAM (Programa de Abastecimiento Minero)
set about organising an alternative food-supply system to the area. With
assistance from Oxfam and other aid agencies, they set up a programme
which provided basic food items at cost price to the miners. To
complement this scheme and supplement the diet of the miners, the
PAM supported the Housewives’” Committee in a scheme that would
enable them to grow vegetables. They provided a number of
greenhouses, constructed with adobe walls and clear plastic sheeting. In
April 1988 Oxfam field staff wrote reporting progress on the project: “All
those involved talk with enthusiasm of the hard work to prepare the
ground (sometimes having to blast the rock), finding the adobe for the
walls, etc. Men, women and children worked together for long hours
and running soup kitchens while construction was going on. It has
helped people to get to know each other better, even where they had
been working together previously in the same section. People talk of the
delight of seeing the fruit of their work, and say it gives them another
reason for staying. Men have welcomed women’s contribution to the
family income.”

Although these schemes made a considerable difference to people,
the exodus continued. By 1986 the Siglo Veinte-Catavi workforce had
been reduced from 5,000 to 1,000. Determined to keep the mine open, the
miners’ leaders decided to present a proposal to the government,
outlining their plans to make the mine economically viable. In August of
that year 900 people from the Siglo Veinte-Catavi mine, and many more
from other mines, marched to La Paz, a distance of more than 200 miles,
to present their proposal to the government. Dofia Zenobia and her three
small children, together with other members of the Housewives’
Committee, were among them. They were stopped by the army before
reaching the city, but the government eventually agreed to make some
concessions. Even so, it maintained its efforts to close down the mine. By
tripling redundancy payments, the government ensured that the exodus
continued until, by the end of 1987, there were only 380 miners on the
payroll. With the mine leased to the cooperatives, all the miners were
able to do was to keep the processing plant operational while they
continued their negotiations with the government to reopen the mine.

Paradoxically, as the local miners poured out of the area, others
poured in. Since the government had handed the mining concessions
over to cooperative ownership, there was no shortage of unemployed
people willing to join the cooperatives. Many are miners who have
accepted redundancy from other mines and have no choice other than to
return to the mines, but this time without any of the advantages,
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however inadequate, of employee status, such as safety provisions,
union membership, and company housing. And so the story goes back
to where it began — with 5,000 men going in and out of the mountain
each day under the shadow of almost certain disaster.

- FROM TIN TO DRUGS

As a result of the collapse in international tin prices (and at a deeper
level because of a complex combination of factors including the legacy of
Bolivia’s colonial past, its geological structures, and flagrant mis-
management of its tin industry), Bolivia no longer depends on tin for the
bulk of its export earnings. In 1990 it accounted for only 12 per cent of
export earnings, less than a third of its 1985 level

Minerals remain the country’s chief export. Efforts are being made to
attract foreign investment into the mining sector, with production
concentrated in zinc, silver and gold. Zinc is now the country’s leading
mineral export, contributing 17 per cent of export earnings in 1990.
Natural gas is the biggest single official export earner, accounting for
about 32 per cent of all exports.” Non-traditional agricultural exports,
such as Brazil nuts, angora wool, flowers, cochineal and essential oils,
are also being promoted to boost the decline in income from the mining
sector." As a result of these diversification efforts, Bolivia enjoyed a trade
surplus in both 1989 and 1990, for the first time since the beginning of
the 1980s."

But the official statistics give a very partial picture of Bolivia’s
economy. Bolivia earns nearly as much from coca, the raw material of
cocaine, as it does from all its other exports. In 1990 Bolivia’s earnings
from coca, the so-called ‘informal’ economy, were thought to be about
US$600 million, while its total legal export earnings amounted to
US$860 million."” In previous years its earnings from coca had been even
greater than its earnings from its legal exports. Bolivia’s economic
dependency has merely shifted from one internationally tradeable
primary commodity to another.

The rise of coca and the fall of tin as the staple of Bolivia’s economy
are not unconnected. The crash in tin prices in 1985 coincided with a
surge in demand for cocaine in the USA, where there are now an
estimated 10 million users. Demand was also growing in Europe,
particularly Spain and Italy.” The indigenous population of the Bolivian
highlands have been growing, chewing and using coca ceremonially for
centuries. Unlike many other crops, the coca plant grows in poor soil,
yields four or five crops a year, and has few pest problems. As people
poured out of the tin mines after 1985, the only area of the economy that
could absorb them was the rapidly expanding coca industry. It was a
choice between simple survival and virtual starvation. Bolivia is now the
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world’s second-largest producer of coca, after Peru. A quarter of the coca
it produces is for traditional use. The rest enters the drugs trade.” In
recent years it has also become the world’s second-largest producer of
cocaine, after Colombia. From being a simple supplier of leaf to
Colombia, Bolivia is now processing an estimated 30 per cent of total
output into the final product.'

All this provides employment opportunities. Of Bolivia’s population
of 7.6 million, an estimated 70,000 families, about 300,000 people in all,
rely on coca for a livelihood, either through growing it, or through the
laboratories where the coca is converted to paste and then to cocaine.
Many more benefit indirectly from the millions of dollars generated by
the industry that has created an internal market for restaurants, services,
construction, vehicle sales, and so on.” Without the employment and
income generated by coca, Bolivia’s economy would not be viable.

That does not mean to say that the vast majority of Bolivian people
who depend on the coca industry are doing well from it. Like the tin
miners, they are at the exploited end of a vast and lucrative industry. At
the going rate of $15 for 50 kilos of coca leaf, peasant producers barely
earn enough to support their families."® Wages in the illicit processing
industries are low, and conditions poor. The whole industry is tightly
controlled by drugs cartels in which some individuals, the ‘drug barons’,
like the ‘tin barons’ of a previous era, are making vast fortunes.

In the same way too that the tin miners were vulnerable to their
industry’s investment policies, employment practices, and, ultimately,
the international price of tin, the coca growers and workers are
vulnerable to international drugs policy. For many years the fight
against the cocaine trade concentrated on the Colombian drugs mafia.
More recently, US drugs policy has focused on its eradication at source.
With the backing of US aid money, and in tandem with military action to
halt the trade, peasant producers in Bolivia are now being forced to
destroy their coca bushes and substitute them with other crops.

Coca is as integral to the Bolivian way of life as tea is to the British, or
wine to the French, yet its production is no longer acceptable. ‘Imagine
how the French would feel if grapes were suddenly found to have
narcotic properties that alienated teenagers in New York found a way to
abuse and, as a result, French farmers were told to pull up all their vine-
yards and plant something else, was how one community worker
described the situation. ‘But the real problem,” he added, ‘is not in
destroying the coca but in finding an alternative way of making a
living."”

Coca is most intensely grown in Bolivia’'s Chapare region, where
much of it is destined for the drugs trade. But it is also grown in the area
north of La Paz, known as the Yungas, on terraces carved out of the
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hillsides of the steeply sloping valleys which characterise the region.
Traditionally the Yungas coca supplies the domestic market, but even so
it is a target for eradication. A UN-backed project, Agro-Yungas, is in the
vanguard of coca destruction in the area. According to local sources, it is

offering peasant producers in the area sweeteners, in the form of"

agricultural credits and technical assistance, to help them diversify out
of coca, and encouraging them to grow coffee instead. But with the price
of coffee so low on the international market in recent years, those
farmers who have followed their advice find themselves unable to get a
reasonable price for their coffee. As a result they default on their loans,
and with no coca to fall back on they fear losing their land.* ‘And
anyway’, as one farmer remarked, pointing to his field of stunted coffee
bushes, ‘even if we could find a market for our coffee, it simply isn’t
suited to this area. Coca grows like a weed.”

Many farmers in the area have evolved highly efficient structures for
the purposes of the production and marketing of their crops, often with
union help. For many years they have been trying to diversify
production to lessen their dependence on coca, but find themselves
facing severe difficulties. One farmer described how he organises his
production system so that he has three hectares of land under citrus fruit
and coffee, and a further area planted out to vegetable crops, mostly
maize, peanuts, and potatoes for family consumption. But he also grows
coca. Coca is his insurance policy. Prices for citrus fruits, sold on the
domestic market, are very low, and prices for coffee very uncertain.
‘Many people round here grow coffee, so when the international price
for coffee falls, it's very hard on them. Their income falls and they can no
longer afford to feed their families. They become desperate and leave the
area to try and find work in La Paz. This has happened a lot in the last
few years. We desperately need fair prices and stable markets for our
produce. Only then will it be realistic for us to stop growing coca.”

Some farmers’ organisations in the area have managed to secure
themselves a slot in the export market. One group trades with a Swiss
Alternative Trading organisation. Another has a deal with a German
company. But the immense need for markets is in no sense being met
despite, in this case, there being a clear case of mutual interest between
North and South in providing a viable alternative to coca.
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3

SWINGS AND ROUNDABOUTS:
Why commodity prices rise and fall

In sealing the fate of Bolivia’s tin industry, the crash in international tin
prices in 1985 could be said to have altered the course of the Bolivian
economy irrevocably. At the very least, it speeded up a change that was
already underway. It also showed that the people whose lives depend on
tin are extremely vulnerable to international market prices.

The crash in the price of tin was spectacular, but it was by no means
the only commodity to suffer from low prices during the 1980s. As we
have already seen (in Chapter 1), the prices of many commodities fell
during this period. It is difficult to generalise about commodity prices,
because they do not all move together. In 1984, for example, when copra
and tea prices were high, the price of sugar was very low. Each
commodity is influenced by different forces on both supply and
demand, which in turn arise as the result of a variety of factors —
economic, political, financial. Often it is a complex combination of
factors that causes prices to rise and fall.

This chapter looks at some of the factors of supply and demand that
influence commodity prices, in an attempt to assess whether current low
prices are a temporary problem, or one that is here to stay.

THE DEMAND FOR COMMODITIES

Sixty six per cent of developing countries’ exports are destined for
developed country markets: the European Community takes 22 per cent,
the United States 25 per cent, and Japan 12 per cent. Of the rest, about 26
per cent stays within the developing country group as a whole. In 1970
the developed countries took 72 per cent of developing countries’
exports, while the developing countries took only 20 per cent.! Although
these figures show that the developing world is less reliant on Northern
markets now than it was twenty years ago, the industrialised countries’
markets, particularly those of the European Community, the USA, and
Japan, still absorb the bulk of their exports. It is, therefore, demand
levels in these countries that have the most profound influence on the
prices of developing-country commodity exports.



Swings and roundabouts

The impact of world recession

One of the most important factors affecting the demand for
commodities, especially minerals, is the level of economic activity in the
Northern industrialised countries.” This is because economic growth is
closely linked to industrial output, which in turn plays an important role
in dictating demand for mineral commodities. In times of recession there
is a slow-down in production. Resulting closures of car plants in Britain,
for example, will mean that fewer cars are being made, so the demand
for the raw materials used to make them falls. Yet the developing
countries that supply the raw materials will continue to produce them,
first because they have no other source of income, and secondly because
of the difficulties involved in slowing down supply. But their raw
materials will be competing for sales in a shrinking market-place, and
the result will be a slump in prices.

The impact that world recession has on commodlty prices is
described in a report by the International Monetary Fund: ‘When the
world experienced a major recession in 1975, responding in part to the
oil price shock, commodity prices fell by 16 per cent from the record
level of the previous year. As the world economy recovered in the period
up to 1980, commodity prices climbed to a new record levels, over 30 per
cent higher in nominal terms than the peak of 1974. In 1981, with the
world entering another recession, nominal commodity prices declined
by 10 per cent, with each major commodity group participating in the
fall in prices. The recession continued in 1982 and commodity prices fell
by a further 10 per cent.”

In fact, 1981 marked the beginning of a prolonged global recession
which continued into the 1990s. Growth in industrial production in the
major industrial countries in the first half of the 1980s averaged only 2
per cent a year, compared with 3.4 per cent in the 1970s.* Although
economic activity picked up slightly after that, there was a further
decline in growth at the end of the decade, from 3.25 per cent in 1989 to
2 per cent in 1990.° There was a corresponding decline in the growth in
imports into industrial countries, from 7.5 per cent in 1989 to 6 per cent
in 1990.°

The shift away from manufacturing

While economic activity changes from year to year, structural factors
will cause problems for commodity exporters long into the future. A
number of these have taken place in recent years, the most important of
which has been a shift away from industrial products in favour of
services. In Britain, for example, services (which include tourism,
banking, advertising, communications, and insurance) accounted for
61.8 per cent of GDP in 1987, compared with a figure of 53.8 per cent ten
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years earlier” The banking, finance, insurance, business services and
leasing sector made the most dramatic gains, from 7.8 per cent in 1977 to
18.1 per cent in 1987.* The service sector also expanded in the Irish
Republic, from 47.1 per cent of GDP in 1970 to 52.7 per cent in 1986.°
Services use fewer raw materials than industry, so as this part of a
country’s’economy begins to grow, the rest shrinks, at least relatively. As
Britain’s service sector expanded, manufacturing, as a percentage of
GDP, declined from 32.8 per cent in 1970, to 24.2 per cent in 1987."

Even within manufacturing there has been a shift away from
industries that use metals towards industries based on electronics. In the
more prosperous industrialised countries the demand for some items
with high primary-commodity content is nearing saturation, particularly
for cars and consumer durables. Furthermore there are no significant
new markets for consumer goods with a high primary-product content.

Technological change

No doubt spurred on by high prices for raw materials in the 1970s, a
number of technological changes have resulted in a reduction in the
amount of traditional raw materials used in the manufacture of goods.
This has happened in two ways: one by substitution of one material for
another, and the other by materials saving."

The substitution of one material for another is not new, but may have
accelerated with the emergence of new materials over the last two
decades. The replacement of cotton and other fibres by synthetic
polyester fibre in the textile and clothing industry dates back to the
1950s, while the use of optical fibres as a substitute for copper has
recently begun in some applications, particularly telecommunications.
There are many other examples.?

Substitution was one of many factors behind the tin crash.
Historically the principal end use for tin was tinplate. In 1963 it
accounted for 42 per cent of tin. By 1988 this figure had almost halved, to
26 per cent.” Nearly 90 per cent of tin plate is used for packaging, but
what was once its competitive advantage in this industry is constantly
challenged by a combination of technological developments in other
materials, and changes in consumer tastes. For example, the use of
aluminium was once restricted to packaging products that are under
pressure, such as fizzy drinks, to overcome its poor rigidity. The
discovery that by injecting liquid nitrogen into aluminium cans while
they are being sealed it is possible to keep the can rigid meant that
aluminium could be used as a direct alternative to tinplate for
packaging. Similarly, developments in the plastics industry mean that
plastic is now the preferred packaging for water-based paints. The
plastic containers that have been introduced are made of polyethylene
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terephthalate, which has the advantage of transparency so that paint
buyers can see the colour of the product. Plastic containers can also be
made square, instead of cylindrical, which makes them easier to store
and handle. Glass has also replaced tin in the packaging of many food
products, mainly because it is more attractive and, therefore, preferred
by consumers."

Materials saving has been most apparent in the manufacturing sector.
Automation based on micro-electronics has cut down on the quantity of
raw materials used, by better precision in design and manufacturing,

lower rejection rates in production, and marked reductions in the weight -

and size of products.”

Agricultural protectionism

While mineral commodities have been particularly hard hit by these
developments, agricultural commodities have been profoundly affected
by rising levels of agricultural protectionism.

All the major industrialised countries provide substantial support for
their own production of a wide range of commodities, in particular for
agricultural commodities. This is not a new phenomenon. The need for
such support arose in the first place because of the sharp decline in
standards of living in the rural areas of the United States in the Great
Depression of the 1930s. Subsequently, apart from the need to rebuild
food production capacity after WorJd War II in many industrialised
countries, countries in Western Europe faced political pressure to
support the incomes of their farmers. Hence the setting up of the
European Community’s Common Agricultural Policy."

While the aims of these support policies — to boost agricultural
production and maintain food supplies — are laudable, dramatic
increases across the board in this support since the beginning of the
1970s have resulted in high consumer costs and falling world prices. In
1989 the OECD calculated that the total cost of supporting agriculture in
its 24 member countries was ECU 228 billion, of which the European
Community, the USA, and Japan spent ECU 88.5 billion, ECU 60.9
billion, and ECU 52.4 billion respectively. The burden on tax payers and
consumers is high. In the EC the Common Agricultural Policy has cost a
family of four an estimated ECU 21 a week" - about £16 - slightly less
than the US dairy industry was receiving each week in agricultural
support, per cow, in 1986!"

The more farmers are paid, the more they will produce, so the
unsurprising result of protectionist policies has been huge increases in
production. Industrialised countries that were once major importers of a
particular agricultural commodity have become self-sufficient. In some
cases they have become major exporters of that commodity. The
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England: shopping for cheaper food in Oxford market as the cost of the Common
Agricultural Policy sends European food prices spiralling.

European Community, for example, was a net importer of sugar until
the mid-1970s. In 1988 its net exports of sugar amounted to 4.1 million
tons.” Many of the commodities concerned - grains, meat, dairy
products, oilseeds, vegetable oils, and sugar - are also produced by
developing countries, and exported to the industrialised countries. But
as levels of agricultural protectionism in those countries increased, and
there were corresponding rises in production, demand for the
developing countries’ exports fell, which in turn led to lower world
prices. By 1987 the overall prices of these commodities on the
international market were half their 1980 level.®

THE SUPPLY OF COMMODITIES

Demand is only part of the equation. Supply also plays a major role in
determining commodity prices, and there are many factors - political,
climatic, and economic - that can affect it. Civil unrest in a major
producing country may only threaten disruption of supplies, but even
that threat will be enough to make prices soar on the international
market. Such events will always be a cause of unpredictable price
changes, but there were other factors at work in the 1980s that suggest
more structural changes on the supply side.

It would be logical to assume that as prices fell throughout the 1980s,
producer countries would have adopted policies that discouraged
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production, in order to correct the balance between supply and demand.
However, the reverse was often true. Production in many commodities
increased over the 1980s without corresponding rises in consumption.
Coffee, tea, and cocoa, for example, three commodities where demand is
relatively stable, all ended the decade with higher stocks than they
began with. In most years production had been greater than
consumption, which caused a steady build-up in stocks.” International
market prices for all three have experienced extremely low prices.

The impact of the debt crisis

One explanation for this general increase is that there are strong
pressures on developing countries to increase their production of
primary commodities as a direct or indirect result of the debt crisis. The
problem of debt is often seen as the most critical factor affecting
development in the 1980s. It has been a major concern to Oxfam, because
debt has affected Third World economies in ways that hurt the poor.
Adjustment measures adopted to secure IMF loans tend to be most
acutely felt by the most vulnerable sectors of society. The removal of
food subsidies, for example, can send the prices of basic foodstuffs
soaring, while major reduction in public spending hits basic services
such as health care and education. The high social and environmental
costs arising as a result of the debt crisis have been well documented by
Oxfam.? Since the launch of the ‘Hungry for Change’ campaign in 1984,
Oxfam has argued strongly for action to alleviate the debt burden of
poorer countries.

The problem of the debt crisis is closely related to that of the Third
World’s dependence on primary commodities. While instability in the
commodity markets is a problem frequently encountered for producer
countries in the South, a longer-term problem is the inexorable
deterioration in their terms of trade, which in turn is linked to their
dependence on primary commodities, and with the debt crisis. On the
one hand, declining terms of trade have played a considerable role in the
accumulation of Third World debt. On the other hand, the debt crisis has
worsened the terms of trade for poor countries.

The rise of indebtedness can, in part, be attributed to the decline in
terms of trade in a number of ways. First the debt crisis, at least in part,
goes back to the oil price increases of 1973 and 1979. In 1973 the thirteen
large oil-exporting nations of OPEC quadrupled the price of oil, and in
doing so suddenly found themselves with abundant cash resources.
They deposited these so-called ‘petrodollars’ in the big commercial
banks of the United States, Europe, and Japan. Eager for clients to take
these deposits (for money at a standstill not only fails to generate profit,
but actually loses value through inflation), the banks began to encourage
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the bigger and apparently more stable developing countries to borrow
heavily. They were particularly attracted to Brazil, Mexico, Argentina,
Chile, Venezuela, Nigeria, Zambia, South Korea, the Philippines, and
Indonesia. Some of these countries were oil importers and so faced much
higher import bills. At the same time the temporary boom in non-oil
commodity prices, upon which many were dependent, had collapsed. In
other words, their terms of trade had declined.

In the oil-exporting countries, such as Mexico and Venezuela, the
cause and role of terms of trade in the accumulation of debt was, of
course, different. But even there, terms of trade played a vital if indirect
role. These nations’ terms of trade were favourable. This made them
optimistic about investment and growth and accumulating debt. At the
same time, they were particularly encouraged to accept loans by the
commercial banks, who considered them to be more credit-worthy than
non-oil exporters.

It has been estimated that, of the total debt of US$500 billion
accumulated by developing countries between 1973 and 1982, about
US$260 billion, or just over half, was directly attributable to increased
costs of 0il.”

While falling commodity prices and declining terms of trade were
causing countries to accumulate debt, the opposite was also true. The
debt crisis was accelerating the collapse in commodity prices, and thus
contributing to the developing world’s deteriorating terms of trade.
Under pressure to pay off their debts, Third World countries needed to
achieve an export surplus in order to generate more foreign exchange.
Logically this required either a cut back on imports or an increase in
exports. In fact, most countries did both. Between 1980 and 1988 the
volume of imports for Latin America as a whole fell by 24 per cent —
equivalent to a loss of two years of imports.” Unfortunately this was not
accompanied by effective import substitution, but was done at the
expense of growth and development. They also increased exports under
the ideology of ‘outward orientation’ that governed the stabilisation and
adjustment programmes of the IMF and World Bank.

The IMF and the World Bank promoted export expansion in a variety
of ways, the most important being currency devaluation, a central
component of almost every IMF package throughout the 1980s.
Devaluation of any nation’s currency has the effect of making its imports
more expensive, as it takes more local currency to pay for imported
goods. At the same time, it encourages export expansion, .because the
proceeds from export sales increase in terms of local currency. Exports
are thus cheaper to produce, and therefore more competitive on world
markets.

Critics identify the major weakness of this approach as the blanket
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way in which it has been applied. Both the IMF and the World Bank
claim to design their loan packages around the needs of individual
countries. Yet their programmes tend to be very similar to one another,
and take little account of the impact that they may have on other
developing countries. This is particularly serious when the countries
involved are competing exporters of primary commodities. If, for
example, Chile devalues its currency and expands its share of the copper
market, this is bound to have some impact on other major Third World
producers, such as Zambia and Zaire. If they also devalue and increase
supply, then the price of copper will fall.*

This is, indeed, what happened. Between 1980 and 1985, the quantity
of copper ore exports from developing countries rose by 10 per cent, but
their earnings from those exports fell by 35 per cent, so the value of their
exports fell by 28 per cent.” Just to keep their earnings at the 1980 level
would have meant a 55 per cent increase in production, which in turn
would lead to a further downward pressure on prices.

Evidence of the link between deteriorating terms of trade and the
expansion of exports in the service of adjustment programmes is not
lacking. World Bank figures show that countries undergoing adjustment
programmes increased their export volumes, but that the benefits of
doing so were almost entirely wiped out by a deterioration in their terms
of trade. Countries that were not undergoing adjustment did not
increase their export volumes, and experienced an improvement in their
terms of trade.”

The effects of biotechnology

Developments in biotechnology also alter the equation between demand
and supply, and present both opportunity and threat to developing
countries. ‘Biotechnology’ is a general term used to describe recent
advances in the biological sciences that are beginning to make an impact
on agriculture, medicine, and industry, with far-reaching social, ethical,
and economic implications. As far as agriculture is concerned, three
different techniques are being developed with profound implications for
farming.

The first is genetic engineering, which enlarges the possibilities of
incorporating desirable characteristics, such as disease resistance, into
plants. The second is tissue culture, which makes it possible to produce a
plant which is identical to the one from which is derived. The third is
enzyme technology, which can be used to modify a substance.

The potential benefits of biotechnology are great, provided that the
technology is made available to poor producers. However,
developments to date suggest that they are more likely to be
disadvantaged. The threat that biotechnology poses to developing-
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country producers can best be illustrated by the impact that it has had
on industrialised-country demand for one particular Third World
commodity: cane sugar. Through the use of enzyme technology it is
possible to extract sweeteners from any starch-containing source. In the
1970s developments in this field in the United States meant that it
became technically possible and commercially viable to produce ‘sugar’
from maize. This substance, known as high-fructose corn syrup, is now
widely used by food and drink manufacturers in the USA as a cheap
alternative to sugar. But it has effectively shut off the US market to Third
World sugar cane exporters, and in doing so contributed to plunging
world sugar prices in the 1980s. This in turn caused immense hardship
for sugar producers in the worst-affected developing countries.?

The problem for developing countries is that much of the research
into biotechnology is being conducted in the industrial countries, much
of it by private companies, for their own benefit. The stated aim of
biotechnology programmes in the European Community, for example, is
to improve the international competitiveness of European agriculture.

.Little account is taken of the impact they may have on the developing

world as trade flows change in response to the programmes. One
research programme proposes to make soya more suited to the
European climate, a move designed to reduce the Community’s
dependence on imports.? The outcome of this could be disastrous for the
major exporters of soya, particularly Argentina and Brazil.

But equally, biotechnology could have a positive impact on Third
World agriculture in the opportunities that it offers for improvements in
quality and yields. For example, current research on coffee, a vital export
crop for millions of small farmers in the developing world, may soon
make it possible to breed pest-resistant plants with a lower caffeine
content. This would reduce the need for applications of costly and
environmentally damaging pesticides, suit Northern consumer tastes,
and satisfy the recommendations of health advisers.”

If small farmers are able to cash in on these developments, they will
undoubtedly benefit. They could spend less money on inputs and enjoy
new market opportunities. But if the new plants are too expensive for
them to buy, they could be further marginalised in world markets, as the
benefits would be confined to large-scale producers.

Biotechnological developments are taking place at a rapid pace, and
in some cases are already affecting the supply of primary commodities
in the developing world. One example is in the palm oil industry.
Through the use of tissue culture, Unilever has found a way of speeding
up the development of oil palms and increasing yields by around 30 per
cent.”” While this will bring gains for the major producers such as

Malaysia, producers of competing oils, such as coconut, groundnut, and
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oilseed, many of whom are small farmers in poor countries, are already
affected by the glut of cheap palm oil on the market. Similar
developments are taking place in many other product groups. The
challenge of the 1990s will be to ensure that the benefits of these new
technologies reach beyond the industrialised countries to the most
vulnerable groups of producers in the Third World.

THE CASE OF SUGAR

In 1985 the price of sugar on the world market fell to three US cents a
pound. Cane sugar is a vital export crop for many developing countries.
They rely on it for foreign-exchange earnings and the industry provides
employment for an estimated twelve million people. Yet even the
lowest-cost producer could not break even at a price much below twelve
US cents a pound. The effect of this price fall was devastating.

First of all, it represented a significant loss of foreign-exchange
earnings for a number of countries, such as the Dominican Republic,
Guatemala, Fiji, and Malawi. To make up for the shortfall, the
governments of these countries would either have had to cut back on
imports or resort to borrowing from the international banking
community. Either way the indirect effects on people would have been
widely felt. Cutting back on imports may typically mean a shortage of
certain food items in the shops or of essential agricultural inputs.
Borrowing may have entailed the introduction of austerity measures,
such as the removal of food subsidies or cuts in public services, to pay
the interest on the loans.

But the price fall also had direct, and often tragic, consequences for
many of the people involved in the production of sugar. Hardest hit
were the sugar workers and their families on the island of Negros, in the
Philippines. Negros is one of the larger islands in the Philippines
archipelago. While sugar is a relatively important source of foreign
exchange to the Philippines, contributing about eight per cent of export
earnings a year, it is vital to the economy of Negros. At the time of the
price collapse, Negros was producing around seventy per cent of the
Philippines’ sugar. On the island itself very little else was grown, and the
whole economy revolved around its production.

Production was organised on a semi-feudal basis. The plantations,
known locally as haciendas, were often several hundred hectares in size,
and owned by some of the wealthiest families in the Philippines. Most of
the haciendas employed a small permanent workforce who lived on the
plantation. Wages were low and living conditions primitive. During
harvest time additional labour was often needed, and this was provided
by migrant workers from neighbouring islands. When prices collapsed,
many of the hacienderos saw that it would be uneconomical to harvest
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The Philippines: harvesting sugar cane on the island of Negros.

that year’s crop; a quarter of a million sugar workers were thus plunged
into unemployment. They had no rights, bargaining power, or social
security. More importantly they had no land on which to grow food.

At the time, Oxfam was heavily involved in the relief effort in
drought-stricken Ethiopia. When news came through of the desperate
plight of the people on Negros, it was hard to believe that there could be
a parallel problem of widespread starvation on an agriculturally fertile
tropical island. There was an immediate need for food and medicines, to
which Oxfam responded, but in the longer term it was widely
recognised that if people were to be protected from such devastation,
there had to be radical changes in patterns of land ownership and use.

The dramatic fall in sugar prices and the consequent suffering of so
many were due to a combination of a number of the factors already
described. They were principally caused by the protectionist agricultural
policies of the USA and the European Community, and technological
changes in the production of sweeteners.

Production and trade in sugar are unique in several ways. Cane sugar
is produced in tropical climates, while beet sugar is cultivated largely in
Western Europe, the USSR, and North America. But since the beginning
of the 1980s sugar has also faced competition from other sweeteners,
especially high-fructose corn syrup, produced from maize. Traditionally,
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sugar trade has taken place between the low-cost tropical producing
areas and the developed consuming areas of Western Europe, North
America, and Japan.

At the beginning of the 1970s the United States was the single largest
sugar importer. It has maintained high domestic prices for sugar by
means of guaranteed loans to producers and by controlling the supply of
sugar through import quotas. The relatively high price of sugar resulted
both in increased production and in increased substitution by the more
competitively priced high-fructose corn syrup for use in the food
industry. Consequently the USA was able to halve its imports in the first
half of the 1980s, most of which came from countries in South and
Central America, the Caribbean, and the Philippines. A similar trend
was emerging in the European Community. In 1967 the twelve countries
which are now members of the European Community were, collectively,
net importers of nearly four million tonnes of sugar. Under the Common
Agricultural Policy a variety of mechanisms, including guaranteed
prices, intervention purchases, and variable import levies, produced
massive increases in production. By the mid-1980s the Community was
a net exporter of nearly four and a half million tonnes of sugar a year.

The impact of these developments on some Third World sugar
producers was devastating. Not only did countries such as the
Philippines lose their traditional markets; they also faced world market
prices that were only a fraction of their production costs of around US12
cents a pound. In December 1984 the price of sugar on the world market
fell to 3.51 cents a pound. Meanwhile farmers in the EC and North
America were enjoying prices of between 19 and 22 cents a pound.”

THE OUTLOOK FOR COMMODITY-DEPENDENT
COUNTRIES

Continuing global recession will keep the prices of some commodities
low. Agricultural products may benefit from the expected reduction in
protectionism (see Chapter 9). Future structural changes in trade
patterns in the industrialised countries, and the pace and effects of
technological developments, are important but unpredictable factors.
There is still much scope for substitution away from traditional
materials, and the Northern-based biotechnological revolution is likely
to disrupt traditional patterns of world trade.

There is another factor that will have to be taken into account in the
1990s and beyond: the weather. Weather has always had a major impact
on supply. An untimely frost in Brazil, for example, may well wipe out
the bulk of the country’s crop and send prices soaring on the
international market. Hurricanes frequently do severe damage to the
banana crop of the Windward Islands, with a similar effect. Perfect
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conditions for cocoa growing in West Africa may produce a bumper
crop, but the resulting over-supply may lead to a fall in world prices.

Until recently the impact of weather on supply would, perhaps, have
been considered benignly unpredictable. But with the onset of global
warming, weather patterns are becoming increasingly erratic. They
could have a major impact on supply. While the inevitability of global
warming is now almost universally accepted, the impact of the resulting
climate change on agriculture is uncertain. Clearly it will be very
disruptive. Third World countries which are heavily dependent on
agricultural commodities for food and export will be particularly
vulnerable. A substantial rise in temperature could, for example, wipe
out the whole of Uganda’s coffee crop, and with it its main source of
export earnings. The predicted sea-level rise of one metre in Bangladesh
by the middle of the next century could ruin what there is of its already
very fragile economy by wiping out or displacing two major exports:
shrimps and jute.

Experts are particularly concerned about the impact of global
warming on semi-arid regions, such as much of sub-Saharan Africa,
North East Brazil, and parts of India and Pakistan. In these areas
agriculture is closely geared to rainfall and depends not only on rain
falling in a concentrated rainy season, but on its timing and distribution
within the season. Cropping patterns and agricultural patterns are finely
adjusted to the rainfall regime, and even minor changes have major

~ effects on yields.”

Predicted climatic change simply underlines the extreme vulnerability
of Third World commodity-dependent countries to changes that are
largely beyond their control. The next chapter reviews the mechanisms
that have been used to try to control commodity prices to shield both
producing and consuming countries from unpredictable price
movements.
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“YOU CAN'T PAY THE DOCTOR IN MILLET!":
Controlling international commodity prices

he landlocked central African country, Chad, is rated by the World

Bank as the world’s third poorest country, after Mozambique and
Ethiopia. Its economy is overwhelmingly dependent on agriculture and
cattle herding, which together account for almost 50 per cent of its gross
domestic product. Cotton, the principal cash crop, is considered to be the
backbone of the official economy. Latest estimates are that livestock and
cotton contribute 80 per cent of Chad’s foreign-exchange earnings.'

Cotton cultivation was imposed on Chad by the French in the 1920s to
make their Cinderella colony a paying proposition. The southern region
of the country where the cotton is grown became known as le Tchad utile
(‘useful Chad’) as distinct from the economically unprofitable two thirds
of the country to the north. In le Tchad utile the French colonial
government induced farmers to produce large quantities of cotton for
export to Europe, not only in the expectation of supplying the
manufacturing industries there, but also in the hope of developing a
market for finished cloth in Africa. A common practice was to force
farmers to allocate a certain proportion of their land each year to cotton
production and sell a quota of their produce to French merchants. Prices
were set so low that the farmers could scarcely cover their transportation
costs. Inevitably they took a loss on their cotton each year, and had less
land available for food crops. The resulting shortfall in food production
left large numbers of people very vulnerable to the droughts which
periodically hit the country.

Today an estimated 350,000 farmers grow cotton in Chad. Including
their families, over two million people, nearly half the population, are
dependent on the industry for an income. They are locked into cotton
production in the same way that farmers were during the colonial
period, only now the imperative is the need for a cash income, rather
than compliance with the dictates of the French colonial government.

In Chad cotton production and marketing is controlled by
Cotontchad, of which 75 per cent is owned by the Chadian Government,
19 per cent by France, and 3 per cent by local banks. Its activities cover
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virtually all aspects of the industry, from providing seeds and other
inputs to the farmers, purchasing, transporting, ginning, marketing, and
manufacturing cottonseed oil and soap. In 1986 Cotontchad came close
to bankruptcy following the sharp decline in cotton prices on the
international markets during the 1985/6 season (although it was also
suffering from years of mismanagement and civil disorder). It was
rescued by a loan and restructuring package from a consortium of
donors, including the World Bank and the European Community’s
European Development Fund. However, with international cotton prices
remaining weak, Cotontchad continues to face financial difficulties
which it tends to deal with, as it always has, by reducing the price it
pays farmers for their cotton. In the 1988/89 season they paid CFA 90
(£0.18) per kilo, down 10 per cent on the previous year’s price.’

Bendei Patrice has been growing cotton since 1957. He lives with his
two wives and ten children and farms a two and a half hectare plot of
land. In most years he divides the land between cash-crop and food-crop
production. One hectare of land is devoted to cotton, while the rest is
divided between peanuts and millet, with a small area set aside for
vegetable production. His job is to tend the cotton crop, while the
women devote their time to food production.*

The problem for farmers such as Bendei Patrice is that they earn very
little from the cotton that they grow, but it is their only source of a cash
income. Low cotton prices mean that there is very little cash available,
either for individual or more general development needs. People lack
very basic requirements such as water. There are no local health services,
nor funds for farmers to buy essential agricultural equipment. In recent
years Oxfam has been supporting credit and saving schemes set up by
village groups® These have helped individual members, and the
communities as a whole, but do little to shield farmers from extreme
price swings on the international market, such as the fall in cotton prices
in 1986. In that year Bendei Patrice’s net income from his one hectare of
cotton, after he had paid for inputs and the hire of oxen, plough, and
local labour, was CFA 84,000 (£167.00).° Out of this he was obliged to pay
taxes of CFA 3,000 (£6.00), and the same in contributions to his political
party. The family had to eke out what was left over the year to cover
school fees, clothes, and medical expenses.

Cotton production is highly labour-intensive. With such low returns,
it seemed reasonable to ask why he bothered to grow cotton in the first
place and didn’t concentrate on food-crop production instead. He
replied patiently, “You can’t pay the doctor in millet.” But the following
year that was all that he had. With such low prices, he had no money left
over to buy cotton seeds or inputs. Instead he had to earn what money
he could by working on other people’s land. '
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"You can’t pay the doctor in millet!”

ATTEMPTS TO CONTROL INTERNATIONAL COMMODITY
PRICES

Cotton is grown in more than 75 tropical and temperate countries, over
fifty of which export it onto the world market. While it is grown in many
parts of the Third World, some of the poorest African countries are most
dependent on cotton for their export earnings, especially Chad, Mali,
Sudan, and Burkina Faso. Its price on the international markets is
therefore critical to their development efforts. Like other commodity-
dependent countries, these cotton economies have a keen interest in
stabilising market prices at levels that adequately reflect their
production costs and generate a reasonable income. )

The need to control commodity prices has long been recogmsed for
different reasons, by both producing and consuming countries. The
developed countries — the main importers — dislike sharp increases in
prices, because they encourage inflation. The developing countries,
which depend on exporting commodities for foreign-exchange earnings,
find price fluctuations hard to deal with because they make it difficult
for them to attract investment or plan for the future.

Attempts to control prices have generally taken two forms: cartels
and international commodity agreements (ICAs). They differ in that
ICAs are formally negotiated, public agreements made between
producers and consumers, while cartels are agreements made between
producers alone, and are frequently kept secret.®

Chad: Daniel Kada and his wife wait for their cotton to be weighed in the market at Bissi .

Mafou.
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Cartels

The most striking example of a cartel is that of OPEC (Organisation of
Petroleum Exporting Countries), whose actions triggered massive rises
in oil prices in 1973/4 and 1979. This was a period when some
commodity prices, principally sugar and tropical beverages, such as tea,
coffee and cocoa, were already quite high. There was also concern over
the exhaustion of the world’s mineral resource base. This gave rise to a
concern in the developed countries that the nations of the South could
develop real ‘commodity power” and command any price they liked for
their commodity exports, particularly minerals, through producer cartels
such as OPEC.’ '

As history has shown, these fears were unfounded. Technological
developments have continued to reduce the growth of demand for many
minerals, and the widespread fears prevalent in the 1970s concerning the
exhaustion of resources flowed largely from misunderstandings of the
state of the world’s mineral reserves, which are much greater than were
at one time thought.

The market conditions that promote producer power and therefore
indicate the use of cartels have been analysed at length by economists,
who have defined five of the most important as follows. First, the
commodity should be truly essential for the consumer countries, with
few or no close substitutes for its major uses. Demand should be “price-
inelastic’, which means that demand does not vary much with price
changes. Coffee, for example, is relatively price-inelastic. Its mildly
addictive properties ensure that people keep drinking it even if the price
does rise, and do not drink any more if it falls. Secondly, supply has to
be price-inelastic. In other words, price rises should not trigger increased
production. If they do, the strength of the agreement may well be
eroded. Many commodity agreements have failed in this way, as
countries have unilaterally responded to price rises by increasing
production. The third precondition concerns the homogeneity of the
product. If the product is truly homogeneous, then producers can
compete only on price. If there are many different grades of cotton or
types of coffee, for example, then there is plenty of room for producers
to compete with one another on non-price grounds. Fourthly, a small
number of suppliers should dominate the market. This not only
facilitates coordination, but also lessens the risk that non-members will
thwart efforts to affect output and prices. Finally, the governments
involved should not be heavily reliant on the commodity in question.
Dependency seriously curtails their bargaining power, as it would mean
that they would be reluctant to cut production.”

This is leverage that most Third World commodity producers simply
do not possess.
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International commodity agreements

Before the First World War, commodity controls generally took the form
of cartels. The first attempts to regulate trade in commodities on a
multilateral basis did not emerge until 1929, when the world economy
plunged into a deep recession, commodity prices plummeted, and
protectionist measures proliferated.

In the early 1930s the League of Nations held a conference in London
to discuss ways of dealing with the crisis. The conference recognised the
importance of increasing the purchasing power of primary-commodity
producers by keeping the export prices of raw materials at fair and
remunerative levels. They also recognised the damage wrought by
protectionist measures, in that they often led to over-production and
thus put a downward pressure on prices. As a policy response they
suggested the setting up of international commodity agreements (ICAs)
which would deal with the problem of over-production through the use
of buffer stocks. As a result, ICAs were established in tin, wheat, tea,
rubber, and sugar, none of which was successful, as protectionist
measures continued to proliferate.

The Second World War caused a major disruption to efforts to
regulate world trade. It cut off large parts of the European market, and
food shortages led to direct buying by individual governments. It also
brought to the fore the views of John Maynard Keynes in his capacity as
adviser to the UK government. He was the first true advocate of
international and integrated commodity controls. He proposed a
comprehensive plan for the introduction of ICAs in a range of goods. He
also argued that world trade, development, and monetary policy should
be considered in an integrated fashion. The need for this was recognised
at the Bretton Woods Conference in 1944, which was designed to
reconstruct the world economy. However, the conference, which
established the International Monetary Fund (IMF) and the World Bank,
failed to establish a comparable institution for trade, although the need
for one was recorded." Subsequent negotiations succeeded in producing
a constitution for an International Trade Organisation, known as the
Havana Charter, in 1948.

While an actual trade organisation was never established, parts of its
charter were. Those chapters of the charter which concerned the
reduction of tariffs were adopted as a trade accord which became known
as the General Agreement on Tariffs and Trade (GATT). Thereafter the
GATT became the permanent forum for trade negotiations (see Chapter
9). A further chapter of the charter which related to commodity trading
was adopted by the Interim Coordinating Committee for International
Commodity Agreements (ICCICA), whose purpose it was to convene
discussions for international commodity agreements.
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To set up an ICA, producer and consumer countries get together to
negotiate its provisions. While each agreement will vary according to the
nature of the product and the circumstances of the market, it will
operate either through buffer stocks or through export controls, or
sometimes a combination of the two. Whichever way the agreement is to
operate, the producer and consumer countries must first agree on a price
range. This is a band, with a floor and a ceiling, within which it is judged
desirable to keep the price of the commodity. The 1977 International
Sugar Agreement, for example, established a price range with a floor of
USI1 cents a pound and a ceiling of US21 cents a pound.”

ICAs that use export controls are favoured when the main problem is
one of excess supply. They try to achieve a balance between supply and
demand by controlling supply through the use of export quotas.
Producer countries first have to agree on a ‘global quota’: the estimated
amount that the stronger members of the agreement can sell on the free
market at prices within the range. Then the global quota is divided
among the exporters. Once each country has been allocated its quota, it
has to work out how to keep its supply in line with its export quota. It
may do so by reducing production or by stockpiling, or by disposing of
its excess production. .

The principal aim of buffer stock agreements is to stabilise prices. The
buffer stock, which is literally a store of the commodity, is centrally
administered and financed by a tax on each tonne of the commodity
traded. The International Natural Rubber Agreement is a buffer stock
agreement. When there is a glut of rubber on the world market resulting,
for example, from increased production in Thailand, the buffer stock
manager will intervene by buying sufficient rubber into store, and thus
preventing world prices declining below the floor level. When prices
once again rise, the rubber can be released from the buffer stock to help
keep them stable.

Some agreements also contain measures that relate to consumption of
the commodity. Various International Sugar Agreements have, for
example, required members to study the effects of sugar substitutes on
consumption. The 1972 Cocoa Agreement gave the buffer stock manager
authority to divert surplus cocoa to non-traditional uses when the
quantity of cocoa held exceeded the maximum storage capacity in the
buffer stock.”

Some ICAs have clauses that relate to development. The 1990
International Cocoa Agreement, for example, has a clause on fair labour
standards: ‘Members declare that, in order to raise the levels of living of
populations and provide full employment, they will endeavour to
maintain fair labour standards and working conditions in the various
branches of cocoa production in the countries concerned, consistent with
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their stage of development, as regards both agricultural and industrial
workers employed therein.™

THE CREATION OF UNCTAD

By the 1960s there was considerable discontent in Third World countries
at the institutional arrangements governing post-war economic
relations. They were particularly disillusioned with the General
Agreement on Trade and Tariffs. By now it was apparent to developing
countries that the GATT was serving the interests of the industrialised
countries, rather than their own. As a result they lobbied for a special
conference on trade and development that would be devoted to
promoting their own economic interests.

The conference, known as the United Nations Conference on Trade
and Development, was held in Geneva in March 1964. At the conference
the developing countries called for the creation of a new, comprehensive
International Trade Organisation. The new ITO would subsume the
GATT and provide an institutional framework for discussions on
commodity issues. While they never managed to achieve the setting up
of an ITO, the holding of the 1964 conference and the subsequent
decision to make UNCTAD a permanent institution was seen as a
victory for the Third World, and one that was to have substantial impact
on commodity policy. UNCTAD officially came into existence on 12
December 1964, took over all the functions of the ICCICA, and became
the centre for global commodity discussions.”

UNCTAD has evolved a decision-making process which has been
adopted by many other UN bodies. The process involves the
development of positions by three well-organised groupings: the Group
of 77 (the developing countries), Group B (developed countries), and
Group D (the then communist East European states). A fourth ‘group’ is
China. After UNCTAD I, the Group B countries began to coordinate
their policies through the Organisation for Economic Cooperation and
Development (OECD). The Group of 77 has now grown to a group of
128 countries, which coordinate their activities by continental groupings.
Group D has traditionally played a supporting role to G77. Since 1989
they have been speaking as individual countries and only acting as a
group on procedural matters.'

The philosophy underlying UNCTAD's first decade owed much to
Raul Prebisch, the first Secretary General, whose main thesis was that
the terms of trade of developing countries were in long-term decline. His
policy prescriptions included support for commodity prices, the
rescheduling of developing countries’ debts, greater market access for
exports from developing countries, and compensatory finance for
shortfalls in their export earnings.”
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During the first decade of its operation, market access for
commodities formed the basis of UNCTAD’s work, through its
development of the Generalised System of Preferences (see Chapter 9).
From the mid-1970s this was broadened out to ensure a more integrated
approach to the range of problems facing developing countries in their
pursuit of a New International Economic Order (NIEO).

The New International Economic Order

The idea for a New International Economic Order (NIEO) was
formulated by the Group of 77 and debated throughout the 1970s. It
came at a time when ‘commodity power’ seemed to be at its height. The
success of OPEC’s oil cartel gave rise to optimism in the developing

UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT

Dates of Conferences and main decisions taken

1964 UNCTAD | Dealt with commodities on a case-by-case basis and
created a Commission on Commodity Arrangements
and Policies.

1968 UNCTAD I Drew up a draft policy agreement on commodity
arrangements and on encouraging the promotion of
measures to stabilise international commodity prices.

1972 UNCTAD Il Continued discussions on commodity issues.

1976 UNCTAD IV  Adopted the Integrated Programme for Commodities
and reached agreement in principle on the need for a
Common Fund.

1979 UNCTAD V Adopted resolutions authorising the secretariat to
carry out studies on the marketing, distribution, and
transportation of commodities; the processing of
primary products; and compensatory financing.

1983 UNCTAD Vi Deadlock in discussions between G77 and Group B
on proposals for emergency action on commodities.

1987 UNCTAD VIl Resumption of dialogue between G77 and Group B.
USSR and others signed up for Common Fund. A
‘Final Act’ was adopted by the conference.

1992 UNCTAD VIlII Theme: ‘Strengthening national and international
action and multilateral cooperation for a healthy,
secure and equitable world economy.’
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world regarding their potential economic influence. The G77 hoped that
the NIEO would ‘redress existing injustices” and ‘make it possible to
eliminate the widening gap between the developed and developing
countries’."

The NIEO was to be effected by a seven-pronged Programme of
Action which included an Integrated Programme for Commodities,
which was designed to stabilise and raise commodity prices, and to
increase the export earnings of developing countries.” It was decided
that the Integrated Programme for Commodities (IPC) should focus on
two approaches. The first was to concentrate on negotiations for
international commodity agreements for those commodities regarded as
being most important for developing countries. Eighteen commodities
were identified for coverage under the IPC. Ten of these were
designated ‘core’ commodities, those which are mainly exported by
developing countries.”” The second approach was to establish a Common
Fund to finance the buffer stocks of the ten ‘core’ commodities.

The performance of international commodity agreements
Since the Second World War international commodity agreements have
been negotiated to regulate the markets for five commodities: tin,
natural rubber, sugar, coffee, and cocoa. Attempts have also been made
to establish ICAs in numerous other commodities, including tea, cotton,
jute, and copper, but they have all failed to materialise. Of the five that
did materialise, only one, the International Natural Rubber Agreement
(INRA), a buffer stock agreement, remained in force by the end of 1990.
The last International Coffee Agreement (ICFA), which is based on
export quotas, was suspended in July 1989. Similarly the International
Cocoa Agreement (ICCA), a buffer stock agreement, is to continue until
1992, but without economic provisions.” International Sugar
Agreements (ISA) have been based on export quotas, but the last
agreement expired in 1983. The International Tin Agreement (ITA), a
mix of export quotas and buffer stocks, was suspended in October 1985.

Judgements on the performance of these agreements are mixed. Two
of them, the sugar and cocoa agreements, are generally judged as having
been unsuccessful. Agreements on tin, which span over thirty years,
have been more successful, in that they have managed to keep prices
mostly within the approved price ranges. The more recent rubber
agreement has also met with some success. Successive coffee agreements
have often failed to maintain prices within the agreed range, but
through use of quotas have prevented prices falling too low or rising too
high.2.

The most important factor contributing to the overall failure of ICAs
is a lack of political will to make them succeed. Several factors have
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contributed to this. One concerns ideology. Many industrialised
countries, the main importers of primary commodities, are hostile to
intergovernmental market regulations. International commodity
agreements are the antithesis of the free-market ideology they are keen
to promote in world trade, as demonstrated by the latest GATT
negotiations (see Chapter 9.) If ICAs had had the full backing of these
powerful consuming countries, they would have had a better chance of
succeeding.

Another factor concerns the imbalances that exist between the relative
strengths and weaknesses of producers. In any given commodity a
handful of countries generally dominates production. For example,
Brazil and Colombia have traditionally dominated the world coffee
markets, contributing around 40 per cent of global exports, while
Malaysia has led production in rubber. If one of these leading exporters
fails to support the agreement, it is bound to fail. Critical to their success
is the need for producers to reach a consensus so that agreement on
market shares or levels of buffer stock financing can be reached. As
already shown (in Chapter 3), there were many factors at work,
particularly during the 1980s, which created huge imbalances between
supply and demand, making consensus between producers very
difficult.

Other factors contributing to the failure of ICAs are of a more
technical nature. One concerns exchange rates. A major reason for the
collapse of the International Tin Agreement was the appreciation of the
dollar, which meant that the market was being supported at too high a
level. It has been suggested that one way of avoiding this would be by
defining support prices in SDRs.”? Another concerns the drafting of the
agreements, which have been criticised for being imprecise.* Problems
are also created if new suppliers outside the agreement enter the market,
or if there are disputes among producers over the allocation of quotas.

The Common Fund

The second part of the Integrated Programme for Commodities, the
Common Fund, was advocated strongly by most members of the
UNCTAD secretariat, as well as by the G77 developing countries, for a
number of reasons. First, they considered that a key reason for the
failure of international commodity agreements in the past had been a
lack of adequate financing for buffer stocks. The formation of a sizeable
fund from which concessional loans could be offered would help to
overcome this problem. Secondly, it was felt that money could be saved
by creating a joint financing facility, rather than separate ones for each
commodity. On the assumption that commodity prices rise and fall at
different times, the proceeds from the sale of some stocks could be used
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to purchase others. Finally it was argued that having a common fund
would spread the risks among governments, as it would cover a number
of commodities, rather than just one or two.

The idea of setting up a Common Fund was strongly opposed, from
the outset, by the industrial countries. Hence proposals for the Fund
were adopted at UNCTAD IV in 1976, but without the support of many
of these countries. The debate about the form that the Fund would
eventually take was lengthy and acrimonious. Agreement was finally
reached in June 1980. It was decided that the Fund would consist of two
accounts, referred to as ‘windows’. The first account, or window, would
be designed to finance buffer stocks and internationally coordinated
national stocks in the ten ‘core’ commodities of the Integrated
Programme for Commodities. The second account, or window, would be
designed to finance measures other than stocking, such as research and
development, productivity improvement, and diversification. The two
windows were to be financed separately by direct government
contributions of US$400 million to the first and US$350 million to the
second.”

Once established, the treaty had to be signed and then ratified.
Ratification could occur only when the treaty had been signed by at least
90 countries which would collectively account for at least two thirds of
the financial subscriptions. The original target for this was March 1982,
but it had to be extended several times. Finally, by 1986, 90 countries,
including Britain, had ratified the agreement. However, they. only
accounted for a little under 58 per cent of the subscriptions. Among the
non-ratifiers were the USA and the Soviet bloc, which accounted for
15.71 and 10.21 per cent of subscriptions respectively. Finally, at
UNCTAD VII in July 1987, the Soviet Union, in a gesture of goodwill
towards the Third World, announced that it would ratify the treaty, thus
ensuring its entry into force, but without the USA.

In July 1989 the first annual meeting of the Governing Council of the
Common Fund took place. By this time 104 countries had ratified the
agreement. It was agreed that the Fund’s headquarters should be located
in Amsterdam.”* By mid-1991 contributions to the Common Fund had
amounted to between $90 million and $100 million. Britain is among the
countries which have paid their contributions, but many have not. A
further $200 million has been pledged, but not paid.”

In the absence of functioning international commodity agreements
there is little purpose in the First Window. The efforts of the Fund are,
therefore, being concentrated on the Second Window. Several projects
have been submitted for funding, but none as yet has started. There is
some dispute over whether or not funds should be given as grants, or
loans.”®
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COMPENSATORY FINANCING

Most negotiations on commodities since the Second World War have
been about regulating market prices, primarily by the use of
international commodity agreements. But there have also been
negotiations to use compensation payments to deal with the problem of
loss of export earnings resulting from declines in commodity prices.
These have taken place in the IMF and, to a lesser extent, in UNCTAD.
In addition, the European Community has developed a related scheme
as part of its Lomé agreements with the African, Caribbean, and Pacific
(ACP) countries. :

Developing countries have directed most of their attention to
international commodity agreements, arguing that the issue of
compensation diverts attention away from the need to tackle the root
causes of unstable commodity prices. The industrialised countries, on
the other hand, have tended to view compensatory financing as a more
attractive way of dealing with the Third World’s commodity problems
than schemes that directly deal with prices and supplies.”

The IMF’s compensatory financing facility

As early as 1953 a United Nations group of experts suggested that the
IMF should offer assistance not only for temporary balance of payments
deficits, which was its original - function, but also specifically for
shortfalls in earnings from commodity exports. This was not taken up
seriously by the IMF until the early 1960s. At this time, falling
commodity prices prompted developing countries, suffering from
resulting balance of payments difficulties, to urge the IMF to consider
ways of expanding opportunities for borrowing.

In response, the IMF created a new account in 1963 which granted
members slightly greater borrowing rights. This Compensatory
Financing Facility (CFF) gave members the right to borrow the
equivalent of 25 per cent of their quotas in the face of a decline in their
merchandise export earnings. For an IMF member country to borrow
from the CFF, three conditions have to be met. First, there has to be a
balance of payments problem. Secondly. the shortfall in earnings must
be temporary and beyond the country’s control. Finally, the beneficiary
government has to agree to cooperate with the IMF in finding
appropriate solutions to its short-term balance of payments problems.* |

The Group of 77 have criticised the CFF on the grounds that it is too
restrictive and does not go far enough. They have argued that
compensatory financing should take the form of grants, not loans, and
should not carry any conditions. Several amendments were made to the
Facility, the main ones being increases in the percentage that members
can draw. In 1988 the CFF was abandoned and replaced by the
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Compensatory and Contingency Financing Facility. This new facility
provides members with overall access to Fund financing of up to 122 per
cent of their quota, but still requires them to cooperate with the IMF

over stabilisation programmes designed to deal with balance of .

payments difficulties.”

The Lomé Convention’s STABEX scheme

The discussion of compensatory financing during the 1970s and early
1980s was influenced by an agreement reached between the European
Community and a large group of African, Caribbean, and Pacific (ACP)
countries in 1975. Known as STABEX (the Stabilisation Fund for Export
Earnings), this agreement was a major component of the first Lomé
Convention, signed in 1975. (For more on Lomé and a list of ACP
countries, see Chapter 10.)

Under STABEX the European Community agrees to compensate ACP
countries included in the Lomé Convention for shortfalls in their
earnings from commodity exports to the Community with the stated
aim of

. remedying the harmful effects of the instability of export
earnings and to help the ACP States overcome one of the main
obstacles to the stability, profitability and sustained growth of their
economies, to support their development efforts and to enable
them in this way to ensure economic and social progress for their
peoples by helping to safeguard their purchasing power ..."”

-

STABEX is essentially an aid scheme, with transfers being made to the
ACP countries for ‘the benefit of economic operators adversely affected
by this loss [of export earningsl, or, where appropriate, to
diversification, either for use in other appropriate productive sectors in
principle agricultural, or for the processing of agricultural products’.®
When the scheme was first set up, it covered only twelve products. The
list has since been extended to 49, covering a wide range of natural
resource and agricultural products. Sugar is covered under a separate
scheme, known as the Sugar Protocol. Minerals are dealt with under
SYSMIN, ‘Mining Products: Special Financing Facility’, which is
separate, but similar to STABEX.

When STABEX was established in 1975, it was agreed that the least
developed ACP countries, 43 of the 69, should be exonerated from
repayment, but that the others would be obliged to pay if the market
recovered, although no interest would be charged.* This system
changed under Lomé IV, which began in 1990 for a ten-year period. All
transfers are now given as grants. This was prompted by the low levels
of loan repayment under previous Lomé agreements: 0.9 per cent under
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Lomé I, 7.5 per cent under Lomé 1], and 11.6 per cent under Lomé III

Under Lomé 1V there have also been changes in the rules about the
way in which STABEX transfers are used. They must be used either in
the specific sector which recorded the loss of export earnings, or in other
agricultural sectors. Under Lomé III, funds could be used in ‘other
appropriate sectors’. Lomé IV also attempts to link STABEX to
adjustment reforms. Where there is already an adjustment operation
designed to restructure production and exports or to achieve
diversification, STABEX funds must be used to support it. Changes have
also been made to the dependency thresholds. STABEX is now
applicable to products representing five per cent of a country’s total
export earnings, or one per cent for least developed, landlocked, or
island countries. Under Lomé III, the thresholds were 6 per cent and 1.5
per cent respectively.

Unstable commodity prices during the 1980s placed immense strain
on the STABEX budget. Between 1975 and 1988, applications amounted
to ECU 3.271 million, double the ECU 1.723 million provision.” In 1988
alone legitimate claims for shortfalls arising in 1987 were 35 per cent in
excess of the fund.”* This led to requests from the ACP countries for the
Fund to be topped up. Accordingly the EC put a further ECU 245
million into the Fund for 1987 to 1988. This was considered by the
Community as a political gesture in exceptional circumstances, but has
subsequently been quoted by the ACP as a precedent for further top-
ups.”

STABEX accounts for 14 per cent of the current European
Development Fund aid budget for the ACP states. But only a small
number of countries benefit. Its distribution is distorted, so that in 1989
63 per cent of transfers went to only two countries: Cote d’'Ivoire and
Cameroon. Five more countries accounted for a further 28 per cent,
which means that 91 per cent of the transfers went to only seven
countries. Only twenty countries received any STABEX money. The
commodity distribution is even more distorted. Coffee accounted for 70
per cent of transfers, cocoa and cocoa products for 20 per cent, and
wood for 6 per cent. Applications were made in respect of only thirteen
products in all.®

While STABEX is sometimes referred to as the jewel in the crown of
the Lomé Agreement, and on balance has been greeted by the ACP
countries as a substantial innovation and a novel approach to the
problems of the commodity sector, it is also criticised for its limitations,
particularly in terms of its selective commodity coverage, which does
not extend to processed products. In the view of the British government
STABEX has failed to make any significant positive impact on the
economic development of the recipient countries: ‘While one of the



"You can’t pay the doctor in millet!”

intended uses of STABEX is for diversification, it can reduce the effect of
market forces and discourage adaptability to them ... STABEX to date
has provided foreign exchange without any link to economic reform.””

It has also been criticised for being selective by country, since only
ACP states are eligible. However, a small scheme called COMPEX
(Compensation For Loss of Export Earnings for non-ACP countries) is
now in operation for the least developed non-ACP countries. COMPEX
was set up in 1987 for a five-year period. It signalled the EC’s
commitment to the United Nations Programme for Action for the Least
Developed Countries, formulated at a conference held in 1985. It is a
provision of ECU 50 million to help to stabilise export earnings mainly
in the agricultural sector. Transfers, which are in the form of grants, may
also be used to support diversification programmes. Disbursements
have been made, among other countries, to Bangladesh, for its jute and
tea industries, and to Nepal for its hides, skins, and lentils industries. Its
continuation beyond the end of 1991 has yet to be discussed.®

BACK TO BENDEI PATRICE

None of this has added up to much for small-scale producers such as
Bendei Patrice, who remain as vulnerable as ever to unstable commodity
prices. Neither international commodity agreements nor commodity
cartels have been much help to him in his efforts to make a living out of
cotton.

Cotton meets none of the market conditions necessary for the forming
of cartels. It is a heterogeneous commodity, with many different grades
being produced. There are several substitutes for cotton. Synthetics,
especially polyester blended with cotton, have slowed the growth of
cotton consumption over the last few decades. It is grown in both
tropical and temperate climates, and produced by more than 75
countries worldwide. Major producers include powerful countries such
as the USA, the Soviet Union, and China. Attempts have been made to
establish an international commodity agreement for cotton, but without
success. Between the 1950s and the 1970s cotton prices on the
international market were relatively stable, mainly due to US policy to
hold large cotton reserves and pay a generous support price to its
farmers. In effect it was holding a world buffer stock. In 1965 the USA
abandoned its stocking policy and reduced its price-support
programme. )

This is when serious discussions on setting up an ICA for cotton
began. But agreement was never reached, because of the conflicting
positions of producer countries. Some believed that an agreement would
be unworkable because of competition with synthetics, others because of
the heterogeneous nature of the product. Many did not want to regulate
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the market, because it would restrict their opportunities to increase their
market share.

Cotton prices rose substantially in the mid-1970s in the wake of the oil
price shocks which substantially raised the price of synthetic petroleum-
based fibres, cotton’s main competitor. At this time there was little
incentive for an agreement. The USA and Soviet Union were particularly
opposed to market intervention. As major producers they would have
had to pay considerable sums towards the financing of a buffer stock.
The poorer developing country producers, such as Chad, who may have
benefited from a more regulated market, lacked any power in the
negotiations, due to their marginal position in the world market.

The slump in prices during the mid-1980s was wholly due to
increases in production in the major producing countries." While Chad
was unable to benefit from a more regulated market, it did receive some
compensatory payments through STABEX following this fall in cotton
prices. In 1987 disbursements to Chad amounted to 5.4 per cent of the
total STABEX budget, and in 1988 they accounted for 2.2 per cent.*

The next chapter looks at another method of dealing with price
instability: earnings insurance protection. This is the way in which big
companies deal with the problem. They protect themselves against price
fluctuations by trading on the futures markets.



5

HEDGING YOUR BETS:
Price stabilisation and the futures markets

PATTY AND GEORGE GO BUST

ack in the mid-nineteenth century, Patty and George made their

living from farming 50 acres of land in Wisconsin, USA. It was good
land, which made them a modest but decent living: enough to feed,
clothe, and school their three children and keep a roof over their heads.

Their main crop was corn, which they sold each year to the local grain
merchant. One year, with the corn safely harvested, they set off for town
to sell it, in festive mood. The hard work of harvesting was over for
another year, and it had been a good year. The rains had come at the
right time and in the right quantity. The corn had grown tall and strong
and ripened to gold in the summer sunshine, which had continued to
shine throughout the harvest. When they reached the grain merchant,
they were delighted to find that their efforts would be rewarded by
exceptionally high corn prices. With the deal done, they returned home
and began planning how to use their windfall gain. They decided to
build an extension to their small farmhouse that winter, and invest in
some new farm machinery and tools. The profits from their corn harvest
would not quite covér the amotint of money they needed, so they
decided to take out a loan from the bank. They were confident that they
would be able to repay it in a couple of years.

Winter came and went. With the extension completed, farm
machinery purchased and the corn planted, they waited for harvest. It
was another good growing season and the corn yield was high, but this
time when they reached the grain merchant, bad news awaited them.
The price of corn had plummeted. Two consecutive years had produced
bumper harvests, and stocks from the previous year were still high.
Quite simply supply had outstripped demand. The price being offered
by their merchant was only a fraction of that paid the previous year.
Patty and George returned home crestfallen. That evening they sat on
their porch looking out across their harvested fields, and worked out
what it would cost them to transport the grain to town, and how much
they- would make on the sale. It didn’t take them long to discover that
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they would actually make a loss on the transaction. It would be cheaper
to dump the grain in the Mississippi.

And that is what they did. The fruits of their harvest ended up on the
river bed. The bank foreclosed on their loan, and Patty and George went
bust.

TRADING ON FORWARD CONTRACTS

One of the farmer’s greatest enemies, whether a North American grain
farmer or a small-scale Latin American coffee producer, is price
uncertainty. Price uncertainty means that you do not know, from one
year to the next, what your income is going to be. It means that you
cannot plan for the future, or even guarantee yourself reasonable
financial security in the present.

The Chicago Board of Trade says that it was to protect grain farmers
such as George and Patty against violent price swings that it began
trading on forward contracts in the mid-nineteenth century. In fact, the
precedent had already been set by the Osaka Rice Exchange, which had
been using forward contracts for rice since 1730.' There are even claims
that forward contracts were used as early as the thirteenth century in
England by Fountains Abbey to sell wool? Had the option been
available when George and Patty took out their loan, they could have
fixed the price of next year’s harvest. The actual corn may not even have
been planted. Or, if it was, then when it was harvested and ready for sale
the following year, part of it would have already been sold, at a fixed
price, thus guaranteeing them a proportion of their income. So if prices
had dropped in the meantime, only a part of their crop would have had
to be sold at the lower price.

Table 2 shows how this could work for a coffee producer. In the table,
two prices are used. The spot price is the daily price for a particular
commodity, given by the current balance between supply and demand.

Table 2: Buying on a Forward Contract

Coffee prices Farmer’s bank balance
per tonne Farmer’s
Date Spot Futures transaction Payment Receipt Balance
Sept'91 £480 £500 Sells 100 tonnes — £50,000 £50,000
of coffee at £500
per tonne
June’92 £380 £400 Buys 100 tonnes £40,000 — £10,000
of coffee at £400
per tonne
Sells 100 tonnes — £38,000 £48,000

of coffee at £380
per tonne
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The futures price is the price that people can buy or sell at now, although
the physical commodity is not delivered until, say, three months’ time.
Roughly speaking, the futures price is the spot price that is expected in
three months’ time.

At the end of the 1991 harvest, the farmer decides that she wants to
guarantee herself the current spot price, of £480 per tonne of coffee, for
at least part of her harvest the following year. She reckons that she will
harvest around 200 tonnes of coffee in 1992. She does not want to sell it
all on a forward contract, in case her harvest fails for some reason, so she
decides to sell half of it on a forward contract. Accordingly she sells 100
tonnes of her next year’s coffee at the current futures prices of £500 per
tonne. Although no financial flows take place at this time, she
technically has £50,000 in the bank.?

The 1992 harvest comes around and she harvests 200 tonnes of coffee,
as predicted. But by now the price of coffee has fallen. The spot price at
the time she wants to sell is only £380 per tonne. She stands to make
£20,000 less in 1992 than she made in 1991. But she has already sold half
her coffee at the 1991 futures price. She is able to buy back her forward
contract at the new price of £400 per tonne. Then she can sell all of her
coffee at the current spot price of £380 per tonne. Hence she cuts her
losses by half. She sells her coffee for £38,000, but receives an extra
£10,000 on her forward transactions. By selling on forward contracts, she
has successfully managed to insure part of her crop against a price fall,
and thus guarantee herself a proportion of her following year’s income.
Had the spot price in 1992 been higher than in 1991, she would then
have gained on the spot market, but lost on her forward contract.

This simple model illustrates the two main functions of forward
markets. The first is known as price discovery. The farmer was able to
discover the price she would be able to receive for part of her crop the

following year, even though she had no idea what the spot price would

be at that time. Thus, the farmer can use the price as a basis for planning
how much crop to plant, what equipment to purchase, and how much
fertiliser and other inputs to buy. The second function is known as
hedging, the dictionary definition of which is to ‘reduce one’s risk of loss
on (bet, speculation) by similar transaction on the other side’.! This is just
what it does. It reduces the uncertainty of income for the farmer, and
hence plays an important role in guaranteeing the price she can expect to
receive for her crop.

TRADING IN FUTURES

Since the days of George and Patty, and the founding of the Chicago
Board of Trade, trading on forward contracts has become increasingly
sophisticated. Basically, the days of simple forward buying, as illustrated
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above, are over, although the principle remains the same. Nowadays
people and companies trade in futures. The main difference is that
money has to be put up front, in what is known as a ‘margin account’.

To return to the coffee farmer. She would have sold her coffee on a
futures contract in the same way as already described. But she would
have had to pay a deposit, known as an ‘initial margin’, which would
have been lodged in a margin account. Then as the price of coffee
moved, normally on a daily basis, there would be corresponding
adjustments made to her deposit, known as a ‘variation margin’. If the
price went up, she would have to pay the extra. If it went down, she
would have received the balance. Thus the amount required in her
margin account would be constantly changing. What this basically
means is that she would have to be very credit-worthy to put up the
sometimes extremely large sums of money involved.

The Chicago Board of Trade’s idea of protecting producers by trading
in grain futures trading quickly caught on. Futures trading now takes
place in capital cities in many part of the world, including Tokyo, Hong
Kong, Jakarta, and Buenos Aires, although the main trading centres are
Chicago, Paris, New York, and London. A huge range of commodities is
traded in these centres, including oil, metals, agricultural commodities,
and money. There are even plans for a futures market in electricity in
Britain. '

To allow futures trading in a commodity, the commodity must have
certain characteristics. Most importantly, there must be an agreed
standard that can be traded. In futures trading it must be possible to
trade like with like. For this reason some goods are rarely traded on the
futures market. Tea, for example, is still sold mainly through auction, as
described in the following chapter. This is because there are so many
different varieties and grades that it is impossible to set a single price.

In London, futures trading evolved out of the public auctioning of
imported goods. In the eighteenth century, commodity traders used to
meet in coffee houses in the narrow streets around Mark and Mincing
Lanes just behind the City’s most famous landmark, the Tower of
London. Here they would buy and sell goods by public auction. Samples
of the goods — the tea, coffee, cocoa, and spices — would be openly
displayed, filling the streets with their rich aroma. The rest, which had
arrived by ship, was stored in warehouses which lined the river.

However, the mere buying and selling of these goods did not provide
the shippers, in particular, with insurance for their cargoes. Their ships
had to undergo long and hazardous voyages to get the goods from Asia
or Latin America to the City of London. They needed some guarantee
that they would be able to cover their costs and pay their crews, and so
the practice of buying and selling in the future began. To do this,
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merchants in the City of London had to take views on what the forward
price of a shipment of, for example, copper, would be in three months’
time - its expected date of arrival from Santiago. They would do this by
assessing the likelihood of its arrival, on time or at all, and the projected
demand for it. The merchants trading in this particular commodity
would gather in a coffee house in Mark Lane, stand around a ring drawn
in the sawdust on the floor, and shout out their projections - a practice
known as dealing by ‘open outcry’ — until the hammer fell and the price
was fixed.’

Today there is no aroma of spices in the City of London: only the
pervasive smell of exhaust fumes from the cars, buses, and taxis that fill
the streets. Many of the elegant old buildings have been replaced by
modern office blocks. Trading no longer takes place in coffee houses, nor
in the pubs and wine bars that have replaced them, but in smart modern
office buildings. However, the system by which the prices of
commodities are fixed, and its principles, remain much the same. It has,
of course, evolved over the years, and continues to do so as
communications become more sophisticated and increasing use is made
of computers.

There are three main commodity houses where commodity trading
takes place. One, the London Futures and Options Exchange (FOX),
deals in ‘soft’ commodities, such as coffee, cocoa, and sugar. The
International Petroleum Exchange (IPE) deals in oil. Only a few
commodities are still traded by ‘open outcry’. The others are all done by
computer from the confines of individual offices in the City. The other
commodity house, the London Metal Exchange (LME), deals in ‘hard’
commodities — copper, lead, nickel, zinc, tin and aluminium. Here all
trading is done by ‘open outcry’. Similar arrangements exist for some of
these and other commodities in the New York and Chicago markets.

For the uninitiated, the world of commodity futures trading is at best
bewildering and at worst incomprehensible, as the following account of
a visit to the London Metal Exchange reveals:

You will find the exchange inside Plantation House in Fenchurch
Street. Speak there to Mr Sampson and you will be allowed into the
viewing gallery. Speak to him nicely and he will take you on to the
floor of the exchange. It will, for he will have thoughtfully so
arranged it, be 12.29 p.m.

At 12.30 a bell will ring, and Mr Sampson will explain that high-
grade copper dealing has begun and will last five minutes. There
will be about 300 people — most of them men, all of them white - in
the hexagonal room. Around 25 of them will be sitting in a ring in
the middle, the rest crowding round the circle. Some will be
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leaning over the back of the ring, others leaning out of foam-
padded booths, attached to three or four telephones.

The men in the middle will wave, roar, shout, signal, scribble,
bellow, gesture, gesticulate, scream, flail and turn pink. This is
during the early stages of the five-minute session. Thereafter things
will begin to get a little bit heated. What are they gesticulating? A
little book provided by kind Mr Sampson is of some help. A limp
wrist with three fingers displayed signifies "Three offered’. Two
fingers mean in this context something quite different from the
way in which they are used by London taxi drivers. They mean
“Two bid". Two fingers bent double, as if by arthritis, denote ‘two
and a half trading’. I have to be frank and admit I cannot help
much with the meaning of these.

What are they shouting? Again it is difficult to be quite sure. The
dialogue runs: ‘Nine offered ... Six seven ... One nine eleven ...
Seven five six .. These were snatches from here, there and
everywhere. But every half-minute or so everyone in the room will
unite in an apparenﬂy spontaneous chant of, say, ‘Nineteen
offered’.

Meanwhile further gnomic, staccato conversations will be carried
out between the characters outside the ring. Such as: ‘Mel, can you
cover the price?’ or ‘Stoo, tell Tel he’s done total 13 warrants.” Or:
‘Dougie, what's fixing?’

The last thirty seconds of the five minutes will be like the last 30
seconds of a Frank Bruno fight. One plumpish dealer may well
turn even more seriously pink than his colleagues and scream
several times to the world at large: ‘Ninety-five to sell, 95 to sell’,
and then just as a bell sounds: ‘Ninety I'll give.” And so it is that
the price three months ahead for 65 per cent of the world’s copper
is fixed.® '

The frantic activity described was being carried out by commodity
brokers and their clerks. Brokers act as the sales agent between the
producer and the consumer. In order to trade on the floor of either the
London Metal Exchange or London Fox, the broking firms have to
become members, which involves buying their way in. Once in they are
allocated a phone booth in the trading ring, marked with a silver plaque
bearing the company’s name. Some companies even equip their brokers
with special outfits. Part of their job is to hedge on behalf of their clients,
in other words to buy and sell commodities in the future, as already
described. Each commodity is traded in standardised lots, the size of
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Trading in action on the London Metal Exchange.

which depends on the value of the commodity concerned. Copper, for
example, is traded in lots of a tonne, tin in five-tonne lots. They are
assisted by clerks who, while trading is in progress, spend their time on
the telephone to their offices, which are simultaneously taking orders
from companies that want to buy or sell the commodity in question. As
these orders come through, the balance between supply and demand
becomes apparent and thus the price, both current (spot) and future, is
set for the day.

However, hedging is not the only activity on futures markets. There is
also speculation. Commodity speculators do not have any direct interest
in the goods being traded. They do not, for example, want to receive the
actual coffee or copper. Nor do they produce it. They simply buy and
sell, in the hope that they have guessed future price movements
correctly. In doing so they keep the price moving, ensuring liquidity in
the markets. Speculators are welcomed in some futures markets,
particularly in the USA, where the extra liquidity in the markets is
viewed as essential to their smooth running. In others they are viewed
suspiciously as profiteers, and either discouraged or tolerated. This
difference in views stems from the difference of opinions on the effects
that they have on the markets. Some maintain that speculation dampens
excessive price swings. Others maintain that speculation has a
destabilising effect on prices.
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FUTURES MARKETS AND DEVELOPING COUNTRIES

Had Patty and George been farming in the USA in the twentieth century,
they could be selling their grain on futures or direct to a local grain
merchant, who would probably sell the grain on to a big trader such as
Cargill. In turn, Cargill would be trading its grain on the futures market,
thus insuring itself against adverse price movements. There would then
be some measure of guarantee on the price for Patty and George, who
would also be assisted by government farm subsidies.

In many commodities the world of futures trading is very much the
world of transnational corporations and large state companies. The
reason for this is simple. To trade in futures requires capital. To hold a
margin account you have to be credit-worthy, and the sums of money
involved are great. As a result, it is these large companies who benefit
from the transactions and control the marketplace. Most futures
contracts are designed to suit their requirements in terms of grades,
maturities, and so on.

Futures trading can be a simple and effective way of stabilising
producer prices. Yet the prohibitive sums of money involved exclude the
involvement of the people who most need stable prices. Few developing
countries trade in futures. The contracts may be too short for them. They
may require twelve-month contracts, but most are for three months; or
twelve-month contracts are ‘illiquid’, meaning that there is insufficient
trading on twelve-month contracts to keep the price moving. Moreover,
developing countries lack the necessary credit. In short, they are
disadvantaged in a market that is controlled largely by Northern-based,
credit-worthy corporations.

One solution that has been suggested is that an international body
such as the World Bank could underwrite margin payments, so that
developing countries could make better use of futures markets.” No
progress has been made towards this, however. Alternatively,
developing countries could find other ways to hedge. For instance,
banks could offer loans, with repayments levels linked to commodity
prices. _

It is not the principles of the market that are at fault. If those same
principles could be applied on a small scale, millions of producers in
developing countries could, in theory, benefit. If a Bengali jute farmer,
for example, were able to sell some of next year’s crop in a forward
contract, it could make the difference between being able to feed his
family one or two meals a day. It would help to reduce the
unpredictability of his income, by insuring him against price
fluctuations.

State marketing boards in some countries give a fixed price to
growers for their commodity. Often this is calculated as a moving
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average of the world market price over a given period of time. In this
way, producers have been able to take advantage of more stable
domestic prices. Although there are examples of successful marketing
boards, other have been discredited on grounds of corruption and
inefficiency. Some have collapsed due to mismanagement, and others
have been dismantled, leaving producers vulnerable to fluctuations in
market prices.

Domestic futures markets are sometimes suggested as an alternative
to state marketing boards. Hungary has developed a small domestic
grain futures market, in which trading takes place in the local currency.
In Argentina a futures market for grain has developed, where trading is
in dollars. Through these, farmers are offered a price for their goods in
advance of sale, and thus price uncertainty is reduced. Domestic futures
markets could serve a useful purpose in managing domestic price risk.
The need to do so has become all the more pressing with the failure of
traditional price stabilisation mechanisms such as international
commodity agreements.
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