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In their striving towzrd development a number of less developed countries
have espoused bilateral trade as yet another policy instrument allowing thex
to increase their acquisition of foreign resources. Indeed, bilaterai trade
agreenents became a salient feature of trzadie fldws throughout the 196G0s and
recent developments point to an-increase in bilaterzl trade's share of world
trade.

This has been particularly true of the trade of India, Pakxistan, and
Egypt, on which scme useful empirical studies have been conducted (6,7,2).

On ﬁhe wnole, however, the econonic literature seems to have allocated wvar;
little theoretical attention to the problem even though this type or traie
was widespread in the 1930s. (1). Holzman andFWiles (5,11) view bilateraiis=
in the context of centrally plarned econcmnies and atiribute its raison d'etre
to the rigidities inherent in then (e.z., inconvertibility, carry-over from
internal balance meihods, and so forth). No attempt, howsver, is rade to
analjze ollateral traije systezatically in the context of specific targets and
rigidities which charzcterize all trading alternatives.

The tarzet we are interested in is.not trade efficisncy as an end in
itself, but growth. And for a number of countries the ability to grow derends
very much on the ability to import. Hence, it is in terms of this target that
' we propose to evaluate the efficiency of bilateral trade as a policy instrument

and to examine a number of related issues, such as the terms of trade, trade
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diversion, and it 213 Sn rescurce allocation.
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A brief descripticn of bilateral trade agreerments starts our discussion,
followed by a’three-country model as a theoretical formulation of the problem.
Finally, several irmplications will be derived in relaticn to the issues
mentioned avove.

What distinzuishes bilateral trade from multilateral trade or state
tradiﬂg is the built-in mechanism which promctes exports in peyment for imports.
Imports and exports need not talance in any given year but the agreement moves
the two cduntries toward balance over a period of‘time (usualiy, three to five
years). In case one of.the partrers shows a deficit, a "swing credit" is
provided by the surplus country to finance it. If the deficit country exceeds
its credit ceiling a settlerment of the balance is provided within =2 certain
period of.time {usually six months). Such settlements usually consist of an

additional flow of exports, although the deficit could te settied with zcnvertible
foreign exchange. Since the two modes of settlerment are not gualitatively differernz
as will be shown belcw - we start by assuming that the trade is to be commodity-
balanced.

The model

It is pointless to discuss bila*eral trzade in comparison to multilateral
trade without pcsing specific restrictions since in a standard theory of trade
apprpach bilateral tracde would appear both primitive and inefficient. Sufficient

to say that under multilateral trade and perfect market conditicns a country

would sell its ccmmodities to the hichest bidder and buy from the chezrest source

terzs
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cver the largest set of buyers and sellers. Hence it would reap the highest
of trade. Multilateral trade is also cormpatible with all kinds of restrictive
practices such as price discrimination, state trading and expcrt taxes which
teﬁd to zaximise a country's berefits from trade whenever it cezses to be a

price taker (2). In this sense a unilateral zoncpoly is superior to bilateral
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monopoly .~ In case a chronic deficit in the balance of payzents develops,

an adjustment in its exchange rate together with the manipulation of its
monetary znd fisecal instrurents shculd restcre ecuilibrium.

In order to pose the problem it is necessary to specify a set of

<D

conditions which, when they arise, reduce the effectiven=zss of muitilateral

trade and invaliiate scme of its advantagzes. In the 1920s these cenditicns
were the 2cute shortage of international liquidity which resulted from the
collapse of the gold standard and the need to rush employment throush exports

in the wake of the depression and reparation tayrents (3). Today, while

under-develoged countries do not face the protlem of a depressed ag:sregate

(L

demand they nevertheless want to stizulate their srowth: on the one hzand they

M

have high import requirerents necessary to realize investrents which would help
them break away from the low-growth traditiocnal siructuire of vroduction; on
the other hand this traditional structure is incapable éf suppiying the king
and amount of exports necessary to tay for the required imports (with the
exception of oii producers). If sufficient means of payment were vailable by
internaticnal crgarizations such develcprent could be firanced, prcviied credit
is extended over a period long enough to lead to the emergence of a naw vintage
of exports which would be sufficient to ray for the present and future izports.
fulfilling :
However, such means of payment fall far short of/sound investzent possibpilities
and mwost underdeveloped countries are forced to firance their imports thrcugh

their exports. This usually reans to restrict their irports to the level of

exports the country can sell cczpetitively abroad at tha going exchange rate.

Such export tasket is mostly ccrposed of primary ccmmodities (raw materials and
food) and sirple manufactures in which these countries develcped a coroparative

advantage. The first group of ccrmodities ras frequently enccuntered sluggish

1/ wiles, (8) p.271.
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growth and downward sloping dexand curves while the second has been stroncly

resisted by buyer countries in protection of their own inefficient industriesg
uy

(textiles, leather goods).
—— HKence, lers developed countries ern
this trade as an orportunity of acquiring additional irports necessary to

their developrental process without agsravating their balance of payzment problers,
‘thanks to an increase in thn=ir exports, particularly the "nontraditicnal
cormmodities.

To derive the properties of bilateral trade under a policy target, which
attempts to satisfy a certain import bill and the trading restrictions which
prevail in world markets, we shall set up the following mcdel:

Let us call our less developed co&ntry, country III and let us assume

it has only two trading partners: country II with which it trades on a bilzteral
basis - we shall refer to it as & "tied market" or "II" - and country I with
which it trades only for convertible currency (free market). II and I have

many trade partners other than III and any amount of a corzodity exported by
them to III odly forms a small proportion of their total expcrts of that
commodity. Hence, we consider III as a price taker on the import side. The
prices quoted by the free market serve as "world prices" for cbuntry ITI. Cleariy,
there is no a pricri reason why prices quoted from II should be higher or icwer
than those quoted by I. These would vary for each cczmodity according to its
export availabilities and cost conditions as well as its assesswent of III's
relative need of the commodity, its ability‘to purchese from the free market
and so forth. Eence, while the free market quotes a single world price for
each cormodity, the tied market can practice price discrimination vis-3-vis

its trading partners.

However, even if export prices under bilateral agreements do not exceed

the cheapest alternative source of supply the purchasing power of the proceeds
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from the exports is limited by the choice set of exéorts offered by country II
to III. This choice might differ substantially from the commodities which
rank high among III's import priorities. Hence, the "real" price received

for III's expcrts is lower than its ncminal value. In this case a simple
comparison of prices quoted frcm the free market, and from tied marxets is not

sufficient, since the means of pzim=nt differ. Ve shall attempt in this =model
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to bring out with some degree of precision the real returns that our less
country reaps when it trades its extorts against a set of specific impcrts

rather than for convertible excharge. Wwe would want to compare a hypeothatical

situation where all the exports are paid for in convertible currency *to the

real situation where only paft of the export's procéeds are in convertible

currencj while the rest are to te chosen from a set of potential izmgorts.
Suppose III's totoal export availabilities can be denoted by a supply

vector 53(531"'53j'°'53n) where each variety or grade of a product is treated

as a distinct cormmodity (J = i....n). From it country I will draw a set of

exports denoted by vector El and II will draw a set of exports E2. To El and

.E2 will be attached price vectors Rl and R2 respectively. Hance the tctal

proceeds from a2xports will be:

(1) V3=R1El + R2E2

Vectors Rland 32 are denominated in a convertible currency, szy dollars.

However, while the arount RlEl wculd be actually transferred to III and can be

disposed of at will, R represents simply a credit to the account of III,

E
272
which can only be used for an equivalent purchase of exports from II. It
should be stressed at this point that a less developed country cannot sell as

much as it would want to country I out of its export basket. Indeed, the free

market will distribute its purchases among the nurerous sources of supply which

can quote roughly the sarme world price on a c.i.f. besis and arcong thcse with
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whom it entered irto some preferential agreement. Hence, unlize the perlect
market model where a large demand for a product is translated into horizontal
demand curves for a multitude of sellers, differences in c.i.f. import cés;s,
in product vzrieties and the trevailance of quantitative restricticns will
resuit in a demani curve which will rapidly slcpe downward past a certain gquantity
sold; Thus, country III will tz:ze RlEl as given and attezpt to expand its
exports tcwards country II.

Furthermore, II wilihave a vector :'denotlng its import requirermants
for the forthcoming planning period. These could be derived froo various
investment appropriaticns znd various disaggregated import functions. To this

vector is associated a weight vector W wnich will indicate III's prelerence

2zl

el

for each of its impori regquirements. These weights could be akin tc
variables derived from a gleobal programming model a la Frisch and reflecting
the net increase in the value of a welfare function resulting from an z2d<ition
of a unit of expenditure on a particular irport. Or more simply, they can

roughly indicate a ranking of import priorities among various investrent zoods,

[ =Tt
. 1/ .
raw material and consumer goods.—

Country III will choose its imports from two supply vectors (or export

availabiiities) Sl and 52, offered by ccuntries T and II. To these are attached

price vectors Pl and P2. From these surrly vectors, country III will have to

pick two import vectors Ml and M2 in such a way as to get as clocse as possible

to its import requirements M under the constraint of its foreigh exchange

resources V_. In addition, any quantity imported of a particular cormrmodity frcm

3

a given source cannot exceed the availability of that commodity for export by

).

the same source (e.g. m

13 =513

1/ We do not assisn weights to exports. In general their prices wculd reflect
their opportunity costs as investzent or consumption goods. To be sure szze of
the export prices would bte in line with "world" prices. H=ance prcfitability wzong
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expcrt geods (hterrms of dnomestic resources used per unit of Lr=2
‘coyid vary. A systep Qf w=2isht on EXDCTrL3 would {ren te =ztorcoririaste. o
caZe the "snlitidn of the troblem moré c:neral Without , nowevar, a.tering




Summarising we have:

III's imgpert I's export II's export III's possible III's possible
requirements availztilities availabilities imports from I imperts from II
to IIX to III
™ *11 521 oy Doy
M= o S, = = M o= =
o3 1 °13 S2 = 533 MpoTomy My = Doy
mn sln 52n nL_Ln m

weights on ITI's import requirements: W= (“i"'°‘3""11)

prlc€§ attached to Sl: Pl = (Pll- .- piJ .. ‘111)
i ¢ + H . = ... D ...D

prices attached to S, P, (p21 P55 -2n?

We shall now define a function on the set of possible import vectors.

This

. n _n . "
will be a subset of R xR (cartesian product of two real vector spaces of

dimension n) and will bte bound by country III's import requirezents,

export possibilities (resources available for imports) and by I and
availabilities to ccuntry III (81’2) The function defirned on this

rank couples of import vectors according to III's preferences W.

2 n
(2) r(Ml’MZ) =47 j:lemij
where i = 1,2 and J = 1,........,0.

The restriction on the set of pcssible import vecters will be:

4

its
IIl's export

set will



(2a) Supply restrictions: miJ siJ
(2v) Import requirerent restriction: mij 5}
(2¢) Resource restriction: 2 n
P,.m.
i= J:l 1J lj

)

sibilities will be a

(n

Given the restriction pcsed, the set of irpor:t pc

. . X n n v sl
closed. and bounded set {call it H) in the space R* x R . Therefore it Is
1/ o : . s .
compact.~ This assures the existence of a pcssible ccmbination of Import
vectors from the two scurces which maximizes the function f over 1 and tkteredy

offers country ITI a best coice of imports. Dernote one such combination by

. %*
(M1 M )* for which f‘(r'Ll,A V¥ = max.

how suppose we restrict the import vector from the free market to our

&Vallablllt} of ccnvertible currency narely to Rl 1° Then our set willi be

further restricted to a new set Hl ty the condition:

<
(24d) lel = RlEl

In the case, where the value of our optimum import vector from the free

market exceeds cur availability of foreign exchansze (PlMl*;:L.RlL,)
' FY
then f(MIMZ) will reach over Hl a maximum f(ﬁle where-
r_~ [
f(Mle) — (M,
This result hinges, however, on the uniticity of the meximum rezched cver each

of the two sets. To start with, it is easy to show that each of the iwdo sets

1/ BHykakane Nihaido: (8), p.9.
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1 . - . .
is convex.—/ This means that if we have a maximum, we could have either cne
or infinitely many. The second outcome (which is a case of degeneracy) can
' -
be avoided; for, there exists a vector of weights W which, when appropriately
i . . 2/
chosen, would yield a unigue sclution.-—
Let us now mezsure the difference tetween the two rmaximums attained

under the two sets of restricticns by A . We will refer to it as the

bilateral trade factor (BTF).

(3) A= rOom)¥ - e m )T

)\ will rceasure the degree to which country IIT is diverted from its

optimal import cccbination by the stipulation that it should receive a srare

1/ By definition our set of possible import vectors is ccnvex if for anmy two

points of the set (Ml,Mz)l, (M, ,M )2, a linear combination of these two

12
points will fall within the set. That is (9 (M]'. ,M;),z(l - 0) (M;L,M;))
where 04 04 1 will be an import combination within the new set. Clearly
for any value of 6 the resﬁrictions wHich define the set are satisfied.
2/ 1In this diagram AB is a line of all points for which the function assuzes

. 2n . . .
a value of in the space R and a maximum over our suctset H. of

1
2n s . s .
R . Suppcse this line coincides with a segment FG of the set.
There is an infinite rumber of points on the segment FG,
for which the function assumes a maximum. In order to assure
L

uniticity we can find a W as close to W as we want such that

the angle § of the line AB rotates by .
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n .
of its import Z _ p2J m form a particular scurce narely the tied market:.
J=1 v

Therefore the real return which country III receives for its exports f{rom

the tied rarket is the nczinal revenue R2E2 deflated by a factor )\

(normalized). To normalize )\ we set the following equation.

-_ I +
)\ _ f(MlMZ)* - f“"lr"z)

f(MlMZ)* - T

The nuzerator reflects the difference tetween max® and the szlutien.
obtained under constraint 24. If the bilateral partner offers a choice
of export which is both appropriate to III's requirerents (as determined
by W) and competitive (as determined by P2) o the voint where the vector Mz*
in the initial solution exhausts III's proceeds from country II for its
expori.s the constraint 24 is not binding and '/-\ = 0.

The denominator reflects the difference between rax¥* and the unlikely
situation where there is nothing the bilateral partner can sell to country 11,
not even for transhipment to country II or stockpiling, znd where the real
value of III's proceeds from exports to II is zero. 1In this case ﬁ;
weighted by W is a zero vector and f(!-!lMZ)+ acquires a value of ?Tﬁ—ﬁj
If that situation were to occur‘;\ will acquire an upper bound of 1. A
more likely outcome would arise when, while MZ* rmay be zero, the proceeds
from exports to country II (RZEZ) are used to obtain M2° as a substitute
for what could have been obtained from I uncder sufficient foreign exchznge
availability. Of course Mz* will bear lower weights and/or higher prices

than the equivalent imports which would have been obtained from I and therefore:

o s
MW Z. (M * - .

‘ . - .
In this case(as in cases where M2+ M2 0,) we will have 12A Z G,
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Since X. is a 1oss factor with respect to the tied market, the actual

returns on III's total exports will be:

(5) V =RE + (1 —‘}\) R252 where Ol.)\él

Now, the scaller the wvalue of ;i the zore efficient would the bilateral
trade be with ccuntry III, and hence the ccre desireble the division of total
-
trade between bilateral and multilateral flcws. 3Zut even where )\ is
relatively large to the extent that it increases III's level of exports
above what it would have been under purely multilateral ;lows, it zmay still
be beneficial. In what follows we shall drzw the implications sterming fron

the model and discuss the various factors which determine the wvalue of

Bilateral markets as preferential mzrkets

A small illustration reveals here the preferential market nature of
bilateral trade. Eince the two trading partners rcay offer competing sets of
exports, a possible import combination for country III can be represented by

twvo intersecting sets Bl and B2.

\ Imports
\ from country II

Imports
from country I

competing imports
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The intersection of the two cets (Erf\ 82) encoxrasses those comm
which are competitive from the two countries (on a c.i.f. import basis) and
bear the same weight. Hence, a priori, the function would be iﬁdifferent
as to whether they are izported frcm country I or country II. However, in tze
process of finding a maxizum and as resirictions (2d) beccrme bindirg, the
functions will shift corgeting izports to the irport vector from the bilateral
trade pariner. Hence, ccuntry II is a preferred market of ccuntry I by virtu
of the fact that any iqcrement of irports from II can be matched by exports
from III, while the level of irports from I does not bear such a relaticn.
Notice that this can occur over a certain range without efficiency loss as
the shift of all competing imports to II does not affect max.¥

However, as other imports begin te move to II under the convertible exchznge
constraint, max.* starts to fall along the path of max+. It simply ms=ans that
the cost of transforming domestic resources into foreign resources hnas risen.
Nevertheless, this cost might still be iower than the alternative offered by
multilateral markets. The relatively higher tercs of trade which can be
fetched in the bilateral market would result frorc a higher dermand elasticity
facing the products marketed. And this for two rezsons:
i) on account of the preferential treatment the demand curve facirg country III's
product in the protected bilateral market will be more elastic than in the free

market where all competitors have equal access. This can be demonstrated within

the frarmework of Sweezy's diagram (9):

P:

()
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We have two demznd curves: A is drawn on the assumption that only country
IIT can reduce the price of a given ccmmodity, while its competitors hold
their own; B is drawn c¢cn the a2csumption that all cormpeting countries to III
reduce their price of that comrmodity. Clearly a preferential treatment
allows country III to mcve along curve A while multilateral trade would niove
it along the far less advantageous curve B.

ii) It is presumed that the elasticities of substitution amcng cons: umption
goods for the ccountries engazed in bilateral trade would be higher than for

n muitileteral trade. . This results from the

e

developed countries engaged
foreign exchange constraint under which tied markets orerate and herce the

lower order of preferences they would have for qu :ality refinements, model

1/

changes and pure consumer choice.=

Complementarity

The advantages which III can reap from bilateral trade depends very much
on the export basket II has to offer. One would want vector M2* (the optimum
import vector to be drawn from the tied market) to have as many positive
elements in it-as possible and be weighted as heavily a2s pcssible. This wouid
occur when II is both able to offer the commodities which meet III's i~oort
requirerents and to do it at ccmpetitive prices (world prices or better).

TTY

In a sense, a high degree of corplementarity of II's export basket to IlIi's

import requirements would reduce the possibility of R being binding and

E
171

would tend to rmake 4\ small in case lEl does hold as a constraint. Wwhen one

of the bilateral partners is industrially advanced and large, ixplying varied

export and import baskets, such a ccmplexentarity might naturally occur.

.

1/ Tourism is a case in point. “hereas residents of Western Europe can ch
any country where to spend their wvacations, tourists of Eastern Zuropezn ccun
often have their choices restricted to those countries with whom they have ti
agreenants,

>
-
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On the other hand, zzall countries may experience larger values of A‘ ’

.
resulting from the 4Aisparity between their demands and their partner's supply
availabilities. This can be rercedied if the export availabilities to each
partner are increased and if the new export =vailabilities are competitive.
Whereas this is difficult to do for any single country within a short perici of
time, it can be easily done within a group of couniries wnich cpt for the
convertibility of their currency (within the group). Thus each ccuniry
will now face the export availabilities of all the other mzmbers of the
group which will both increase complementarity and the cozpetitiveness of
the bill of imports offered. This "multilaterally talanced trzde" is ncw
being applied within Eastern'Europe through ruble ccnvertibility within the
Comecon and wculd approach Frisch's ideal (h).>

Trade Diversion ané Long-Term Zcuilibrium

Since, as we have seen abcve, export returns are in general lcwer under
bilateral than under multilateral trade, it would be in the irnterest of
country III to sell everything it can in free markets at the going price and

‘then allocate the remainder of its export availabilities to tied markets.
This would maximize the term RlEl in eguation (1) hence reducing the size
of the constraint (2d) and help rminimize X . It is likewise in the interast
of the partner country (country II) to have a set of impcrts facing it which
would be as close to its import priorities as possible. For instance,
country II would want to buy on a bilateral basis certain prirzary comzodities

or food items such as rice, rubber or tea to which it attaches a high priocr:i-y

and which it would otherwise buy for convertible exchange. Hence the ragni-

K}
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tude of the variable >\ for each of the trading rpartiners becomes a matter of
bargaining and subject to economic and political influence. Under this
bargaining scze trade could be diverted from free rmarkets into tied markets
so as to reducethe divergence between import needs and export availabilities
which might arise rore acutely for one of the partners. TFor instance,
Egypt is a price taxer in Aresb zmarkets for rice. Ievertheless, it rmight
be forced to divert part of these potential sales for ccnvertible exchange
to Eastern Turopean countries in créer to diversify its limited list of
exports. Starting from.(l) our new export equation will be:

(6) V' = R (1-%) E + (1-Y\) RE,'

where (1 £) is a diagonal matrix denoting for each & the prcportion of

ii

which has been diverted into e2i {where E2 + &El = 22

1
a lower RlEl will restrict M, even further and hence would increzse X to ‘K .

eli é. Clearly
Hence, trade diversion in this case reduces the amcunt of convertible exchange
available for imports from free markets which in turn worsens the ternm of
exchange with tied markets. Conversely, it imporves the relative terms of
trade of the tilateral partrer. Therefore, it is equivalent to the settlexent
of a deficit sustained by one of the parties to a trade in convertible foreign
exchange.

Aside from this deliberate trade diversion arising out of the targaining
process between the two partners scre trade diversions may occur as a result
of a general slackening of efforts in preserving zarket shares obtained in

convertible currency areas, let alone gaining additional markets.



- 16 -

This process might be further encourzced by the price illusion fostered by
the nominal export price vector R2. Hence tﬁe total revenue from irade when
the country only trades on a ~ultilz*eral btasis might substantially exceed
what is actually sold on free zzrxets when it also engaged in bilateral trade.
If the country fetches a hypothetical g in fcreign exchange when it trades
solely on a multilateral tasis its net g2ins in export returns from bilateral
trade will be:

(7) b=V -g

Both t;ade diversion and the value of .x can be reduced by simply
lowering the overall volume of export and import vhich enter under the bilateral
agreement. This can stem from a lower level of optinum (M1M2)* or conversely
by restricting import requirements'Q or adapting them to the availabilities
of the bilateral partner through a different W. 1In any case, it becomes a
question of trading off a higher fulfillment of oné's import requirements
against a higher domestic resource cost of one's exports, implied by a higher .
equilibrium would be reached at a point ;\* where the marginal efficiency of
an additional unit of foreign resources acquired throug trade equals the
marginal dormestic resource ccst of vaying for it.

Over scme time horizon a process of adjustrent will take place both %o
elimrinate trade diversion and to raxirize profits frcm experts. For trade
diversion reed only occur in an initial period when the country is not adjusted
to the bilateral/multilateral allocation. In the longer run, provided the supply
of exports is elastic, such trade diversion can be eliminated.

Likewise with respect to ;.\ If trade is to be fair between the two
partners, we would haveA;; = A;*, provided they are derived from the saze

system of weights. Ecwever, it would be purely coincidental if )(]' =‘K—*.
‘ 1, - 2
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Hence, the movement tcwards such an equality can only be achieved through
time as the appropriate adjustments are made in the export and import vectors
of the two trading gariners.

Allocative effects of bilateral trade

Some of the literature concerned with trade among Zast Zuropean contries

~

often bringsout the possibility < trzding in the "wrong" cczmodity, i.e.,

+ B ] 1 [ 3N
where a commodity which should have been imported is exported at a loss.— row-
ever, it would be misleading to associate this pcssibility to the oractice of
trading on a bilateral basis. TFor it would always be to the country's interest

2/
to offer those ccmmodities in which it has a comparative advantage.— “ncse
commodities which are priced above the world price will either be rejected by
the trading partner of if accepted would tend to increase his )\ making this
bilateral trade less attractive fo him and forcing eventually a reallocation

of imports and exports. However, if a country will not produce a "wrong"

commodity as a result of bilateral trade it might increase the production of

b ]
o
b b
"
b

those commodities which are highly desired by the_bilat??al trading partners o
them to his specifications.

On the import side, the reallocation of resource micht still be rore pro-
nounced. Investment allocations among industries as well zs the chpice of
techniques involved might be decided by the bill of goods offered as imports
by the trading partner. This investment reallccation would increase the weights

in favor of the bilateral pertner z2nd hence reduce the value of )\ - Fcwever,

1/ (5), p. 24s.

2/ We can define a state of comparative advantage for any cormodity J destined
to market i when : (rii,+ t,.)

11/,
1+ v =T ij
where r is the export price, t the transport ccst, v the rate of exchange, v' th
of currency cvervaluation and z* , the "worid" price of co-ﬂnalty J in
market 1i. i
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a part from the complex questicn pertaining to the overall cost of such a
reallocation (from an efficiency point of view) it brings out the problem
of economic.dependence which may become severe for a small country adaoting
e bilateral pariner.

its import and export bills to a lar

Aid thrcuzh trade

It is comzonly agreed that aid throuch trade consists in granting credit
to an underdeveloped country for the purchase of imports to be repaid at a
later éate with exports. This is a form of bilateral trade where cne party
fulfills the agzreement at a later date against the payment of interest. In
this framework, however, the element of time (deferred payment) need not be a
necessary charactéristic of aid. TlLet us define, at any point in time, a purely
commercial iransaction as one where the two partners have equivalent X"s.l/
Then, country II would be providing aid throuch trade to country IIT if
Xsz This is a form of aid which is frequently overlocked for it is not
tied to specific projects but applies to regular yearly flcws of imports and
exports.

With respect to aid which is project tied there is scme confusion in each
case as to the exact amount of aid provided. A full z=asure of such aid should
take into account the following three factors.

1. Difference in interest rate vetween that which is chargzed by the

donor country and the equivalent going market rate.

2. Difference in prices charged by the donor country on tre ecuipzment
specified in the aid agreement and the going world prices for equi-
valent equirrent. |

3. Difference in the weighted value of the goods sent as repayment to

the donor country znéd the goods which the donor country would have

bought had it received convertible exchange.

;j We assure the weizhting sys%ezs used for the two sets of import requirements
to be the sare.



- 19 -

Factors 1 and 2 can be measured in isoclation of the annual bilateral trade
flows with the donor country. For instance, the difference in prices in‘factor
2 can be expressed as a percentage of the total wvalue of equipment and added to
the nominal interest rate. Factor 3, however; is a function of the absolute
level of bilateral trade flows tetween the iwo countries. Indeed, bilateral
trade flows would have already encoxpassed for the donor country its preferred
imports from the aid receiving country. Kence, any additional imports would
have relatively lcwer weights attached t¢ them. The proper method fcr the donor
country to measure ;; wouid be first to ccrpute )( would reflect the relative
deterioration in the weighted value of the z0o0ds used as repayrents by the aid
receiving country. This 3eterioration in the termé of tfade plus the interest
foregone on the financing of the imports will represent to the dcnor country the
cost of providing the 2id. The same procedure could be applied to the aid
recéiving countries, and as it often happens in aid prograrcing,the value of
the aid to the receiving country may diverge substantially from the cost of aid
to the donor country.

We can now swrmmarize the conclusions shown from our model:
1. Bialteral trade is essentially a preferential trade 2greement, where cczmoditie:z
of the two trading partners receive a preferential treatment, in their respective
markets. From a two-country point of view and under market restrictions governing
multilateral flows it is trade creating and need nct involve any loss factors
as long as it is limited to the exchange of competitive cormndities. From a
world point of view it has the limitations of any tariff club.—/ “hen pushed
beyond the exchange of competitive commodities, bilateral trade involves a

loss factor since returns from exports to the trading partrners become restricted

}
+
.

| l/ The limitations are brought out by the Theory of Common Harkéts, see (3).
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to a set of imports which gradually exceed world prices, (the acceptance of
products which depart from certain specification requirements is another
dimension of price). This in effect reduces the real value of export returns
received from the bilateral partner. Hcwever, since world prices are cften
exogenously given znd may include excess profits to the exporter, the loss
factof can simply be viewed as a disc:unt‘factor wnich %zkes advantage of
elastic demand curves for the cormodity traded in their privileged markets.
Hence,‘on one hand the terms of trade undar bilateral agreement tend to improve
on account of the preferential factor but on the other hand they tend to worsen
under the restriction which bilateralism imposes on the import set of each cvartiner.
2. The more corplementary the two partners in their import-export bundles the
greater the efficiency of bilateral trade. Hence, the inclusion of additional
partners will broaden the variety ¢f goods to be traded and a ccrmon currency
area';ith an overall balance between imports and exports for each trade partiner
will be more efficient than bilateral trade flcws.

3. . Trade diversion from multilateral markets to bilateral markets is not an

inherent fezture of bilateral trade by a temporary ceasure intended to provide

adequate rayment to a high level of the bilateral partncr. Basically, it arounts

However, as the country adjusts in its allocation of resources to an optimum level
of the bilateral trade, such diversion need not occur.

4, Aid through trade is viewed in this framework as a sequential balancing of
bilateral trade where the aid component of th: donor country consists of net
interest foregone on the transaction and the loss factor involved in a repayzent

which consists in commodities rather than convertible exchange.
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