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This modern restatement of Say's Law of Supply and Demand is expressed as a theory of aggregate
demand for commodities and manufactures. It implicitly assumes:

« flexible factor markets
+ flexible product markets
e constant returns to scale prevail

Under this purely competitive theory of supply and demand there can never be market failure. Policy
direction is directed to removing supply side market constraints that impair the free flow of resources
in the production process. Once market reform removes impediments, demand responds
automatically to absorb increasing supply.

Structural adjustment programs are intended to reform perceived supply side structural impediments.
Simplistic arithmetic policy seeks to overcome income inelasticity of food by removing a set number of
farmers. Individual shares of the “farm cake” rise solving the low income problem. A necessary
assumption is that modern industry operates under censtant returns to scale. The 2012 debt crisis
which respects neither size nor scale is real world evidence of a perverse policy outcome.

(2) Engel’'s Law

An empirical law of consumption explains why the low farm income is an entrenched feature of a
mature growing economy. Because this Law identifies an imperfect market structure, applied orthodox
supply and demand theory; and, trade theory must produce perverse policy outcomes. If this Law is
accepted, then the farm sector becomes recognised as an imperfect market system. The low farm
income problem and debt crisis become the perverse policy outcome.

In 1857, Ernst Engel observed budgets and expenditure patterns of a large sample of European
families™ . Engel found that the income elasticity of the demand for food was low. In other words, the
percentage of income expended on food falls as incomes rise™. This Law has been tested over time
and is accepted as “firmly established™ . The Law has been identified as applying to household

consumption, national consumption; and, international trade™".

A contemporary University of Massachusetts research paper has this to say:

“Engel’s Law continues to be relevant today across countries as well as across households within
countries”

Richard Anker, Jan. 2011%

This well understood Law explains why rural sectors decline relatively to the wider economy in
modern growing economies. Simplistic efficiency and productivity solutions run into an Engel's Law
constraint on both domestic and international policy fronts. The Law offers an explanation of
protectionist behaviour by governments in mature economies that wish to remain self-sufficient in food
production.

Income elasticity of demand is an established tool in commodity consumption analysis. Historically,
income elasticity for commodities is known to be inelastic ie. have an income elasticity figure <1

Table 2

Income Elasticity of Demand: Selected Commodities™

Butter 0.42

Cheese 0.34

Cream 0.56

Eggs 0.37

Fruit and berries 0.7
Flour 0.36
Meat 0.35
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Milk and cream 0.07

These commodities are selected from 1953 research by Wold, Demand Analysis. reproduced in the
reference above. This research confirms Engel’'s Law; and, was available two decades before
Coombs delivered his free market rural policy framework. The Law was ignored by Coombs and
subsequent “experts” from politics, industry leaders, media, and academia. If the Law holds true in the
real world, the “economies of scale” solution is litle more than wishful thinking.

The presence of Engle's Law in Australian Household is identified in consumption patterns:
Table 1

Engel's Law
Australian Household Final Consumption Expenditure
Year Food Percentage

1948/50 24.4%
1969/70 19%

1989/90 15.1%
2009/10 11.1%
201112 10.3%

1948/50-1989/90 from RBA Occasional Paper No.8 Table 5.4 p. 198

Percentages restricted to expenditure on food. Tobacco, alcohol etc are excluded
(2009/10-2011/12)% calculated from ABS: Aust. Nat. Acc. National Income. Expenditure and product.
5206. Jun. 2012 Table 20, p. 40

(3)Trade theory

The intentions of the Hawke and Keating Administration were made clear in 1986 with the formation
of the Cairns Group of free trading agricultural nations. This formally declared to the world that
Australia saw Ricardo’s comparative advantage as land endowment. Specialisation in agricultural
trade was therefore determined.

Contemporary trade theory has its basis in the 1817 work of David Ricardo. In that year he published
his theory of comparative advantage in Chapter 7 of his book “On the Principles of Political Economy

XX Vi

and Taxation™"".

“Trade between two countries can benefit both countries if each country exports the goods in which it
has a comparative advantage” )
Internaticnal Economics, Theory and Policy™

Ricardo based his model on a two country, two commodity and two factors of production. Country A
had a plentiful endowment of land whilst the other country B had an abundance of labour. Theory then
moved from a position of prohibitive trade barriers to a situation of free trade. Country A specialised in
growing cotton whilst Country B specialised in the manufacture of linen. This specialisation in trade
was then shown to improve the economic wellbeing of both countries. Ricardo’'s comparative
advantage is recognised as a labour theory of value.

The modern neoclassical model is a little more sophisticated. Three factors of production are used
instead of two. Whilst the modern version has three factors of production - capital, labour and land,
the model remains a two commodity, two country structure. Theory then moves from prohibitive trade
barriers to a situation of free trade. In a modern advanced economy, this model is incomplete and
therefore does not reflect the real world of trade between nations.

The contemporary two country, three input model (land, labour, capital) does not have either a
financial sector, or a government sector. These fundamental structural imperfections render
contemporary free trade theory inappropriate in the real world.

Without a financial system, there is no monetary system. The model presents a make-believe

monetary system by imputing a notional price “p” multiplied by wages “w”. With no monetary system,
what does “p” mean?
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¢ From where does the assumed capital originate?
» |s capital a factory or craft type activity?
¢ How is the assumed “capital” used in the production process

As there is no government sector, what decision process exists?

Without a government sector, the model collapses into a tribal barter system in which two tribes
exchange goods. In the models, manufactures are exchanged for food.

e How are the exchanged goods distributed amongst the members of the two tribes?
« The model reflects a labour theory of value in which goods are bartered for goods.

When these questions are satisfactorily answered, then perhaps the ideology of free trade will gain
some credibility.

Low farm Income: The evidence

The Australian low farm income problem first appears to have been seriously recognised in McKay's
Paper™ as far back as 1967. McKay was then the Director of the Bureau of Agricultural Economics.
Since then there have been various surveys and discussions on rural policy. The next significant
contribution was made by “Nugget” Coombs in his 1973 Report.

It was in the early 1870’s, the term “get big or get out” gathered momentum. Implicitly this is a supply
side concept which implicitly assumes economies of scale overcome the entrenched low farm income
problem. In 1977, Arnold and Chatterton made this comment on the “get big or get out” solution:

“Get big or get out” has proved quite tragically true for many of those engaged in export agriculture.
But we are now only too well aware that “get big” is not restoring the prosperity of our rural
communities, although it is maintaining the viability of a particular commodity for the benefit of a few”
00X

The economy of scale theory was never understood by its supporters. Underwriting economies of
scale was an assumption that small farm mergers would produce larger more efficient farm
enterprises. It was expected that this would deliver long term profitable growth through increased
efficiency and rising productivity. The difficulty for the “experts” assumption is the fact that within
economies of scale theory, three different production environments are recognised. Each production
environment has its own economies of scale theory. Economies of scale can be constant, increasing
or decreasing returns to scale. The “experts” assumed rural economies of scale to be increasing
returns to scale. In reality, empirical evidence confirms rural industries operate under decreasing
economies of scale theoretically defined as the Law of Diminishing Proportions™. The economy of
scale solution was always doomed to failure. It was theoretically flawed.

Chart 6 shows empirically that there is an entrenched low farm income problem confronting Australian
agricultural policy. Graphical analysis confirms Engel's law whilst refuting Say's theory of supply and
demand.

Page 120718



Page 13 0f 18


















