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Optimal Agricultural Policy in a Two-Sector Aggregative Model

Kookshin Ahn

The economic development strategy of Korea has put the priority on
the growth of the manufacturing sector. As a result, there has been the
unbalanced graowth between the modern iﬁdustrial sector and the “tradi-
tional” agricultural sector. Despite the Korean government’s recent claim
that it has switched its development strategy to establish the balanced
growth of the two sectors-industrial and agricultural-, the evidences show
that the government’s support for the growth of the agricultural sector
still falls far short of that of the industrial sector. Government’s invest-
ment in agriculture is nominal. Minimum prices of major agricultural
products set by the government are not sufficient to cover their produc-
tion costs.

The government’s agricultural policy is based not on the domestic pro-
duction cost but on the consideration of the price and wage stabilization.
It holds that most agricultural products which have the comparative disad-
vantage need not be produced domestically but ‘be imported and that
scarce domestic resources should be invested in the development of the
manufacturing sector which enjoys the comparative advantage.

As a result of this sustained unbalanced growth strategy, the price
parity between agricultural products and non-agricultural products gets
worse and the rate of the grain self-sufficiency has continually declined.
The dual economy approach is often employed in the argument that this
“beggar-our-agriculture” policy is harmful to the welfare of the nation.

The main-stream general equilibrium approach is hard to be used to set
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forth the similar argument as the theory of the comparative advantage
is dominant in that approach.

The purpose of this paper is to show that the above proposition that
the “beggar-our-agriculture” policy is harmful to the welfare of the na-
tion can be established by a simple general equilibrium model.

In section ]|, the basic model is laid out. The model is a dynamic,
two sector model as well as an optimizing, general equilibuium model.
There are two sectors in the economy-rural agricultural and urban indus-
trial sectors. In the urban sector entrepreneurs produce a homogeneous
product using workers and industrial products as inputs. In the rural sector,
farmers produce a homogeneous agricultural product using their own labor
and industrial products as inputs. All the agents-entrepreneurs, workers
and farmerstry to maximize their own lifetime utility functions subject
to their own intertemporal budget constraints. Amounts of own consump-
tion of both industrial and agricultural products each period are arguments
of utility functions. Labor and product markets are perfectly competitive.
The economy is a real private economy: financial assets and government
are absent. There is no uncertainty.

In section [I, competitive equilibrium of the basic model is analyzed. It
is shown that the basic model has a unique steady state where the price
parity between the agricultural product and the industrial product is un-
changing over time. This steady state is Pareto optimal. Furthermore,
capital accumulation of the industrial sector is independent of both the
price parity and worker’s wage level. This result suggests that efficiency
(growth) and equity (welfare) do not necessarily constitute a trade-off
in the long run.

Section [V discusses how to extend these results to more generalized

models. Section V presents concluding remarks.



