
CHAPTER 4

Income Transfers to Agriculture

AMERICAN AGRICULTURE IS EXPERIENCING severe financial
problems. Agricultural export earnings have plummeted and land
values have dropped sharply. Farmers are $210 billion in debt,
making U.S. agriculture a bigger debtor than Mexico and Brazil com-
bined. When the debt-service burden of farmers is combined with the
erosion in farm asset values, the magnitude of the adjustments that
agriculture faces becomes apparent: farms lost $111 billion after cap-
ital gains in 1984.

Industries closely tied to agriculture are also experiencing hard-
ship. Demand has dropped for farm equipment and related products.
Since 1979, for example, U.S. farm tractor sales have fallen more
than 50 percent. Agricultural banks, once a bulwark of domestic fi-
nance, are failing at higher rates than similar-sized nonagricultural
banks.

In the 1970s, many saw an "ever-expanding" export market curing
the traditional "farm problems" of low relative earning power and
excess capacity. American agriculture transformed from a sector
using export subsidies and concessional sales to a large competitive
exporter. This transformation was accompanied by an expansion in
productive capacity financed largely by increased borrowing. Because
real agricultural land values rose by as much as two-thirds in the
1970s the expanded borrowing seemed financially prudent to many.
Land values, however, were predicated upon strong demand for U.S.
exports and expectations of continued inflation. By 1983, however,
agricultural export value had fallen from its 1981 peak of $43 billion
to $36 billion, and is estimated for 1985 at about $29 billion.

No definitive study of the export decline exists. But conventional
wisdom runs something like: In the early 1980s both interest rates
and the U.S. exchange rate rose. Besides making farm financing
more difficult, rising interest rates hurt indebted third world coun-
tries that had been among our fastest growing export markets. These
countries reduced their food imports. The appreciating U.S. dollar
encouraged U.S. customers to switch to alternative suppliers only
shortly after U.S. reliability had been damaged by the grain embargo.
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Almost simultaneously the United States met stiff and, at times,
subsidized competition in export markets. A commonly cited example
is the European Community's use of export refunds (subsidies). In
1983 and 1984, these subsidies represented roughly 30 to 35 percent
(in European currency units) of the common agricultural policy's au-
thorized budget. Finally, as discussed below, U.S. agricultural pro-
grams often encouraged farmers to turn their commodities over to
the government rather than to export them.

With agricultural export performance faltering and inflation under
control, farm debt incurred in the late 1970s became increasingly dif-
ficult to manage and service. What had looked like sound business
moves in a rapidly growing sector of a generally inflationary economy
of the late 1970s had frequently become unsustainable.

These problems persist despite the existence of Federal Govern-
ment price- and income-support programs that have cost—and con-
tinue to cost—taxpayers billions of dollars a year. Recently, direct
Federal payments to farmers have been at record levels and now
equal roughly 20 percent of farmers' net cash income. The Federal
Government spent more than $60 billion on farm programs in the
past 4 years. Yet some of these programs may not help farmers. On
the contrary, they can hurt farmers by distorting economic incentives.
And some hurt consumers.by driving up food prices. Moreover, they
use billions of taxpayer dollars in a time of growing fiscal austerity.

A keystone of this Administration's farm policy is that farm pro-
grams can distort economic incentives enough to cause some of agri-
culture's problems. The President recommended in early 1985 that
American agriculture be returned gradually to a free-market footing.
The Food Security Act of 1985, which the President signed into law
in mid-December 1985, implemented some of his suggested reforms.
But it maintained the traditional structure of American farm pro-
grams. Thus, U.S. agriculture has turned toward the free market, but
it still remains heavily dependent upon Federal Government pro-
grams. This chapter is devoted to an analysis of the economic impli-
cations of those programs that directly and indirectly support farm
income.

FOOD SECURITY ACT OF 1985

The Food Security Act of 1985 is the latest omnibus farm bill that
provides the basic authority for U.S. farm programs. This act has
turned U.S. farm programs toward the free market. Most significant-
ly, it lowered price support levels for several important commodities.
Lowering price supports means lower prices for U.S. consumers and
makes the United States more competitive internationally. The act
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also gradually lowers direct income support for some commodities. A
less distortionary method of direct income support has been institut-
ed.

By and large, however, the Food Security Act of 1985 retains the
traditional structure of most farm programs. Even though improve-
ments have been made, farm programs still distort economic incen-
tives and cause a misallocation of economic resources. Farm program
costs under the act are currently expected to exceed $52 billion for
fiscal 1986-88. Moreover, in some instances, particularly export sub-
sidies, sugar, and dairy, the act appears to have increased the distor-
tions of American farm programs. In signing the act the President
specifically noted that these programs require improvement and he
promised to work with the Congress to achieve these goals. The
dairy and sugar programs are addressed below; Chapter 3 considers
the export subsidy program.

THE STRUCTURE OF AMERICAN AGRICULTURE

Revenue-generating ability in American agriculture is concentrated
in relatively few farms (Table 4-1). The three highest sales classes,
those with sales exceeding $100,000, generate almost 70 percent of
gross farm income but account for only about 14 percent of farms.

Farm income is also highly skewed toward the largest sales classes.
Large-scale farms earn most of their income from farming while
smaller scale farms earn a significant, and in many instances, a pre-
dominant share of their income off-farm. The average American farm
family earns roughly 40 percent of its income from farming and the
other 60 percent off-farm.

The emerging structure could be characterized as dominated by a
relatively few large-scale farmers with most farmers running small-
scale, part-time operations. This view is partially misleading. Roughly
30 percent of all farms can be classified as commercial, i.e., annual
sales exceed $40,000. And although farms in the $40,000-$ 100,000
sales category earn more income off-farm than on-farm, net equity
per farm averages almost $400,000 in this sales class. Even these rel-
atively small-sized farms have significant equity invested in farming.

Farms with sales exceeding $100,000 receive approximately 66 per-
cent of direct government payments, and commercial farms receive
88 percent of direct government payments. Not all farms receive
direct government payments, which are concentrated in the grains
and cotton. In fact, the payment concentration is tighter than Table
4-1 suggests; only about 30 percent of farms participate in direct
payment programs.
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TABLE 4-1.— The structure of American agriculture, 1984

Item

Number of farms

Number of farms
Gross farm income
Direct government payments

Gross farm income
Direct government payments
Real estate debt1

Total liabilities1

Net equity1

Direct government payments
Total liabilities1

Net equity1

Farm income
Off-farm income
Total income

Direct government payments as percent of gross
farm income

Debt to assets1

Farm size, by annual sales (thousands of dollars)

500
and
over

250 to
500

100
to

250

40 to
100

20 to
40

10 to
20

5 to
10

Less
than

5

All
farms

Thousands

31 77 229 353 247 269 314 807 2,328

Percent of total

1.3
29.1
12.4

3.3
16.8
18.7

9.9
23.5
35.4

15.2
16.1
22.2

10.6
5.3
6.4

11.6
3.3
2.8

13.5
2.4
1.3

34.7
3.5

.7

100.0
100.0
100.0

Billions of dollars

48.3
1.0

18.9
43.1
73.8

28.0
1.6

16.5
33.0
91.1

39.2
3.0

25.8
48.1

156.3

26.7
1.9

20.1
37.6

136.6

8.8
.5

6.9
12.6
60.4

5.5

4'8
8.4

43.5

4.0
.1

3.6
6.1

35.9

5.8
.1

6.5
10.1
59.7

166.2
8.4

102.9
198.9
657.2

Thousand dollars per farm

33.4
1,379.1
2,361.6

20.6
428.6

1,183.6

13.0
209.5
681.2

5.3
106.4
386.9

2.2
51.0

244.3

0.9
31.2

161.4

0.3
19.5

114.3

0.1
12.5
74.0

3.6
85.4

282.3

Thousand dollars per operator

423.1
14.4

437.5

2.2

81.9
11.5
93.3

31.9
10.7
42.6

6.1
9.7

15.8

0.4
21.1
21.5

-1.5
17.7
16.3

-1.5
20.2
18.6

-1.8
20.4
18.6

11.4
17.2
28.6

Percent

5.7 7.6 7.0 6.2 4.3 2.7 1.1 5.1

Ratio

36.9 26.6 23.5 21.6 17.3 16.2 14.6 14.4 23.2

1 December 31, 1984; excludes operator households.
Source: Department of Agriculture.

Because many larger scale operations produce commodities (live-
stock, poultry, nurseries, and fruit and vegetables) not covered by
direct payment programs, and because producers cannot usually re-
ceive payments exceeding $50,000, the largest farms are not always
the largest beneficiaries of these payments. Consequently, farms with
sales exceeding $500,000 account for 29 percent of gross farm
income while receiving 12 percent of direct government payments.
Among commercial farms, no other sales class contributes more rela-
tively to total gross farm income than it receives in government pay-
ments. However, large direct payments to wealthy farmers do exist.
Average net equity for farms with sales exceeding $500,000 is more
than $2 million; on average these farms receive about $33,000 annu-
ally in direct government payments.

A succinct indicator of U.S. agriculture's financial problem is the
historical trend of its aggregate debt/asset ratio. Almost unpreceden-
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tedly, this ratio fell 2 years in a row in the early 1970s, but in 1974
the debt/asset ratio again started to rise. In the 1980s, however, this
ratio jumped to levels unseen since the Great Depression. A major
reason was a rapid erosion of agricultural land and machinery values.
Although total agricultural debt has declined slightly since 1982, land
values nationwide fell an average of 19 percent between 1981 and
1985.

Not surprisingly, financial problems are concentrated in the re-
gions with the largest land-value declines, i.e., the Corn Belt, the
Lake States, and the Northern Plains. Roughly 60 percent of farms
classified as financially distressed by the U.S. Department of Agricul-
ture (USDA) were in these regions; a farm is considered financially
distressed if its debt/asset ratio exceeds 40 percent and it cannot
generate enough cash income to pay its bills. About 12V2 percent of
all farms were in this category on January 1, 1985.

Chart 4-1 decomposes financial stress by farm size. Sales classes
encompassing $40,000 to $250,000 account for 25 percent of U.S.
farms and 40 percent of gross farm income and include more than
half of all financially stressed farmers. These sales classes contain the
predominantly family-size, commercial farms on which the debt crisis
centers. Compared with other sales classes, this category also con-
tains a disproportionate number of commercial grain, dairy, and live-
stock operators in the Midwest.

PHILOSOPHY AND MECHANICS OF INCOME SUPPORT

The United States has developed an extensive array of programs
designed to enhance the economic position of farmers. Since the
1930s, many farm groups have been convinced that the best way to
address low farm incomes is to curtail production. Voluntary curtail-
ment programs by producer groups were tried and failed, but the
belief in production curtailment remained so strong that some form
of it was embedded in virtually every piece of omnibus farm legisla-
tion.

The ability of production curtailment to support income hinges
upon the responsiveness of demand to price changes. If consumers,
when faced with a given percentage supply curtailment, are willing to
increase the price paid for the product by more in percentage terms
than the supply curtailment, farmers can raise revenue by selling less.
The price increase associated with restricting supply more than off-
sets the diminished sales volume. Economists refer to this condition
as inelastic demand.

Demand for most agricultural products within any given country is
usually believed to be inelastic. And as long as U.S. agriculture was
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Chart 4-1

Distribution of Financially Distressed Farms by Sales Class,
January 1985

(Sales classes in thousands of dollars)

$250 to $500 (7%)

Over $500 (3%)

Under $10 (15%)

$10 to $20 (9%)

Note.—Financially distressed farms are defined as those with debt/asset ratio over 40 percent and
negative cash flow.

Source: Department of Agriculture.

insulated from world markets, this probably described the situation
facing domestic producers. But now that American agriculture oper-
ates in a worldwide setting, the efficacy of production or supply cur-
tailment is being questioned. Demand for farm commodities in inter-
national markets appears more sensitive to changes in price than in-
ternally. If total demand is very responsive to price changes, produc-
tion and marketing control programs will fail in the long run unless
some mechanism insulates the domestic from the world market.

Farm programs can contribute to ends besides supporting income.
Other goals which farm policy can ideally pursue include: the assur-
ance of a steady and reasonably priced supply of food and fiber to
U.S. consumers; farm income stabilization and more efficient produc-
tion practices by reducing price risk; and the promotion of socially
beneficial research and development programs. Besides benefiting
farmers, therefore, farm programs may benefit consumers. What fol-
lows focuses on the gains to producers and losses to consumers and
taxpayers associated with the major income-support programs. Pro-
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grams analyzed include: price-support programs (loan programs and
direct acquisitions), deficiency payments, production diversion pro-
grams, production and marketing quotas, and marketing orders.

PRICE-SUPPORT PROGRAMS

The Agricultural Adjustment Act of 1933 created the Commodity
Credit Corporation (CCC) and authorized it to borrow from the Fed-
eral Treasury to execute its price-support programs. The CCC sup-
ports prices using nonrecourse loans and direct purchases.

Loan Programs

Under nonrecourse loan programs, farmers take out loans and
pledge their crop as collateral. The size of the loan is the product of
the loan rate times the amount put under loan. Loan maturity varies
by commodity but typically is no longer than a year. At maturity, or
anytime prior, the farmer can repay the loan plus any accrued inter-
est to the CCC. The farmer can also freely default (hence the name
nonrecourse) by delivering the commodity to the CCC in lieu of re-
paying the loan and any accumulated interest.

The CCC may resell commodities if market prices rise to prespeci-
fied levels above loan rates. The CCC's general pricing policy is to
stabilize prices and protect the CCC's investment while not interfer-
ing with commercial marketing channels. An ideal loan program can
operate as a buffer stock, but commodity groups often lobby effec-
tively for release practices that do not depress domestic prices. Com-
modities having loan programs include wheat, corn, barley, oats, rice,
cotton, honey, peanuts, sorghum, soybeans, rye, tobacco, and sugar
(sugar loans are made to processors).

Loan programs provide short-term subsidized credit to farmers,
and they also provide farmers with price insurance. Farmers receive
subsidized credit because the interest rate CCC charges is below
commercial rates. These credit subsidies offer farmers a low-cost way
to market their commodities. If providing low-cost credit lets the
farmer realize a higher average price for the crop, then low-cost
loans enhance income. An alternative way to view the loan program
is as a subsidy to the marketing and storage functions.

Loan rates also act as price insurance. If the market price stays
below the loan rate and accumulated interest, forfeiting the crop
under loan (in which case interest costs are forgiven) is more profita-
ble than selling in the market and repaying the loan. The loan rate
establishes a guaranteed minimum price for participating farmers. In
the absence of direct income-support programs, loan rates can sup-
port farm income.

Over time, guaranteeing farmers a minimum price, by lessening
price risk, may promote production of a higher amount of the com-

135
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



modity than otherwise. This could benefit consumers by assuring
them an increased supply of the commodity at reasonable price
levels. A great deal depends, however, upon where loan rates are set.
Suppose, for example, that demand and supply conditions are such
that without the program market-clearing prices would be chronically
below loan levels. Producers will not sell at these lower prices, pre-
ferring instead to forfeit their crop to the CCC. Because, by law, the
CCC cannot resell at prices below or only slightly above the loan
rate, the forfeited commodities are effectively sheltered from the
market. The CCC crowds consumers out of the market at prices
lower than the loan rate. While producer revenues are protected,
consumers are not. When compared with the situation that would
have existed without loan programs, consumers lose to the extent
that they buy a smaller quantity at a higher price. The producer gain,
however, generally exceeds the consumer loss because the producer
sells more to the government and consumers combined at a higher
price. But taxpayer costs exist in addition to these consumer losses.
Once a loan is forfeited, the CCC effectively buys the commodity at a
price equal to the loan rate plus any accrued interest. Thus the CCC
acquires commodity stocks that must generally be given away or dis-
posed of at a much lower price than acquired. Moreover, the taxpay-
er also bears the storage costs until the commodity is disposed of.
Adding these costs to the consumer loss, a clear social loss can
emerge, i.e., the producer gain can be smaller than the sum of the
consumer loss and taxpayer expense.

In recent years, loan rates were high enough relative to world
prices to encourage farmers to forfeit to CCC rather than to sell. Be-
cause the United States exports many of these commodities, high
loan rates effectively taxed agricultural exports. By slowing the flow
of American commodities to international markets, world prices were
held up. The loan rate became a minimum price under which com-
petitors could undersell American farmers. The United States experi-
enced a loss of market share in world markets. By holding up world
prices, U.S. loan rates also supported foreign producer income at
U.S. taxpayer expense and encouraged expanded production abroad.

A major accomplishment of the Food Security Act of 1985 was to
lower loan rates for important export commodities. This change was
meant to improve U.S. export performance by making sales into
international markets more attractive than forfeiture to the CCC.
Lowering loan rates should lower world prices and make it more dif-
ficult for others to compete in world export markets. The extent to
which U.S. loan rates support foreign-producer prices and incomes
will be diminished.
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The recent history of the U.S. sugar program illustrates the losses
caused by establishing loan rates above market-clearing levels. The
raw cane sugar loan rate is 18 cents per pound. In 1985, the world
price for raw sugar ranged from about 3 cents to 6 cents per pound.
When the Agriculture and Food Act of 1981 established the sugar
loan program that prevailed through 1985, it was realized that man-
dated loan levels were high relative to the world price. The Senate
report accompanying this act urged the President to use available au-
thorities to prevent adverse budgetary outlays. The danger was clear:
A loan rate set above the world price meant that any sugar put under
loan would be forfeited to the government if world prices prevailed.

To keep domestic prices above forfeiture levels, a country-by-coun-
try quota and a duty and fee system for sugar imports were estab-
lished. The quota size has been continually reduced and in one in-
stance the quota year was lengthened. Domestic raw sugar prices
were at times seven times higher than world prices. Although the
program avoided significant CCC budget outlays, this distortion of
economic incentives had predictable effects. High domestic sugar
prices made switching to alternative sweetener sources more profita-
ble for sugar users. In 1980, before the quota system was implement-
ed, production of high-fructose corn syrup (HFCS) was 2.0 million
tons (roughly 15 percent of the total U.S. caloric sweetener market).
By 1985, after the quota had been in place 3 years, HFCS production
had more than doubled to about 5.0 million tons (about 33 percent
of the total U.S. caloric sweetener market). Major soft-drink manufac-
turers have switched from sugar to HFCS. Furthermore, domestic
manufacturers of high-content sugar products, such as chocolate and
candy, are finding it difficult to compete with imports produced
using low-cost, world sugar.

The vast internal-external price difference also made circumvent-
ing the quota lucrative. Entrepreneurs were importing high-sugar
content products, such as iced-tea mix, and then sifting their sugar
content from them and selling the sugar at the high domestic price.
An emergency import quota was placed on several sugar-containing
product categories in January 1985. This emergency quota had the
unintended effect of excluding commodities (e.g., kosher pizza shells)
from the domestic market for which quota circumvention was not an
issue. Consequently, the scope of the emergency quota was narrowed
in May 1985.

Assessing the exact gains and losses from the U.S. sugar program
is difficult. The United States is not alone in protecting its domestic
sugar industry, the European Community (EC) also has a sugar
policy that engenders excess production. Exactly how much of the
current low world price is due to U.S. or to EC policy is not clear.
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Moreover, the sugar program has so distorted economic incentives
that tracing the associated multimarket effects with any exact preci-
sion is difficult.

However, some estimates can be attached to the sugar program.
Recent estimates indicate that the sugar program costs domestic con-
sumers about $2.5 billion to $2.9 billion annually. Domestic produc-
ers gain about $1.6 billion to $1.8 billion. Domestically, therefore,
producers gain about $1 billion less than consumers lose. About a
third to half of this $1 billion is transferred to countries holding
import quotas. Because these countries export sugar to the United
States at higher than world prices, they can gain from the quota. At
least in price ranges observed in recent empirical studies, these ex-
porting countries compensate quantity declines by price increases.
However, countries not having access to the American market lose
because the quota lowers world prices. On balance, therefore, the
U.S. sugar program transfers roughly $1.9 billion to $2.2 billion from
domestic consumers to domestic and international producers.

Because there are roughly 12,000 to 13,000 sugar cane and sugar
beet farmers in the United States, the average annual transfer from
consumers is approximately $120,000 to $145,000 in profit per farm.
In addition, domestic consumers pay about another $80,000 per
sugar farmer to make the transfer because of inefficiencies associated
with the quota system.

On September 18, 1985, a sugar import quota of 1.85 million tons
was announced for the December 1, 1985, to September 30, 1986,
period. Some experts believed a quota of approximately 1.2 million
tons was necessary to avoid significant sugar-loan forfeitures. This
Administration's decision to set a quota at the higher level was made
to avoid the adverse effects of a lower quota on domestic sugar con-
sumers and a number of smaller countries that depend heavily on
sugar exports to the United States for foreign exchange earnings. A
deeper quota cut would have had significant economic consequences
for the President's Caribbean Basin Initiative.

The Food Security Act of 1985 mandates beginning next quota
year that the Secretary of Agriculture avoid loan forfeitures in oper-
ating the sugar program. The current quota year, ending on Septem-
ber 30, 1986, is either to be extended until December 31, 1986, or
the Secretary is to administer the program so that forfeitures would
be the same as achieved by extending the quota year. The President
has asked the Congress to reconsider its sugar policy.

Extending the quota year means that a quota designed for a 10-
month period would cover 13 months; the effective quota cut is
about 25 percent. This quota cut could increase domestic U.S. prices
by as much as $40 per ton. U.S. consumers could lose more than
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$300 million. Because the sugar that would otherwise have been sold
in the United States now must be sold or stored elsewhere, world
sugar prices will probably decline.

In the past the objective of no loan forfeitures has been pursued
by quota cuts. But maintaining high domestic sugar prices encour-
ages expanded domestic sugar production. In recent years, domestic
sugar production has grown. Continued growth could require a pro-
hibitive quota on sugar imports. At some point, domestic production
controls may be necessary to avoid loan forfeiture.

Like all programs transferring wealth to agricultural producers by
maintaining artificially high prices, the sugar program most affects
those consumers who spend the largest proportion of their income
on foods and staple products. Poorer consumers tend to spend a
higher percentage of their income on food products than richer con-
sumers. This means that the relative burden of such programs falls
heaviest on the poorest segments of society and is, therefore, a form
of regressive taxation—a transfer of wealth from poorer to richer
segments of society.

Direct Acquisition Programs

The CCC also supports some commodity prices by purchasing any
of the commodity offered at a stated price—the support price. This
technique is used indirectly to support milk prices. Fluid-milk perish-
ability makes acquiring and storing large enough quantities of fluid
milk to support prices effectively infeasible. Thus, CCC supports milk
prices by purchasing butter, cheese, and nonfat dry milk. Because
U.S. support prices for these products are generally higher than
world prices, the United States also limits total imports of dairy prod-
ucts to less than 2 percent of domestic production. Without import
controls, U.S. price-support operations would support world dairy
prices.

The economic effects of direct acquisitions resemble those of com-
modity loans except that no loan subsidy is associated with direct ac-
quisitions. Excess production can occur if the support price is chron-
ically set at higher than market-clearing levels. Resources normally
devoted to other uses may be diverted toward production of the sup-
ported commodity. This could be reflected in the milk market by
herd overexpansion as well as overexpansion of processing capacity.

The potential economic losses associated with direct acquisition
are illustrated by milk. In 1980-84, program costs to taxpayers ex-
ceeded $9 billion. For the marketing year ending September 30,
1985, they exceeded $2 billion. In 1985 the CCC purchased roughly
64 percent of all American nonfat dry milk production, 24 percent of
butter production, and 20 percent of cheese production through
price-support operations. Partly because of these large budgetary

139
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



outlays, the support price has been lowered in recent years from
$13.10 to $11.60 per hundredweight. Even with these cuts, the CCC
continues to accumulate processed milk products. The USDA esti-
mates that at current support levels the CCC will acquire roughly
16.5 billion out of an estimated 145 billion pounds of milk products
in the 1985-86 marketing year. Estimates indicate that eliminating
price supports and allowing all production to come onto the open
market would make prices fall about $2.70 per hundredweight in the
short run and $1.25 in the long run. Consumer losses from price-
support operations are, therefore, estimated at approximately $1.7
billion to $3.7 billion per year. All the consumer loss, plus a portion
of the taxpayer expenditure (about $1.9 billion), is transferred to
milk producers who will gain somewhere in the neighborhood of
$1.8 billion to $3.9 billion. The economic inefficiency of the program
costs consumers and taxpayers an extra $0.40 to $1 for every $1
transferred to producers.

DEFICIENCY PAYMENTS

The Agriculture and Consumer Protection Act of 1973 tried to
separate price support from income support by introducing target
prices and deficiency payments. Target prices are set above the loan
rate and entitle participating farmers to receive per-unit deficiency
payments equaling the difference between the average market price
and the target price (not to exceed the difference between the target
price and the loan rate) for program commodities. As long as the
market price exceeds the loan rate by enough to cover accrued inter-
est payments, farmers will find it profitable to sell the crop in the
market and collect the deficiency payment. The government can then
support agricultural incomes without acquiring agricultural commod-
ities. However, target prices create an uncertain and potentially very
large budget exposure. Receipt of deficiency payments frequently is
contingent upon farmers retiring acreage from production.

As defined by the Agriculture and Food Act of 1981, target prices
and deficiency payments tied income support to production levels.
(As explained later, deficiency payments need not be tied to produc-
tion levels.) When market prices are above target prices, such poli-
cies can have relatively little effect. With acreage retirement provi-
sions in effect, target prices can even exceed market prices without
encouraging significant producer participation. This is because the
income forgone on acreage retired from production to qualify for de-
ficiency payments may exceed the extra income generated through
deficiency payments. Farmers will then prefer to rely only on the
market for their income rather than on taxpayer subsidies.

140
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Target prices above market-clearing levels can be distortionary.
When income support is tied to production, participating farmers
have incentives to overproduce. If acreage retirement provisions are
not sufficient to counteract these incentives, excess production
occurs and market prices are depressed. Because the United States
exports most crops with target prices, this price-depressing effect can
be transmitted to international markets. Consequently, the domestic
producer price (the target price) may be higher than the price to for-
eign and domestic consumers (corrected for transportation differen-
tials, marketing margins, and other factors).

A higher-than-market target price can distort markets closely linked
to the supported commodity. For example, the 1985 corn target
price was $3.03 per bushel, while market prices were running signifi-
cantly lower. Because corn is grown competitively with soybeans
(which have no target price), these higher than market returns for
corn could divert resources from soybean toward corn production.
Even if competitive crops have deficiency payments, changing relative
producer prices can distort market relationships.

Data on direct government payments suggest that government pro-
grams do not distribute benefits equally across crops (Table 4-2).
Cotton and rice producers, in particular, receive more from govern-
ment on a per-acre basis than either wheat or corn farmers.

TABLE 4-2.—Government payments to producers of selected grains and cotton, 1985

Commodity

Wheat

Corn

Cotton

Rice

Per acre

$36

45

84

138

Per producer

$4000

2,700

3,800

9500

Source: Preliminary estimates of Council of Economic Advisers.

Besides distorting markets for competitive crops, deficiency pay-
ments can distort input markets by bidding up input prices. This is
particularly true of inputs, such as farmland, that are in relatively
fixed supply. The amount a farmer pays for an acre of farmland,
other things equal, varies directly with the cash returns that the farm-
land yields. If deficiency payments increase cash returns, they in-
crease farmland value. Deficiency payments also enhance land rental
rates because a renter who can use the land to grow crops yielding
higher-than-market returns will pay a higher rental rate than other-
wise.

Programs that increase land values and rental rates benefit most
landowners holding the land at the beginning of the program. Farm-
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ers acquiring land after program institution may pay up to the entire
capitalized program benefit to acquire the right to receive the pay-
ments. Thus, by enhancing land values, deficiency payments also
augment landowner wealth relative to nonlandowners. Moreover, the
higher the returns deficiency payments generate, the more land
values are bid up. With an 8 percent interest rate the capitalized
values of the estimated per-acre direct payments for 1985 are: wheat
$450, corn $562, cotton $1,050, and rice $1,725. The average value
of an acre of farmland in the United States is $679.

Acreage retirement programs frequently do not reduce production
very much. In 1985 producers owning more than 50 percent of all
corn acreage participated in the corn program and were required to
retire 10 percent of their acreage base (the average of acreage plant-
ed and acreage considered planted to corn in 1983 and 1984). And
yet the 1985 corn crop was nearly a record. Such events occur for
several reasons. First, even significant acreage retirement can be
offset by good growing conditions. Second, a farmer usually retires
the poorest and least productive land first. Third, by planting fewer
acres, the farmer frees resources to be used in more intensive farm-
ing of the remaining acres. And fourth, nonparticipating producers
can expand their acreage. Hence, a given percentage acreage reduc-
tion to accommodate program provisions does not necessarily trans-
late into an equal percentage production reduction. So even with rel-
atively large acreage reduction programs, the price incentives of high
target prices can encourage excess production. In some instances,
this excess supply can depress market prices enough that forfeiture
of commodities under loan to the CCC becomes attractive. When
market prices are at such depressed levels, the loan-rate mechanism
counters the export-enhancement characteristics of the target price.
Now, instead of stimulating exports, the programs inhibit exports be-
cause a higher return can always be had by forfeiting commodities to
the CCC. The CCC is then in the worst possible position from a
budgetary perspective: it is at or near maximum deficiency payments
and faces large loan forfeitures. Without significant downward adjust-
ment in target prices or other program adjustments, farmers have no
incentive to make the production reductions necessary to ameliorate
the situation.

Most commodities with target prices and loan rates have suffered
experiences similar to those described above. Payments to farmers
have been large and large quantities of CCC stocks have accumulat-
ed. And while target prices and loan rates have risen, exports have
fallen as illustrated for corn by Chart 4-2.

While these programs are burdensome from a budget perspec-
tive—in fiscal 1980 deficiency payments were $80 million, by fiscal
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Chart 4-2
Target Price, Loan Rate, and Exports of Corn
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1985 they had risen to about $6 billion—they can also hurt farmers
who rely on the free market rather than on taxpayer subsidies. These
farmers must sell their commodities at depressed prices. Just as con-
sumers are effectively taxed by direct acquisition schemes, nonpartici-
pating producers can be indirectly taxed by selling at lower than free
market prices. At the same time, because commodity programs can
bid up input prices, nonparticipating producers also can face an im-
plicit input tax by paying higher than free market input prices.
Therefore, not only do nonparticipating producers not reap direct
benefits from the programs, but they may end being taxed for relying
on the market and not the taxpayer. This creates strong incentives
for nonparticipants to participate in government programs. As target
prices remain well above market-clearing levels, participation might
be expected to rise. In the early 1980s less than 30 percent of corn
acreage participated in government programs; in 1986 more than 70
percent of corn acreage is expected to participate.
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The Food Security Act of 1985 initially freezes target prices at cur-
rent levels. However, in an attempt gradually to return U.S. agricul-
ture to a free-market, competitive footing while protecting farm
income in the interim, this act lowers target prices slowly after 1988.
This change should eventually reduce incentives to overproduce.

Quantitative estimates of the losses occurring in markets with
target-price deficiency payment programs vary. Taxpayer costs for
the wheat program are estimated at approximately $3.2 billion while
producer gains are around $2.1 billion. Taxpayer cost in the corn,
cotton, and rice programs are, respectively, estimated at $3.0 billion
to $4.1 billion, $1.5 billion, and $0.71 billion. In all these markets
producer gains are less than the taxpayer outlay being, respectively,
$2.1 billion to $2.5 billion, $1.1 billion, and $0.58 billion annually.
Some of the taxpayer costs are transferred to foreign consumers of
the supported commodities.

PRODUCTION DIVERSION PROGRAMS

Programs exist which pay farmers not to produce. For example, in
1985 the wheat, cotton, and rice programs required unpaid retire-
ment and the paid diversion of some of the farmer's base acreage.
To be eligible for wheat deficiency payments and loans, wheat farm-
ers had to idle 20 percent of their base acreage without payment and
10 percent of their acreage with a $2.70 payment for each bushel that
would normally have been produced on the diverted land.

Producers participate in such programs if the income received from
the target price and the land diversion payment exceeds what the
market would yield without program participation. Society loses from
virtually all such programs when the taxpayer cost of the diversion
and deficiency payments, added to the wastage of economic re-
sources caused by diversion, exceed any producer or consumer gains.

Between January 1984 and April 1985 the United States had a paid
milk diversion program. Producers were paid $10 per hundredweight
diverted. Forty-two thousand producers were paid roughly $955 mil-
lion, the average per-producer payment exceeded $22,000. Program
benefits were not evenly distributed throughout all sales classes or
throughout all regions. Roughly 75 percent of participants received
less than $25,000 in payments, but they received only 38 percent of
total payments. The remaining 25 percent, with payments exceeding
$25,000, received roughly 62 percent of the payments. Table 4-3 de-
composes the payments to the top five recipient States by total State
payments and average payment per participating producer in the
State. These five States received 38 percent of all milk diversion pay-
ments. Average payments in Florida and California were both par-
ticularly large, exceeding $100,000 per producer.
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TABLE 4-3.—Milk diversion payments: top five States

State

Wisconsin

California

Minnesota

Texas

Florida..

U.S. TOTAL

Total
payments

(millions of
dollars)

112.5

87.9

81.3

46.6

40.3

955.3

Payments to $25,000+ payees

Average
payment
(dollars)

39,600

142,200

37,700

63,900

226,700

57,100

As percent
of total
payees

14.9

86.6

11.1

70.7

95.2

24.9

As percent
of total
dollar

amount

38.3

98.5

30.5

90.8

99.6

62.3

Source: Department of Agriculture.

One reason for large per-producer payments in California and
Florida, as well as some other States, is that the milk diversion pro-
gram was not designed to limit income transfers as some other pro-
grams are. For example, total deficiency payments per producer
cannot exceed $50,000. Milk diversion payments were only limited by
the requirement that payments could only be made on 30 percent of
the production base. Thus, very large-scale producers were potential-
ly eligible for large diversion payments, and States with many large-
scale producers received larger payments than States with smaller
scale producers.

The Food Security Act of 1985 establishes a milk production termi-
nation program. Each dairy producer is to be taxed 40 cents per hun-
dredweight of milk marketed between April 1, 1986, and January 1,
1987, and 25 cents per hundredweight of milk marketed between

January 1, 1987, and October 1, 1987. The milk support price is left
at its current level through 1986 and is then cut to $11.35. This tax
revenue is to finance partially whole-herd dairy buyouts. The goal of
the program is to reduce U.S. milk production by 12 billion pounds.
Producers wishing to participate must submit bids to the Secretary of
Agriculture. If a contract is executed, these producers must sell for
slaughter or export all their dairy cattle and refrain from milk pro-
duction for a period of 5 years.

The exact effects of the dairy buyout program are difficult to pre-
dict. But several things are clear. First, the producer's bid to the Sec-
retary will be large enough to cover the expected difference between
what the producer would earn from the herd over time by selling
milk and what the producer earns by selling the herd for slaughter or
for export. Each producer bid estimates the economic cost of divert-
ing productive resources, e.g., dairy cattle, to a less productive use,
i.e., slaughter. The program, if effective, will reduce milk production.
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But it will only raise a market's dairy prices if that market's produc-
tion reduction is large enough to end CCC takeovers in that market.
For the coming marketing year, with no production reduction pro-
grams, projected takeovers are more than 16 billion pounds. The
CCC expenditures on milk support will fall to the extent that the
production reduction program curbs takeovers.

The program-induced slaughtering of dairy cows will put downward
pressure on meat prices. To minimize this effect, the Food Security Act
of 1985 instructs the Secretary of Agriculture to purchase an extra
400 million pounds of meat. Two hundred million pounds are to be
used domestically; the remainder goes to export programs and mili-
tary commissaries. Much of these meat purchases, therefore, could be
sold or given to foreign consumers at lower prices than U.S. consum-
ers face.

If takeovers continue and market prices remain around support
levels, consumers may not be seriously affected. But the program's
goal is production reduction—consumers cannot gain. While CCC
expenditures for milk support may go down, any savings here will
tend to be offset by the increased expenditures for meat products
and by the economic cost of diverting cattle to slaughter or export.
Compared with the situation that would prevail under the policy ad-
vocated by the Administration, i.e., a lowering of support rates to
market-clearing levels, clear social losses emerge.

Because the milk production reduction program does not immedi-
ately lower support prices, it does not address a fundamental cause
of the current excess capacity. If support rates remain above market-
clearing levels in the future, the production termination program will
have only relatively short-run effects. With above market-clearing
prices new producers will find dairy production attractive and may
replace those who exit the industry under the program. An ultimate
solution to excessive dairy production, excessive dairy processing ca-
pacity, and large CCC takeovers is gradually to lower support rates
to at least market-clearing levels and not to further distort dairy pro-
duction by taxing dairy producers to finance the slaughtering of cows.

PRODUCTION AND MARKETING QUOTAS

Some programs enhance farm income by limiting what farmers can
produce or market in domestic markets. When mandatory production
controls are effective, consumers lose because they buy less at a
higher price. Production controls can increase producer revenues if
demand is inelastic. Therefore, production controls effectively tax
consumers to transfer income to producers. Effective production
quotas also imply that resources whose best use without the program
is producing the restricted commodity are devoted to less econorni-
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cally remunerative uses. These costs have to be added to consumer
costs to determine whether the domestic costs associated with the
program exceed producer benefits.

The economics underlying marketing quotas are similar. Marketing
quotas limit the amount that can be sold in certain markets. For ex-
ample, the U.S. peanut program sets no limits on domestic produc-
tion and no limit on the amount sold internationally. However, it
does limit the amount that can be sold domestically. Limiting the
amount sold domestically results in losses to consumers because they
purchase less at higher prices. Producers gain because on domestic
sales they receive a higher price than otherwise.

Farm marketing quotas exist for tobacco. Tobacco prices are also
supported by a loan program. By legislative mandate, these support
operations are run at no net cost to the Federal Government. Hence,
tobacco farmers are assessed on the basis of tobacco marketed to
fund the no-net-cost-tobacco fund.

Marketing quotas for tobacco have decreased as the demand for
U.S. tobacco exports has diminished. Loan rates for tobacco are also
at levels that may make it difficult for U.S. tobacco to compete in
world markets. As a consequence, the U.S. share of the world tobac-
co market has diminished (Chart 4-3).

If quota limitations raise producer incomes, producers will pay a
positive price for access to the quota. In burley and flue-cured mar-
kets, quota rights can be either sold or rented. Thus, establishing ef-
fective quotas creates income and, hence, wealth for quota owners. If
quotas were abolished, quota owners would suffer a real wealth loss.
An estimate suggests that quota abolition would entail losses of
roughly $700 million to $800 million to current quota holders. Al-
though these losses are large and real, their value equals only the
value of income extracted from consumers and transferred to quota
owners through the program.

Tobacco legislation was not included in the Food Security Act of
1985, but a new tobacco price-support program is to be considered
by the Congress later this year. The present program was designed
to be funded through producer assessments. Because of a drought in
1983, however, the burley tobacco crop was of extremely poor qual-
ity and almost one half remains unsold. An important provision of
the proposed new legislation requires the government to help burley
tobacco farmers cover some of the losses associated with this crop.
This provision of the bill could cost more than $0.5 billion.

The U.S. peanut program places a quota on domestic peanut mar-
ketings but no limitation on the amount of American peanuts sold in
international markets. Peanut prices are also supported by nonre-
course storage loans. Support, however, is two-tiered: Peanuts eligi-
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Chart 4-3
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ble for domestic sale are supported at a higher rate than peanuts not
eligible for domestic sale (nonquota or additional peanuts).

A rough estimate of the consumer losses and producer gains asso-
ciated with the peanut program can be made by comparing the
export and domestic prices. For 1982-84, the average price differ-
ence was about 9 cents per pound or $180 per ton. Given domestic
consumption at roughly 1 million tons, total producer gains were
about $180 million per year. Consumer losses were slightly larger at
about $184 million.

MARKETING ORDERS

The Congress has established special marketing arrangements,
known as marketing orders, that operate separately from the CCC. In
1985, marketing orders covered 47 fruit, vegetable, and specialty
crops in the United States and approximately 80 percent of fluid
grade milk sales.
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Marketing orders play roles that range from controlling quantity to
generic advertising. The basic legislative authority for existing mar-
keting orders is the Agricultural Marketing Agreement Act of 1937.
The primary focus of marketing orders has been the achievement and
maintenance of what have been called orderly marketing conditions.

Once established, orders apply to a specific commodity, to a specif-
ic geographic market, and to all commodity handlers in the market.
Participation in established marketing orders is involuntary. Thus,
marketing orders are sometimes controversial, because by law they
can limit the freedom of independent producers to choose how,
when, and where to market their crop.

Arguments made for marketing orders often revolve around quality
control, stabilization, research and information, offsetting potential
monopoly power, and income redistribution. Because many market-
ing-order commodities are highly perishable and/or seasonal, stabili-
zation is often considered a main producer benefit. Furthermore,
some orders cover tree crops requiring large capital investments well
in advance of production. Because of these long lags some argue that
producers need a stable price upon which to base their decisions to
avoid under- or overinvestment.

Some marketing orders assess members to fund research programs
that benefit all producers but which no single producer has the in-
centive to undertake. Problems appear in the dissemination of infor-
mation about a commodity for which it is not easy to develop brand
loyalties. For example, if an orange producer advertises and con-
vinces consumers to buy more oranges, all orange producers likely
benefit from the increased orange purchases. But only one producer
bears the costs. As a result, no producer has the incentive to adver-
tise at a socially optimal level. The formation of marketing orders
that assess producers to pay for generic advertising can mitigate such
problems.

Marketing orders use quality control, quantity controls, and
market-support activities. The main economic issues are whether
these tools serve their stated purpose and the magnitude of the eco-
nomic costs and benefits associated with their use. Quantity controls
are controversial because they can be used to enhance producer
income by monopolistic-like pricing.

Volume Controls

The Agricultural Marketing Agreement Act of 1937 provides for
three methods of volume control: producer allotments, market alloca-
tion, and reserve pools. With producer allotments each producer has
a base allotment derived from historic marketings. Every marketing
season producers are then told how much of the base they can sell.
Producer allotments are similar to marketing quotas in their econom-
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ic effects. When the controls restrict supply, consumers lose by
paying more for less of the commodity than otherwise. Producers
may gain if the price increase associated with restricting supply off-
sets the decrease in quantity marketed.

Research has shown, however, that orders with allotment schemes
may not practice pure monopolistic pricing because the allotment de-
cision is typically made by the order's administrative committee on
the basis of a majority vote. The administrative committee generally
has representatives from diverse industry interests; some orders even
have a consumer representative. Under majority voting, one expects
the outcome to reflect the allotment that maximizes the well-being of
the majority. This outcome is not necessarily the monopolistic solu-
tion.

If producer allotments give order members a higher income than
the free market, then producers will pay a positive price for an allot-
ment. Although only three producer allotment schemes have been in
effect recently (Florida celery, hops, and spearmint oil), in two of
those orders (hops and spearmint oil) the right to purchase allot-
ments has had large positive prices. (The hops order terminated on
December 31, 1985.) This suggests that these orders may have en-
hanced producer incomes at consumer expense.

Market allocation schemes take advantage of demand differences
across alternative markets for a commodity, for example, the markets
for fresh and processed fruit. If commodities sold in one market
cannot be easily resold in the other, and if one market's demand is
more inelastic than the other's, producers may gain by price discrimi-
nating, i.e., charging different prices in the two markets. Consumers
lose by such pricing arrangements. If one market's demand is more
inelastic than another's, a price discriminator diverts some of what
would have normally been sold in this market to the other market.
Without retrading between markets, price rises in the first market
and falls in the second. Consumers in the first market buy less at a
higher price and, therefore, lose. Consumers in the second market
gain by buying more at a lower price. The amount gained in the
second market is less than the amount lost in the first; consumers in
the aggregate lose.

Marketing orders using market allocation establish a "free" per-
centage that can be marketed without restriction. The remainder is
marketed in a noncompetitive outlet. Like the peanut program,
market-allocation orders do not control the quantity produced and
further, they do not restrict entry of new producers. In the short run,
the market allocation can enhance producer income from a given
crop. Effectively, producers see a weighted-average price from the
two markets that is higher than the market-clearing price for the
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available supply. Without production control or barriers to entry,
producers have incentives to expand production in response to this
higher perceived price. As time wears on, entry and overproduction
tend to erode the original profits that were enjoyed. An increasing
amount of the order crop is diverted to the secondary market, effec-
tively lowering the weighted-average price that producers receive.
Orders with market allocation schemes include walnuts, filberts, Cali-
fornia dates, and raisins.

Reserve pools temporarily remove some of the crop from the
market. If used appropriately, a reserve pool can benefit both con-
sumers and producers by operating as a buffer stock. However, re-
serve pools can artificially restrict supply to increase producer
income. For example, produce could be diverted to the reserve pool
without bringing it back onto the market for later resale or for resale
in a secondary market. If producer revenues are thus enhanced, these
practices are tantamount to the price discrimination practiced under
market allocation orders. The economic effects would be the same.
Orders with reserve pools include tart cherries, California walnuts,
spearmint oil, prunes, and California raisins.

Market Flow Regulations

Two main types of market flow regulations exist: shipping holidays
and handler prorates. Shipping holidays restrict the flow of the com-
modity to the market for certain days of the year—frequently right
after a peak demand period. Handler prorates, which specify amounts
of the commodity that can be marketed during certain time periods,
tend to be more controversial. For some marketing orders, prorates
apply for only part of the year. But in three western citrus crop
orders (navel oranges, Valencia oranges, and lemons) season-long
prorates are permitted. These season-long prorates could be used to
price discriminate by segmenting the fresh-fruit market from the
processed market. Fruit marketed in excess of the prorate must be
marketed in a secondary market, which usually means the processed
market or wastage markets such as livestock feed. Season-long pro-
rates used to limit total deliveries to primary markets should generate
basically the same economic effects as direct market allocation—con-
sumer losses, overproduction, and larger sales in secondary markets.
For the three western citrus orders with season-long prorates, chron-
ic overproduction has occurred. And in the navel orange order, reve-
nue from sales to the processing market by growers has at times not
been enough to cover grower costs. This evidence suggests that
these orders may have used the prorate to price discriminate.

In 1985 the Secretary of Agriculture responded to shortages
caused by severe freeze damage to the Texas and Florida citrus crops
by suspending the prorate provisions for California-Arizona navel or-
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angcs. The prorate suspension occurred after approximately 52 per-
cent of the navel crop had been shipped. An analysis concluded that
the suspension had no significant effects on either the average price
level or price variability. The suspension also had minimal effects on
producer incomes. Income under the suspension was higher than it
would have been under the utilization schedule proposed by the
Navel Orange Administration Committee. Order suspension appar-
ently did not result in less orderly marketing. These results should
be interpreted with caution, however, because they are based on an
unusual supply situation. A recent study has found that consumer
losses from the California-Arizona Navel Orange marketing order for
the 1985-86 marketing year will be about $47 million while produc-
ers will gain about $26 million. In the longer run consumers would
gain about $59 million from ending the prorate while producers
would lose about $43 million annually.

Even if prorates are not used to price discriminate through market
allocation, both they and shipping holidays can be used to price dis-
criminate over time. Just as one can price discriminate across mar-
kets, one can market the same commodity at different times at differ-
ent prices. To discriminate effectively requires that the commodity
once sold should be highly perishable and that the character of
demand change over time. For example, some citrus products can be
stored on the tree for several months without undue product deterio-
ration but deteriorate fairly quickly once harvested. Also the demand
for some order crops bears a distinctly seasonal character (higher, for
example, around Christmas time). Intertemporal price discrimination
involves charging a higher price during periods when demand is
more inelastic and a lower price in periods when demand is more
elastic.

Quality Control

Marketing orders can control quality through the setting and en-
forcing of minimum grade, size, and maturity standards. An argu-
ment made for quality control is that removing below-standard
produce improves the average quality of produce marketed. But re-
moving fruit or vegetables from the market lowers the quantity mar-
keted; quality controls can be effective quantity controls.

In assessing the effects of quality controls, a primary question is
whether consumers can distinguish quality at purchase time. If con-
sumers can distinguish product quality, quality controls can engender
consumer losses by limiting the range of alternative purchases. For
example, some consumers may prefer to consume fruit that others
would find overripe. If ripeness can be determined by examination,
eliminating this overripe fruit deprives these consumers of their pre-
ferred fruit quality.
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Some also argue that quality controls, by improving perceived av-
erage quality, enhance demand and therefore result in higher pro-
ducer prices. This argument relies on the commodity not being
priced according to quality. For example, a bad orange might fetch
the same price as a good orange. If, however, commodities are priced
according to quality differences, the argument may be invalid. Pre-
sumably, providing higher quality produce incurs higher costs than
providing low-quality produce. Producers will then weigh the cost
and price differences and choose the quality of produce that maxi-
mizes profit. Product quality would then be determined by the free
interaction of consumers and producers and not by the marketing
order.

To the extent, however, that quality is not easily perceptible at
purchase time, some form of mandatory grading and grade labeling
might be desirable to inform buyers about quality. Unless health risks
are involved, however, this does not justify the use of minimum qual-
ity standards to eliminate lower grades of produce that some con-
sumers might otherwise choose to buy.

An alternative approach is the use of a grading and inspection
system similar to that existing in the U.S. beef market. Consumers
could be informed about product quality based on publicly available,
objective standards applied industry-wide. Then the consumer and
not the marketing order would choose what quality of produce to
buy.

FEDERAL MILK MARKETING ORDERS

The basic laws underlying Federal milk marketing orders are the
Agricultural Marketing Agreement Act of 1937 and the Agricultural
Adjustment Acts of 1933 and 1935. Federal milk orders cover only
Grade A milk, i.e., milk potentially marketable in fluid form.

The main tools of Federal milk orders are classified pricing and
revenue pooling to arrive at a blend price. Although Federal milk
orders have no explicit quantity controls, the setting of minimum
prices, under classified pricing, may constrain the amount that con-
sumers purchase and thus have the same welfare implications as
quantity controls.

Classified pricing separates milk consumption into at least two
classes: milk for fluid use (Class I) and milk not for fluid use (for ex-
ample, ice cream). Minimum prices are then set for each class with
Class I milk the higher priced. Minimum prices for lower class milk
are related by transportation differentials to the price of manufactur-
ing-grade milk in Minnesota and Wisconsin. Each order then has its
own fixed differentials between minimum prices for these classes and
Class I.

153
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



With uniform blend pricing, market-wide revenues from Grade A
sales are distributed to producers by paying each producer a weight-
ed-average price of milk sold in all classes (the blend price) for each
unit of Grade A marketed.

Studies have found that the minimum Class I prices are above the
prices that would clear the market in the absence of classified pricing.
Consumers, therefore, buy less Class I products than otherwise, and
fluid grade milk is diverted to manufacturing uses. This diversion de-
presses prices in the manufacturing market. However, studies indi-
cate that the demand for processed milk products is more elastic than
the demand for Class I milk, implying that the resulting blend price
is higher than the market-clearing price in the absence of the order.
Producers seeing this higher price overexpand production. This extra
production further depresses manufacturing grade prices and lowers
the blend price. As with market allocation schemes, Federal milk
marketing orders can result in oversupply for lower class usages. Es-
timates of the price-depressing effect on manufacturing grade milk
range as high as 9 percent, while the price-enhancing effect for Class
I milk has been placed as high as 8 percent. Blend pricing has been
estimated to raise average producer prices by as much as 9 percent.

Isolating the total effects of the Federal milk orders is difficult be-
cause they co-exist with the price-support program. But by not allow-
ing certain classes of milk to sell for less than the minimum price,
orders can constrain consumer purchases. In such instances, consum-
ers lose from classified pricing. Producers of manufacturing grade
milk can be hurt if classified and blend pricing depress manufactur-
ing-grade prices. Finally, by placing downward pressure on lower
grade milk prices, classified milk pricing can increase the cost of CCC
price-support operations.

Because classified pricing can raise producer prices, processors in
order areas might want to buy milk at lower prices from non-order
producers. To prevent such practices from disrupting classified pric-
ing, a system for out-of-order purchases guarantees that ail milk sold
in an order area effectively receives the same price. Compensatory
charges may be levied if a handler purchases milk from a non-feder-
ally regulated handler or uses milk concentrates to produce reconsti-
tuted milk. In the case of reconstituted milk, the compensatory
charge is the difference between the lowest class price and the Class
I price. Reconstituted milk, which is actually competitive with Class I
milk, is, therefore, effectively priced as manufacturing grade milk to
the handler. The main incentive for reconstitution is removed. Stud-
ies show that the efficiency losses from stifling the transportation of
milk concentrates for reconstitution from surplus areas to high-cost
areas may be substantial.
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ALTERNATIVE METHODS OF INCOME SUPPORT

Income-support programs redistribute income away from consum-
ers and taxpayers toward farmers. As such, consumers and taxpayers
generally lose from such programs while participating farmers gener-
ally gain. But income-support programs by inhibiting the efficient op-
eration of agricultural markets can impose extra costs on consumers
and taxpayers that exceed the amount of income transferred to farm-
ers. When such losses occur, the programs are doing more than re-
distributing income, they are wasting valuable economic resources
that could be used to make every one better off. Table 4-4 summa-
rizes estimates of the costs to consumers and taxpayers as well as the
producer gains of the major commodity programs discussed above.
In all instances, economic resources appear to be wasted because
producer gains are always less than consumer and taxpayer losses.
However, this table may underestimate the total losses from U.S.
farm programs because it does not cover all commodities affected by
farm programs. A recent USDA study, covering all program com-
modities, found that extending the Agriculture and Food Act of 1981
through 1990 would raise annual net cash income to farmers an aver-
age of $4 billion above what it would be with no programs. Con-
sumer expenditures for food, however, would increase an average of
$5 billion while taxpayer cost would average $16 billion. For every
dollar of net cash income transferred from consumers and taxpayers
to farmers, an extra $4.25 would be incurred because of program
provisions that inhibit the efficient operation of farm markets. Much
of the $21 billion consumer and taxpayer expenditure would go not
to farmers but would be dissipated throughout the agricultural indus-
try in the form of higher input prices (including land) and increased
profits to suppliers of materials and services to farmers.

Farm income can be supported with less waste. The most efficient
way to transfer, say, $4 billion a year in net cash income to farmers is
simply to pay them this amount directly, independent of what they
produce and sell in the marketplace. This would minimize the wast-
age of economic resources. Consumers and taxpayers would still lose
the $4 billion but no more. As a practical matter, however, to avoid
encouraging people to enter farming only to receive the government
payments, such payments can be made only to farmers in farming at
the beginning of the program. New farmers would then decide to
enter farming on the basis of whether they could be competitive in a
freely functioning market. Finally, these government payments to
farmers can be gradually phased down.

The targeting of government payments would be the major issue
unresolved by this approach. This is important, because some argue

155
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



TABLE 4-4.—Losses and gains from income-support programs (annual costs)1

[Billions of dollars]

Commodity

Sugar . . . .

Milk

Wheat

Corn

Cotton

Rice

Peanuts

Oranges4

TOTAL

Consumer loss

2 5 to 2 9

1.7 to 3.7

1

5 to 6

13)

09

184

047 to 059

5.12 to 7.63

Taxpayer cost2

1.9

32

3 0 to 4 1

15

71

10.31 to 11.41

Producer gain

1.6 to 1.8

1.8 to 3.9

21

2 1 to 2 5

1 1

58

180

026 to 043

9.49 to 12.20

Total loss

0.9 to 1.1

1.7 to 1.8

12

1.5 to 2 1

4

22

004

016 to 021

5.94 to 6.85

1 Estimates are not adjusted for program changes contained in the Food Security Act of 1985.
2 Includes CCC expenses after cost recovery.
3 Less than $50 million.
4 California-Arizona navel oranges.

Source: Compiled by the Council of Economic Advisers from various sources.

that changing income-support methods would endanger those farm-
ers who are currently the most stressed. This argument lacks empiri-
cal support. The largest deficiency payments go to those program
participants who produce the most. Typically, these farmers are not
the most troubled. The USDA characterizes as most stressed those
farmers with a debt/asset ratio exceeding 70 percent and a negative
cash flow. These farms receive only 11 percent of all direct govern-
ment payments. The next most severely stressed are those with debt/
asset ratios in the 40 to 70 percent range and negative cash flow;
these farmers receive only about 13 percent of all direct government
payments.

Where do these payments go if not to the most economically
stressed farmers? The answer is—to the unstressed farmers who con-
stitute the majority of all U.S. farmers. The deficiency payment
method used in the Agriculture and Food Act of 1981 made it likely
that larger farmers would benefit more from government programs
than smaller farmers.

Thus, one is hard-pressed to argue that deficiency payments have
provided a safety net for troubled farmers. In fact, they may benefit
unstressed farmers more. If society's goal is to provide a safety net
for troubled farmers, then replacing deficiency payments with income
supplements for the most stressed would seem cheaper and more
economically efficient.

However, if the present distributional aspects of current programs are
desired, income can still be transferred in roughly the same amounts
to the same producers with less distortion of production incentives.
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One method is to make per-acre payments that approximate current
benefits. Farmers would be allowed to plant as much of any crop as
they wish. In terms of Table 4-2, this might mean, for example,
paying wheat producers $36 per acre, corn producers $45 per acre,
cotton producers $84 per acre, and rice producers $138 per acre. If
these payments were tied to ownership of specific parcels of land
and producers could do anything with the land they wished—including
not producing—then program benefits would be capitalized into land
prices. But production incentives would not be distorted and land
would rent at rates equaling the cash returns it would fetch in the
marketplace. When dramatic land price declines are the norm in the
Midwest and other areas, a program of such payments that is gradually
phased out could ease long-run adjustments in land values that are
dictated by market realities.

A second approach is to retain deficiency payments pro forma
while changing how payments are calculated. Under the Agriculture
and Food Act of 1981, the total deficiency payment a farmer received
was the difference between the target and season average price times
the farmer's eligible program acreage and the program yield. Both
the program acreage and the program yield varied from year to year.
Clearly, the higher is the eligible program acreage, the larger is the
total deficiency payment. With target prices above market prices,
farmers have incentives to expand acreage. Excess production results.
A change that fractures the link between income support and produc-
tion would be to freeze permanently both the program acreage and the
program yield. Farmers would receive payments on the basis of these
frozen program acreages and yields regardless of how much of any
crop they produced. With each individual's payment depending only
upon historical production, individuals would have the incentive to
produce only what could be sold profitably in the market. A major
program change contained in the Food Security Act of 1985 was to
freeze program yields at the 1981-85 average (exduding high and
low years) and to calculate base acreage as the most recent 5-year av-
erage of acreage planted or considered to be planted. Furthermore,
to be eligible for payments, farmers need plant only 50 percent of a
commodity's program acreage to that commodity. Thus, the Food
Security Act of 1985 reduces incentives to overproduction and per-
mits participating farmers more flexibility in choosing the mix of
crops planted. However, eligible program acreages are not yet com-
pletely frozen, and farmers are still not allowed to plant as much of
any crop as they want and still receive deficiency payments. Farmers
of program commodities will continue to produce in response to gov-
ernment programs.
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Farm incomes are also supported indirectly through price-support
programs and market intervention programs (such as quotas and
import controls). Although quotas and import controls clearly sup-
port income, some would argue that price-support programs are not
designed primarily as income supports and thus serve a useful pur-
pose distinct from income support.

To the extent that price supports operate as buffer stocks, they
may benefit society at large. For this argument to be valid, however,
support prices must bear some relation to market reality. For exam-
ple, setting loan rates far in excess of free-market prices (as in the
sugar program) is hard to construe as anything but income enhance-
ment. Establishing loan rates and support prices well above market-
clearing levels prevents rather than smooths price adjustments. Milk
price supports fall in this category. They have engendered a chronic
surplus that the CCC must remove from the market at taxpayer ex-
pense. Milk consumers are taxed twice, once in the marketplace by
higher prices and second by the government to fund CCC dairy
product takeovers. For such markets, economic efficiency suggests
lowering price supports at least to free market-clearing levels.

For many commodities, however, price supports probably have had
a stabilizing influence. But recent developments in agricultural com-
modity markets have lessened the need for government intervention.
Recently, the long-term ban on trading agricultural option contracts
was lifted. Option markets allow producers to take advantage of fa-
vorable price movements while avoiding much of the risk associated
with harmful price movements. A put option gives a commodity
seller the right, but not the obligation, to sell a futures contract at a
given value (the strike price) on or before a specified date. The buyer
of the put option (the seller of the commodity) pays a premium to
the party writing the contract for this right. A producer, therefore,
can guarantee a price for the crop at harvest time or, thereafter, by
purchasing a put option. In effect, the producer buys price insurance.
If, later, a higher price can be realized by selling the commodity than
by executing the futures contract, the producer is free to do so.
Thus, the farmer avoids downside price risk without being locked
into a contract that inhibits his or her ability to take advantage of fa-
vorable price movements. Unlike the loan contract, however, the pro-
ducer and not the taxpayer pays for the price insurance. The CCC
makes loans on and options markets exist for corn, wheat, soybeans,
cotton, and sugar.

Basically, as the President recommended in 1985, agricultural policy
should be shaped to return farming to a freer market. This means
separating income supports from production and lowering loan rates
or eliminating them. Future agricultural programs should be flexible
and should minimize market distortions in achieving their goals.
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