
CHAPTER 5

Toward Agricultural Policy Reform

U.S. AGRICULTURAL PROGRAMS have resulted in enormous
budgetary costs, benefits that do not reach those most in need, huge
surpluses of farm products, major trade disputes with other coun-
tries, and great harm to well-functioning international markets. Pro-
grams instituted at the Federal level have distorted economic incen-
tives sufficiently to create serious long-term problems. Programs for
some commodities have imposed substantial losses on consumers.
Chronic surpluses of major commodities exist throughout the world,
largely because of high U.S. Government target prices and heavy
subsidization of agricultural production by most other developed
countries.

Despite the massive taxpayer and consumer costs of current pro-
grams, the U.S. agricultural sector faces its most severe economic
crisis since the 1930s. Instability within the sector continues, with
little improvement apparent in the financial condition of many family
farms and rural banks. Soil erosion and the pollution of surface and
groundwater with toxic waste continue with only moderate signs of
relief.

Agricultural policies have become contentious issues of immense
importance to all countries. The shift in U.S. agriculture from its
prosperous state in the inflationary period of the 1970s to its unset-
tled existence in the 1980s is linked to events abroad and to the poli-
cies pursued in both the agricultural sector and the U.S. economy in
general. For these reasons, this chapter focuses on the current state
of U.S. and world agriculture, how the Nation arrived at this state,
and what public policies would foster a healthy U.S. farm economy.

CHANGES IN U.S. AGRICULTURE

Over much of the 20th century, agriculture has been one of the
most innovative and productive sectors of the U.S. economy. In the
1930s, no perceptible difference in crop yields was visible among the
United States, England, India, and Argentina. In the subsequent 50
years, however, U.S. agricultural productivity has increased dramati-
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cally. It has grown faster than other industries and, until the mid-
1970s, faster than agricultural productivity in other countries.

Farmers in the United States represent less than 3 percent of the
civilian labor force, but they produce enough food to feed the entire
domestic population, while maintaining the capacity to export large
quantities to the rest of the world. Farming operations represent only
one component of a total food and fiber system that embraces all ac-
tivities from the provision of farm inputs through commodity produc-
tion and on to final consumption. Defined in this fashion, the food
and fiber system accounts for approximately one-fifth of the Nation's
gross national product (GNP) and slightly more than one-fifth of
total labor force employment.

Factors that affect U.S. agriculture can be categorized as follows:
macroeconomic, financial, and exchange-rate factors; demand and
supply; and agricultural and food public policies. The interaction of
these three forces, along with the inherent instability of the U.S. agri-
cultural sector, explain the changes in the U.S. food and fiber system.

During the 1970s, the combination of these forces had the effect of
pushing agricultural prices and incomes to record levels. In the
1972-73 period, the fall in the U.S. dollar, the emergence of a well-
integrated international capital market to finance trade, the lack of
supply response in many foreign countries due to trade barriers, and
the growth in real income around most of the world boosted demand
sharply for U.S. farm output. The elimination of the huge U.S. gov-
ernmental stocks in 1972 that had accumulated during the 1960s
made the system more vulnerable to shocks.

Throughout the 1970s, supply and demand worked both to expand
world agricultural trade and to increase the U.S. share in trade at an
unprecedented pace. Foreign food consumption grew by 34 million
tons per year while the annual average increase in foreign grain pro-
duction was only 24 million tons. For the decade as a whole, world
trade expanded -fourfold while U.S. exports increased sixfold. By
1980, more than one-third of U.S. cropland was committed to pro-
ducing for export, while 2 out of every 5 tons of farm products
traded were produced in the United States.

Rapid inflation in 1973-74 and again in 1978-80 boosted nominal
agricultural prices and helped drive up the price of agricultural land.
Higher land prices made additional borrowing more attractive, which
was further stimulated during much of this period by negative real
interest rates.

In the early 1980s, the forces that stimulated the agricultural pros-
perity of the 1970s reversed direction. The need to control inflation
led to a mix of U.S. fiscal and monetary policies that drove ex post
real interest rates to postwar highs. The rise in the value of the
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dollar in the first half of the 1980s, the worldwide recession that re-
duced demand for U.S. exports, the increase in supplies of agricul-
tural products from other countries, and record U.S. crops in 1981,
1982, and 1985 all combined to reduce world prices and U.S. export
sales. The Food and Agricultural Act of 1981 made it more profitable
for U.S. farmers to forfeit their output to the Commodity Credit Cor-
poration (CCC) at rigidly fixed loan rates than to export at lower
world prices. This imbalance led to larger and larger stocks and, in
turn, to larger and larger acreage reduction programs, which culmi-
nated in 1983 with more cropland idled in the United States than all
of Western Europe planted to crops.

The decline in the growth rate of worldwide consumption in the
1980s was attributable to the low rate of income growth in much of
the world and, in many countries, the high interest costs of large ex-
ternal debt. The rate of growth of consumption decreased from 34
million tons of grain to 19 million a year. With foreign grain output
increasing 29 million tons per year during the 1980s, the 10-million-
ton yearly increase in net foreign grain imports of the 1970s was re-
placed by a 10-million-ton annual decline during the 1980s.

Throughout the developed world, increasing self-sufficiency has se-
verely contracted available export markets. For example, during the
1970s, the European Community (EC) was a large net importer of
grains. In particular, in the mid-1970s, the EC imported about 25
million tons of grain, a fifth of world trade. By 1985, the EC was ex-
porting 16 million tons. That change reduced the annual size of the
world market available to the United States by 41 million tons a year
in a single decade.

With falling rates of return to agricultural production during the
1980s and the increasing attractiveness of financial instruments, the
value of agricultural assets, particularly land, dropped sharply. The
change in asset values resulted in a loss of owners' equity since 1981
of almost $300 billion. Owners' equity can no longer shield many
farmers from their debt repayment problems, resulting in an in-
creased frequency of farmer bankruptcies and rural bank failures.

MARKET, GOVERNMENT, AND RESOURCE RISK

The special characteristics of U.S. agriculture include inherent in-
stability and uncertainty because of unpredictable weather patterns,
the lack of complete insurance markets for sharing risk, the immobil-
ity of certain resources in farming, and particular environmental ef-
fects of farming on the Nation's resource base.

Some human resources are trapped in farming with few off-farm
rural employment opportunities. Despite falling commodity prices
and widespread overcapacity, many farmers are reluctant to enter
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other occupations. This reluctance is reinforced by government poli-
cies that encourage an overcommitment of resources to the agricul-
tural sector. However, the immobility of farmers has declined as a
distinguishing characteristic of U.S. agriculture as farms have grown
larger and have become more integrated into the rest of the economy.

Macroeconomic developments induce increased volatility of com-
modity prices. Because agricultural prices are generally more flexible
than nonagricultural prices—due to product homogeneity, modern
integrated markets, biological time lags, and shorter contracts—mon-
etary shocks cause agricultural prices to respond sharply while leav-
ing other prices relatively unchanged. This phenomenon helped fuel
the explosion of agricultural prices in the 1970s and their dramatic
fall in the early 1980s.

Public policies have been designed to reduce the risk associated
with high variations in commodity prices and production in the agri-
cultural sector. Farm policies, such as price stabilization schemes and
crop insurance, are supposed to help the agricultural sector cope
with the capricious nature of its physical and economic environment.
When the government guarantees farmers a certain price, for in-
stance, it absorbs risk and eliminates some of the uncertainty faced
by many in the agricultural sector.

While government policies have absorbed risk in many instances,
government itself has also created risks by contributing to com-
modity market instability. The Food and Agriculture Act of 1977
changed commodity programs to permit a wider fluctuation in prices.
The export embargo of 1980, variations on the rules of the Farm-
Owned Reserve program since 1980, the payment-in-kind program of
1983, and the issuance of generic certificates of 1986, to name but a
few large government agricultural programs, make it clear that policy
uncertainty can be a major contributor to private commodity market
instability. In addition, the mere existence of governments is one
reason why private stockholders may not store commodities for ex-
treme contingencies and, thus, provide needed price stabilization.

If complete risk markets existed, the inherent instability and uncer-
tainty within the agricultural sector would not be sufficient justifica-
tion for public policy. One reason more comprehensive risk markets
do not exist within the agricultural sector is because of heavy govern-
ment involvement. So much of the risk is borne by the public sector
that little incentive exists for the emergence of private institutions to
manage inherent instabilities and risk. For example, the introduction
of commodity futures options markets has provided an important
mechanism for hedging risk. Options markets allow agricultural pro-
ducers, merchants, and processors to take advantage of favorable
prices while limiting the risk associated with harmful price move-
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ments. These risk-transfer mechanisms offer distinct advantages to
producers relative to traditional futures markets because of the avoid-
ance of margin calls and their associated demands on liquidity. How-
ever, because of government policy most farmers have little if any in-
centive to use these options markets.

Government policy, while perhaps achieving its direct goal, may
have side effects and consequences that are unanticipated and unin-
tended. Once it is known that the government intends to redistribute
income from one group to another, specific economic groups lobby
the government to gain these lucrative transfers for themselves. If,
for instance, the government has reduced the downside risk in pro-
ducing certain commodities, farmers will specialize in these commod-
ities because they offer a less variable rate of return than was previ-
ously the case. Farmers will then also have an economic incentive to
push for the political maintenance of that government program from
which they benefit.

Environmental effects of farming activities justify some corrective
public policy. Some lands currently under cultivation are highly erod-
ible. Current irrigation levels with average precipitation result in
"mining" of more than 22 million acre feet of water from aquifers in
the Western United States. Nationally, nearly a quarter of the
groundwater used by agriculture is not replenished. Groundwater
contamination from agricultural as well as nonagricultural sources
has also become serious in many parts of the country. Western irriga-
tion practices have raised groundwater salinity. Perhaps one-quarter
of the lands currently under irrigation in the West depend heavily on
nonrenewable water supplies, and the productivity of several million
additional acres is threatened by rising salt levels. Excessive applica-
tion of fertilizer, pesticides, and other chemical uses in agricultural
production generate much of these off-farm environmental risks and
adversely affect the quality of groundwater and surface water.

THE STRUCTURE OF AMERICAN FARMS

Today, slightly more than 2 million farms in this country have
gross sales exceeding $1,000, a third of the number 50 years ago. Al-
though the rate of decline has slowed, fewer but bigger farms are ex-
pected in the future. Over the past 50 years, average farm size has
increased in terms of sales, acreage, and the real value of assets.

The population of farms can be divided into three groups. First, a
large number (1.6 million) of farms have gross sales under $40,000
per year. More than one-third of all farms have sales less than
$5,000, and three-fifths have sales less than $20,000. The farms with
sales under $40,000 per year account for 72 percent of all farms,
but only generate 10.3 percent of gross farm income. Net farm
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income is usually a minor component of average income for these
farms—in fact, averaging a $1,635 loss in 1985. But off-farm income
averaged $20,740 per farm. These farms are minimally affected by
agricultural policies and, in fact, receive only 9.5 percent of govern-
ment payments.

A second class of farms have sales from $40,000 to $250,000, con-
stitute about a fourth of all farms (544,000), and account for 40.9
percent of gross farm income. For these enterprises, farming is the
major occupation and livelihood of their owners, and family members
provide most of the labor. Off-farm income amounts to 55 percent of
net farm income, and they receive 58.6 percent of direct government
assistance to agriculture.

Finally, a small number of farms (93,000, or only 4.1 percent of all
farms) have gross sales of more than $250,000 and account for 48.8
percent of gross farm income. Off-farm income constituted only 10.2
percent of net farm income for this group. The largest farms gain
disproportionately from government support. Those with sales over
$250,000 receive 32 percent of government payments, while those
with sales over $500,000, representing 1.2 percent of all farms, re-
ceive 13.3 percent of such assistance.

In terms of income and assets, farming is not as badly off as is
sometimes popularly portrayed. Individual hardship cases do indeed
exist. Compared with the past, however, poverty or low farm income
is not as important a rationale for farm policy as it once was.
Average net cash income per farm was $11,745 in 1960, or 58 per-
cent of median family income, but, in 1985, stood at $19,256, 69 per-
cent of median family income (all figures in 1985 dollars). In 1986,
government payments were high enough to pay an equivalent of
$42,000 to each U.S. commercial farm (those with sales above
$100,000) while U.S. median family income was $27,735.

The current financial stress suffered by farmers has focused atten-
tion on the debt/asset position of farming as a whole. The agricultur-
al sector had $866.8 billion worth of assets, primarily in land, and
$204.9 billion of debt as of December 31, 1985. Because of the dra-
matic declines in land values and the large accumulation of debt
during the 1970s, the debt relative to net farm income currently is
almost twice as high as 15 years ago.

CURRENT AGRICULTURAL POLICY: PROBLEMS AND
OUTLOOK

Public policy has played a major and, in some instances, domi-
nant role in U.S. agriculture over the past 50 years. The Food Securi-
ty Act of 1985 is the most recent omnibus farm law that provides the
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basic authority for implementing U.S. food and agricultural pro-
grams. Like the 1981 act, the 1985 legislation provides income sup-
port to farmers through deficiency payments. Deficiency payments
are computed as the difference between the target price, which is set
by law, and the higher of the basic loan rate or the average price re-
ceived by farmers over the first 5 months of the marketing year. Loan
rates for each commodity are announced by the Secretary of Agricul-
ture before the commencement of the marketing year. The Secretary
has some discretion in the case of feedgrains and wheat to lower the
loan level up to 20 percent below the basic loan rate. For soybeans,
the loan level can be lowered no more than 5 percent. For cotton
and rice, the effective loan is set at world market prices. As a result,
cotton and rice farmers participating in government programs can
first pledge their output as collateral for a loan at the basic rate, and
at maturity repay the loan at the then world market price if it is lower
than the basic rate.

The payment base for each farmer is determined by base acreage
and "program" yield (based on the individual's or county's past
yields), adjusted for any acreage reduction programs. For the 1987
crop year, deficiency payments are limited to $50,000 and loan defi-
ciency payments, based on the difference between the basic loan rate
and the Secretary of Agriculture's announced loan rate, are limited to
$200,000. For cotton and rice, the $200,000 limit pertains to the dif-
ference between the basic loan and the marketing loan repayment
rate. Chart 5-1 shows the recent history and current legislative provi-
sions for target prices, loan rates, and market prices for corn.

As with previous legislation, the 1985 act requires acreage reduc-
tion programs in an attempt to manage total market supply. In es-
sence, the government induces farmers to participate voluntarily by
offering subsidies in the form of deficiency payments. In return, the
government asks the farmer to idle some portion of the farm's land.
By idling land, the government hopes to reduce supply to markets,
thereby raising market prices and indirectly lowering the amount of
deficiency payments.

Some features of the 1985 act allow market discipline to operate
while other features have moved U.S. agriculture farther away from
the free market. The former features include the dramatic reduction
in operative loan rates for several important commodities. In the case
of cotton and rice, the introduction of the marketing loans has elimi-
nated price supports. This particular feature, however, has increased
significantly the cost of these commodity programs to the govern-
ment.

Moreover, the use of generic commodity certificates has reduced
the effectiveness of the loan rate as a price floor for corn and wheat.
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Chart 5-1

Corn: Target Price, Loan Rate, and Market Price

Dollars per bushel
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Source: Department of Agriculture.
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The negotiable generic commodity certificate allows the holder of
the certificate to take ownership within a specified period of time,
usually 9 months, of most commodities that are held in CCC stocks.
The certificates may also be exchanged for cash or used to redeem
outstanding commodity loans. The certificates are specified in dollars
and can be exchanged for a quantity of the commodity based on
local market prices. Thus, CCC stocks can be placed on the market
even when prices are below loan levels.

The reduction in price supports has made the United States more
competitive internationally and, in the case of some commodities,
lowered prices for U.S. consumers. Other features of the act also
gradually lower direct income support for some commodities. In par-
ticular, the act allows a producer to receive deficiency payments on
92 percent of permitted acreage if 50 percent or more of eligible
land is planted. In this instance, permitted acreage is defined as the
acreage that remains after land has been idled under an acreage re-
duction program.

The 50-92 provision provides a partial decoupling of the link be-
tween deficiency payments and planted acreage. Because farmers can
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collect payments on 92 percent of the permitted acreage, the only
reason to plant more than 50 percent is if the market price or the
loan rate exceeds variable production costs. However, if farmers
choose to plant less than 92 percent of eligible acreage, they cannot
grow other crops on the land that is idled. Very little use was made
of the 50-92 provision during the 1986 crop year, in part because of
the large setup costs associated with planting any portion of a farm-
er's acreage base.

Another instance of partial decoupling is the freezing of historical
program yields in the determination of deficiency payments. This
change means that farmers no longer have an incentive to manipulate
their yields in current and future years in order to increase the level
of production on which deficiency payments are determined.

Between 1981 and 1985, the Federal Government spent about $60
billion on farm price and income-support programs. The original es-
timate for farm program outlays for 1986 was significantly below the
actual cost of $25.9 billion associated with CCC activities to support
the agricultural sector. Other related programs also support agricul-
tural production and rural America; in 1986 the outlays for these
programs amounted to approximately $14 billion. The largest single
item was Farmer Home Administration outlays at $8 billion.

Other features of current programs act directly or indirectly on the
demand for farm output. Major trade programs include amendments
to the Agricultural Trade Development and Assistance Act of 1954
(Public Law 480), short- and intermediate-term trade credit guaran-
tees, targeted export assistance, and the export enhancement pro-
gram. In fiscal 1986, the value of commodities exported under Public
Law 480 (both Titles I and II) amounted to $1.4 billion; $2.5 billion
of export guarantees were provided; and the export enhancement
program that subsidizes U.S. agricultural sales abroad cost the U.S.
Government nearly $0.75 billion. In the domestic market, food assist-
ance programs cost $20.2 billion in fiscal 1986; the bulk of this ex-
penditure supports the food stamp program and the women, infants,
and children feeding program.

Target prices, the remaining partial coupling of deficiency pay-
ments to production, and the implied export subsidies have contin-
ued to cause distortions in economic incentives and further misallo-
cations of economic resources. Moreover, the 1985 act has continued
to impose waste and economic losses on the American economy in
other commodity programs, especially sugar and dairy. Over much of
the 1980s, taxpayer costs of government programs designed to sup-
port U.S. agriculture have been at record levels. In 1980, govern-
ment outlays for corn, wheat, and rice represented less than 7 per-
cent of the crop value. This share grew to about 57 percent by 1986.
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Given the current level of the Federal budget deficit, growth in the
outlays for agriculture simply cannot be sustained. Unfortunately,
program expenditures are not expected to improve much during
fiscal 1987 with CCC outlays for direct income and price supports
projected to be between $23 billion and $28 billion.

Furthermore, the distribution of program benefits is viewed by
many as inequitable. The benefits provide little assistance to those
suffering the greatest financial hardship. As is shown in Chart 5-2,
government payments are concentrated among the larger farming
operations, with the average payment to all farmers having annual
sales exceeding $500,000 per year being almost $40,000. Since many
large farms do not produce commodities eligible for government
programs, participating farms receive considerably more than this
$40,000.

Chart 5-2
Average Direct Government Payments per Farm

by Sales Class, 1985
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Source: Department of Agriculture.

The commodity programs with the largest outlays include corn,
wheat, cotton, and rice. Table 5-1 shows how much is going to the
growers of various crops and what proportion of farmers are receiving

156
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



large payments. One large California cotton producer is expected to
receive more than $12 million in CCC payments; the crown prince of
Liechtenstein as a partner on a Texas rice farm received a subsidy of
more than $2 million; and 112 dairy producers in California, Florida,
Idaho, Texas, and Arizona received payments exceeding $1 million
each under the dairy termination program.

TABLE 5-1.—Direct government payments for 1986 agricultural programs

Program

Corn

Wheat

Cotton

Rice

Payments

Total
(millions of

dollars)

6,147

3,454

1,523

814

Average
payment to
all payees

$8,000

6,000

14,000

25,000

Payees receiving over $50,000

Portion
of

all payees

Portion
received of

total payments

Percent

6

1

12

20

24

9

55

61

Note.—Data are estimates for 1986 crop year.

Source: Office of Management and Budget.

FINANCIAL STRESS AND ECONOMIC WASTE

Financial stress in U.S. agriculture continues to be a serious prob-
lem. Approximately 11 percent of all farms were in serious trouble at
the beginning of 1986. The Department of Agriculture considers a
farm to be financially distressed if its debt/asset ratio exceeds .40
and it cannot generate sufficient cash to pay its bills. A comparison
of Chart 5-3 with Chart 5-2 shows that much of the money spent on
Federal agricultural programs does not go to distressed farmers,
partly because many farms are not eligible for commodity programs.
Even though the participation rate among farms eligible for com-
modity programs wras very high in 1986, only about 30 percent of all
farms had access to direct government payments. Financial stress is
concentrated among family-size commercial farms; farms with sales
between $40,000 and $250,000 represent about 25 percent of the
total number of farms, but include in their numbers more than 50
percent of all financially stressed farms.

The benefits received by farmers include not only the government
outlays for agricultural programs, but also the gains from higher
prices that are the result of government policies. Such policies, even
if they do riot entail government outlays, impose extra costs on con-
sumers and taxpayers that exceed the amount of income transferred.
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Chart 5-3
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Source: Department of Agriculture.

The higher prices result from price supports, acreage reduction pro-
grams, or trade barriers.

The benefits to farms are directly tied to output. Taxpayer trans-
fers are specifically tied to the acreage base of each farmer. The
larger the stream of future subsidies, the higher the value of land.
This feature of government programs increases the cost of produc-
tion and makes the United States less competitive relative to other
exporting countries.

Table 5-2 summarizes estimates of the consumer and taxpayer
costs and producer gains from the major commodity programs. In most
instances, economic resources are wasted because producer gains are
less than the sum of losses to consumers and taxpayers. Most of
these estimates assume U.S. policies do not affect world prices, when
in fact the United States is an influential agricultural producer and
consumer whose public policies can affect world prices. For example,
U.S. sugar policies have such a large influence on world prices that
Table 5-2 includes estimates of the costs and gains, taking account of
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such changes. If U.S. sugar prices were determined by a free market,
the world price would rise; thus, producer gains and consumer losses
would be lower because the gap between the internal and world price
would be narrower.

TABLE 5-2. —Annual gains and losses from income-support programs under the 1985 Food Security
Act and trade restrictions

[Billions of dollars]

Commodity

Corn

Sugar I3

Sugar II3

Milk

Cotton

Wheat

Rice ..

Peanuts

Tobacco

Consumer
loss

05 11

18 - 25
11 - 18

16 - 3 1

(2)

1 - 3

02 - 06

2 - 4

. 4 - 7

Taxpayer
cost1

105

0
0

10

2.1

4.7

1 1

o
.1

Producer
gain

104 - 109

1.5 - 1.7
1.0 - 1.4

1 5 - 2 4

1.2 - 1.6

3.3 - 3.6

8 - 1.1

15 - 40

.1 - .2

Net
loss

06 - 07

.3 .7

.1 - .4

1 1 - 1.7

.5 - .9

1.4 - 1.5

.06- .32

0 - 0 5

.4 - .6

1 Includes CCC expenses after cost recovery.
2 Less than $50 million.
3 Case I assumes U.S. policies do net affect world sugar prices. Case II takes into account the fact that U.S. policies reduce

world sugar prices. The value of sugar import restrictions to those exporters who have access to the U.S. market (that is, value
of quota rents) is $250 million.

Note.—All figures reflect Gramm-Rudman-Hollings.

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

Given the incentives provided by agricultural policy in the United
States, it is no surprise that surpluses have become burdensome. At
the beginning of the 1981-82 crop year, the world's wheat exporters
held 49.5 million metric tons of wheat stocks, of which the United
States held more than half. At the end of the 1985-86 year, stocks of
the major world wheat exporters were estimated to be 83.2 million
tons, of which the United States held 62 percent (Chart 5-4) or the
equivalent of about 2 years of domestic consumption. Of the amount
stored in the United States, most was held by the government (32.6
million tons). For coarse grains, at the end of 1986-87, it is estimat-
ed that U.S. stocks, which will be about 76 percent of world stocks,
will represent approximately 1 year's domestic consumption and
almost four times the amount of U.S. exports of coarse grains in any
given year.

The overcapacity that exists and the chronic surpluses of major
commodities continue to be sources of bad news for the future of
American agriculture. During the 1980s, world stocks of sugar have
risen 45 percent; world butter stocks have soared to a massive 2.1
million metric tons, which is approximately 33 percent of annual con-
sumption, and prices have fallen by 50 percent; stocks of beef within
the EC have risen to more than 30 percent of total world trade.
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Chart 5-4
Carryover Stocks of Coarse Grains and Wheat
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Note.—Data are for crop years; 1986/87 data are preliminary estimates.
Source: Department of Agriculture.

Within the United States, overcapacity is in the neighborhood of one-
third of recent annual production of corn, wheat, and rice; and in
1985 overcapacity in the dairy industry was approximately 10 percent
of total milk production.

PROMISING DEVELOPMENTS

Several developments engender hope that the current overcapacity
in the U.S. agricultural sector may begin to ease. The Tax Reform
Act of 1986 eliminated or severely curtailed many of the tax shelter
features that led to an overcommitment of resources in agriculture.
Special tax rates for capital gains have been eliminated, so the capital
gain benefits for breeding and dairy livestock no longer will apply.
Opportunities provided by cash accounting have also been restricted.
Farmers will be able to deduct the costs of prepaid feed, seed, fertil-
izer, and similar supplies when they are purchased only to the extent
that they are 50 percent or less of total farm expenses; those exceed-
ing 50 percent will have to be deducted when used. In addition, only
those involved in farming on a regular, continuous, and substantial
basis can now use farm losses to offset wage and salary income.
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Growth in the use of many inputs has fallen significantly. Invest-
ment in machinery and structures has been below replacement levels
since 1981 and thus should act to curtail capacity. The demand for
new credit, which already has declined approximately 20 percent,
should continue to slow as farmers pursue cost-cutting strategies.
The dramatic drop in energy prices will offer farmers large savings in
production costs. Furthermore, the changes in how government defi-
ciency payments are computed should lead to reduced output.

The declines in interest and exchange rates have begun to improve
the outlook for the U.S. agricultural sector. Because farming is ex-
tremely capital intensive and debt-to-asset ratios have risen steeply,
movements in real interest rates have significant effects on the cost
structure facing agricultural production. In 1985, interest accounted
for 16 percent of farm production expenses, excluding depreciation.
Storable commodity prices are particularly sensitive to changes in in-
terest rates; for nonstorable commodities (for example, cattle and
hogs), breeding stocks are interest-rate sensitive.

The downturn in outstanding farm debt that began in 1983 contin-
ued through 1986. The large drop in interest rates during 1986 ulti-
mately should offer improved returns to farming by eliminating sev-
eral billion dollars of interest expense. The fall in production ex-
penses is expected to boost net cash income about 14 percent in
1987 over 1986.

From a longer term perspective, existing overcapacity in the U.S.
agricultural sector today can be altered by increases in demand or by
the introduction of new cost-reducing technologies. Unfortunately,
relief from current surplus conditions is unlikely to come from a
growth in U.S. demand for food. Over the past quarter of a century,
there has been no appreciable growth in per capita U.S. food con-
sumption. On the other hand, U.S. agricultural productivity has been
growing at a significant rate. The divergence between these two
trends highlights the need to find markets for U.S. agricultural
output beyond U.S. borders, or else experience further shrinkage of
the farm sector. Fortunately, the rather steady growth in foreign food
markets since 1960 provides a major outlet for U.S. excess supply.

One major source of world trade growth is the developing coun-
tries. Developing countries' effective demand for food has significant-
ly outpaced their growth in food production. The result is large in-
creases in trade; for example, during the period 1961-80, the 29 de-
veloping countries with the fastest growth rates in staple food pro-
duction increased net imports of staple foods SVa-fold. Between 1970
and 1980, less developed country (LDC) net grain imports increased
from 18 million to 53 million tons. Unlike the EC and centrally
planned countries, LDC imports have continued to grow in the
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1980s, reaching 68 million tons in 1984. Even though growth has
stagnated over the past few years, the developing countries still
remain the major potential growth market for U.S. exports.

Foreign economic growth rates are likely to increase over the next
several years because of improved macroeconomic and financial con-
ditions. Expanding incomes and global trade, declining inflation, and
lower interest rates are providing the basis for recovery in purchasing
power. Moreover, the world will add another 80 million people per
year in the late 1980s. As a result, the growth rate of foreign demand
for agricultural products could more than double the early 1980s'
rate of 1 to 1.5 percent per year.

To enhance their rate of growth, LDCs must be encouraged to im-
plement effective strategies, including those that improve the per-
formance of their own agricultural sectors. Recent studies have dem-
onstrated that such policies do not lead to reduced export demand
for U.S. agricultural products. On the contrary, by fueling domestic
growth and increasing rural income, many developing countries
become better customers for some agricultural products that only the
United States and other developed countries can provide.

Another promising development is on the emerging technology
front. The United States is at the threshold of a revolution in bio-
technology and genetic engineering. This revolution has the poten-
tial to increase agricultural productivity and reduce unit cost of pro-
duction to levels that will significantly enhance U.S. trade competi-
tiveness. The expected technological advances will result in some
painful adjustments that, when completed, should eliminate the over-
capacity that exists within the industry, provided that market signals
are not distorted by government policies.

In addition, more intensive use of resources, more effective man-
agement, and regional shifts in production patterns could, under the
right circumstances, expand the production of agricultural products
within the United States. These potential changes have led to a 2.4
percent productivity growth rate forecast for U.S. agriculture as a
whole, which is significantly above the rate of growth for the sector
since 1950. Countries that allow market incentives to operate and
that effectively manage commercialization of biotechnology and ge-
netic engineering are expected to lower their costs of production and
reap substantial benefits as a result of their greater international
competitiveness.

Conditions may now be in place for an eventual economic and fi-
nancial recovery of the U.S. agricultural sector. Nevertheless, the
painful adjustment process currently underway will continue. Given
appropriate reforms in government policies, these adjustments will
eventually lead to a lower cost structure for the sector, fewer farmers,
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ultimately higher incomes per farmer, and an improved financial
structure for American agriculture.

GLOBAL DISTORTIONS IN AGRICULTURE

Not only has the United States subsidized its agricultural sector,
but other developed countries have also pursued similar strategies.
Until the Food Security Act of 1985, however, one major difference
existed because of high and inflexible price supports within the
United States: U.S. commodity programs frequently encouraged
farmers to turn their commodities over to the government. As a
result, much of this supply became locked up in public stocks and did
not enter the export market. Some countries, using the high U.S.
price as an umbrella, promoted expansion of production and exports
that would be otherwise unprofitable. Accordingly, U.S. agricultural
exports fell from their 1981 peak of more than $43 billion to a level
of $26 billion in 1986.

In fact, the net agricultural trade balance for the United States was
negative for several months during 1986. Although this fact may be
surprising, especially in light of the recent decline in the foreign ex-
change value of the dollar, several reasons contributed to this deficit.
The dollar fell against major currencies, but not against the curren-
cies of major agricultural exporters such as Argentina, Australia,
Brazil, and Canada. Also, the recession of the early 1980s, from
which many Third World countries have still not recovered, reduced
economic growth abroad. Large harvests in a number of countries
(e.g., Soviet Union) also played an important role. And because the
Food Security Act of 1985 dramatically lowered price supports from
one crop year to another (1985 to 1986), major importers during the
first half of 1986 had no incentive to purchase supplies from the
United States until new dollar price supports took effect. For exam-
ple, at the end of July 1986, cotton was priced in the United States at
approximately 64 cents per pound; at the beginning of the new crop
year, August 1, cotton cost about 31 cents.

But the fundamental difficulty behind U.S. export performance is
pervasive government intervention in domestic agricultural markets.
World agricultural markets have been distorted by government poli-
cies in both the developed and the developing world. Policies in
some industrial countries support and protect domestic farmers and
shrink potential import markets. Sometimes the policies are so dras-
tic as to turn net importers into net exporters. A dramatic rise in the
yen against the dollar will have little impact on U.S. agricultural ex-
ports to Japan if trade barriers restrict the flow of such goods, re-
gardless of price.
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As a general rule, developed countries raise farm prices above
market levels through policies that lead to an overcommitment of re-
sources to agriculture. On the other hand, developing countries have
taxed the agricultural sector, forcing prices below levels that would
be generated by the market, often causing local shortages. Thus, de-
veloped countries are pushed toward a net export position and devel-
oping countries toward a net import position—regardless of underly-
ing comparative advantages.

In the industrialized world, governments generally increase the size
and scope of the agricultural sector. Often the underlying goal of in-
dustrialized countries is to raise farm income, which is achieved
through schemes that protect their small but sacred agricultural
sector against foreign competition. For example, Japan protects its
inefficient rice producers through trade barriers, the EC protects
almost all of its farmers, arid the United States shields components of
its agricultural sector from import competition and assists its exports
through subsidization (Table 5-3).

TABLE 5-3.—Sources of producer support equivalents for selected countries and major commodities,
1982-84

Commodity

Grains

Oilseeds

Dairy

Livestock

Sugar

Japan

State trading

Deficiency payments

Price supports through
government
stockholding and trade
barriers

Some deficiency
payments

Beef-
Quotas
Tariff
Domestic price
stabilization

Pork:
Variable levy

Poultry:
Tariff

Price stabilization
Import levy

European Community

Price supports maintained
by intervention
purchases

Variable levy
Export refunds

Deficiency payments

Price supports maintained
by intervention
purchases

Variable import levies
Export refunds

Price supports maintained
by intervention
purchases

Variable import levies
Export refunds

Price supports maintained
by intervention
purchases

Variable import levies
Export refunds
Production quotas

United States

Deficiency payments
PIK entitlements
CCC inventory operations

and commodity loans

CCC inventory operations
and commodity loans

Price supports maintained
by tariffs, quotas, and
government purchases

Beef-
Tariff

Other:
General (research and

development,
inspection, etc.)

Price supports
Import quotas

Source: Department of Agriculture, Economic Research Service.

The cost of the "common agricultural policies" in the EC is enor-
mous, with about the same budgetary costs as in the United States.
The direct subsidy cost of the EC agricultural policy during 1986 is
estimated to have been $23 billion, with as much as $3 billion spent
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on surplus disposal. Taxpayers and consumers together subsidized
farmers in the EC by up to $40 billion a year during 1984. This subsidy
is now significantly higher. In Japan, which has about half the GNP of
the United States or the EC, taxpayers subsidized farmers by $10.5
billion in 1985, but as consumers they paid many orders of magni-
tude above this amount. Japanese consumers pay food prices that are
estimated to be around 60 percent higher than would be the case if
the fall in world prices and the yen appreciation since 1980 had been
reflected in internal agricultural prices.

For the early 1980s, a recent World Bank study found that if all
the subsidies and protectionism throughout the industrialized world
were removed, taxpayers and consumers would save $100 billion a
year, while farmer incomes would fall slightly more than $50 billion.
For 20 or so developed countries, current taxpayer and consumer
costs are in the neighborhood of $150 billion per year.

Government price supports give rise to incentives to import those
goods, potentially displacing the farmers the government seeks
to help. Thus, governments have two choices: introduce barriers
to trade, or purchase domestic and imported supplies until the world
market price is bid up to the internal level. Because the latter policy
would require extraordinary government outlays, most governments
impose trade restrictions that involve no budgetary expenditures but
impose losses on consumers. With few exceptions, trade restrictions
instituted through border measures are in place solely to validate do-
mestic farm programs. Hence, a country's agricultural trade policy is
derived largely from its domestic support programs.

Import quotas are quite common because they are more binding in
their protection. A classic example is the impori quota that the
United States imposed recently to maintain internal price supports
for sugar at three to four times the world price. As the differential
between internal sugar and world prices has increased, the import
quota has become more binding, as shown in Chart 5-5. Sugar im-
ports have fallen dramatically, while use of a major substitute, corn
sweeteners, has increased significantly because of the high internal
prices of sugar. The high price not only makes the production of
substitutes more profitable, but induces consumers to switch con-
sumption away from expensive sugar. Furthermore, protection for
sugar has led to protection for other goods. In 1985, the United
States put quotas on processed goods that contain sugar (e.g., cakes
and pancake mixes) because sugar quotas encouraged their import.
The large gap between the U. S. and the world price of sugar even
made it profitable to extract the sugar from these goods and sell it in
the United States.
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Chart 5-5
Shares of Total U.S. Consumption of Sweeteners

Corn Syrup and other Sweeteners

20

Oi
1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Note.—Data are for crop years; 1986-87 are preliminary estimates.
Source: Department of Agriculture.

Protection in the industrial countries has, to some extent, prevent-
ed the developing world from sending more agricultural products
abroad. This result, combined with the export subsidies used to dis-
pose of surplus production, has allowed the export share of industri-
al countries to rise from about 42 percent in the early 1960s to about
63 percent in the mid-1980s.

By contrast, agricultural policies in developing countries are, in
general, biased against the agricultural sector, regardless of the coun-
try's net export or import position. Government interventions tend
to shift resources out of agriculture by lowering its profitability rela-
tive to industry and manufacturing. Because of the large size of the
agricultural sector compared with other sectors in many developing
country economies, agriculture is taxed heavily to raise government
revenue. Export taxes in the range of 50 to 75 percent are not un-
usual. This taxation reduces the country's exports and market share
in world trade.

One way to quantify the effect of government policies on agricul-
ture in developed and developing countries is to compare producer
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subsidy equivalent levels and consumer subsidy equivalent levels.
These ratios indicate the net effect of government policies on pro-
ducer and consumer incentives. Producer subsidy equivalents meas-
ure, as a percent of crop revenues, the value to producers of trade
and domestic policies. The most recent producer subsidy equivalents
(1982-84) indicate clearly that all developed countries subsidize their
agricultural producers. Across all commodities, the weighted produc-
er subsidy equivalents (in percentage terms) for some of the major
industrial countries over the period 1982-84 are as follows: Japan,
70; EC, 41; U.S., 22; Canada, 24; and Australia, 6. In 1986, these
figures for all countries have increased, especially the U.S. subsidy
equivalents. In the case of wheat, beef, and dairy, the cost of produc-
er support is borne mainly by consumers in the EC and japan, while
the United States and other developed countries use budget contri-
butions (except in dairy or sugar support) to assist producers (Table
5-4).

TABLE 5-4,—Who bore the cost of support to producers, 1982-84

[Percent of producer support]

European Community

Borne by consumers
Budget contribution

Japan

Borne by consumers
Budget contribution

United States

Borne by consumers
Budget contribution

Wheat

67
34

63
37

29
71

Commodity

Beef

92
8

76
24

42
58

Dairy

77
23

58
42

95
5

Note.—Data are for crop years.

Sources: Department of Agriculture (Economic Research Service) and Council of Economic Advisers.

Consumer subsidy equivalents measure the value, as a percent of
consumer costs, of government policies to consumers, with negative
figures indicating consumer taxation. Consumer subsidy equivalents
show that developed countries tax consumers almost uniformly
across commodities. For example, these equivalents for beef, pork,
and poultry are around — 5 for the United States and range between
— 1 and —25 for the EC. The developing countries are divided again:
East Asian newly industrialized countries generally tax consumers,
whereas some countries such as India, Argentina, and Nigeria often
subsidize consumers.

The importance of the disincentives inflicted upon agriculture in
LDCs can best be dramatized when those disincentives are removed.
After two decades of sluggish growth, agricultural output in the Peo-
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pies Republic of China has soared since 1978, when regulations were
liberalized and prices were allowed to rise and approach market-de-
termined levels. This remarkable expansion, making China now the
largest wheat producer in the world, was achieved almost entirely
through productivity gains. The amount of land (including irrigated)
under cultivation and the use of tractors for farming declined be-
tween 1978 and 1983; the major change was the incentive system.

Nations that have not liberalized their agricultural policies, particu-
larly those in Africa, have suffered from food shortages and even
widespread malnutrition and famine. When the enormous surpluses
of the developed economies are juxtaposed with the situation of
poorer LDCs, the world agricultural imbalance seems particularly
galling. The problem is not one of agricultural supply, however, but
one of allocation. The poorer countries are not underfed because
they need more agricultural production, but because they lack the
income to buy more food on world markets. By liberalizing their ag-
ricultural policies and allowing market incentives to motivate their
farmers, poorer LDCs can not only increase domestic production in
products for which they have comparative advantage, but they can
also increase rural incomes so they may trade for the foodstuffs es-
sential for a healthy populace.

INTERNATIONAL COSTS OF AGRICULTURAL POLICIES

Even though agricultural policies may be aimed at domestic con-
cerns, their effects spill over to the rest of the world. For example,
the distorted price incentives in industrialized countries stimulate
production that directly or indirectly depresses world prices. The de-
pressive effect is particularly pronounced when a government subsi-
dizes the sale of stocks on the world market, makes concessional
sales, or simply donates the food as aid.

Sugar is a glaring example of the international cost of industrial-
ized country policies. The EC and the United States have both guar-
anteed high prices for domestic sugar producers, which has led to
growing domestic production. The EC sugar program turned the
Common Market from a net importer to a net exporter in 1977. The
United States, under its current sugar policy, may make the same
change soon. The U.S. and EC sugar policies have placed great bur-
dens of adjustment on many developing countries. These sugar poli-
cies have not only eliminated a major importing market for countries
whose climate is more naturally suited for sugar production, but also
promise to make the EC and the United States export competitors.
One study estimates that industrialized countries' sugar policies cost
the developing countries about $7.4 billion in lost export revenue
during 1983, reduced their real income by about $2.1 billion, and in-
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creased price instability in the residual world market for sugar by ap-
proximately 25 percent. The list of sugar-producing countries that
suffer from these policies almost coincides with the list of countries
and regions that are of utmost interest to American policymakers,
e.g., Philippines, Brazil, and Central America.

In essence, by expanding output and depressing domestic demand,
the agricultural protectionist policies of industrialized countries
reduce world prices and distort the relative prices of agricultural
versus other goods. Prices for the most highly protected products are
depressed more than prices of other agricultural products. These dis-
torted prices make the use of resources in world agriculture even less
efficient. If Japan were to reduce its protection of the rice varieties in
which other Asian countries have a comparative advantage, they—
and Japan—could achieve greater efficiency and higher income.
When fanners in the Netherlands produce vegetables in greenhouses
because energy costs are subsidized, they indirectly discourage farm-
ers in Mediterranean countries from pursuing their natural advan-
tages in the production of these products.

Differential rates of subsidization also create particular difficulties
for LDCs when the rate of support for processed agricultural prod-
ucts exceeds that for raw products. In industrialized countries, tariff
and nontariff barriers tend to be higher on more processed forms of
a particular good. As a result, escalating support of agri-processing
severely disrupts economic development by blocking the most natural
step toward industrialization. Such policies have resulted in industri-
alized countries exporting larger quantities and importing smaller
quantities of processed products than of related raw materials. For
example, the EC accounts for 11.4 percent of world wheat exports,
but 48.9 percent of wheat flour exports. Developing countries often
respond to such policies by subsidizing local processing industries,
which inevitably encourages further inefficiencies and compounds the
direct harm arising from industrial countries' tariffs.

Any one country's competitiveness depends not only on its own ef-
ficiency but also on the political decisions of other countries. The re-
turns to a country from the world market may be undermined by in-
creased direct and indirect subsidies. For example, high target prices
for U.S. rice coupled with marketing loans have resulted in large
U.S. exports imposing significant costs on Thailand, a major rice ex-
porter. The same basic policies for cotton have generated similar, al-
though riot as dramatic, effects for Egypt, Bangledesh, Mexico, Gua-
temala, Paraguay, and other cotton-exporting countries.
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EXPORT-MARKET RESPONSIVENESS

During the policy debates on the Food Security Act of 1985, sup-
porters of the legislation emphasized the dependence of the U.S. ag-
ricultural sector on foreign markets. The general view was that ex-
ports led to the boom of the 1970s and the bust of the early 1980s.
As a result, if American agriculture were to escape its plight, exports
would have to lead the way once again. Unfortunately, the length of
time before lower price supports would improve U.S. agricultural
export performance was underestimated.

The effectiveness of the new policy in enhancing exports of U.S.
agriculture depends critically upon the responsiveness of export
demand to price. The evidence shows that the short-run responsive-
ness of export demand for many commodities from the United States
is relatively weak. As a result, increases in export volume will lead to
lower total values of exports in the short run because the fall in
prices will be sharp enough to offset the increase in volume sold.
Over the longer run, 3 to 5 years in the case of many commodities,
lower prices can be expected to drive inefficient producers out of the
market, force some government policy changes, and stimulate greater
consumption, thereby increasing export sales at higher prices.

Exports of agricultural products depend heavily on government be-
havior throughout the industrialized world. Only if protectionist poli-
cies are curbed will it be possible to increase demand for farm prod-
ucts from those countries that have comparative advantages. Certain-
ly over the next few years, major competitors of the United States
can be expected to make some adjustments in their production. How-
ever, if total market demand increases only moderately in response to
declining market prices and slow growth in foreign income, any sig-
nificant increase in either the U.S. share of world trade or in the
volume of exports is unlikely. Some increase in share and some gain
in volume might occur, of course, but they may not correspond to
the dramatic reduction in U.S. price support levels. The current pro-
tectionist policies that are pursued throughout the world, the large
overcapacity in place, and the worldwide market fragmentation will
serve to limit growth of U.S. exports over the balance of the 1980s.

REFORM OF U.S. AGRICULTURAL POLICY

The Food Security Act of 1985 and its predecessors have helped to
create many new problems that afflict the U.S. agricultural sector,
and have failed adequately to solve many old problems. The
fundamental flaw is that Federal farm subsidy payments are linked di-
rectly to farm production. Because farmers are paid subsidies (explic-
it or implicit) that are proportional to their output, they are encour-
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aged to produce even more. Excess production must either be stock-
piled by the government, dumped on v/orld markets, or restrained
through inefficient land or production restrictions.

To the extent that price supports are above market-clearing prices,
government stocks accumulate while exports fall. This design has
also contributed to instability and uncertainty on private markets. For
example, government management of commodity generic certificates
can exacerbate the volatility of wheat and corn markets. If no further
generic certificates are released, the market will expect corn and
wheat prices to rise above current loan rates, because most stocks
will be held in government hands rather than by the private sector.
In contrast, if the Department of Agriculture releases a large number
of generic certificates, market prices will fall below the loan rates.

Two of the major features of the Food Security Act of 1985 are the
high target prices and the relationship between government income-
support payments and production decisions. Under the act, target
prices are set at high levels and are not permitted to decline until
1988 for feedgrains and wheat and 1987 for cotton and rice; further-
more, the scheduled reductions in target prices are far too small (2,
3, and 5 percent, respectively, for the years 1988, 1989, arid 1990 in
the case of feedgrains and wheat). The limited decoupling of govern-
ment income payments and production decisions provided by the 50-
92 provision is insufficient. This small step in the direction of decou-
pling is not expected to have any major effect on the current chronic
surpluses and overcapacity within the sector.

The Administration seeks major revisions in the 1985 act in order
to reduce budget exposure, provide fairness, restore a sense of pro-
portion to agricultural policy, attempt to set loan rates at or below
market-clearing levels, and move more meaningfully in the direction
of decoupling production from payments. Specifically, the Adminis-
tration proposes to extend the 50-92 provision to a 0-92 provision;
administratively and legislatively tighten the definition of a "person"
for purposes of the payment limitations; limit the total payments to
$50,000 per person; reduce target prices from 1987 by 10 percent
per year through 1990; and provide more flexibility in establishing
loan rates for program crops.

Under the 0-92 provision, farmers would receive payments based
on historical acreage, without being required to plant the program
crop on those acres. To ease the adjustment from chronic surpluses,
any land that might be idled under this provision could not be used
to produce any other crop. Hence, this provision does not allow total
decoupling of program payments and farmer production decisions.
The proposed revision simply means that participating farmers can
collect 92 percent of what their income subsidies would be under full
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production, even though all of their land is idle. Current law requires
that at least half of their land be planted.

The proposed $50,000-per-person payment limitation pertains to
deficiency and land diversion payments, as well as to marketing loan
payments in the case of cotton and rice, and loan deficiency payments
for other program crops. Under current law, the 1987 limit is
$250,000. Tightening the definition of a person will achieve consist-
ency and fairness in the application of payment limitations by closing
loopholes that circumvent current legislative intent. The current
loose definition of "person" has fostered a proliferation of overlap-
ping partnerships and other farm reconstitutions in order to qualify
for multiple payment limits.

The proposed reduction in target prices is expected to lead to a
decline in agricultural program outlays by $13 billion over fiscal 1988
through 1990. This action would reduce the current incentive to
overproduce and also contribute to reductions in the budget deficit.

If loan rates are above market prices, incentives will still remain to
plant for the government and not the market. Thus, an important
step in decoupling is to reduce loan rates to below market prices.
Under the proposed revisions, the Secretary of Agriculture could
reduce loan rates by up to 10 percent per year. Current law estab-
lishes loan rates by formula (75 percent of 5-year moving average,
dropping the high and low price), but superimposes a limit on how
fast annual adjustments can be made to the computed formula loan
rate. The current limit is 5 percent, after a special provision of 20
percent for some commodities. The proposed revision would allow
U.S. prices to be more competitive, reduce incentives to produce for
the loan rate itself, and make the decoupling more effective.

Because the program for crop year 1987 has been largely deter-
mined, many of the revisions can be adopted only for years 1988
through 1990. The 0-92 decoupling provision could, however, be in-
stituted immediately. The proposed revisions for the past 3 years of
the current legislation would provide an effective transition to a more
comprehensive and coherent agricultural policy.

The Administration also proposes changes in the U.S. sugar pro-
gram to deal with the distortions generated by current policy. The
proposed reform would lower the price-support loan rate to 12 cents
a pound while providing transition payments to cane and beet pro-
ducers over a 4-year period. Prices paid by domestic sugar consumers
will fall as a result. By modifying the incentives that distort domestic
production and consumption, U.S. sugar policy moves slowly toward
a more market-oriented position.
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SUPPLY MANAGEMENT BIAS

The cornerstone of any comprehensive reform of agricultural
policy is the elimination of incentives to produce for government
programs rather than for the market. As long as such incentives exist,
surpluses will be generated. As a consequence, the government will
attempt to manage supply by acreage reduction programs, voluntary
diversion, acreage set-asides, or production quotas.

Given the changes that have occurred within agriculture, the
supply management bias of current programs is doomed to failure.
The sector's capacity to produce under the stimulus of favorable eco-
nomic conditions and large government subsidies is extremely high.
As a result, the cost of agricultural commodity policies that attempt
to restrain production and enhance prices through land controls are
in short, toweringly expensive. Moreover, a program attempting to
limit supply by renting land from farmers, by outright purchases of
farm commodities, or by mandatory supply controls cannot avoid di-
recting its benefits to the largest producers. For a given supply re-
duction, most of the idled land or the eliminated production must
come from the 15 to 20 percent of all producers who account for ap-
proximately two-thirds of total production.

Attempts to limit supply fail to exploit the continued growth in
world food markets. Although increases in the acreage reduction and
the voluntary diversion programs can provide some short-term assist-
ance in reducing current chronic surpluses, this benefit can only be
achieved by incurring other costs. These other costs include the
losses imposed upon consumers, the reduction in markets for the
farm supply industry, and the increase in costs for food processing
and distribution. Moreover, acreage controls result in the excessive
use of other inputs, which partially offsets the desired production
cutback. Such programs are not cost-effective in terms of government
outlays.

Mandatory acreage controls could be more effective than current
voluntary programs in managing the total amount of land allocated
to a particular crop but at a high social cost. Recent Department of
Agriculture studies show that a 125-million-acre reduction in crop-
land would be required to raise commodity prices 30 to 40 percent.
This program would discourage domestic use, cut exports sharply,
devastate the farm supply industry, raise costs for the entire food
processing and distribution chain, and impose huge losses on U.S.
consumers. This option applied to feedgrains would reduce earnings
for livestock producers throughout the United States. Exports of
farm commodities could be expected to fall 40 percent. This manda-
tory control program would reduce GNP by $64 billion and eliminate
approximately 2.2 million jobs, a number almost equal to all the
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farmers in the United States. The greatest impact would fall on the
poor, who spend the largest portion of their income on food. More-
over, in comparison with current programs, the concentration of ben-
efits among large producers would be even greater, with no effective
payment limitation.

Subsidies could be offered to counteract some of the adverse ef-
fects, such as those on the U.S. livestock industry and on export
sales. Such subsidies, however, would drive the cost of the mandatory
acreage control program above even the high costs that were in-
curred during fiscal 1986.

All attempts to limit production will impede the international com-
petitiveness of the U.S. agricultural sector, both in cost and output.
In acreage reduction programs, for example, farmers must retire a
certain fraction of their acreage base, e.g., 20 percent in the case of
corn, to receive deficiency payments. Thus, every firm in the industry
is asked to spread its total fixed cost over 80 percent of its potential
output. This scheme raises the average cost of production, relative to
competitors who suffer from no such constraints. Moreover, supply
management policies create an artificial scarcity of farmland, bidding
up its price to a higher level than otherwise would have occurred.

Finally, limiting output places the United States in the position of
being the residual supplier to world commodity markets. Whatever
growth occurs in world food markets is allowed to be tapped by
major competitors. Moreover, the supply management bias of agri-
cultural programs in the United States lowers the costs to other
countries of subsidizing their agricultural sectors. As a result, U.S.
programs operate to improve the position of major competitors in
terms of both their access to major markets and the cost of their agri-
cultural policies.

A COHERENT LONG-TERM AGRICULTURAL POLICY

A comprehensive policy to foster and maintain a vital and progres-
sive U.S. agricultural sector would contain four major components:
complete decoupling, targeting, resource conservation, and negotia-
tion and trade cooperation.

Complete Decoupling

Under complete decoupling, payments to farmers would not be
linked to current production either through subsidies or artificially
high prices. Production decisions would be based on economic incen-
tives, not governmental policy. Set-asides and acreage reduction pro-
grams could be phased out over a specified period of time. Distor-
tions such as intensive use of inputs would diminish, and budgetary
outlays would largely be known in advance.
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Decoupling could be phased in by allowing increasing discretion
with regard to the use of idle land. For example, after a period of
time in which idle land could not be used for any other crop, 20 per-
cent of the land could be planted in any crop, then 40 percent, and
finally 100 percent. Income support could also be decoupled from
prices. Farmers should receive a known payment regardless of what
they plant and the market price they receive. The income support
that has been decoupled from production and prices should be
phased out.

Targeting

Separating payments from production and prices would make it
possible to target such transfers so as to preserve the family farm and
rural communities while protecting the rural landscape. Targeted
income-deficiency payments would preserve some farms unable to
manage the riskiness of their operations, and would ease the costs of
labor adjustment from agriculture for other farmers. Income supports
targeted at those who rely more heavily on farm income and yet do not
have the immediate resources for retraining, job searching, etc., would
ease the inevitable pain of change and improve the long-term flexibility
of U.S. agriculture.

Targeted farmers should receive income supports unconditionally.
Farmers could then employ their support in whatever fashion they
considered most appropriate—from retraining to remaining in farm-
ing. One possible method of targeting would be to have payments
based on current acreage and historic yields with a limit to the quali-
fying farm size.

Resource Conservation

One feature of the Food Security Act of 1985 that is in the long-
run interest of the United States is the provision for placing highly
erodible land in the conservation reserve. Under the 1985 legislation,
lands that pose significant off-farm environmental threats—for exam-
ple, water quality damage—can also be included in the conservation
reserve program. It is the largest conservation program in the history
of Federal agricultural policy, calling for the voluntary, gradual en-
rollment of 40 million to 45 million acres of land. Under this pro-
gram, landowners agree not to produce on qualifying cropland for 10
years in exchange for an annual rental payment. Unfortunately, this
program is hampered by competing supply management programs.
In essence, the government is bidding against itself to idle farmland.
Currently, most farmers are better off collecting deficiency payments
or diversion payments for idling acreage under commodity programs
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than by idling land on a long-term basis under the conservation re-
serve program.

Over the period that supply constraints are being phased out, diffi-
culties stemming from the concurrent operation of the conservation
reserve program and the price-support programs must be resolved.
The joint operation could be effectively managed by the introduction
of a land-targeting scheme. Lands declared eligible for the conserva-
tion reserve program would be declared ineligible for the acreage re-
duction program.

A redesigned conservation reserve program, combined with decou-
pled and targeted income support, would reduce incentives for inten-
sive land use that arise when farmers seek to increase their immedi-
ate cash incomes. Finally and most significantly, the elimination of
commodity programs that connect income supports to production
levels would ease the extensive and intensive use of land and other
resources in production. The significant reductions in the use of pes-
ticides and other chemical inputs resulting from these program
changes would also reduce environmental damage.

Negotiation and Trade Cooperation

The current state of agricultural trade can be described as one in
which many countries feel trapped. If any country reduces its export
subsidies or limits its farm support, it will lose market share. Its own
action will rarely be sufficient to induce a significant rise in world
prices. Thus, the rewards to individual countries from unilateral agri-
cultural policy reform often seem too little to encourage change.

Simultaneous action by many countries might break this trap. The
Administration began a coordinated move to raise the issue of agri-
cultural protectionism at the last economic summit. How to achieve
multilateral, systematic rationalization of policies across sovereign
states with different resource endowments and policy mechanisms, if
not policy objectives, remains a major challenge.

The difficulty of international cooperation in adjustments, howev-
er, does not excuse delay in U.S. policy reform. Reform is in the self-
interest of the United States and should be initiated regardless of
whether trading partners act as well. In addition, the reformed policies
would eventually stimulate other protectionist countries to make
similar adjustments.

Although sound economic grounds exist for greater market orien-
tation even with no action by other countries, the chances of signifi-
cantly reducing the degree of protection provided to U.S. agriculture
are far better if coordinated moves also occur in other major agricul-
tural exporting countries. The political feasibility of implementing
decoupled and targeted deficiency payments is greatly enhanced if
other industrialized countries would pursue similar actions,
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A cooperative effort of major agricultural exporting countries
could involve coordinated and lockstep moves in decoupling. The
possibility of such cooperative ventures is much higher in today's en-
vironment because of the huge subsidization under the Food Security
Act of 1985. In contrast with the U.S. legislation governing the early
1980s, many exporting countries, including Australia, Canada, and
Argentina, now have far more incentive to enter a cooperative effort
to reduce worldwide protectionist trade policies.

CONCLUSION

Today's highly complex patchwork of agricultural policies has
become increasingly antiquated and unproductive. Agriculture and
rural communities have become so vastly different in structure and in
their relationships to the domestic and world economies that the
premises underlying current policies are no longer valid. Besides
costing taxpayers and consumers billions of dollars and representing
a significant portion of the Federal deficit, agricultural policies divert
land, labor, and other resources from more to less productive uses.
The huge surpluses generated in the United States and throughout the
world harm U.S. allies and less developed countries, while providing
huge windfalls to powerful economic interest groups. These programs
are unfair, with some individuals receiving millions of dollars from the
government.

The policy reforms outlined here would correct the major imbal-
ances that exist within U.S. agriculture. Other reforms are also
needed. For example, some Federal marketing orders attempt to
maintain or enhance commodity prices by restricting either the
amount produced or the amount marketed. These market regulations
tend to tax consumers in order to generate extra profits for estab-
lished producers of the protected commodities. Such marketing
orders should be deregulated. In contrast, marketing orders that
focus on research, promotion, and providing timely information to
producers and consumers should continue to be supported. The
Farm Credit System faces huge losses and is currently unable to di-
versify the risk of its loan portfolio; it needs to be restructured. Fed-
eral and State governments must address problems such as depleted
aquifers, groundwater contamination, water salinity, and the exces-
sive use of irrigation water attributable to inappropriately adminis-
tered prices. The challenge facing both the public and private sector
is to invent the means for enhancing agricultural productivity while
reducing the cost of environmental externalities.

To be sure, the Food Security Act of 1985 will not yield easily to a
major overhaul. These policies, after all, are tied to a long series of
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legislative precedents, deeply embedded goals and objectives, and
the vested interests of powerful groups. Major opposition will doubt-
less arise to the reforms outlined here, which are in the best interest
of the U.S. taxpayer and consumer. Reforming agriculture would lead
to huge gains not only here in the United States but in the rest of the
world.
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