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From: Terence J. Centner 
Assistant Professor 
The University of Georgia 
Re: Sextons' 'Taxing Co-ops" 

Sexton and Sexton argue, in their 
articles "Taxing Co-ops" that the cur
rent taxation of cooperatives is fair 
using an analogy of vertical corpora
tions. While theoretically their argu
ment has considerable merit, the pro
visions of the Internal Revenue (ode 
do not appear to embody this theory. 

The tax code distinguishes individ
uals from corporations; taxes are im
posed by different Parts of Sub
chapter A The Code imposes a tax on 
individuals in section 1. On the other 
hand, corporations are taxed under 
section 11. Since corporations are de
fined to include associations (§ 7701), 
including all cooperatives qualifying 
under Subchapter T by reason of the 
language of sections 521(b) and 
1381(a), cooperatives are governed 
by the tax provisions for corpora
tions. 

The privUege imparted by tax law 
to vertically integrated corporations 
to me consolidated returns is only to 
affiliated groups of corporations. This 
dispensation thereby impacts intra
corporate tax consequences and only 
concerns the taxation of corporations 
under section 11. The consolidated 
returns provisiOns do not affect the 
important tax principle of double tax
ation for corporations whereby cor
porate earnings are taxed at the cor
porate level under section 11 and a 
second time at the individual level 

", under section 1 when funds are trans-
.' ferred to individuals. 

Labeling patrons and the coopera
tive as a vertically integrated business 
which should qualify for the consoli
dated returns privUege avaUable to 
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corporations is contrary to the princi
ple of double taxation for corpora
tions. A cooperative involves affiliated 
individuals who are taxed under sec
tion 1 and a corporation that is taxed 
under section 11, rather than solely 
affiliated corporations. Thereby, treat
ment of a cooperative and its patrons 
as an integrated business qualifying 
for consolidated returns would en
able corporate earnings to complete
ly escape taxation at the corporate 
level. The consolidated returns provi
sions were not intended to effect 
such exception. Rather, they provide 
that earnings are only taxed once at 
the corporate level and were not in
tended to impact the taxation of earn
ings paid to individuals. 

I would also point out the insight
ful findings of Caves and Peterson in 
their article "Cooperatives' Tax 'Ad
vantages': Growth, Retained Earnings, 
and Equity Rotation," which was in 
the May 1986 issue of the American 
Journal of Agricultural Economics. 
Caves and Peterson advance the argu
ment that the existence of the capital 
gains tax deduction means that farm
ers in high income tax brackets may 
be better off dealing with corpora
tions if some of the return can be 
transformed into capital gains. This 
may explain why the Sextons' figures 
on fruit processing organizations 
show the corporate mode of business 
paying less income taxes than Alter
native A cooperatives. 

• 

From: Randall E. Torgerson 
Administrator 
Agricultural Cooperative Service, 
USDA 
Re: Sextons' Taxing Co-ops" 

In the second and third issues of 
CHOICES, Richard and Terri Sexton 
have attempted to revisit issues sur
rounding cooperative taxation. In the 
first article, they observed that treat
ment is fair but not for the reasons 
often given by cooperative leaders. In 

the second, the theme is that current 
tax treatment doesn't harm the econ
omy. 

The central theme of the first arti
cle is that vertically integrated busi
ness is the appropriate model to eval
uate cooperatives' tax treatment, and 
that a member's relation to a cooper
ative is no different than that of verti
cal subsidiaries of a corporation un
der unified ownership. Tax treatment 
under both is similar. 

The authors contend that compar
ing cooperative tax treatment with 
Subchapter S corporations and part
nerships is inappropriate because of 
cooperative size. Their supporting set 
of figures doesn't provide a proper 
perspective. Cooperatives by most 
any measurement are far closer to 
Subchapter S corporations and part
nerships in size than they are to the 
12 percent of the nation's corpora
tions that are double-taxed. The larg
est of these has annual sales greater 
than all 5,625 farmer cooperatives. 
And many of the larger corporations 
have more stockholders than there 
are farmers. 

Nonetheless the authors' conclu
sion is but another in the arsenal of 
cogent arguments in defense of the 
present tax treatment of cooperatives. 
The authors do not explicitly state the 
fundamental differences in purposes 
and operation of the two organiza
tional types. Simply put, cooperatives 
are user-owned businesses that ren
der service to members on an at-cost, 
or not for profit basis. Earnings be
long to tl1e members, Le., the cooper
ative is not entitled to entity owner
ship of results of the business. Capital 
replacement and growth needs of the 
cooperative-including servicing of 
net worth-are serviced as with any 
bUSinesses, but the fundamental pur
pose of the organization is not 
changed. Herein lies the basic rea
sons for differences in taxation. 

The Sextons fail to point out sever
al other important aspects regarding 
the relationship between a coopera
tive and its members. 

Any cooperative or noncoopera
tive corporation can operate under J 
the rules of Subct:0pter T and be sub

Continued on page 36 
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Torgerson Continuedfrom Dage 5 
ject to a single tax. The fact that non
cooperative corporations do not 
choose to operate in this fashion is 
testimony to the basic differences in 
organizational purposes. Secondly, 
all income generated by a coopera
tive is subject to taxation. However, 
the tax treatment of cooperatives pro
vides for different exclusions from 
taxable income under Subchapter T. 
Thus, a corporation operating under 
Subchapter T must always distribute 
at least 20 percent of its allocated 
earnings in cash to member/patrons, 
and any unallocated income is taxed 
at the statutory corporate rates. 

Cooperatives transfer income to 
member owners on a quite different 
basis than do other types of busi
nesses. Distribution of income by the 
cooperative represents an adjustment 
in the value of transactions between 
the member and the cooperative. 
Therefore, the income transfer is 
based on the member's volume of 
business with the cooperative. Inves
tor-corporations return income ac
cording to the amount of investment, 
which has no relation to business 
transactions. 

The analogy drawn between the 
vertically integrated corporation arid 
the cooperative is well argued and 
useful. It is especially appealing be
cause it argues what cooperative 
theorists like Emelianoff and Phillips 
have argued economically, that the 
cooperative is an extension of the 
business enterprise of the individual 
patron, i.e., a vertical subsidiary. 

The authors' premise in the first 
article is that co-op tax treatment is 
fair because it is consistent with treat
ment given integrated corporate enti
ties. But in the second article, their 
premise is that the treatment is an 
"advantage," but justified. These posi
tions are either inconsistent or in 
conflict. 

However, two areas require specif
ic comment. One is that the single tax 
on cooperative earnings gives coop
eratives an advantage. This point can
not be conceded and is simplistic es
pecially as it pertains to capital gains. 

Capital gains are a mechanism to 
transfer wealth, not income. This is a 
very critical point in understanding 
the difference in tax treatment of a 
cooperative or corporation. While 
the authors recognize the differential 
tax treatm~nt afforded to capital 
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gains, the more critical distinction is 
that cooperative members generally 
have no mechanism to receive capital 
gains that represent an increase in the 
capitalized value of their operations 
other than through liquidation. 

Shareholders in a corporation pay 
tax on capital gains only when they 
sell their shares: (a) at a reduced tax 
rate, (b) in the future , (c) when they 
receive the gains in cash, and (d) 
timed by individual discretion. This 
represents a major advantage over 
how cooperative patrons are taxed 
on noncash patronage refunds re
tained by the cooperative: (a) at full 
ordinary income tax rates, (b) cur
rently when allocated, (c) before re
deemed in cash, and (d) at the coop
erative's discretion. 

The second area is the authors' ref
erence to "instances of anticompeti
tive behavior attributed to co-op ma
nipulation of marketing orders ... " 
We know of no judicial opinions find
ing cooperatives have engaged in 
anticompetitive conduct through ma
nipulating marketing orders. 

(Torgerson s letter was written and 
received previOUS to passage of the 
Tax Reform Act of 1986.) 

• 
From: Richard and Terri 
Sexton 
University of California, Davis 
Re: The Authors Reply 

Mr. Centner has apparently mis
construed the whole point of our arti
cles. His letter implies that we believe 
subchapter T (The portion of the tax 
code applying to cooperatives) is ir
relevant-that co-ops could achieve 
the income pass through from co-op 
to patron afforded by subchapter T 
merely by invoking the consolidated 
returns provisions of the Code. No 
one, least of all ourselves, has at
tempted to make this argument to 
our knowledge. Rather, the co-op tax 
controversy has centered on two 
points: (1) is subchapter T an unfair 
and unjustified aberration from the 
general taxation principles embod
ied in the tax code (the main topic of 
our first article), and(2) has co-ops 
use of subchapter T been harmful to 
the economy (the topic of our second 
article)? 

Opponents have attacked sub
chapter T on the fairness question by 
comparing the co-op/patron relation
ship to that of the corporation and 
shareholder. On this basis, sub
chapter T appears unfair because it 
affords single taxation of co-op earn
ings while ordinary corporations' in
come is twice taxed. 

Our defense of subchapter T was 
to note that the appropriate model 
for the co-op/patron relationship is 
not the corporation/shareholder but 
the vertically integrated corporation, 
Le., the co-op vertically integrates its 
members either forward into prod
uct marketing or backward into input 
supply. Thus, subchapter T is a logical 
extension of the consolidated returns 
provision to accommodate the group 
vertical integration aspect that is the 
economic essence of a cooperative. 

A couple of other misconceptions 
in Centner's letter ought to also be 
clarified. Co-op patrons may be any 
type of business organization, such as 
corporations or partnerships, not just 
individuals as Centner implies. The 
patron's economic organization does 
not affect the tax status as is entirely 
appropriate since the vertical integra
tion function embodied in the co-op/ 
patron transaction is unaffected by 
the patron's organizational choice. 
Since the co-op/patron relation is fun
damentally different from that of the 
corporation and shareholder, sub
chapter T does not provide an argu
ment eliminating the double tax on 
dividends. 

Finally, in respect to the impor
tance of the co-op tax advantage, the 
Caves and Peterson conclusion that 
high tax bracket farmers may be bet
ter off dealing with ordinary corpora
tions than with co-ops is old news to 
those well versed in co-op matters. 
For example, the same point was 
made over 10 years ago in Schrader 
and Goldberg's book Farmers' Coop
eratives and Federal Income Taxes. 

The key point not mentioned by 
Caves and Peterson is that a co-op can 
elect to be taxed as an ordinary cor
poration. Thus, co-ops should never 
on average (that is, across the entire 
membership) have a tax disadvan
tage. The fact that co-ops almost nev
er elect this option is ample empirical 
evidence that an advantage to the 
Subchapter T treatment does, in fact, 
exist. 

First Quarter 1987 



• 

From: Donella Meadows 
Resource Planning Center, 
Dartmouth College 
Re: johnson's "Population 
Consensus" 

D. Gale Johnson and his Working 
Group for the National Research 
Council repon a "new consensus" on 
d1e imponant question of how (and 
whether) population growd1 affects 
economic growd1. 

As is nearly always the case with 
"consensus," this one is only a state
ment by a carefuUy selected group of 
like-biased people. The findlngs of 
the group were predictable just from 
the names and disciplines of its mem
bers. I am a member of a group with 
an opposite bias. I know what we aU 
say [Q each other about the NRC re
pon. If anyone of us had been a 
member of the Working Group, ei
ther the fmal conclusions would have 
been different, or there would have 
been no consensus. 

The NRC Group's first conclusion 
was "population growd1 has modest 
effects-either negative or positive
upon economic development I 
would have said, 'population growd1 
has strong effects over the longrun, 
both negative and positive, upon eco
nomic growd1. As the population gets 
larger anellor its rate of growd1 be
comes faster, the negative effects in
crease and the positive effects de
crease.' " 

Conclusion two was "many other 
factors--including the stability and 
effectiveness of governments, the 

,quality of the infrastructure, and the 
\ degree of market orientation-are 
;1 signillcantly more imponant than 
. population growd1 in affecting the 

First Quarter 1987 

pace of economic development" I 
would change "signillcantly more im
ponant than population growd1" to 
"also vitally imponant."Johnson does 
not know, nor do I, how to quantify 
or compare the relative imponance 
of all these factors , in different cultur
al and historical Circumstances, at dif
ferent points in the process of devel
opment 

Johnson's conclusion three reads, 
"political, social, and economic insti
tutions respond to population growd1 
and ameliorate or mediate what 
might otherwise be negative conse
quences of more population." That 
conclusion must come from a very 
one-sided collection of anecdotal evi
dence (such as Esther Boserup's 
book, cited by Johnson). I could 
match every story of successful adap
tation with an equally valid story of 
failure to adapt-and I would claim 
that higher populations and faster 
rates of change reduce the ability of 
institutions to adapt. 

The Johnson Group's report is just 
one more tiresome swing of the pen
dulum of offidous statements by bi
ased groups, each trying to overwhelm 
me opposite bias of me previous state
ment Previous swings have been per
petrated by the Club of Rome, Herman 
Kahn, and the Global 2000 report 
Having been part of this process, I am 
now moroughly sick of it 

I wish someone would have the 
courage [Q probe to the very founda
tion of these two opposite biases-
me Malthusian and the Cornucopian, 
the ecological and the economic, the 
"everything-is-basically-OK" and the 
"everything-must-be-fundamentally
redesigned." There is something vital 
to be learned by asking why D. Gale 
Johnson perceives the world so fIXed
ly the way he does, and why I per
ceive it so differently. Why none of 
d1ese learned studies ever comes 
close to convincing tl1e omer side. 
What deep beliefs and assumptions 
are motivating each side, and what 
each side sees that d1e other is stead
fastly ignoring. 

Getting to the bottom of the argu
ment requires assembling a panel 
with truly diverse viewpoints and 
forcing them to an honest and per
haps painful self-examination. It 
wouldn't be easy. But it would be a lot 
more fruitful than one more exercise 
in phony "consensus." 

• 

From: Wayne A. Schutjer and 
C. Shannon Stokes 
The Pennsylvania State University 
Re: johnson's "Population 
Consensus" 

A major strengd1 of me Commen
tary by D. Gale Johnson is the dUrd 
area of consensus he identifies, 
namely: " ... political, social and eco
nomic institutions respond to popu
lation growd1 and ameliorate or me
diate what might otherwise be nega
tive consequences of more 
population." His conclusions suggest 
that the human species does not in
tentionally accept Malthusian checks 
to population growd1 and seeks to 
adjust to carrying capacity ilirough 
changes in technology and me institu
tions that control access to resources 
and their efficient allocation. Recog
nition of that fact, however, deserves 
greater policy attention than his pre
scription for population policy im
plies, i.e., that all people should be 
provided with access to contraceptive 
information and me means that are 
required for mem to have the num
ber of children desired and that coer
cive measures are not justified to as
sure the adoption of fanUly planning 
practices. 

As Johnson notes, institutional 
change resulting from population 
pressure on the resource base often 
requires a period of adjustment His 
commentary, how~ver, minimizes 
the human costs required to stimu
late and effect the ameliorative re
sponse. To put the matter directly, 
need women and their families 
iliroughout the developing world live 
lives of poveny, illness, and general 
misery in order to develop an appre
ciation for the advantages of limiting 
family size and to spur needed insti
tutional change? Are there not gov
ernmental strategies intermediate to 
the "free-market" approach, which 
provides only fanUly planning serv
ices, and those adopted by more au
thoritarian governments in which 
family size is a "state decision?" In 
shon, can more humane motivations 
for limiting family size and institu
tional change be substituted for the 
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human misery that comes from ex
treme resource pressure? 

The free-market approach fol
lowed by governments during the 
European transition from high to low 
fenility in dle 19m century did 
"work. " But it worked at an enor
mous cost in human suffering. For 
several generations, actual ferulity ex
ceeded desired feltility for millions 
of women, and dle result was wide
spread child abandonment, malnutri
tion, neglect, and abuse. Reread 
Charles Dickens. The misery he de
scribes was often as much due to Wl
governed family size as to me inher
ent evils of industrialism. Do we real
ly want to hold d1is up as a model to 
me developing world? 

An alternative strategy recognizes 
mat any government policy ain1ed at 
institutions will likely influence me 
motivation of families to lin1it child
bearing and, hence, become compo
nents of a national population policy. 
For example, research on changes in 
me land tenure system in developing 
nations indicates dlat government 
poliCies designed to provide rural 
fan1ilies greater access to farmland 
does little to reduce me motivation 
for large fanillies unless mey are ac
companied by ownership of mat 
land. Parents who own land appear to 
desire fewer children as a potential 
source of old age security. Hence, 
mey are more likely to adopt fanilly 
planning. Sin1ilarly, parents farming 
as tenants are more likely to view 
children as economic assets and ap
pear less likely to consider lin1iting 
fanilly size. 

Our disagreement wim Johnson's 
Commentary is not wim me conclu
sion mat human populations can and 
usually do adapt to changing circum
stances. This is not in doubt. What 
seems lacking is me recognition dlat 
me manner in which institutional 
change is brought about mrough gov
ernment poliCies can itself potentially 
influence me motivations mat under
lie observed fenility patterns. Gov
ernmental failure to consider d1is 
possibility constrains population pol
icy recommendations to a free-mar
ket approach to family planning and 
ignores bom how and under what 
conditions adaptive responses take 
place and mose poliCies mat might 
render it a more humane and less 
Darwinian process. 
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• 

From: D. Gale Johnson 
University of Chicago 
Re: The Author Replies 

It is difficult to know what re
sponse to make to Donella Meadows' 
commentary on my Viewpoint piece 
in CHOICES. She denies dle first con
clusion mat I stated; she weakens but 
does not radically change dle second. 
She assumes mat she knows me basis 
for my d1ird conclusion, nanlely mat 
"political, social and economic insti
tutions respond to population growdl 
and anleliorate or mediate what 
might odlerwise be negative conse
quences of more population." She 
concludes, wimout explanation, mat 
d1is conclusion "must come from a 
very one-sided collection of anecdot
al evidence (such as Esmer Boserup's 
book, dted by Johnson). As will be
come clear when me research papers 
prepared for me Working Group are 
published, dlere is substantial evi
dence in suppon of me conclusion 
mat institutions do react to popula
tion growili, in me vast majority of 
cases, and respond in such a way as to 
offset all or most of me potential neg
ative consequences of mat growili. 

I refuse to accept as legitimate any 
comparison between me report of 
me Working Group and me Limits of 
Growth, wim which Meadows was as
sociated. The Limits of Growth was 
subsequendy repudiated by its spon
sors as being a biased document de
signed not to present trum but to 
shock its readers. 

Wayne Schutjer and C. Shannon 
Stokes accept me conclusion on me 
responses of institutions to popula
tion growili mat Meadows found un
supported. They argue mat me popu
lation policy enunCiated, namely mat 
all people be provided wim access to 
contraceptive information and me 
means required to have me number 
of children desired is too lin1ited. 
This mey describe as me "free mar
ket" approach and say it isn't enough. 
I find unconvincing me argument 
mat me free-market approach in Eu
rope in me 19m century result in hu
man suffering and misery as being an 
argument against a policy of provid
ing information and access to means 

to limit family size. The argument 
rest') upon two a')sumptions, both in
valid. One is dlat during me 19m cen
tury mere was reasonable access to 
information about contraception and 
dle means to avoid pregnancy. The 
second is mat mere have been no 
significant changes in knowledge 
concerning ferulity conu-ol, in the 
cost and availability of communica
tions and in me means avai lable for 
dle prevention of pregnancy during 
me past century. 

I agree mat numerous institutional 
changes may influence ferulity ded
sions and mat it would be appropri
ate to give some weight to such ef
fects . However, it seems to me to car
ry d1ing radler too far to imply mat 
dedsions widl respect to land policy 
should be influenced to a significant 
degree by presumed effects upon de
sired family size. Higher family in
comes seem to be assodated wim 
smaller desired family size. Should 
d1is objective be sacrificed if mere 
were a conflict between universal op
erator ownership of land and a mixed 
system wim bom tenant and owner 
operators but wim higher average in
comes for bom groups? 

Schutjer and Stokes raise a very inl
portant question, even if one has 
trouble accepting dleir answer to it. 
Their question is whemer mere is an 
acceptable approach mat lies be
tween dle policy dlat I proposed and 
mose followed by some governments 
mat involve a Significant degree of 
coercion. In deciding whemer mere 
is an intermediate position mat is 
consistent wim democratic values, 
one needs to consider mat govern
ments sometimes follow pronatalist 
poliCies while espousing me desir
ability of limiting population growdl. 
For example, consider me pronatalist 
implications of U.S. income tax and 
welfare programs and dle provision 
of free public education. And in re
cent years bom me Administration 
and Congress have been unwilling to 
provide federal funding for aboruons 
or a vigorous fanilly planning pro
gram. Taking mese and omer factors 
into account, I find a populatio'n poli
cy mat minimizes me role of govern
ment in directly influencing ferulity 
decisions has much to commend it. 

• 
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From: E. Linwood Tipton, 
Executive Vice President 
Milk Industry Federation and 
International Association of Ice 
Cream Mfrs. 
Re: Babcock and Schmitz' 
"Look for Hidden Costs" 

As Bruce Babcock and Andrew 
Schmitz correctly point out, one 
doesn't have to look far for the costs 
that never appear on tl1e federal 
budget bottom lioe-especially 
where our country's farm programs 
are concerned. Deception of US. citi
zens is practiced regularly by the poli
ticians as they say, for instance, that 
our sugar program is operated at "no 
cost." The question is, "no cost to 
whom?" As even an untrained eye can 
see, the difference between domestic 
and world sugar prices (about a 16 
cent a pound difference as Babcock 
and Schmitz have noted) is coming 
out of someone's pocket. 

Consumers pay at the supermarket 
for all purchases of sugar or any items 
containing sugar or other sweeten
ers. Companies who make sweet
ened products pay higher ingredient 
costs, driving many manufacturing 
plants, and with them jobs, out of the 
United States. US. cane sugar refmers 
pay to operate facilities at less than 
capacity as the volume of imports de
crease leaving many refmeries no re
course but to close. lmporters pay in 
loss of market in the US. creating 
social as well as economic problems 
in lesser developed countries such as 
the Philippines and Dominican Re
public, and creating major hurdles to 
trade relationships with other devel
, oped countries such as Australia. 
'Even US. sugar growers pay, as the 
~high price of sugar continues to pro
(vide an economic incentive for less 
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expensive alternative sweeteners and 
newly developed sweetener hybrids 
to capture more and more of the mar
ket. 

It's time to bring these hidden 
costs out into the open and force our 
politicians to enact a more realistic, 
less costly sugar program. I applaud 
Babcock and Schmitz for their clear 
vision. It's equally clear that sugar 
prices must be lowered. 

• 
From: Cathy Jabara, 
Economist 
U. S. Department of the Treasury 
Re: Babcock and Schmitz 
"Look for Hidden Costs" 

I do not disagree with the. overall 
point of the Babcock and Schmitz ar
ticle that programs with import quo
tas that raise consumer costs, such as 
the sugar program, involve relatively 
large economic costs, as compared to 
programs with direct federal outlays, 
such as the corn program. Therefore, 
judging the cost of programs Simply 
on the basis of federal expenditures 
may not reflect what consumers lose 
and producers gain. 

Most economic theory textbooks 
show that a defiCiency payment or 
producer subSidy is preferable to a 
price support or quota program for 
traded goods because consumer de
cisions are not distorted. However, I 
am concerned that Babcock and 
Schmitz underestimate the economic 
costs of the federal transfers involved 
in the corn program in two ways. 
First, the welfare or efficiency cost of 
transferriflg income from taxpayers 
to corn producers is not shown. Se
cond, the welfare costs from distorted 
agricultural production are too low in 
the corn example. 

Babcock and Scl1mitz take into ac
count the welfare cost of transferring 
income to sugar producers via con
sumers, but they assume that the gov
ernment collects tax revenue from 
the private sector and returns it to 
corn producers with no net incoO}e 
change and no resource cost. Unless 
imposed in the form of a lump-sum 
tax, raiSing tax revenues interferes 
with economic decisions and distorts 
choices. In reality the opportunity 
cost to the economy of the $1.7 bil-

lion transferred to corn producers in 
the Babcock and Schmitz example is 
greater than the actual amount trans
ferred. This is the effiCiency or "dead 
weight loss" associated with tax col
lection. For example, the $1.7 billion 
could have been financed with a tax 
on automobiles, which distorts con
sumer decisions, or with an income 
tax, which distorts work-leisure 
choices and discriminates against sav
ing in favor of consumption. 

How important is the efficiency 
cost associated with raising tax reve
nue? Musgrave and Musgrave in their 

. 1984 book published by McGraw Hill 
Puhlic Finance in Theory and Prac
tice state that the average "surcharge" 
per tax dollar is about 30 percent of 
revenue. Therefore, the net econom
ic loss from the corn program should 
be increased from the $80 million 
shown in the Babcock and Schmitz 
article to $587 million just from the 
effiCiency cost of revenue collection 
alone. 

Babcock's and Schmitz's assump
tion that the supply response attribut
able to the corn program is fairly 
small because deficiency payments 
are based on historical production is 
also questionable. Farm defiCiency 
payments are linked directly to cur
rent production that takes place with
in an eligible (moving average) acre
age base. In the long run, corn pro
ducers will adjust acreage and yields 
until the marginal expected revenue 
(including deficiency payments) 
from increased production equals its 
marginal cost. The welfare costs asso
ciated with the corn program in any 
one year must take into account the 
higher average production induced 
by the program from year to year. In 
order for the corn program to work 
as a direct transfer with limited sup
ply response, as suggested by Bab
cock and Schmitz, the defiCiency pay
ments must be given in a lump sum 
and be completely unrelated to what
ever is currently produced (such as in 
the Boschwitz-Boren plan). A low 
supply elasticity tends to make a defi
ciency payment program look more 
attractive in terms of lower social 
costs. 

While on a relative basis the social 
costs of the sugar program are more 
than the corn program, the absolute 
magnitude of the latter is by no 
means a trivial question. The social 
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costs estimated for the corn program 
by Babcock and Schmitz appear to be 
grossly understated. TIle corn pro
gram also inflicts "hidden costs" on 
the economy. It is more likely that 
US. consumers and taxpayers can af
ford neither type of program. 

• 
From: Clark Edwards and 
Clayton Ogg 
Economic Research Service, USDA 
Re: Babcock and Schmitz' 
"Look for Hidden Costs" 

Bruce Babcock and Andrew 
Schmitz warn us to "look for tile hid
den costs": one cannot judge com
modity programs solely on the basis 
of federal government spending be
cause there are hidden costs and ben
efits. They remind us of a guiding 
principle which is easily and fre
quently overlooked, but tlley stop too 
soon. They, too, leave in1portant hid
den costs and benefits out of sight. 
Let's look at their corn program ex
ample. 

Babcock and Schmitz do not con
sider the effects of a feed grain pro
gram on livestock producers. Defi
ciency payments under the current 
program separate ilie market price 
from the target price. Cheaper feed is 
a gain for. livestock producers. The 
increased livestock production de
creases retail prices of livestock prod
ucts, a gain for consumers. Demand 
increases for soybean meal as a live
stock feed, but decreases for feed 
wheat. The program draws more re
sources into corn production and, at 
the same time, holds more cropland 
out of production. This makes re
sources relatively scarcer for oilier 
farm enterprises and bids up re
source prices, particularly land val
ues. Some of the gains go to land 
owners. Higher resource costs affect 
all farmers , so consumers may fmd 
themselves paying more, for exam
ple, for fruits, vegetables, nuts, and 
specialty crops. 

Babcock and Schmitz then turn to 
acreage set-asides. What if enough 
acreage is idled to reduce corn pro
duction below what it would have 
been? With less corn and higher mar
ket prices, the side effects on other 
farm enterprises are different. Feed 
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costs rise and livestock profits fall. 
The demand for soybean meal de
creases, the demand for feed wheat 
increases, and resources are released 
for allocation to other farm enter
prises. Consumer costs shift from tax

es to higher retail prices for crop and 
livestock products. However, this ver
sion of ilie program, too, by increas
ing produa demand and decreasing 
land supply, creates an artificial scar
city in agricultural production which 
can increase costs for products not 
directly related to corn such as fruits, 
vegetables, nuts, and specialty crops. 

What about their sugar example? 
The sugar quota program has little 

direct government expenditure but, 
since it keeps the domestic price gen
erally around tl1fee or four times ilie 
world price, it has large indirect in1-
pacts. Quota induced technological 
change since 1979 favored corn fruc
tose sweeteners. The use of all corn 
sweeteners doubled to about half ilie 
domestic market. Artificial sweeten
ers expanded to more than a tend1. 
And candy made from foreign sugars 
can be in1ported without affecting the 
sugar quotas. These changes dis
placed half of sugar in1ports. 

Babcock and Schmitz say that 
much of the benefits of the sugar 
quotas go to foreign suppliers. But 
the trend was toward more corn 
products, more artificial sweeteners, 
and less in1ported sugar. Much of the 
current US. sweetener production 
could return to foreign sugar produc
ers if corn fructose manufacturers 
were to face a severe price reduction. 
The world price received by sugar 
exporters would then move up as 
US. consumers substitute foreign 
sugar for higher cost corn fruaose 
sweeteners. That is, curtailing the 
program could hurt foreign trading 
partners who now have quotas but 
could help iliose who don't. And it 
could hurt domestic corn farmers 
and processors. 

For over two decades ilie quota 
windfalls to more than d1irty export
ing countries have been justified as 
Alliance for Progress or Caribbean 
Basin development assistance. We 
cannot assume iliat ilie high price 
paid by US. consumers for sugar re
ceived under quotas directly benefits 
foreign sugar farmers. Brazil and 
some oilier countries have a sugar 
board capable of distributing the ben-

efits from the valuable quota among 
producers. However, recent experi
ence in the Philippines suggests that 
much of the higher price paid by US. 
consumers for foreign sugar may be 
captured by processors, special ex
port companies, and political figures. 

It may be discovered, as hidden 
costs and benefits are examined, that 
farmers specializing in nonprogram 
commodities share the burden with 
consumers of the corn program, or 
that US. corn growers and proces
sors benefit more from the sugar pro
gram ilian foreign sugar suppliers. 

We agree with Babcock and 
Schmitz's injunction to look for the 
hidden commodity program costs as 
corn, sugar, and other commodity 
programs are reviewed and debated 
during the coming year. Yet we feel it 
is more complicated than they imply. 

• 
From: Bruce Babcock and 
Andrew Schmitz 
University of California, Berkeley 
Re: The Authors Reply 

The comments by Tipton, ]abara, 
and Edwards and Ogg reinforce our 
basic point that the effects of govern
ment agricultural policy on social 
welfare are far greater tllan is at first 
apparent. 

]abara correctly points out tllat one 
social cost not included in our analy
sis is ilie dead weight loss caused by 
revenue taken out of ilie private sec
tor by our non-neutral tax system. 
The other point raised by]abara con
cerning the elasticity of supply with 
respect to target prices needs further 
discussion. 

Many economists have argued that 
high target prices are tlle source of 
our current excess supply of many 
agricultural commodities. This would 
be true if defiCiency payments were 
tied directly to current production 
levels as ]abara argues. But the link 
between current production levels 
and current deficiency payments is 
much more tenuous. 

DefiCiency payments are based on 
program yields, which are deter
mined by either county averages or a 
moving average of past yields, and 
base acreage. Base acreage can only 
be increased when a farmer is not 
enrolled in the program. A high per 
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unit defiCiency payment will encour
age greater planted acreage from 
farmers who are not participating in 
the program but want to participate 
in the future with a higher base acre
age. These expansion-minded farm
ers do not collect government pay
ments in the current year but they 
collect higher future payments. Farm
ers who want to take advantage of the 
high target price in the current year 
must decrease planted acreage by set
ting aside a portion of their base. 
Farmers who continue in tl1e pro
gram plant the same number of acres, 
assuming that the diversion require
ment remains constant. The net effect 
of a high target price may be a de
crease in planted acreage. 

Program yields are unaffected by 
high target prices if county averages 
are used in their calculation. If they 
are based on a moving average of a 
farmer's past yields, then an expan
sion in current yield will slowly work 
its way into higher government pay
ments as program yield adjusts. 

The net supply effect of persistendy 
high per unit defiCiency payments. is 
not as clear cut as Jabara believes. 
Program diversion requirements dis
courage production while the tying 
of program yields to past yields en
courages increased yields. It is not 
clear that d1e elimination of, say, corn 
payments would result in a large corn 
supply contraction. 

In our paper we assumed that the 
elinUnation of the corn target price 
would have resulted in a supply ex
pansion from participating farmers, 
due to their planting previously set
aside acreage, and a supply contrac
tion from nonparticipating farmers 
due to a lower market price and a loss 
of incentive to increase their acreage 
base. The resulting small change in 
total supply from the elimination of 
the corn program is the cause of the 
relatively small economic cost of the 
corn program. 

Edwards and Ogg point out a num
ber of the inter-industry general equi
librium effects of government policy. 
Although we agree d1at some of d1ese 
effects are important and should be 
discussed when evaluating policy al
fernatives, d1e reliable estimation of a 
fore general equilibrium model 
.f/hich can be used to simulate d1e 
effects of government policy on relat
ed markets is a difficult and tin1e-con-
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suming endeavor. 
If the track record of existing large

scale econometric models is any indi
cation of the likely success of such an 
investment, economists should think 
long about any future modeling ef
forts . 

• 

--... 

From: Brady J. Deaton 
Virginia Polytechnic Institute and 
State University 
Re: Barkley and Rogers' "More 
New People in Old Towns" 

The Barkley-Rogers article raises 
serious questions about common
place views toward small towns and 
rural communities. We should all 
think more about tl1em because they 
affect our understanding of rural eco
nomic ci1ange. I have two principal 
concerns. 

First, we generally think d1at peo
ple move from one community to an
other in response to money wage dif
ferences between regions. But this 
measurement is a narrow view and 
fails to capture important aspects of 
migration determinants. Barkley-Rog
ers don't, but most economists miss 
the importance of rural amenities 
and kinship ties. Yet, these factors ap
pear to have been principal determi
nants of the 1970's population "turn
around," the urban-to-rural move
ment that occurred in most of the 
Western indusu-ial democracies. Also, 
many of the new rural residents are 
former residents or kinfolk who left 
their home area at an earlier time. 
Therefore I emphasize those socIal 
determinants. 

My research wid1 Morgan, Anschel, 
and Weber reveals that people place a 
relatively high value on the an1enities 

of their home communities as com
pared to wages. Most people want 
money wages but, they want a lot 
more as well. The importance of the 
"lot more" grew in recent decades as 
money wages rose safely above bare 
subsistence and as urban life has in
creasingly involved long commutes, 
crime, and other diseconomies. 

Therefore, in order to evaluate 
how wages affect migration and allo
cation of other resources, wages must 
be considered in a place-specificity 
context. Equal money wages may be 
linked with very different packages of 
amenities and kinship values among 
communities. In addition, personal 
backgrounds, as well as tastes vary 
from one person to another, further 
stimulating very diffuse patterns of 
movement of people among rural 
communities and between rural and 
urban areas. In od1er words, people 
move to gain the entitlements associ
ated with a particular community. 
These may be measured in wages, 
transfer payments, or aesthetic plea
sures. 

My second concern is the policy 
significance of the research findings. 
lhe finding that new residents travel 
out of ilieir new communities to 
make many purchases provides a 
proper caution to the common 
"Chamber of Commerce" approach 
to building a new tax base and ex
panding business opportunities. 
However, a rather substantial body of 
literature reveals d1at concerted local 
leadership and directed investments 
in industrial sites and improved local 
services can lead to substantial new 
job creation in small towns and rural 
areas. These effects may be cumula
tive over a sizeable population range 
before urban diseconomies set in as 
Kaldor has noted. If so, then the bal
ance among the communities in the 
Palouse could be irreverSibly altered. 
The resulting growili may be at the 
expense of some of the surrounding 
communities. 

In earlier decades, much public at
tention was given to creating "bal
anced growtl1" patterns between ru
ral and urban communities. This em
phasis recognized tl1at there must be 
both capital and labor in order to 
have communities with jobs for those 
who live in the communities. One of 
d1e important lessons is tharwe need 
to give a lot more attention to the 
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needed mix of private investment, 
public investment and labor to make 
rural communities ·economically via
ble. 

• 
From: E. Linwood Tipton, 
Executive Vice President 
Milk Industry Federation and 
International Association of Ice 
Cream Mfrs. 
Re: Novakovic in the "Dairy 
Buyout 

Andy Novakovic's excellent article 
on the dairy buyout program is right 
on target, but the emphasis on the 
potential success of the buyout may 
be misplaced. There is no doubt that 
the buyout encouraged a significant 
number of dairy farmers to exit and 
with them, almost 12 billion pounds 
of milk. But it is still far too early to 
proclaim the program a success. The 
real measure of success must be 
whether or not milk production and 
demand are brought into balance 
over a sustainable period of time. The 
buyout alone, however, will not do 
this. 

Many analysts question whether 
the buyout will offer even the tempo
rary relief some are projecting for 
1987. USDA's offidal forecasts for 
1987 have milk production down by 
about 2 percent and CCC dairy pur
chases in the 5 to 6 billion pound 
range, primarily in response to the 
dairy termination program. I hope 
that these projections are right, but 
there are some signs indicating that 
we have not really turned the corner 
on surplus milk production, nor re
duced the incentive to produce too 
much milk. In fact, one can easily ar
gue that milk production will remain 
high and CCC purchases will still be 
in the 8 to 9 billion pound range in 
1987. 

The single biggest question we 
face, of course, is how are the nonpar~ 

ticipants in the herd buyout going to 
react. This makes the 1987 produc
tion outlook particularly uncertain. If 
nonparticipants go into a real expan
sion mode, we would expect to see 
cow numbers start increasing next 
spring and summer as most of the 
buyout participants have exited. The 
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number of replacement heifers now 
in the herd could support this expan
sion. And a slowing down of the cull
ing rate could keep 200 to 400 thou
sand cows in the dairy herd. 

If this happens, we might see cow 
numbers averaging 10.6 to 10.7 mil
lion in 1987. Ifwe further assume that 
output per cow increases by 2 to 3 
percent, milk production would total 
144 to 145 billion pounds, very close 
to that of 1986. And, if increases in 
commercial sales moderate next 
year, as many expect, government 
purchases could easily remain in the 
8 to 9 billion pounds range. 

How can a scenario like this be 
supported? Next year we are looking 
at large supplies of most feeds at very 
favorable prices. Corn supplies will 
be plentiful and forage readily avail
able. The milk feed price ratio is now 
about l.7 and is likely to remain very 
favorable through most of 1987, indi
cating continued high levels of con
centrate feeding. 

Another big factor in this analysis is 
the relative profitability of dairy farm
ing, both in comparison to a year ear
lier and to other farm alternatives. In 
USDA's most recent milk production 
cost report, it showed that total cash 
expenses for milk production were 
down almost $l.00 in 1985 to $9.74 
from $10.64 per hundredweight 
(cwt.) a year earlier. Even with the 
lowering of the milk price support by 
$1.00 per cwt. in 1985, returns to 
owned inputs were up by 10 cents 
per cwt. in 1985 compared to 1984. 
While data for 1986 are still not readi
ly available, costs of most major items 
were down further in 1986 with crop 
prices, energy costs and interest ex
penses leading the way. 

With moderate inflation projected 
for 1987, lower feed and fuel costs 
and a lack of viable farm alternatives, 
there will be a strong incentive to 
continue to produce too much milk. I 
have drawn this scenario not because 
this is the direction I wish it to go, but 
as a caution against undue optimism 
that the buyout has solved the surplus 
problem. The buyout is part of a tran
sitional program put into place by the 
1985 Farm Bill and was not intended 
to be the sole solution to the surplus 
problem. Its purpose was to buyout 
those dairy farmers who wanted to 
quit and to buy time for those re
maining in business to adjust produc-

tion to meet demand. The price ad
justment." which were also written 
into the 1985 Farm Bill, are an insur
ance policy to guarantee that the right 
signal will be sent if the surplus prob
lem persist.,. Combining the two as
pects will work if given a chance. 

• 
From: Andrew M Novakovic, 
Visiting Associate Professor, 
University of Wisconsin-Madison 
Re: The Author Replies 

My good friend Linwood Tipton is 
certainly correct to point out that it is 
too early to proclaim the Dairy Ter
mination Program, or buyout, a suc
cess. It may take until after the five 
year commitments expire in 1992 to 
know for sure, if the program doesn't 
derail before then. ll1e points Lin
wood makes about tl1e importance of 
keeping production incentives down 
after the first flush of the buyout is 
over are resonant with what I said. He 
is more pessinUstic on the short term 
outlook than I, but we agree on the 
direction of change. 

The major difference between my 
paper and Linwood's comment might 
be stated as follows. I choose to see 
the glass as half fuU. Linwood says he 
sees it as half empty. 

I think the buyout pushed us in the 
right direction and had some people 
benefits beyond its market benefit; 
Linwood is saying it didn 't solve the 
problem. I've said isn't it a good 
tl1ing that net removals are lower 
than they were and much lower than 
they would have been; Linwood says 
they won't be low enough. Linwood 
is saying the dairy surplus can't be 
solved without price cuts (barring 
changes in the economy or policy 
that neither he nor I expect); I have 
said that the buyout can work in tan
dem with price disciplines by speed
ing the adjustment process, reducing 
the price cuts required, and thereby 
softening the blow to farmers. Lin
wood knows the frustration 0f work
ing with policy makers who want to 
avoid the reality of the marketplace; I 
choose to see them learning what the 
market realities are and that they can 
not be ignored. 

Whether we wish to argue that the 
job is not done or rather that it has 
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begun, at lea<;t we can say that we're 
not at a standstill or going backwards. 
Given the recent track record on agri
cultural policy, heading in the right 
direction is not a small accomplish
ment. 

• 
From: Timothy C. Mackey, 
Agricultural Counselor 
Embassy of Australia 
Re: Derwent Renshaw's 
"European View" of ''U. S.!EC 
Struggle Over Agricultural 
Markets" 

Derwent Renshaw's "European 
View" of "U.S.IEC Struggles Over Ag
ricultural Markets" contained several 
relevant points which often do not 
get sufficient credence in the U.S., 
making it clear that all of the prob
lems of world agricultural trade can 
not be laid at the door of the EC. I 
agree that more acknowledgment 
should be given the steps the EC has 
taken to limit grain overproduction, 
sucl1 as the reduction in intervention 
prices for some cereals for 1986/87. 

However, it is essential to recog
nize the root cause of world grain 
overproduction; to which the EC has 
contributed along with other major 
economies sucl1 as the U.S. andJapan. 
This is the wide and increasing gap 
between the prices paid to farmers in 
these countries for their grain and the 
prices which that grain is sold for. For 
example, rice farmers in Japan are 
paid over 8 times the world price, EC 
wheat growers are paid over twice 
the world price and U.S. sugar grow
ers are paid over three times the 
world price. Is it any wonder that 
framers in those countries produce 
more than the market wants, notwith
standing attempts at production con
trols? These price gaps have ensured 
that the stocks of most of these com
modities are large and growing, thus 
depressing world prices further. 

The results in the EC, the U.S. and 
Japan have been higher costs for their 
taxpayers and consumers. For coun
tries like Australia, however, the re
sult has been a very serious decline in 
Qur grain farmers ' incomes. Neither 
~rain prices nor growers incomes are 
~ubsidized in Australia and the full fall 
in world wheat prices of over 30 per-
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cent in the past year has been borne 
by our farmers. 

It follows that the best solution to 
continuing overproduction is to low
er domestic support prices and re
duce the gap between them and mar
ket prices. It is understandable that 
individual countries are reluctant to 
do this unilaterally. This is why Aus
tralia has been such a strong support
er of the multilateral approach to halt 
and rollback agricultural subsidiza
tion. Only if all the important econo
mies act together will this process be 
politically sustainable in each individ
ual country. 

Mr. Renshaw stated that over the 
past 15 years, Australian production 
of wheat had risen by 78 percent and 
acreage by 69 percent. This compari
son is invalid, because 15 years ago 
wheat quotas operated in Australia. 
The level of plantings in Australia 
now responds entirely to market sig
nals wheat plantings fell from 11.7 
million hectares in 1985 to 11.4 mil
lion hectares in 1986 and are current
ly estimated to fall below 11.0 million 
in 1987. The yields from that acreage 
depend essentiaLJy on the weather, 
especially on rain, and can therefore 
vary widely in our uncertain climate. 
But the point is that when the price 
signals are allowed through, produc
tion restraints are unnecessary: grow
ers just plant less. 

• 

From: Derwent Renshaw, 
Agricultural Counselor 
Commission of European 
Communities, in Washington, D. C. 
Re: The Author Replies 

By no means everyone would en
tirely accept Tim Mackey's analysis 
that the root cause of world grain 
overproduction has been govern
ment price support policy. 

Discussing increases in grain pro
duction in the European Community 
in his contribution to the Curry Foun
dation's 1985 study "Confrontation or 
Negotiation", Dr. Kenneth Robinson 
of Cornell University finds that "the 
evidence suggests that the adoption 
of new technology has played a much 
greater role in contributing to wheat 

surplus in Europe than support poli
cies". 

Nevertheless, price support has 
been a Significant factor and it is by 
squeezing the prices received by our 
grain producers that the Community 
is attempting to bring production and 
budgetary outlays in this sector under 
control. 

Farm price decisions taken last 
Spring in Brussels meant a freeze in 
official grain support prices for the 
third successive year which, plus the 
technical changes alluded to by my 
Australian colleague - such as tighter 
quality standards and a much re
duced period for selling into inter
vention - have cut prices actually re
ceived by farmers by between 10 per
cent and 15 percent. 

We are determined to persevere 
with and even intensify our efforts in 
this direction. Such moves might 
come as a surprise to those who be
lieve, some perhaps as result of Tim 
Mackey's apparent in1plication, that 
the European farmer, unlike his Aus
tralian counterpart, is guaranteed a 
lifestyle of spacious ease by the Com
mon Agricultural Policy. 

European farm organizations 
would smartly claim that the opposite 
has been the case, citing in evidence 
the fall of 13 112 percent in average 
farm incomes in 1985 compared with 
1984 and the 30 percent fall when 
comparing the last three years (1983/ 
415) with the three year period a dec
ade previously (1973/415). This con
trasts very sharply with the increase 
for 19 percent in incomes over the 
European economy as a whole. 

And, it is partly against this back
ground that the painful and radical 
measures agreed in Brussels in mid
December for the milk and beef sec
tors have to be viewed. Briefly, Euro
pean farm ministers decided to cut 
milk production by 9 1/2 percent by 
April 1989 and to reduce beef sup
port prices by an average 13 percent. 

With these difficult decisions finally 
behind it but with others to come in 
sectors such as grains and olive oil, 
the Community will be looking with 
keen interest and anticipation in the 
new round to its GATT trading part
ners for equivalent efforts. ~ 
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