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From: Vernon McMinimy 
Director, Commodity Research 
A. E. Staley Mfg., Co. 
Re: Babcock and Schmitz "Look 
at Hidden Costs, " A Second 
Response 

I am not satisfied that Messrs. 
Babcock and Sdunitz understand 
the essence of my comment on 
their article "Look at Hidden Costs" 
that was included in the Fourth 
Quarter 1986 issue of CHOICES. 
My point is, that they used an inap
propriate standard for measuring 
the "hidden costs" of the U.S. Sugar 
Program. The authors maintain we 
need to predict the reactions of for
eign governments to changes in 
U.S. poliCies and that is a problem 
with today's state of the arts in 
model building. 

If one were involved in estimat
ing what the world price would be 
as the result of a change in U.S. pol
icy, their comment would be appro
priate. But that is not what we are 
trying ~o establish. We are trying to 
establish the appropriate price to 
use for measuring "hidden costs." If 
one is measuring the "hidden costs" 
of a government program, it is not 
appropriate to use a price that is it
self heavily affected by one or a 
multitude of countries' poliCies as 
the standard. To measure the hid
den costs, one needs a price that 
reflects the marginal economic 
value of the resources that are uti
lized to produce the last marginal 
quantity of that commodity the 
world consumes. 

In order to measure the "hidden 
costs" we need to know what the 
world price is if no country has im
port quotas, no country has export 
subsidies, no country provides any 
direct or indirect assistance or taxes 
to the producers and consumers 
within their borders or outside their 
borders. If we can't know or have a 
reasonable estimate of the world 
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price of a commodity under such 
circumstances, then we cannot 
have an appropriate measure of the 
"hidden cost" ofa commodity (e.g. , 
sugar) either in the U.S. or any other 
country. If we simply compare two 
prices, both of which are affected 
by government, then we simply get 
the differences of two manipulated 
priCes times some quantity. I would 
prefer to call such a result the "dif
ferential value." The term "hidden 
cost" at least to me, and I suspect to 
the public in general, carries the im
plication that I am paying more than 
I, by all rights, should have to pay. 
In fact, that's the manner in which 
the term has been used. 

What should I expect to have to 
pay for a given commodity? I 
should expect to pay what it costs 
to supply the last quantity de
manded. That can be reasonably es
timated through the use of eco
nomic engineering procedures. By 
estimating the cost of producing 
and delivering the commodity for 
each producing country, one can ef
fectively describe a world supply 
function. The point at which sup
ply, thus described, equals world 
demand is the estimated world 
price, an estimate of what I should 
reasonably expect to pay for the 
commodity. One can then take that 
estimated price (which is absent the 
influence of governments) and 
compare it with the price one actu
ally pays to determine whether I am 
paying "hidden costs" or receiving 
"hidden benefits" under my gov
ernment's programs. 

Landell Mills, Inc., a consulting 
firm based in London, recently 
completed a study in which, 
through the use of economic engi
neering procedures, they estimated 
the world sugar price absent any 
government intervention. Theyes
timated the world price of sugar for 
1987 (in 1985 dollars) would be 
19.9 cents per lb (raw basis) adjust
ing for inflation that is equal to 21.2 
cents in current dollars. The world 
price now is near 7 cents (raws) per 
lb and U.S. sugarcane price (raws) is 
presently near 21.75 cents per lb. 
The Landell Mills study suggests to
day's world trading price is much 

more removed from the estimated 
world price as a result of govern
ment intervention than is the U.S. 
price. That analysis would imply 
that there is essentially no "hidden 
costs" to U.S. consumers as a result 
of the current U.S. Sugar Program. 

The issue is, how one determines 
the appropriate basis for evaluating 
the economic value of a commodity 
that is impacted by government in
tervention. In a case, such as that 
for sugar, where all prices are af
fected by political as well as eco
nomic forces , it is necessary for the 
analyst to select the appropriate 
procedure for estimating the eco
nomic value. This is particularly so 
when it is evident that all readily 
available indicators (prices) are im
pacted by poliCies and programs 
that separate the price of the com
modity from the cost of the re
sources utilized to produce that 
commodity. To 'fail to undertake the 
effort to attain the best standard 
possible is to fall short in providing 
the public the best estimate of their 
situation. 

• 
From: Babcock and Schmitz 
University of California, Berkeley 
Re: The Authors Respond 

McMinirny's letter points up the 
importance of clearly specifying the 
relevant question for specific policy 
choices. We argue that a relevant 
question for U.S. society is: What 
would sugar cost U.S. consumers if 
the U.S. changed its sugar policy 
and the rest of the world did not 
change theirs? And that is the ques
tion we answered-l0-15 cents less 
than they now pay. 

Admittedly, one can ask a differ
ent question. McMinimy's ques
tion-what would world sugar 
prices be if all countries liberalized 
their sugar regimes-is one. But the 
answer is not very useful unless you 
are trying to justify current large 
transfers from U.S. consumers to 
U.S. sugar producers, processors, 
and manufacturers of sugar substi
tutes. 

The United States has little or no 
chance to bring about a liberaliza-
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tion of the sugar policies of all coun
tries. But the Congress can change 
U.S. policy and save U.S. consumers 
10 to 15 cents per pound. 

From: Emery N. Castle 
Chairman 
University Graduate Faculty of 
Economics 
Oregon State University 
Re: William McD. Herr's !'Farm 
Land Prices" 

There is little in the article with 
which I disagree although I fmd it 
incomplete in one very important 
respect. Herr fails to consider the 
value of debt as a component of ex
pectations concerning land prices. 

Suppose that a 1280 acre farm is 
purchased for $1000 per acre and 
that the purchaser finances the pur
chase by an acquired debt for 75 
percent of the purchase price in the 
form of a mortgage of $960,000 am
ortized over 30 years at an eight 
percent interest rate . When the 
mortgage is written, the lender be
lieves that the rate of time prefer
ence plus the rate of inflation that 
will prevail in the future will be 
eight percent or less; the borrower 
believes that the rate of time prefer
ence plus the rate of inflation will be 
eight percent or more. Which ex
pectation turns out to be correct is 
not a trivial matter. The wealth 
transfer from lender to borrower 
amounts to $18,000 per year on a 
$900,000 mortgage if the time pref
erence plus the rate of inflation 
were 10 rather than 8 percent. If 
such wealth transfers were a ran
dom occurrence on a year-to-year 
basis, yearly gains and losses would 
tend to be offsetting. But that is not 
the way things ha-ve been working 
in this country. From the time of 
World War II until 1980, interest 
rates seldom were sufficient to com
pensate lenders for time preference 
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and inflation; since 1980, interest 
rates generally have been considera
bly higher than would be necessary 
for such compensation. 

Expectations about the relation of 
interest to inflation rates need to be 
formulated as well as the per-acre 
return when the bid price of land is 
decided upon if debt is to be used 
to finance the land purchase. Some 
may argue that fluctuations in the 
real value of debt should be consid
ered under the category of paper 
gains or paper losses. In some in
stances this may be appropriate but 
that usually is not the case. Clearly, 
when interest rates persist in being 
too high or too low for more than 
three decades (more than the life of 
most mortgages), changes in the 
value of debt clearly becomes an 
important factor in land purchase 
decisions and, hence, on land val
ues. Even in a shorter run setting 
there are numerOUS ways that 
changes in net worth can affect both 
business and personal fmancial deci
sions. 

In conclusion, land prices will un
doubtedly be much influenced by 
the effect of monetary and fIscal 
poliCies on price level stability and 
interest rates. It will be in the 
farmers' interest to consider these 
matters not only in the making of 
individual decisions but also in a 
public policy context. 

• 
. From: William McD. Herr 
Southern Illinois University 
Re: TbeAutbor Responds 

One must agree with Dr. Castle 
that finance can play a role in deter
mining land prices and his more 
general conclusion that participants 
in the land market should include 
the influence of monetary and fIscal 
matters in their decision matrix. 

However, some other aspects of 
Dr. Castle's comments are disturb
ing. He says, " . .. interest rates gen
erally have been considerably 
higher than . . . necessary . . . and 
. . . persist in being too high . . . " I 
do not think we should readily ac
cept his judgment regarding the 

level of interest rates. Recent high 
(by historical standards) real interest 
rates may reflect large demands for 
funds to fmance the federal defICit, 
low national savings rates, higher 
risks in foreign and agricultural 
lending, deregulation which per
mits market forces to operate more 
fully than previously, as well as 
other factors. Assuming these and 
other factors determine the general 
level of interest rates, agricultural 
lenders would be amiss if they did 
not consider their opportunity costs 
when making loans to fmance farm
land. 

Perhaps more important than Dr. 
Castle's recognition that in the past 
wrong expectations concerning in
terest rates cause large wealth trans
fers is the development of a variety 
of risk strategies which seek to miti
gate the impact of changing interest 
rates. In the past decade or so par
ticipants in fmancial markets have 
greatly expanded their abilities to 
handle interest rate risks by utilizing 
variable rate and shared equity 
loans, hedging using interest rate fu
tures, etc. As these and other meth
ods are perfected any impact of fI
nance on land values should 
decline. 

From: Paul T. Prentice 
General Partner 
Farm· Sector Economics Associates 
Re: Kennetb Robinson's 
"Commentary" 

I read with some interest, amuse
ment, and dismay Kenneth Robin
son's Commentary article on mac
roeconomic variables in the last 
CHOICES issue (Second Quarter 
1987). He is partially right when he 
points out that "the most important 
single factor contributing to low 
grain prices has been increased pro
duction." However, Dr. Robinson 
couldn't be more wrong in his hy-
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pothesis that "the current agricul
tural depression is only weakly re
lated to changes in conventional 
monetary and fiscal policies." 

Increased production did not 
happen in an economic vacuum. 
Wheat prices do not show up out of 
the blue in Kansas City. And so
called "excess supply" is only ex
cess in relation to demand. Finally, 
farm asset values (primarily farm
land) depend on more than income 
returns. 

Let me elaborate. First, the soar
ing dollar (until recently) and mas
sive international debt are partially 
responsible for booming grain pro
duction. The "price umbrella" cre
ated by high U.S. target price and 
loan rates was widened significantly 
by the near-doubling of the dollar 
from 1980-1985. In addition, many 
countries had to shut down imports 
and produce grain for export in or
der to meet international debt obli
gations, as well as to meet con
straints imposed by lending 
institutions (both private and pub
lic). High interest rates and a strong 
dollar are macroeconomic phenom
ena. 

Second, commodity prices are 
determined by an incredibly com
plex interlocking web of supply and 
demaI).d factors. World grain de
mand has been weak because of 
weak global economic growth
partly a result of fiscal and mone
tary policies. Hence, the excess sup
ply problem could just as well be 
viewed instead as a problem of 
insufficient demand-a macroeco
nomic problem. 

Finally, the farm "depression" is 
not an income problem. Nor is it a 
low commodity price problem. In
comes have been, still are, and will 
continue to be quite high-as gov
ernment payments continue to re
place cash receipts. Although the 
market price of corn may have 
fallen to $2 per bushel, this is irrele
vant when the target price is $3. 
Rather, the farm depression is a fi
nancial restructuring of debt that 
got out of line with repayment ca
pacity, and of asset values that re
flected incomes capitalized at low 
real interest rates. 

When the bad debt is liqUidated 
and the assets revalued to reflect 
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high real interest rates, the farm de
pression will be over. Real interest 
rates (nominal rates minus expected 
inflation) are a macroeconomic vari
able-perhaps the single most im
portant exogenous variable (deter
mined outside of the farm sector) to 
all of agriculture. 

We, as a profeSSion, have come a 
long way in breaking the provincial 
attitudes of the past that viewed the 
farm sector as an insulated, isolated 
supply-driven economic system. If 
Dr. Robinson really believes that 
"macroeconomic variables will add 
little to models designed to forecast 
future exports or the prices of ex
port crops," can he attribute the 
surge in commodity prices this 
spring to weather alone? Does he 
not know that feed demand follows 
livestock demand that follows con
sumer incomes? 

My model says that the 15 per
cent growth in the money supply 
and the 15 percent fall of the dollar 
over the past year explain nearly all 
of the commodity price surge. The 
rest of it is explained by the 10 per
cent growth in the money supply 
and the 25 percent drop in the dol
lar the year before. Very little resid
ual error is due to unexpected 
weather. I would challenge Dr. Ro
binson to a forecasting contest 
whereby I could use macroeco
nomic variables and he couldn't. 
Furthermore, the contest would oc
cur out here in the real world where 
the results count on the bottom 
line. What better test of his hypoth
esis could there be? 

• 
From: Kenneth Robinson 
Professor, Agricultural Economics 
Cornell University 
Re: The Author Responds 

My reading of the facts differs 
somewhat from that of Dr. Prentice. 
The defiCiency of demand to which 
he refers is attributable mainly to 
improved technology and, in some 
cases, to more favorable weather 
and policy decisions made within 
the principal importing and export
ing countries. Export demand for 
U.S. farm products has declined be
cause of shifts in both supply and 
demand. What has happened to 

grain production in current and 
former importing countries or re
gions such as India, China, the So
viet Union, and the European Com
munity cannot by any stretch of the 
imagination be attributed to U.S. 
macroeconomic poliCies. 

I have no disagreement with Dr. 
Prentice's statement that the price 
umbrella maintained by relatively 
high U.S. loan rates in the early 
1980's contributed to the loss of ex
port sales. My disagreement is over 
the role of interest and exchange 
rates. Lower interest rates and a 
cheaper dollar have not revived ex
ports during the past two years. 
Clearly there are factors other than 
macroeconomic variables that are 
affecting the demand for U.S. grain 
and soybeans. 

I agree that commodity prices are 
determined by a complex array of 
forces including livestock numbers. 
In my article, I simply tried to assess 
the relative importance of different 
variables. U.S. macroeconomic poli
cies obviously have had some influ
ence on prices, but the evidence 
suggests their relative contribution 
to explaining recent price and ex
port behavior is much less than 
other variables. 

Dr. Prentice claims credit for pre
dicting the upturn in prices that has 
occurred in recent months. Most 
traders think the upsurge is due to 
weather and government programs. 
His model may be right for the 
wrong reasons. Those addicted to 
macroeconomic models run the 
risk of confusing correlation with 
causation . 

From:John E. Butcher 
Logan, Utah 
Re: Cochrane's ((Saving the 
Modest-Sized Farm" 

Cochrane's "Saving the Modest
Sized Farm" really reaches me, be
cause we are modest in size and 
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farm part-time. I must believe it or I 
wouldn't be in it. Part-time farmers 
are a real threat to full-time farmers 
as the part-timers are self-subsidiz
ing from their other job as well as 
getting federal aid in many cases. 
Do you realize how much easier it is 
to borrow money for farming if one 
or more of the family members is 
employed off the farm and will 
pledge that salary? On the other 
hand, I am even more bitter about 
the absentee corporations in agricul
ture, and that can be a long story. 

• 
From: Patrick]. Borich 
Dean and Director 
Minnesota Extension Service 
University of Minnesota 
Re: Cochrane's "Modest-Sized 
Farm" 

I read with interest the article by 
Professor Willard Cochrane "Saving 
the Modest-Sized Farm-Or-The 
Case For Part-Time Farming." We in 
the Minnesota Extension Service 
have spent a great deal of time the 
past two years looking at agriculture 
in Minnesota and have come to a 
similar conclusion-that part-time 
farmers are a very Significant factor 
in the social and economic well-be
ing of rural Minnesota. It is obvious 
that our community economic de
vdopment and agricultural pro
grams must provide educational 
programming for all residents of ru
ral Minnesota regardless of their 
level of farming. 

One of the disappointing aspects 
of Professor Cochrane's article was 
the relative haste with which he cat
egorized the Cooperative Extension 
Service and the Farmers Home Ad
ministration as agencies that are old 
and tired and reluctant to take on 
new policy directions. I suspect 
Professor Cochrane was attempting 
to be controversial, and I ~ it is 
as unfair to say all cooperative, ex
tension services are old ano tired. 
and reluctant to take on new policy 
directions as it would be to say all 
agricultural economists are old and 
tired and reluctant to take on new 
policy directions. The Minnesota 
Extension Service has spent a great 
deal of time regaining the verve and 
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enthusiasm it once had through in
volvement of local people and care
ful strategic planning and focusing 
on issues important to the people in 
Minnesota. To have an offhanded 
comment by a well-respected agri
cultural leader suggesting we're not 
capable of changing makes one bet
ter understand why criticism of the 
Land Grant system and cooperative 
extension is so rampant across the 
country. It also makes it extremely 
difficult to convince people we 
have changed when change is either 
disregarded or ignored by those 
whose opinions we respect. 

I expect that part-time farming in 
Minnesota will take on added im
portance in the years ahead. I also 
expect the Minnesota Extension 
Service will be the number one pro
vider of education based on re
search from the people who follow 
in Willard Cochrane's footsteps. 

• 
From: Willard W. Cochrane 
Professor Emeritus 
University of Minnesota 
Re: The Author Responds 

I am pleased to learn that Dean 
Borich and I are in agreement on 
the central point of my article, 
namely, "--part-time farmers are a 
very significant factor in the social 
and economic well-being of rural 
Minnesota-." And I sincerely hope 
that he is correct in saying that the 
Cooperative Extension Service will 
do a good job in providing part
time farmers with needed technical 
know-how and business organiza
tional practices in Minnesota. This is 
the case because I am fearful that 
the money will never be forthcom
ing to underwrite the Part-Time · 
Farmers Agency that I made my ftrst 
program choice in the article. 

But Dean Borich is wrong when 
he suggests that I was trying to be 
controversial when I wrote "-in 
my judgment both of these agencies 
(the Cooperative Extension Service 
and the Farmers Home Administra
tion) would undertake new pro
grams to work with part-time 
farmers reluctantly, hence, ineffec
tively." I have watched the Coopera
tive Extension Service in operation 
from California to Washington, 

D.C., and back again from 1935 to 
1987 and, with few exceptions, I 
have never seen the Extension Serv
ice tackle the problems of small 
farmers enthusiastically, hence, ef
fectively. The Cooperative Exten
sion Service from one end of the 
country to the other has consist
ently focused its attention on the 
large commercial farmers . And for 
the most part it has done a good job 
working with these large farmers . 

But this effective work with the 
big, aggressive guys has not helped 
the little, laggard guys; in fact, if you 
accept my 1teadmill Theory, it has 
contributed to the demise of the lit
tle farmers. Now we have the new 
phenomena of part-time farmers 
with small farming operations, of
ten of a speciality nature. Will the 
Extension Service reach ou t to 
these part-time farmers in the future 
in a more effective manner than it 
did to plain small farmers in the 
past? To repeat, I sincerely hope so. 
But I have grave doubts. 
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From: W. E. Hamilton 
Wheaton, Illinois 
Re: Tax Reform 

CHOICES has done an excellent 
job of covering the probable effects 
of the Tax Reform Act of 1986 on 
commercial agriculture. I hope you 
will follow up with a well re
searched article on the probable ef
fects of tax reform on retired and 
retiring farmers who have appreci
ated investments in capital assets. If 
I understand the new rules cor
rectly, it seems to me that such indi
viduals have been dealt a rather 
heavy blow. 

Prior to Thx Reform, the maxi
mum effective tax rate on long-term 
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capital gains was 20 percent. The 
effective rates actually paid on such 
gains often were well below the
maximum due to the graduated rate 
structure, income averaging and the 
installment sales option. Under the 
Thx Reform Act the maximum rate 
on long-term gains is 28 percent for 
1987; taxpayers are more likely to 
be subject to the maximum rate; 
and income averaging is no longer 
available. The installment option is 
still available, but its value appears 
to have been reduced for at least 
some taxpayers. 

The new rules have a special sig
nificance for taxpayers who are, or 
soon will be, eligible for Social Se
curity benefits. Elimination of the 
capital gains exclusion provided by 
prior law means that 100 percent of 
such gains are now counted in de
termining the extent, if any, to 
which Social Security benefits must 
be reported as income. By taking 
capital gains, taxpayers (who other
wise would be in the 15 percent 
bracket with no liability for taxes on 
Social Security benefits) can find 
themselves in the 28 percent 
bracket with up to one half of their 
benefits subject to tax. Taxpayers 
may be taxed at a marginal rate of 
42 percent if their income falls in 
the transition zone where a dollar of 
Security benefits that otherwise 
would not be taxed is, in fact, taxed. 
The marginal rate, of course, drops 
once a taxpayer's income passes the 
level at which one half of Social Se
curity benefits must be reported as 
income. 

As a minimum, it seems to me 
that the new rules have increased 
the need for retired and retiring 
farmers to do some careful tax plan
ning before making any Significant 
sales of appreciated assets. 

• 
From: Harold E Breimyer 
Professor (Retired) 
University of Missouri-Columbia 
Re: "Tax Reform" 

In addressing the significance to 
agriculture of the 1986 tax law, 
Nixon and Richardson, and Stinson 
and Boehlje, playa game that is so 
popular these days, that of examin-
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ing a situation of their own creation. 
Years ago the phrasing for such an 
instance was that economists were 
attacking straw men. In the new era 
of model building maybe we should 
shift the language to straw houses. 

Nixon-Richardson are more 
guilty than Stinson-Boehlje, but 
both teams address some version 
that they develop of typical or rep
resentative taxpaying situations. 
The tax laws themselves accord 
some Validity to the approach. The 
infamous 1981 law was notorious 
for denying even the idea of a truly 
typical taxpayer, particularly in the 
higher brackets. The law was a 
hunting ground for avoidance . 
Therefore, to construct some repre
sentation of that law and treat it as 
reality is justified in one sense. It is 
also fraught with analytical peril. 

First of all, the authors fail to dis
tinguish between corporate and 
personal tax rules and payments. 
For the larger and higher-income 
farms the distinction is important; 
farm and farmer (or farm family) tax 
obligations can differ. 

To give the authors a brief due, it 
is true that if one looks only at ba
sic, nominal.rates and assumes some 
sort of normal or average pattern of 
expenses and deductions, the more 
progressive marginal rates in the 
1981 law make it appear relatively 
unfavorable to higher income tax
payers. It follows logically that 
those taxpayers, in farming and 
elsewhere, will fare better under the 
new law with its lower marginal 
rates. That is what the four authors 
are telling us. 

But heavens! Under the 1981 law 
higher income people did not pay 
the amount of tax calculated from 
nominal rates. They took advantage 
of the loopholes with which that 
law was replete. More than a few 
rich people paid not a dollar. 

I have seen no study for the years 
1982-86 of the amount of tax paid 
by farmers of various income levels. 
A number of studies for all taxpay
ers show clearly that the actual pay
ment rate was virtually flat. Rich 
people paid at the same rate (pro
portion of income) as lower income 
taxpayers did. 

Therein lies the grand anomaly of 
the 1986 law. It appears to reduce 

progressivity in the tax system. In 
reality, because tax avoidance had 
previously almost washed out any 
progressive feature, by ending 
many shelters and plugging a host 
of loopholes the new law restores a 
degree of progressivity. 

It is conceivable that farmers did 
not exploit the 1981 law to the 
same degree as nonfarmers did, and 
to whatever extent this is true the 
Nixon-Richardson analysis becomes 
more credible. Yet it is hard to be
lieve investors earning high in
comes in farming were less clever 
than other wealthy taxpayers. 

In any event, a more significant 
analysis of the new tax law would 
match it against the tax system prior 
to 1981. After all, the five years of 
the 1981 law were a detour, an aber
ration. Compared with earlier law, 
the 1986 law does indeed treat 
higher income farmers more kindly. 
My strong hunch is that such a his
torical comparison would make a 
valid case for the conclusion Stin
son-Boehlje reach on other and less 
convincing grounds, namely, that 
the new tax code provides "pres
sures for a bi-modal size distribution 
of agriculture." 

• 
From: Chuck Hassebrook 
Center for Rural Affairs 
Re: "Tax Reform" 

The article in the Second Quarter 
CHOICES ("Tax Act Signal to Com
mercial Farmers: Get Big or Get 
Out" by Clair Nixon and James Ri
chardson) presented a misleading 
analysis of the 1986 Tax Act based 
on a computer model clearly inade
quate to the task at hand. That 
model makes the unlikely assump
tion that large farms were sole pro
prietorship in the 50 percent 
bracket prior to tax reform. That 
contradicts a large body of research 
which indicates that incorporation 
was the business organization of 
choice for large profitable farms. It 
reduced marginal tax rates substan
tially, often by more than 50 per
cent. In spite of this fundamental 
flaw in their analysis, the authors 
proclaim that the new tax law 
·grants big tax savings to the largest 
farms and thus tells farmers to get 
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big or get out. A more accurate de
scription of their fmdings is that 
large farms would gain a great tax 
advantage from the new tax bill rel
ative to the old tax code if they 
failed to avail themselves of the old 
code's most beneficial provisions. 
The fmding is irrelevant. 

Thomas Stinson and Michael 
Boehlje reach some similarly tenu
ous conclusions in a companion ar
ticle. Specifically, they charge that 
the new tax bill will encourage a 
shift to cash rents, as landlords seek 
to stabilize their incomes in re
sponse to the loss of income averag
ing. However, the loss of income 
averaging creates an equal or 
stronger incentive for farm opera
tors to resist cash rents. Further
more, there is a direct incentive in 
the passive loss rules for some land
lords to avoid cash rents, a point the 
authors acknowledge but ignore. 
Stinson and Boehlje also charge that 
the lower rates in the new code will 
make farming more risky because in 
losing years farmers will gain less 
savings by deducting farm losses. 

That is a minor factor in the risk 
equation. The greater impact of the 
'86 Tax Bill on farmers' risk and 
well-being will be in its macro im
pacts. The elimination of tax incen
tives to add to meat and milk sup
plies should reduce the tendency to 
over respond to favorable prices 
and thus soften price cycles. The 
elimination of the capital gains ex
emption will reduce incentives to 
over bid land prices in profitable 
and inflationary times and thus re
duce the severity of boom bust cy
cles in the land market. Finally, the 
elimination of tax breaks which en
courage farm enlargement and grant 
a competitive advantage to high 
bracket taxpayers will open oppor
tunities for moderate sized and be
ginning farmers . 

• 
From: Clair J. Nixon and James 
Richardson 
Texas A&M University 
Re: The Authors Respond 

It appears that the main problem 
Mr. Hassebrook has with our analy
sis is that we used a sole proprietor 
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rather than a corporate farmer. He 
states that all profitable large 
farmers should have incorporated 
and therefore the analysis is inade
quate. Our response is several fold: 
First, there are a significant number 
of farm operators that still utilize the 
sole proprietorship form of business 
operation that has been highly 
profitable over the past several 
years. When the marginal tax rate 
dropped from 70 to 50 as a result of 
the Economic Thx Reform Act of 
1981, the difference between cor
porate taxation and individual taxa
tion at the highest levels became rel
atively small (50 percent for 
individuals compared to 46 percent 
for corporations). Another reason 
for using sole proprietors is that 
while many farmers have incorpo
rated, over one-third have elected 
Subchapter S status and thus the ef
fective tax rate becomes the individ
ual rate. The most recent study indi
cating the relative number of Sub S 
versus Regular Corporations is in 
Corporate Farming by Kenneth 
Krause, USDA, Agricultural Eco
nomic Report Number 506. 

Another problem of focusing on 
corporate farming is the number of 
farming corporations that are a sub
Sidiary of a multinational corpora
tion. For example, Tenneco West, 
Inc., which operates large tracts of 
almond groves, etc., in California 
reports results of operations on a 
consolidated basis with Tenneco, 
Inc. Corporations also account for 
only a minor part of all profitable 

. farm operations. Granted, corpo
rate farming produces a Significant 
share of total farm production. Nev
ertheless, not all profitable farms are 
regular corporations. In addition, 
many states have restrictive cove
nants in regards to corporate farm
ing. Furthermore, in states such as 
Texas, the state franchise tax for cor
porations can, in many cases, be a 
greater burden than income taxes 
because the assessment is based on 
assets rather than profitability and is 
therefore a disincentive to corpo
rate farming. Finally, the 1986 Tax 
Reform Act should encourage more 
farm operations to use the sole pro
prietorship framework because the 
marginal rates will be below the cor
porate marginal rate. 

With respect to Professor Breimy
er's comments, there is no question 
that each time the tax law is 
changed, the tax planning environ
ment changes with it. Furthermore, 
there have always been loopholes 
in the tax law and there will con
tinue to be loopholes. Just take a 
close look at the Tax Reform Act of 
1986. While more than a few rich 
people paid no tax, a greater per
centage paid Significant amounts of 
tax. A close look at Edgar Brown
ing's study in the National Tax Jour
nal (1985) would provide an indica
tion that there are differing marginal 
rates across taxpayers and that this 
rate increases as income rises. I 
agree, however, that the top "aver
age" rate is not 50 percent but more 
like 30 percent. 

We acknowledge that model 
building is an imperfect science. 
However, we have developed rep
resentative farms through actual 
farm data. The tax component of 
the model is only one of several 
components in developing overaiI 
representative farm fmancial situa
tions. The tax law incorporated in 
the model is restricted to sole pro
prietors but is quite complex and 
provides a number of alternatives 
that enable the farm operator to 
minimize his tax liability. There is 
no way, however, of modeling all of 
the possible avenues available for 
investment by farm operators. This 
was not our purpose. We are more 
concerned with the relative impact 
of the changing tax law on farm op
erators-not farm investors. We 
also tried to avoid the "situation of 
their own creation" problem by us
ing different types of farms from dif
ferent regions of the country. 

We agree with Professor 
Breimyer that the five years of the 
1981 law amounted to a detour 
from traditional tax law. He suggests 
a study be conducted to compare 
the pre-1981 law with the 1986 law. 
We hope to have just such a study 
completed by the end of the sum
mer. 

Finally, the corporate section of 
the model is currently under devel
opment and will enable farm opera
tors to choose the business organi
zational structure which maximizes 
their returns. A companion corpo-
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rate study using the same farms will 
be available some time this fall. It 
should provide an interesting com
parison of the relative benefits of 
the changing tax law on sole propri
etorship versus corporate farming. 

A fmal note-Professor Breimyer 
provided no alternative methodol
ogy for addressing the impact of the 
tax law change on agriculture . 
Therefore , our comments are 
merely in defense of our modeling 
efforts. 

SPROUT INHI BITION 

ON- IRRADIATED 

18 MONTHS 

From: Sharon E. Bomer 
Director 
Government Relations 

10.000 I 

United Fresh Fruit and Vegetable 
Association 
Re: Morrison's and Roberts' 
"Irradiation" 

I was pleased to see the article on 
food irradiation in your Second 
Quarter 1987 issue. The authors 
correctly concluded that the ulti
mate place for approval of irradia
tion rests in the market place. I 
would like to take this opportunity 
to comment more extensively on 
how the produce industry views 
this technology. 

In August 1985, the United Fresh 
Fruit and Vegetable Association con
ducted a limited survey of its mem
bership on food irradiation. With 92 
percent of the respondents claiming 
some knowledge of the process, 61 
percent indicated an interest in 
eventually using the technology. 
The commodities most often identi
fied for possible irradiation were 
potatoes, onions, citrus, papaya, 
and apples. The two primary con-
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cerns of the survey respondents 
were the potential cost and con
sumer acceptance. 

Irradiation is one alternative treat
ment among many others and can
not be expected to replace current 
methods which are less expensive. 
Although irradiation may see some 
use in certain segments, there is lit
tle chance that it will see wide
spread application in the industry. 
In examining the potential of irradi
ation for the produce industry, 
questions of need and cost are of 
primary importance. It is easiest to 
discuss the issue by dividing the in
dustry into three parts. 

The first segment is domestically 
grown and domestically consumed 
produce. With the excellent distri
bution system already in place in 
the United States, there is little need 
to extend the shelf life of most com
modities by a few days as offered by 
irradiation. In the case of apples and 
root crops, far more economical 
methods for extending shelf life are 
available providing little advantage 
to irradiation. 

The second segment of the indus
try is exports. Irradiation does hold 
some promise for exported com
modities which must meet other na
tions' quarantine laws such as citrus 
to Japan. However, before irradiated 
produce can be exported, the im
porting country must approve irra
diation as a quarantine treatment. 
For the two most important mar
kets for U.S. produce, Japan and the 
European Community, this approval 
has not yet been granted. 

The third segment of the industry 
is imports. Included in this category 
are imports from Hawaii and U.S. 
territories since the produce must 
meet quarantine requirements 
when entering the continental 
United States. It is this segment 
where we may see some irradiated 
produce, particularly Hawaiian pa
paya. With the cancellation of Ethyl
ene Dibromide (EDB), the Hawaiian 
papaya industry had to rely on a 
double dip hot water treatment to 
meet quarantine restrictions. This 
treatment, however, provides a 
poor quality fruit because it must be 
harvested when it is less than one
quarter ripe. Recent approvals by 
the state and federal authorities will 

allow the Papaya Administrative 
Committee to operate an irradiation 
facility in Hawaii. It will take, how
ever, two to three years before that 
facility is operational. 

With the increasing demand for 
specialty and exotic fruits and vege
tables, irradiation may be utilized by 
countries to meet U.S. quarantine 
laws if less expensive alternatives 
are not available. It is important to 
note, however, that many of the 
countries interested in shipping fruit 
to the U.S. are tl1ird world and do 
not have the resources to build irra
diation facilities at this time. 

In conclusion, food irradiation 
holds great promise for solving cer
tain problems. However, with the 
anti-nuclear activities working dili
gantly to stop this harmless and in
nocuous technology, retailers are 
becoming increasingly paranoid 
about offering irradiated food for 
sale out of fear of attracting one or 
two protestors. A recent consumer 
market test in the Los Angeles area 
confirmed that consumers will buy 
irradiated produce. However, be
fore the consumer can make the de
termination of whether to buy irra
diated produce, the retailer must be 
willing to offer it for sale. 

• 
From: KiUy Tucker 
President 
Health and Energy Institute 
Re: Morrison & Roberts 
"Irradiation: It Could Become a 
Food Preservation Technology 
for the 1990's" 

I have to disagree with the Morri
son & Roberts claim that "foods ir
radiated at low doses are safe to 
eat." Scientific studies have identi
fied serious health hazards from 
feeding irradiated foods to animals 
or people. For example: 

-Malnourished children fed 
freshly irradiated wheat developed 
chromosomal abnormalities of the 
blood, which have been linked with 
cancer. 

-Fruit flies fed gamma irradiated 
chicken had seven times fewer off
spring than those fed heat-treated 
chicken. 

-Chemicals called "radiolytic 
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products" appear in foods after irra
diation, and some of these chemi
cals are harmful to human health. 

-Vitamins and minerals are de
stroyed by food irradiation, reduc
ing the nutritional quality of our 
foods . 

-Atlatoxms, which are naturally 
occurring cancer-causing agents , 
grow more readily on foods that 
have been irradiated. 

-Some bacteria are very resist
ant to radiation and will grow rap
idly on irradiated foods, such as the 
botulism organism. 

Environmental Hazards 
There has been no environmental 

impact statement prepared for the 
food irradiation process, despite se
rious hazards to the environment. 
The hazards include: 

-Increased transport of danger
ous radioactive materials on the na
tion's highways. 

-Danger of exposures to work
ers that could cause immediate 
death or could result in later cancers 
or genetic problems. 

-Possible contamination of the 
environment due to accidents at ir
radiation facilities, such as accidents 
that have already occurred at irradi
ation sterilization facilities. 

-Potential creation of dangerous 
mutant bacteria or viruses. 

-Increased generation of radio
active wastes, for which storage 
problems are already severe. 

I am a co-author of Food Irradia
tion: Who Wants It? From our re
search, we conclude that Americans 
can already obtain sufficient nutri
tious food without resorting to the 
use of deadly rays of radiation. Sur
veys of the food industry reveal that 
the major food companies are tak
ing a cautious attitude toward this 
expensive technology. After a test 
marketing of irradiated papayas 
drew a picket line in California, the 
food chain declared that it will not 
carry irradiated foods . 

Since the food industry is not 
about to pioneer this technOlogy, 
the Department of Energy is taking 
taxpayers' dollars to build demon
stration food irradiators in six states 

I to promote this nuclear technology. 
). The Department of Energy plans to 
,' utilize cesium-137 (part of the waste 
from nuclear bomb making) as an 
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energy source in demonstration 
plants in Hawaii, Alaska, Washing
ton, Iowa, Oklahoma, and Florida. 

Many elected officials recently 
acted in response to consumer con
cerns about this expensive and haz
ardous process being pushed by 
vested interests. The state of Maine 
adopted a ban on irradiated foods , 
modeled after a ban approved by 
the Senate in New Jersey. The Euro
pean Parliament prohibits the im
port of irradiated foods and "rejects 
on precautionary grounds the gen
eral authorization of irradiation as a 
method of conserving food." The 
Canadian Standing Committee on 
Food Irradiation "recommends that 
methods more cost-effective than ir
radiation be pursued to contend 
with the salmonella problem in 
Canada." 

• 
From: Rosanna Mentzer and 
Tanya Roberts 
ERS, u.s. Department of Agriculture 
Re: The Authors Respond 

Ms. Tucker raises several impor
tant questions concerning the safety 
of food irradiation. FDA and USDA 
are taking a cautious approach to
ward approval and require specific 
tests for individual foods at doses 
above 100 kilorads. Numerous sci
entific studies address the food 
safety issues raised by Ms. Tucker, of 
which few support and many con
tradict her assertions. 

We agree that radioactive material 
does present special hazards. The 
United States has two decades of ex
perience with industrial irradiators 
used mostly to sterilize medical sup
plies. The Department of Transpor
tation and the Nuclear Regulatory 
Commission have developed safety 
procedures to protect workers and 
the environment. When compared 
to low-level radioactive waste gen
erated by hospitals and medical re
search, the frequency and quantity 
of low-level waste from food irradi
ators would be small. 

While Ms. Thcker raises concerns 
about hazards, it's wortl1 remem
bering that the current interest in 
food irradiation was sparked by the 
hazards of EDB fumigation . All 

other food processing techniques 
also pose risks, such as the possibil
ity of botulism in low-acid canned 
foods if proper time/temperature 
guidelines are not followed. Irradia
tion's risks, benefits , and costs must 
be weighed against those of alterna
tives. 

• 

From: Gene L. Swackhamer 
President 
Farm Credit Banks of Baltimore 
Re:}ohn Scott's "Zero" Coupon 
Bonds 

Professor Scott's article ("One 
Way to Bail Out the Farm Credit 
System," Second Quarter 1987) 
hinges on the employment by the 
Farm Credit System ("FCS") of 
"zero" coupon bonds as a funding 
vehicle. "Zeros" represent an obli
gation on the part of the issuer to 
pay principal and interest to the in
vestor at the time of maturity with 
no intervening cash flows. The dif
ference between the amount the in
vestor pays for this obligation rela
tive to the amount paid back at 
maturity represents the investor's 
total return. 

From an issuer's standpOint, "ze
ros" possess several interesting fea
tures. They lock-in an absolute level 
of interest expense at the time of 
issuance not only on the original 
principal but also on the interven
ing accrued interest. The interest 
expense associated with bonds that 
pay interest on a periodic basis prior 
to maturity can only be determined 
after the bond has "matured." Only 
then are the opportunity costs asso
ciated with the intervening cash 
flows known with complete cer
tainty. For this reason, "zeros" rep
resent the surest means for an issuer 
to perpetuate relatively low interest 
expense should a "zero" be issued 
at a time when interest rates are rela-
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tively low. Conversely, a "zero" issu
ance when interest rates are rela
tively high represents the surest 
means of perpetuating a relatively 
high level of interest expense into 
the future. In order to protect 
against this last eventuality, an issuer 
will often reserve the right to call an 
issue prior to manlrity. 

While "zeros" do result in the 
postponement of a cash payout by 
the issuer until either its maturity or 
call date, they do not postpone the 
need to account for interest ac
crued. Any deficit incurred, there
fore, between the rental income on 
an acquired asset and the interest 
expense associated with fmarlcing 
owned property must be accounted 
for in each and every accounting 
period. This requirement carries 
with it the attendant impact on a 
bank's balance sheet and income 
statements and consequently on the 
cost of providing credit to all bor
rowers. 

The key to Professor Scott's pro
posal is the implied segregation of 
the business of owning acquired 
property from the regular ongoing 
business of extending loans. Unfor
tunately, the employment of "zero" 
coupon bonds, by virtue of the 
need to account at each and every 
accounting period, would fail to in
sulate the ongoing funding needs of 
the bank· from the need to fmance 
an inventory of acquired property. 

The risk, therefore, of fmancing a 
bank with "zeros" at the wrong 
point in the interest rate cycle must 
be the domirlant concern. Suppose 
for a moment that following a 
"zero" issuance the rate of inflation 
increases and interest rates rise in 
concert with land values. Professor 
Scott's proposal would then result 
in the premature retirement of the 
"zeros" at precisely the point in 
time that they are contributing to 
the maintenance of relatively low 
interest expense for the bank. Con
versely, falling inflation, interest 
rates, and land values following the 
issuance of "zeros" would only 
serve to exacerbate the reported 
operating losses of the instinltion 
holding the property. 

• 
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From: Gregory Grossman 
Professor of Economics 
University of California, Berkeley 
Re: The Excbange About 
Embargoes 

My two excuses for belatedly 
joining the lively exchange on your 
pages about the effects of the 1980 
grain embargo against the USSR are: 
first, the discussion and the report 
which triggered it came to my atten
tion only recently; and second, 
both seem to have overlooked cer
tain not insignificant economic and, 
especially, political effects within 
the Soviet Union, which are worth 
noting. 

Even a relatively small denial of 
grain, affecting chiefly the domestic 
supply of livestock products, may 
have had a significant effect on the 
Soviet economy because of the par
ticular (if unintended) timing. It 
came not only in the wake of one of 
the worst grain-crop failures in post
war Soviet history, which was of 
course known in Washington by 
January 1980, but also in the early 
stages of a steep and protracted up
swing of internal inflation. This in
flation, both " repressed" and 
"open," contributed to a chain of 
economic and socio-political devel
opments-such as redistribution of 
private income and wealth, and fur
ther spread of the underground 
economy and of corruption
which assumed unprecedented im
portance in both the public mirld 
and in the estimation of the coun
try's leaders during the first half of 
the eighties. It is not too bold to 
presume that, in some degree, they 
may have contributed both to Mr. 
Gorbachev's rise to power and to 
the severity of the problems facing 
him. 

Next and possibly more impor
tant, the embargo impinged on a 

pressing domestic policy issue of 
that moment, namely, the ex
tremely large allocation of the state's 
funds and resources to agriculture 
and related industries for invest
ment, price subsidies, and grain im
ports. These outlays pressed heavily 
on other major end-uses of the na
tional product, including other civil
ian investment and defense, and 
had been under criticism from vari
ous directions. But judging from 
Brezhnev's post-embargo speeches, 
the policy received a new lease on 
life by dint of the embargo's dis
turbing implications for the security 
of Soviet food supplies. (Especially 
noteworthy in this connection is 
Brezhnev's speech to Soviet mili
tary commanders, in which he de
fended the very high capital invest
ment in agriCUlture even at partial 
expense of military appropriations. 
See Pravda, October 28, 1982. 

Thus, the embargo's probable 
role in sustaining the policy of im
mense expenditure on agriculture, 
and in aggravating inflation and 
other social problems, at a time 
when Soviet resources were be
cOmirlg increasingly scarce, may be 
counted as a historical event of con
siderable significance with long-last
ing domestic consequences. Again, 
the effects may have been both to 
promote Mr. Gorbachev's chances 
and to aggravate his problems 
(among the latter, the continued So
viet presence in Afghanistan, which 
of course was the proximate reason 
for the embargo). None of this 
seems to have been expected (let 
alone intended) by the White House 
inJanuary 1980. Yet, in these ways, 
the embargo's indirect and longer
term consequences need not, on 
the whole, have been inconsistent 
with U.S. national interests abroad. 

• 

From: David C. McCoy 
Dairy Farmer 
Fredericktown, Ohio 
Re: Maximize Profit or 
Production? 

The dairy industry today is al
ways talking about production and 
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milk per cow when the real prob
lem is actually profitability. 

There are ways of making money 
milking cows without outstanding 
herd averages or scores and scores 
of cows. And most of these tech
niques I didn't learn at good 01' 
Ohio State-except one. The curve 
where it is most economical to pro
duce usually peaks way before the 
curve where one can maximize pro
duction. 

Holsteins on 200 acres; but I've had 
a net operating benefit (total cash 
income minus total cash expenses) 
of nearly $20,OOO/year average for 7 
years using these principles. This 
translates to about 25 percent net 
profit over gross profit or about 4 to 
5 times the national average. All the 
while, I'd probably win the county 
booby prize for my milk per cow! 

that institution. Logically, many peo
ple are giving attention to how this 
might be accomplished. However, I 
am concerned that agricultural 
economists are not inquiring into 
the institutional arrangements that 
permitted the farm credit banks to 
follow policies that led to insol
vency. A farmer friend believes that 
the banks actually fostered the ex
cessive agricultural land boom, now 
only a memory. 

If we farmers would realize this 
basic economic fact and change our 
goals from the greatest production 
to the greatest profit for our particu
lar operation, I think it would come 
a lot closer to bringing supply into 
balance with demand than anything 
else we could do. I also believe this 
would highly reduce the need for 
most of the government's "rob Pe
ter to pay Paul" programs. 

Now I need to admit that I don't 
drive around in an "87" Seville
nor are any of my machinery or 
buildings new. 

In view of the trauma that has en
gulfed rural America the past several 
years, agricultural economists 
should be devoting at least a small 
part of their talent to an historical 
review of the factors which contrib
uted to the current distress of these 
institutions and the related social 
and fmancial upheavals of many 
people in the sector. The fmdings of 
such reviews are critical to wise 
choices by policymakers as they re
organize the system of farm credit 
in this country. 

• 
From: Walter Wilcox 
Former USDA Director of 
Agricultural Economics 

For example, I usually hover be
tween 10,000 and 12,000 pounds 
milk/cow per year from 40-45 grade 

Re: A Look at History Needed 
Reorganization of the Farm 

Credit System is of first priority to 
prevent future financial distress of 
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For copies and information 
on upcoming bulletins write 
to USDA-EMS Information, 
Room 237,1301 New York 
Avenue, NW, Washington, 
DC 20005-4788. 

Have You Heard 
About . .. 
A Leadership Development 
Program 
... sponsored by the 
National Center for Food 
and Agricultural Policy at 
Resources for the Future. 

It's a four-week 
fellowship program to be 
held in Washington, DC and 
focused on food and 
agricultural policy issues and 
policy making and 
implementation. The dates 
are February 28 to March 
26, 1988. Applications are 
due October 31, 1987. 

For details, write to: 
National Center for Food 
and Agricultural Policy, 
Resources For The Future, 
1616 P Street, NW, 
Washington, DC 20036. 
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