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FINANCIAL CONDITIONS IN THE FARM SECTOR 1984-1990:
PROJECTIONS FOR DIFFERENT MACROECONOMIC POLICIES

Dean W. Hughes and John B. Penson, Jr.*

The time is certainly right to look ahead to the financial future
of the U.S. farm sector. Farmers and ranchers continue to suffer
through the longest and most severe recession in 50 years. Legislators
have started to debate measures aimed at alleviating some of the
symptoms of low incomes in the sector. And, plans are being made, for
the 1985 farm bill. It is, therefore, necessary to bring all available
resources to bear on identifying possible future trends. Unfortunate-
ly, it is also a time of great political uncertainty. Depending on the
outcome of the 1984 elections, major changes in macroeconomic policies
may result.

The purpose of this paper is to present the results of using
COMGEM80.2, a commodity specific model of the U.S. economy that focuses
on agriculture, to project financial conditions in the farm sector for
the period 1984 through 1990 under alternative macroeconomic policies
(Penson, Hughes (1983?, Romain)). Due to uncertainties regarding
political and other noneconomic factors, results presented in this
paper should be considered to be projections of farm sector financial
conditions if the assumed macroeconomic policies are pursued. They
should not necessarily be construed as forecasts of what the future
will bring. Every effort has been made to remove the authors' sub-
jective evaluations of the 1ikelihoods of different outcomes. Such
evaluations would be more in the realm of the study of politics than
economics and are left to the reader. The first section of the paper
presents a brief outline of current conditions in the sector and the
major forces that have brought them about. The next section presents
projections of future sector outcomes under three distinctly different
sets of macroeconomic policies. The final section summarizes the
paper.

Past and Current Financial Conditions
in the Farm Sector

The last comprehensive long term sets of projections of financial
conditions in the farm sector were made in late 1979 and 1980 (Moore,
et al., Hughes (1981)). At that time, farm income had been high for
almost a decade and farm real estate values had increased 25
consecutive years. The problem of concern at the time was the
continued difficulties with current returns to sector assets. Infla-
tion was high and growing, keeping farm incomes under pressure from
pi-T- = encts 2nd yet generating large, unrealized capital gains in farm
r
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With the concerned, but decidedly optimistic, attitudes of that
time, there is little wonder that projections missed the harsh
realities of the next 5 years at least in degree, if not in direction,
Net farm income in 1980 through 1983 averaged 10 percent less than in
1976 through 1979. In constant dollar terms, the decline was worse,
with the average falling one-third between the two periods. Farm real
estate values have declined in both real and nominal terms. At the end
of 1983, farm real estate values were 23 percent below their peak in
real dollars and 7 percent lower in nominal terms. Even farm debt,
which grew because of debt repayment problems during 1980 through the
end of 1982, declined in 1983 by over $2 billion.

The seeds of current problems had been planted prior to the start
of 1980, however. The October, 1979 announcement of a change in
operating policies of the Federal Reserve System was, in retrospect, a
clear signal of a new offensive against inflation. Again in hindsight,
the conflicts of the proposed fiscal policies of the current administra-
tion should have been clear. Plans to simultaneously reduce taxes,

increase defense expenditures, and balance the budget were inconsistent

and unachievable.

The conflict between a highly stimulative fiscal policy and a
restrictive monetary policy that reduced inflation from 9.2 percent to
4.3 percent in three years has been reflected in historically high real
interest rates. On an ex post basis, real interest rates on PCA loans
averaged 2.1 percent from 1976 through 1979 and 6.3 percent from 1980
through 1983. On an ex ante basis, the change may have been even
greater, given expectations of rising inflation prior to 1979 versus
flat to declining expectations of future inflation today.

Farm incomes and asset values have been strongly influenced by
high real interest rates. Farming is one of the few businesses in the
nation that is both capital intensive and export sensitive. Rising
jnterest rates influence farm income in several ways. The most direct
impact is to increase interest expenses on over $200 billion in farm
debt. Perhaps just as important, however, is the influence of higher
interest rates on farm revenues through their impact on prices received
(Hughes and Adair). Higher real interest rates in the U.S. induce
foreign purchases of U.S. securities. To buy the securities,
foreigners need dollars and as a result bid up the value of the U.S.
dollar relative to the value of other currencies. A higher value of
the U.S. dollar is perceived as an increase in the cost of U.S.
agricultural exports which leads to lower foreign demands. Higher U.S.
interest rates may have precipitated a crisis in Third World borrowing
to finance both capital and human development. These debt repayment
problems have also reduced the foreign demand for U.S. farm products.
Added to the declines in foreign demands have been domestic declines
due to reduced growth in incomes and higher inventory carrying costs.
Thus, farm prices and incomes have been reduced by high interest rates
caused by conflicts in monetary and fiscal policies.

Farm asset values have also suffered because of high interest
rates. The profitability of investing in farm assets has declined and
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the cost of capital has increased. Combining the two factors has led
to an almost catatonic land market and concerns of possible price
declines below Tong term equilibrium levels.

Since the middle of 1983, the general economy has seen a period of
vigorous growth that has not been reflected in the financial condition
of farmers. Real GNP grew by over 6 percent at an annualized rate in
the second half of 1983 and is expected to grow between 6 and 7 percent
in 1984. Yet net cash farm income, even with the Payment-in-Kind
program, was not substantially increased in 1983 above 1981 and 1982
levels, nor is it expected to rise in 1984. It might seem a contra-
diction to argue that macroeconomic policies have caused the decline in
farm profitability, and yet not expect improved macroeconomic conditions
to help the sector.

The reason for the seeming contradiction is that macroeconomic
policies are not only responsible for the size of the economic pie, but
also partially determine the size and distribution of its slices. A
given level, or rate of growth, in real GNP can be accomplished by an
infinite number of combinations of fiscal and monetary policies. Each
combination, however, will generate different levels of interest rates,
consumption, investment and savings. Currently, conflicts in monetary
and fiscal policies have a definite bias against interest sensitive and
export sensitive industries. Since agriculture is sensitive to both,
resources are flowing out of the sector to other production activities.

Financial resources are fluid, and generally lead the adjustments
needed in physical resources. The first sign of this in the farm
sector was the farm financial "crisis" of 1980 with the government
adding $2 billion to the Farmers Home Administration's Economic Emergency
Loan Program. During 1981 and 1982, the whole country was struggling
through the worst recession since the Great Depression. While farmers
were having difficulties, they could at least understand that they were
not alone. Since mid-1983, however, profitability has returned to many
other sectors of the economy. Funds have been needed to meet growing
loan demands outside of agriculture and real interest rates have not
declined.

Currently there are substantial problems in the farm debt markets.
Surveys show 2 to 3 times the normal proportion of farmers are leaving
the sector, either voluntarily or through forced sales (Federal Reserve
Bank of Kansas City and Federal Reserve Bank of Chicago). Farm loan
losses at banks and the Farm Credit System have grown dramatically
(Melichar, Irwin). Delinquencies at the Farmers Home Administration
now exceed 30 percent.

The current financial health of the farm sector can be characterized
as poor. Incomes have been low for 5 years, asset values are de-
clining, and debts are overdue.
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Future Projections of Financial Conditions
in the Farm Sector

Given these problems, policy prescriptions are being formulated.
But, to create policies that do not simply react to the past, assump-
tions are needed about the conditions they will influence in the
future. For example, 1ittle is gained by implementing policies that
simply postpone adjustments, if the adjustments will in all likelihood
be required later. In fact, harm can be done if postponement
compresses the adjustments into a shorter time period than would occur
without intervention.

Three projections of the future are presented below: S1, S2, and
S3. S1 assumes continued high government deficits and a renewed fight
against inflation using a restrictive monetary policy. Current in-
flation is still between 4 and 5 percent, a level high enough to
generate price and wage controls in the 1970's. It is, therefore, not
difficult to imagine another period of slow growth in money and credit.
S2 also assumes high deficits, but a more relaxed monetary policy. Past
history would suggest continued cycles of low growth and low inflation
followed by rapid growth and higher inflation. Moreover, continuing
the fight against inflation might be interrupted by the potential
collapse of international financial markets. S3 assumes decreases in
the deficit and a monetary policy between that used in S1 and S2. As
such, S3 represents an admittedly optimistic view of the future, but
one with some chance of occurring.

No attempt is made to outguess farm policymakers in any of the
scenarios. Farm policies are the same across scenarios and reflect
1984 1levels of support without the delayed impact of the 1983
Payment-in-Kind program. No surprises in either energy prices or
weather are assumed in any of the projections, although some are likely
to occur.

Graphs are used to present the results in the text. There is a
full set of tables presented in the appendix, however, that include:
projections of macroeconomic conditions, the balance sheet of the
farming sector, the farm income statement and the sector's cash sources
and uses of funds statement. A1l accounts include as much of the
information on farm households as is normally available from the USDA.

S1-High Deficits and Slow Growth in Money

In this scenario, the real government deficit is held at its 1984
level through 1990. Monetary policy is constructed to eliminate
inflation by 1987, and then contain changes in the overall price level
to almost zero. It is, of course, highly unlikely that the smooth
transition projected for the economy could actually be achieved.
Eliminating inflation would probably introduce more volatility in the
economy than shown in the model results. However, the implications for
the farm sector of another period of disinflation in the face of large
government deficits are clearly indicated in the model results.
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Stopping inflation in the face of continued fiscal stimulus is
projected to lead to another period of slow growth and higher real
interest rates for the whole economy. The solid lines in Figures 1, 2,
and 3 show the percent change in real GNP, the percent change in the
GNP deflator and the real prime interest rates for this scenario.
Growth in real GNP, which averages 2.3 percent from 1985 through 1990,
is substantially below its long run potential growth rate of about 3
percent. Inflation is smoothly controlled by 1987 and after that the
GNP deflator does not change by more than 0.2 percent annually. The
real prime interest rate continues to grow throughout the period,
reflecting both the continuing struggle between fiscal and monetary
policy and banks adjustments to an environment with higher costs of
funds.

The implications for the farm sector of continued slow growth of
incomes and even higher interest rates are clear: declining asset
values, and restricted use of debt financing. Figures 4, 5, and 6
graphically illustrate these points with the solid lines again re-
presenting results from the first scenario. In 1967 dollars, net farm
income fluctuates between $5 and $12 billion with no apparent trend.
Its average for the decade 1981 through 1990 would then be $9 billion
compared to $15 billion for 1971 through 1980.

Farm asset values decline substantially in this scenario. By
1990, they might be 82 percent of their 1983 value in nominal terms and
75 percent in constant dollar terms. A1l of the decline is in physical
assets with the principal loss coming in farm real estate values.
Financial assets grow reflecting the incentives for participants in the
sector to divert their available funds into nonfarm assets.

Debt is projected to grow, but at a much slower rate than in the
1970's. The average growth in nominal farm debt for this scenario
during the 1980's would be 4 percent versus 13 percent in the 1970's.
Almost all of the growth in debt is collateralized by real estate.
While real estate is losing value in the projections, it still provides
the safest collateral for farm loans. Moreover, net incomes are
projected to be so Tow that farmers may have difficulties repaying
short-term loans and need to refinance over longer repayment periods.
Such refinancing would almost certainly shift debt to the real estate
category.

The net result of declining assets and increasing debt is a
substantial decline in sector wealth and increasing leverage.
Proprietors’' equities decline 29 percent in nominal terms and 35
percent in constant dollars. The debt-to-asset ratio for the sector
grows from 21 percent in 1983 to 32 percent in 1990. Certainly the
sector would have far fewer participants without debt if these projec-
tions are realized. In addition, farmers with low debt-to-asset ratios
in 1983 would be highly leveraged by 1990. And, those farmers who
currently have moderate to high leverage ratios will likely be out of
business.
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Monetizing the deficit is, therefore, probably not the solution to
farm sector problems. It leaves the farm sector at the end of the
decade with lower incomes, slightly higher real asset values, and more
debt than if monetary policy is restrictive.

S3-Lower Deficits and Moderate Growth in Money

In this scenario, the real government deficit is assumed to be
declining by about 15 percent per year through 1990 due to an assumed
slowing of the growth in government expenditures. Monetary policy is
one of moderate growth in money designed to make inflation less than
one percent by the end of the decade. Again it is hard to imagine
economic policymakers being able to generate as smooth a transition to
a noninflationary economy as is shown by the model. The implications
for the farm sector of such a transition are, however, enlightening.

The projection of growth in real GNP lies between the projections
of the other scenarios. It is higher than the first scenario because
monetary policy is less restrictive. It is lower than that of the
second scenario because monetary policy is more restrictive and fiscal
policy is less stimulative.

Inflation (dotted line in Figure 2) is the driving force in
developing monetary policy for this scenario. It, therefore, rather
smoothly declines to almost zero in 1990. It is able to drop more
quickly in 1985 and 1986 than inflation in the first scenario due to
the reduction in fiscal stimulus to the economy. Its rate of descent
is less after 1986, reflecting a less severely restrictive monetary

policy.

Real interest rates (dotted line in Figure 3) show the impressive
reductions that could be gained when monetary and fiscal policies
cooperate in reaching a goal. Continued reductions in government
borrowing reduce demands for loanable funds. On the other side of the
market, more moderate restrictions on the growth in money and credit
add to the supply of loanable funds. The net result is declining real
interest rates throughout the period. Moreover, declines in inflation
help nominal interest rates to fall precipitously.

Here again, the implications for the farm sector are clear --
higher incomes, rising asset values, and moderate growth in the use of
debt financing. Real net farm incomes (dotted line in Figure 4) rise
rapidly and then fluctuate at higher levels. While projections of real
incomes do not reach the level of 1973, which was $26 billion, they
substantially exceed those of the early 1980's. The projected average
of real net farm incomes for 1985 through 1990 is $14 billion compared
to $9 billion for 1980 through 1983. The reasons for this increase
again 1lie in the change in interest and inflation rates. Lower
interest rates decrease the value of the dollar and expand export
demands. They also help increase domestic demand by holding economic
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growth high and inventory carrying costs Tow. At the same time, lower
rates of inflation keep production expenses from growing rapidly. The
net result is a higher level of profitability for the sector.

When higher profitability is combined with lower interest rates,
farm asset values start to increase again (dotted 1ine in Figure 5).
The average annual compound growth rate for real farm asset values from
1985 through 1990 for this scenario is 4 percent. While this is less
than the 6 percent real growth in the 1970's, real interest rates in
the scenario continue higher than those in the last decade. Most of
the gain in the value of assets is in farm real estate, although
machinery and equipment also show steady gains.

Almost surprisingly, real farm debt (dotted line in Figure 6)
shows only moderate growth in this scenario, a 3.5 percent annual
average compound growth rate from 1985 through 1990. The reasons for
this slow growth in farm debt are that more internal funds are
available, due to higher levels of profitability and real interest
rates, while declining, continue to be high by historic standards.

The cash sources and uses of funds statement and financial ratios
show the farm sector in much better financial condition by the end of
the decade. Purchases of capital account for only about two-thirds of
net cash income. And, the ratio of debt outstanding to total cash
income declines from 3.8 in 1983 to 3.0 in 1990. The sector's
debt-to-asset ratio also declines from 21 percent in 1983 to 20 percent
in 1990. Under the macroeconomic policies assumed in this scenario,
adjustments currently underway in the sector will likely be stopped or
reversed. Instead of going out of business, highly leveraged farmers
and ranchers would likely do very well. Farmers who prefer to be
without debt could probably avoid borrowing. And, farmers with moder-
ate debt-to-asset ratios would not be forced into more highly leveraged
situations.

Contrary to the results of other scenarios, reductions in
government deficits and moderate restraint in monetary policy could
Tead the farm sector to an improved financial condition by the end of
the decade. Steady economic growth, lower inflation and lower interest
rates would probably result in higher farm incomes and asset values,
and moderate growth in farm debt. This would, in turn mean the sector
would be more resilient to weather and other shocks and be more
productive than it is today.

Summary and Concluding Comments

Current financial conditions in the farm sector indicate
substantial difficulties exist in adjusting to general economic condi-
tions. Large government deficits and a monetary policy that has
reduced the inflation rate by more than one-half in three years have
changed the economic environment for farmers. While the general
economy has seen a vigorous recovery over the last year, agriculture
has not been included. The current blend of macroeconomic policies
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APPENDIX

The following tables provide more detailed information on the
results of using COMGEM80.2 to project financial conditions in the farm
sector from 1984 through 1990 given three different sets of macro-
economic policies.
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