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Executive Summary

The Food Security Act of 1985 (FSA85) has
been evaluated using a ten-year forecast prepared
jointly by the Food and Agricultural Policy
Research Institute (FAPRI) and Wharton
Econometric Forecasting Associates (WEFA). In the
evaluation, foreign and domestic economies are
presumed to grow moderately and U.S.
macroeconomic policies are presumed to be
successful in reducing the budget deficit. A major
objective of the FSA85 is to reduce government
involvement in domestic and international
agricultural markets. FAPRI evaluated the FSA85
relative to this major objective and to four related
concerns that influence the Act's design: export
markets, farm income maintenance, government
costs, and farm debt. Persistent problems with the
U.S. agricultural sector are highlighted in the
general policy conclusions, which include:

• Export markets grow at average annual rates
of less than 5 percent for most agricultural
commodities. This reflects short-term price
inelasticity and growth in total export markets
determined largely by income. Developing
countries are rapidly becoming one of the
most important components of the export
market.

O Farm income is protected, but at high
government costs. The primary factor
influencing fluctuations in gross farm receipts
during the ten-year evaluation period is the
adjustment in the livestock industry in
response to the artificially low feed prices in
initial years. Farm expenses are reduced due
to lower interest and energy costs.

• Direct government payments to farmers remain
high throughout the evaluation period, while
market prices remain well below target prices

for major commodities. Low market prices
result from the high initial stocks of major
program commodities and export markets tied
in the short-run more to income changes than
relative prices.

• Program management strategies which place
first priority on reducing government
controlled stocks may be ill-advised. It is
difficult to operate stabilization policies such
as those provided for in the FSA85 around
market price objectives inconsistent with
long-term equilibrium price expectations.

• A number of warning signs are emerging in
the livestock industry, suggesting that
artificially low feed prices in the short term
may stimulate inventory buildups that require
significant future corrections.

• Farm debt will continue to be a concern for
certain components of the U.S. agricultural
sector. Target prices and the targeting of
program benefits in the F5A85 are not
sufficient for effectively addressing this
problem.

• Unless there are structural or policy changes
in world export markets or a rate of income
growth more rapid than employed in the
ten-year policy analysis, the value of U.S.
exports will reach 1984/85 levels only near the
end of the evaluation period. Other
approaches to export market expansion, not
tied to domestic prices for major program
commodities, merit consideration.
Macroeconomic and trade policies leading to
growth in the total export market will benefit
U.S. agriculture significantly.



Introduction

Export markets, farm debt, farm income

maintenance, and government costs were the critical

issues addressed in fashioning the Food Security'

Act of 1985 (FSA85). Reducing government

intervention in the pricing of U.S. agricultural

products and in export markets was the generally

accepted objective of the Act. However, the -

specific provisions were determined more by the

existing situation of farmers and U.S. agriculture

and by the dilemma of how to allocate the

responsibility for the risks and costs of moving

U.S. agriculture to a more market-oriented basis.

One year into the FSA85, a number of

surprises--relative to anticipated outcomes--have

developed. These pertain to the export markets for

program crops, farm income, the government cost,

and a continuing farm debt problem. Interestingly,

these surprises are in large measure coincident with

the critical issues in the FSA85 debate. Farm -

income will be higher than anticipated,_ due to
reduced energy and interest costs and increases in

livestock prices in response to lower feedgrain

prices. Export markets have responded more

slowly than expected to the lower market prices,

stimulated by the lower loan rates and

payment-in-kind (PIK) activities that placed more
government stocks on the market. Direct payments 

and the government cost of the program are higher,

partly related to the priority placed on reducing

government stocks through PIK, the low loan rates

relative to target prices, the unusually high crop

yields, and slowly responding export markets.
And, serious farm debt  problems remain for a

significant number of farmers and agricultural

lending institutions. In short, the FSA85 as
designed by the Congress and operated by the

Secretary has not to this point resulted in a level of

performance as favorable as originally expected.

The policy mechanisms for implementing the

FSA85 are similar to those for the 1981 Farm Bill:

target prices, loan rates, reduced acreage

programs, paid diversions, and concessionary

exports. New provisions included the conserva-

tion reserve, export enhancement, the marketing

loan, and expanded use of PIK certificates to
reduce high government controlled stocks. Target

prices were maintained at 1985/86 levels through

1987/88; loan rates were sharply reduced (partly at

the discretion of the Secretary); reduced acreage

requirements were raised; the marketing loan was

applied for cotton and rice; the conservation

reserve was phased in; large discretionary power

was provided to the Secretary in using PIK

certificates; and modest steps were taken

(augmenting market price declines) to increase

exports.

Why, then, have the surprises associated with

the FSA85 been so numerous? What are the factors

responsible for these surprises? Is information

available to operate the FSA85 to better achieve the

general objective of moving U.S. agriculture to a:

more inarket-orierited footing? .If the Secretary'
continues to operate the FSA85 as he did in the
1986/87 crop year, what is the likely future of U.S.
agriculture? How will the paid diversion program in

. the 1987/88 crop year influence stocks, government
cost, and farm production?

The Food and Agricultural Policy Research

Institute (FAPRI) produces a semiannual ten-year
outlook and associated policy evaluation (e.g.,

Long-Term International Agriculture Outlook,
Spring 1986; and FAPRI #2-86) which examine these

and other questions for U.S. agriculture. The

policy analysis presented in this report is based on
the the FAPRI-Wharton Econometric Forecasting

Associates (WEFA) fall 1986 ten-year projections.
The FAPRI modeling system and the FAPRI-WEFA
ten-year projections are utilized to identify

upcoming key agricultural issues and to assess
their importance for the FSA85 and the transition of

U.S. agriculture.

FSA85 and the General Economic
Setting

The analytical procedures used in producing

the FAPRI ten-year forecast have been explained in
FAPRI #2-86. Documentation for the econometric
models utilized in the ten-year projections is
available in CARD Staff Reports 86-SR1, 86-5R2,

and 86-SR3; and CNFAP Staff Reports #5 and #9.

Agriculture is treated as a satellite industry in
developing the projections, which are conditioned

by the WEFA long-range macroeconomic forecasts
for U.S. and foreign economies and the mandated

and assumed provisions of the FSA85. It is to be
emphasized that the projections are conditioned by
these provisions of the FSA85 and WEFA forecasts
for U.S. and foreign economies.

Foreign and Domestic Economic Situation

The WEFA forecasts used for the FAPRI
ten-year projections and policy analysis are for
modest growth in the U.S. and in foreign
economies. Selected values from domestic and
economic forecasts for variables of major importance
to U.S. agriculture are summarized in Appendix
Table 1. The United States is presumed to achieve
a real growth rate averaging about 3 percent
annually in 1987 and 1988, with a possibility of a
recession at the end of the decade. The Pacific
Basin countries grow on an average of
approximately 5 percent, and the Latin American and
African countries have average real rates of annual
growth of around 3 percent. Exchange rates
decline slightly and hold throughout the evaluation
period, 1986/87-1995/96. Energy prices rebound
somewhat from current levels of $15 per barrel for
domestic high quality crude oil but remain relatively
low throughout the evaluation period, reaching $25
per barrel. These forecasted outcomes for the
selected U.S. and foreign countries are based on an
implied macroeconomic policy toward the deficit,
which decreases from $213 billion in 1986 to $67
billion in 1995.

.FSA85 Program Parameters

The explicit assumptions for the operation of
the FSA85 are detailed in Appendix Table 2.
Generally, the program parameters are at levels
similar to those for the previous FAPRI ten-year
analysis (FAPRI #2-86). Major changes involve the
paid diversions for corn and wheat (anticipated)
that were initiated in 1986 for the 1987/88 crops.

-2 / FAPRI #3-86, December 1986



The conservation reserve was assumed to be utilized
to the limit provided by the FSA85. During the life
of the current legislation, loan rates are set
(consistent with current actions of the Secretary)
at minimum allowable levels, with the exception of
soybeans. Since there is no target price for
soybeans, the loan rate was set to insure
rough parity, based on historical calculations,
between the net returns over variable costs for
corn and soybeans.

In the out-periods (1990/91-1994/95Y, the
government program parameters were set to reflect
the actions of the Administration, Congress, and
USDA during the current crop year. Paid
diversions for corn and wheat continue until stocks
are brought into long-term relationships to exports,
production, and domestic consumption. These paid.
diversions and other measures were required to
manage the excess production capacity and the high
government stocks accumulated during the current
year and in previous years under the 1981 Farm
Bill.

Projections

The intent of this description of results of the
FAPRI-WEFA ten-year evaluation is to highlight the
major features of projections relative to the
parameters of the FSA85. Observations on the
ten-year projections and their policy implications
are 'summarized for domestic markets, U.S.
agriculture, ,and foreign markets.

Domestic Markets

For the five major crops the specific program
parameters, supply and use, prices, and
government costs are provided in Appendix Tables
3 through 7. Corresponding projections for the
major livestock commodities are reported in
Appendix Tables 8 and 9. Farm income and
government payments are summarized in Appendix
Table 10. General observations from of the
ten-year evaluation include:

• livestock price and production responses to
the low grain prices

• dairy production responses to the buyout and
low grain 'prices
• market price paths relative to loan and target

prices
• stocks positions and the difficulty of reducing

them
• excess capacity and production potential at

target prices
• returns over variable costs for participants.. 
and nonparticipants

Livestock prices for the ten-year evaluation
period are shown in Figure 1. Additional
projections on the livestock markets are provided in
Appendix Table 8. Livestock prices are determined
by domestic demand conditions, the low feedgrain
prices, and beginning inventories. Hog and cattle
prices move higher, as breeding herds build in
response to lower feedgrain prices in the initial
*years of the evaluation period. Prices decline in
later years as adjustments to the lower feedgrain
prices are completed. Poultry prices decline slowly
throughout the period in response to lower
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feedgrain prices. For poultry, hogs, and cattle,
the artificially low feed prices provide high profit
margins in initial years; but in later years losses or
lower profits and major adjustments in inventories
are required as feed prices return to longer term
equilibrium levels.

Despite the dairy herd buyout, dairy prices
decline, reflecting the automatic annual adjustment .of $0.50/cwt triggered when annual government
purchases exceed 5 billion pounds (Appendix _Table
9). Government purchases of dairy products exceed
5 billion pounds until 1994. Although it seems
unlikely that support prices will be permitted to go
as low as $6.60, our analysis suggests that
continuing- the current policy will lead to this
result.

ThIls, in the initial years of the evaluation,
except for dairy, livestock producers benefit from
the low and subsidized feed prices. At the same
time, the artificially low feed prices in the initial
years force adjustments on the livestock sector in
the longer term that will be difficult to absorb in
the later years of the evaluation period. The
livestock price paths, contrasted with those for the
major program crops, emphasize the importance of
explicitly recognizing the consequences for the
livestock industry of the FSA85, particularly the
parameters controlled by the Secretary.

Since the general objective of the FSA85 was
for a more market-oriented U.S. agriculture,
results of the analysis that carry major implications
are market prices in relation to loan and target
rates. Equilibrium market prices for the projection
period are summarized in Figure 2 for soybeans,
corn and wheat, and in Figure 3 for cotton and
rice. Wheat, corn, and soybean prices remain at
levels near or below loan rates through 1988/89.
The surge in prices during 1989/90 is brought
about by a significant decline in wheat and soybean
stocks. Thereafter, wheat prices continue to rise
slowly, corn prices stagnate, and soybean prices
decline somewhat due to pressure from the corn
market. Cotton and rice have a marketing loan,
which allows market prices below the loan rates as
long as market conditions remain weak. The cotton
price moves above the loan rate in 1990/91, but rice
price barely reaches the loan rate level by 1994/95.
Among these commodities, only the prices of

FAPRI #3-86, December 1986 / 3



soybeans and cotton reach or exceed the 1985/86

level during the evaluation period. The excess

capacity in the U.S. and world markets adjusts in
response to lower market prices. Significantly,

however, the transition period for most commodities

appears to be long in duration, at least 10 years.

Stocks positions for the program commodities,

except for cotton and rice, which have a marketing

loan, require five or more years to approximate

long- term stock/use relationships. Higher yields
on the more productive land cultivated by program

participants, relatively slow responses of export

demand to price and income changes, and an altered

domestic livestock industry (producing more
poultry and less red meat and using less coarse

grain and high protein feed) contribute to the cost

of reducing levels of government controlled stocks

(See Appendix Tables 3 through 7). Corn proves

to be the most difficult of the commodities to bring

into balance; stocks are estimated to be far in
excess of desired levels even in 1995/96. As is

shown subsequently, this is in part due to the very
low export level for the U.S. in 1985/86.

The excess potential production is approximated

by taking 80 percent of average yield times the
acreage in the conservation reserve, the reduced

acreage program, and the paid diversion (Figures
4-8). It is not until 1990-91 that the idled

production capacity declines appreciably for wheat

and it declines very little for corn and soybeans.

In large measure this decline or leveling is due to
increases in market prices and the corresponding

reductions in program participation rates. Excess

supply (Figures 4-8) is roughly approximated by
adding beginning stocks to potential production.

In Figures 4 through 8, excess supply capacity is

expressed as a percentage of actual production.
The figures dramatically show the excess capacity

for wheat and coarse grains, rising above 200
percent in the late 1980s. This measure declines

significantly over the ten-year period for wheat but

not for corn. Soybeans have no target price and

reduced acreage or paid diversion options, so the

excess production capacity for soybeans involves

only the conservation reserve. The marketing loan

program serves to reduce surplus capacity in cotton

significantly by 1991/92 but progress is slower for

rice.

Annual returns over variable costs for program
participants and nonparticipants are summarized in

Figures 9, 10, 11, and 12 for wheat, corn,
.soybeans, cotton, and rice.

Clearly, farmers participating in the government

programs, given the target prices and implied
deficiency payments, receive high returns over

'variable cost relative to nonparticipants. The

discrepancy between returns over variable costs for

participants and nonparticipants declines somewhat

after the first few years of the evaluation period,
but even in later years, the differences in levels of

returns over variable cost are substantially larger

than that in 1985/86 in previous years and under the

1981 Farm Bill. The conclusion is that the income
protection for farmers provided by FSA85 will

continue to require high direct government
payments throughout the years of this evaluation.
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FIGURE 5. POTENTIAL CORN SUPPLY
PERCENT OF TOTAL PRODUCTION

FIGURE 8. POTENTIAL RICE SUPPLY
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FIGURE 11. RETURNS PER ACRE

U.S. Agriculture

Results of the evaluation for U.S. agriculture

have been anticipated in large measure by the
comments on the market outcomes for crops and

livestock. An additional critical factor for the
performance of the sector, not controlled by the

FSA85, is production costs in the industry.

Energy prices are important to the production of
the program. crops, as are interest rates. Both real

interest rates and real energy prices have fallen
and are forecasted by WEFA to remain at low

levels--compared to 1981/82 through
1984/85--during the evaluation period. Input

costs, market prices, direct payments to farmers

participating in commodity programs, and responses

of the livestock industry have major influence on

industry outcomes.

Net farm income and government payments, for

grains, soybeans, and cotton are summarized in
Appendix Table 10 and graphed in Figure 13. The

net farm income protection provided by the FSA85

is apparent. Net farm income increases sharply to

35.2 billion in 1987 and then declines. This
increase in net farm income is related to lower

production costs for crops and livestock, increased

livestock prices, high deficiency payments, and

changes in inventories. The changes in the value

of livestock inventories due to price increases are

transitory, since livestock prices in later years are

reduced due to persistent low feed costs.

Government payments increase to nearly 17

billion dollars in 1988 and then decline, leveling off

at about $13 billion. As market prices increase

above the loan .rates, program participation is
reduced and the level of direct payments to

program participants decreases. Total government

(CCC) outlays are closely tied to direct government

payments. When diary and other program costs are

added (about $5 billion), government costs are

projected to be substantially higher than the $17
billion annual average anticipated when the FSA85

was passed. Government costs are likely to
average about $25 billion annually for the first

three program years, 1986 through 1988.
Subsequently, government costs would decline by $5

to $7 billion.

For the industry, crop acreages are frequently

used as an indicator capacity utilization. Total

acreage planted and idled are plotted in Figure 14 .

for corn, wheat, soybeans, rice and cotton. The

projected acreage levels for these crops provide an

additional perspective for the FSA85 and the

capacity situation for U.8. agriculture. Acreages.

for the five major program crops dip below PIK

(1983) levels between 1987/88 and 1990/91,

reflecting the reduced acreage, paid diversion, and

conservation reserve provisions. Subsequently, in

response to higher annual farm prices and lower

program participation rates, acreage increases.

Still, even by 1995/96, reduced acreages are

required to maintain market prices above loan

• rates, which remain well below the levels of

1985/86. The other line on Figure 14 shows the

acreage equivalent (converted at base yields) of

carryover stocks, which is reduced substantially

over the evaluation period but is still high even at

the end, of the period.
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FIGURE 14. GRAIN ACREAGES
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Foreign Markets
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Exports for the major program crops depend on
two factors: the size of the export market and the
U.S. market share. This export information for
wheat, coarse grains, soybeans, and soymeal is
summarized in Appendix Tables 11 through 14. The
FAPRI modeling system is not as complete for the
export markets for rice and cotton. Exports for
cotton and rice are estimated using simple reduced
form equations. The key observations from the
export projections include:

• coarse grains imports, exports, and market
shares as affected by lower prices

• soybean imports, exports, and market shares
as affected by lower prices

• wheat imports, exports, and market shares as
affected by lower prices

• cotton and rice export projections
• value of exports compared to export

quantities
• markets for U.S. agricultural commodities in

developing, developed and planned economies
• structure of export markets and retaliation

possibilities

For corn and coarse grains, exports increase in
response to the lower U.S. prices, the implicit
export subsidies in the FSA85, the enhanced export
provisions, and the growth in world markets.
Figures 15 to 18 show that the major source of
growth in the export market is in the developing
countries. The U.S. market share rebounds
quickly from 55 percent in 1985/86 to 65 percent in
1987/88, largely due to the U.S. obtaining most Qf
the growth in the export market. The market share
for the U.S. holds fairly stable at about 65 percent
in subsequent years. Actual export levels of major
competitors grow much more slowly. These results
are dependent on the assumption that other
exporters do not change their policies in
retaliation. Unless there is a change in the
underlying structure or policies in the international
coarse grain market, the short-run export response
to the reduced market price will be limited. The
elasticity of demand for exports increases with
time, as foreign supply responds.
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FIGURE 18. FEED GRAINS EXPORT SHARE FIGURE 20. EXPORTER SOYBEAN PRODUCTION
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The soybean market (Figures 19 to 22)

responds to several factors: two of the more

significant are the U.S. loan rate for soybeans and

•the competition with soybeans from the artificially

—.low prices for coarse grains. Soybeans and coarse

grains are substitutes in animal feed over a wide

range of relative prices. Thus, reducing the

born/soybean price ratio due to the different

program specifications for corn and soybeans

decreases the feed demand for soybean meal. This

indirect utilization impact is to an extent mitigated

by expanded imports by the planned economies who

are increasing high protein feeds in livestock

rations. The implication, then, is for slow growth

in the soybean imports (averaging 2.7 percent per

annum) compared with coarse grains (averaging 4.1

percent per annum), with the developing countries

keeping pace with the developed market economies

in import growth. Here again, the U.S. captures

most of the total growth in the export market and

increases its market share slightly. Soymeal

exports .(Figure 23) grow more rapidly than

soybeans (averaging 4.3 percent annually); and, in

contrast to the last 5 years, the U.S. soymeal

exports grow faster than exports of Brazil and

Argentina.
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FIGURE 22. SOYBEAN EXPORT SHARE
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For wheat (Figures 24 to 27), there has .been a
precipitous fall in the U.S. export market share
since 1981/82. Reasons for this decline in the U.S.
export market share continue to be widely debated.
Since most U.S. wheat exports are to developing
nations and planned economies, internal adjustments
in these economies, exchange rates, and the debt
situation as well as export enhancement programs of
the U.S. and major competitors have broad
implications for both the total wheat export market
and the U.S. share. The major source of future
growth in wheat trade is clearly the developing
countries (Figure 24). U.S. wheat exports grow at
an average annual rate of 3.6 percent. The U.S.
share of the wheat export market increases from
about 32 percent in 1985/86 to 41 percent in
1995/96, again, more from market expansion due to
lower prices and higher world incomes than to
reductions of export levels by major competitors.

For cotton and rice, a different situation
emerges, largely due to the marketing loan. U.S.
exports and export shares in these markets are
increased rapidly by the high export subsidies
implicit in the marketing loan program. After the
initial impact of the marketing loan program, market
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shares of the U.S. and the other•major exporters

remain relatively constant. The gain in market

share due to the marketing loan is maintained.

The value of total exports for major agricultural

commodities is graphed in Figure 28. - From

28, the effect of the low price elasticities for

export.s in the FAPRI modeling system is evident.

Although exports increase beginning in 1986/87,_

the value of exports only begins to rise one year

later in 1987/88 and remains relatively low until

near the end of the evaluation period. Thus, the

contribution of gross receipts from exports to gross

and net farm income is lower in the initial four

years of the evaluation period due to the lower

market prices. Gross receipts from exports of the

five major crops rise above 1984/85 levels only near

the end of the evaluation period, by 1993/94.

Longer run export price elasticities implied by the

FAPRI model are -1.0 or less for most of the crops.

Particularly for corn and wheat, the cumulative

export elasticities are low for the first few years.

Changes in the structure of export markets, due to

U.S. export subsidies and/or retaliatory moves by

competitors, could significantly alter these

projections.

• Implications, Adjustments, and
Problems

The experience to date with the FSA85 and the

ten-year evaluation provide a basis for a number of

observations on the implications for agricultural

policy and U.S. and world agriculture. . These

implications for the FSA85, including discretionary

actions of the Secretary (actual and assumed in the

evaluation period) may be useful in tuning and

restructuring the FSA85 if debate of the Farm Bill

is reopened in 1987. In addition, there are

observations on continuing problems for U.S.

agriculture not met by the FSA85 and/or requiring

longer adjustment periods or higher government

expenditure than anticipated at the time of the

legislation. It is important to identify the

implications and evidence of continuing problems

from the experience with the FSA85 and the present

ten-year evaluation. Many of the implications have

immediate consequences for the discretionary

authority of the Secretary under the FSA85 and

possible modifications to the FSA85. The

continuing problems are important for their

implications for tuning and modification of the

FSA85 and to indicate where government actions

.different than those of the FSA85 may be required

to abhieve desired objectives for U.S. agriculture.

Implications

The implications stem from the experience with

the export market and, more generally, the success

of the FSA85 in meeting the issues that governed

the Farm Bill debate. The specific implications to

be highlighted from the analysis include:

• adjustments in export markets and export

elasticities, short and long term

• farm debt deficiency payments and targeting

*management of government stocks, prices,

and loan rates
*long term equilibrium prices and loan rates

• government subsidies and net farm income
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Export Elasticities. Perhaps the major
implication from the experience with the FSA85 to
date and the ten-year evaluation involves the
international markets for U.S. agricultural
commodities. These markets have not responded as
anticipated in costing the FSA85. During the
FSA85 debate, short-term elasticities of -1.0 to -2.0
were used to justify the marketing loan and the
lowering of the loan rates. The results to date
suggest short term elasticities when corn, wheat,
and soybean prices are declining together are in
the range of -0.3 to -0.5. Longer term elasticities
are in the range of -1.0 to -1.5. The implication is
for slower export growth, higher program costs,
and a recognition that high stock levels will
significantly influence commodity markets and the
performance of U.S. agriculture in the short term.

Farm Debt. The agricultural debt situation
remains an important problem for selected
individuals in the farm economy. Target prices and

participation in farm programs have turned out to be
blunt instruments for dealing with the farm debt
conditions. For the farm debt situation in
agriculture and for the affected rural communities,
it has become apparent that additional targeting and
alternative programs will be necessary to address
'the problem. Simply put, at current interest rates
and debt loads for farmers with debt equity ratios
in excess of 50 percent, the farm incomes generated
by the FSA85 can do little to alleviate financial
stress.

Program Management. The FSA85 gave the
Secretary 1?road discretion for use of PIK, paid
diversions, and loan rates. In 1986/87, the
Secretary elected to reduce most loan rates to the
minimum permitted level in anticipation of an
increase in exports. This export response has not
materialized as anticipated. In addition, heavy use
of PIK to reduce high government stock levels has
resulted in market prices near (and below) loan
rates. Deficiency payments in 1986/87 and in the
ten-year projection period are high as a result of
this strategy. The recently announced paid
diversions for corn and wheat are an alternative for
addressing the high government stocks situation.
The implication is that government stocks
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accumulated as a result of past. program management
strategies and good weather are extremely difficult
and expensive to reduce. More attention will have
to given to balancing the FSA85 at anticipated
longer term market prices with perhaps less
.emphasis on the more narrow objective of reducing
stocks.

Long Term Adjustment

On the general issues identified, the FSA85 is
moving U.S. agriculture in the direction that was
desired, with the exception of government costs.
These trends are especially evident in the out-years
of the ten-year evaluation. .The implication for
FSA85 and the commodity markets, domestic and
international, is that adjustment processes require'
time. It must be recognized that the surplus
problem is not just in the U.S. but is a worldwide
problem. It is as difficult for competitors to
contract excess capacity or stabilize supply growth
as it is for the U.S. If adjustment of domestic and
international markets is a slow and costly process,
more moderate policies, more fully incorporating the
adjustment parameters may yield lower government
costs and achieve the general objective of the
FSA85 more efficiently.

Net Farm Income. Net farm income for 1986/87
and through 1988/89 is high relative to the annual
average during the 1981 Farm Bill. Decline in
expenses for farm production, not the target prices,
is the major reason for the higher net farm income.
In addition, inventories of livestock have been
revalued based on increased prices as producers
have responded to lower feed grain and protein
meal prices. It is important to emphasize the role
of the revaluation of inventories in net farm income
calculations. These revaluations, if market prices
are artificially low or distorted by policy, may be
temporary. Adjustments in target prices,
targeting, and other measures to reduce
government cost need to recognize., that a major
share of the run-up in net farm income is related to
transitory changes in the value of farm inventories
plus a net gain from lower energy and interest
costs.

Conservation Reserve. The final implication to
be discussed involves the conservation reserve, the
experience with operating this program, and the
results of the ten-year projection. The passage of
the conservation reserve reflected the impact of a
new alliance between environmentalists and U.S.
agriculture. Production capacity in the U.S. and
among competing countries has apparently expanded
to the point that market prices are tipping the
balance between returns to agriculture and
environmental costs. There is broad public
sentiment for utilizing the conservation reserve to
the fullest extent. Operational decisions, perhaps
freeing the conservation reserve from state-based
allocations, may be useful in increasing the
effectiveness of the government expenditure for
reducing on and off site costs of wind and water
erosion.

. Problems

Identifying persistent problem areas does not
necessarily indicate that the expected outcome of

'the F5A85, i.e., to Move agiiculture to a niore
,competitive position in world markets, was
'unrealistic. The difficulties of U.S. agriculture
financially and in world markets simply reflect
;underlying trends and relationships that.may take a
number of years to alter'. This review is intended
to suggest problem areas that may require
continuing attention as the FSA85 is reevaluated:
• export markets and the world surplus

capacity
• livestock, loan rates, and adjustment costs
• management of high stocks versus long term

equilibrium market prices
• farm finance and targeting of agricultural

subsidies
• integrated environmental and commodity

policies
• technology change and the environment

Export markets. The major continuing problem'
for U.S. agriculture is the export market. Exports
have not responded currently and in the ten-year
projections as rapidly as was anticipated in
designing and costing the F5A85. A major reason
for the failure of the export markets to respond to
the lower prices is the fact that other countries also
have surplus capacity and many countries, like the
U.S., are in a position to insulate prices received
by farmers, and paid by consumers, from world
market prices. Examples include the European
Economic Community and the Planned Economies,
the latter accounting for major share of coarse
grain imports. The implication from the analysis of
the ten-year projections is that these export
markets will respond to price pressure but only on a
longer-term basis. More substantial growth in U.S.
exports can only come from negotiated policy
changes in important existing markets or more rapid
growth in developing country economies, which are
the major source of growth in future markets.

Livestock. One of the outcomes of the FSA85,
the ten-year projections, and the decisions of the
Secretary has been to sharply change relative
prices of crops and livestock. Very different
signals have been given to the livestock sector than
to crop producers. The livestock industry will
respond to present price incentives, which are
largely in the form of lower feedgrain and protein
meal prices. Unfortunately, if the livestock
industry responds fully to the present price
incentives, substantial losses to livestock producers
will be incurred as feed prices rise in the early
1990s. The problem of regulating U.S. agriculture
using a program limited to the five major crops and
ignoring the livestock sector (except for dairy) is
apparent. Livestock producers, the value of
livestock inventory, and more generally the
livestock sector under the FSA85 will be forced to •
absorb many of the adjustment costs and are being
given price incentives not consistent with the
longer-range market equilibrium prices.

Stocks. Since enactment of the FSA85, the
management of the high government stocks for the
program commodities has suggested a new problem
area for farm policy. Specifically, the trade-offs
between moving the stocks to the market rapidly
versus holding them for a longer period have been
made apparent by the heavy use of PIK and the
marketing loan. Reducing the stocks positions
quickly requires high deficiency payments. The
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result is "running the farm 'program" to generate
.market prices at or below loan rates. If the
resulting market prices reflect opportunistic

decisions for managing government stocks, longer

term problems may be caused. Presently, the

stocks positions are due largely to past program

management strategies and provisions of the 1981

Farm Bill. It is important not to become

preoccupied with rectifying the high stocks

situation rapidly, ignoring the longer term

consequences and implicit costs of the these

actions, particularly for the livestock sector.

Farm Debt. Farm finance will continue as an

important problem for particular regions and

particular groups of farmers. The problem has

implications as well for rural communities depending

heavily on agriculture and with asset values tied

closely to farm income and the farm debt. A major

revaluation of U.S. agricultural assets has been

under way. This revaluation of assets is consistent

with the longer term movement toward free market

prices for agricultural commodities. A more

carefully planned transition program, recognizing

the consequences for the affected farmers and for

rural communities will be required if the farm debt

situation is to be effectively managed. Target

prices and general farm income support, not

directed explicitly to the farmers and communities

with serious financial stress, are expensive and

ineffective ways of dealing with the farm debt

situation.

Technology and the Environment. Two longer

term problems that deserve careful research and

added attention as the FSA85 is operated and

possibly altered are technological change and

environmental conclusions. There is increasing

evidence that the expansion in agricultural output

in the U.S. has come at the expense of

environmental degradation. Evidence of nitrate and

pesticide levels in groundwater is accumulating.

Off- and on-site costs of soil erosion are important

as well. More generally, environmental concerns

are likely to receive more attention in income and

price stabilization policies for agriculture in the

future. Environmental policies integrated with

price stabilization and income support policies

require careful consideration but hold out the

possibility of generating "win-win'-win" outcomes.

The conservation reserve title of the FSA85 is an

example of such a welding of concerns of farmers

and environmentalists.

The second longer term problem involves

technology change. For the dairy industry, the

bovine growth hormone is on the horizon, implying

decreased costs of milk production and perhaps

significant changes regionally and internationally in

dairy prices and production. patterns. Genetic

engineering for crops may result in significantly

higher yielding varieties and varieties requiring

quite different cultivation practices prior to the

beginning of the 21st century. These trends in

technology and their implications for farm size and

the organization of agriculture should be recognized

in the design of current farm programs. Even a

contintiation. of .the technology trends. experienced

for the past twenty years suggests lower farm

prices, higher levels of competition from countries
with natural resource bases suited to the production
of farm commodities, .and more generally, a

continuing change for the farming sector, rural

economies, and international commodity markets.

Conclusion

The objective of this evaluation of the FSA85 is

not to criticize those who formulated and have

operated it. We are all clairvoyant when looking

backward. Still, the policies and the current

operation of the program, considered together with

the ten-year projections, suggest important

possibilities for refinement and improvement.

The major questions raised by the evaluation concern

the management of government controlled stocks,

the export markets, and the farm debt situation.

Farm debt was a concern in the design of the

FSA85, but target prices have proven to be blunt

instruments for assisting debt ridden farmers and

affected rural communities. Policies regarding

• stocks management, and the Secretary's

discretionary decisions affecting stocks, appear

short-sighted. Operation of the FSA85 to implement

domestic market price objectives that do not

approach expected long-term equilibrium prices may

impose major stresses and adjustment costs,

particularly for. livestock producers.

International markets were expected to respond

to the reductions in prices on the basis of very

frail empirical evidence. The simultaneous fall in

prices of all major agricultural commodities has

resulted in weaker price responsiveness than

anticipated. Export markets for major agricultural

commodities are estimated to grow at average annual

rates of less than 5 percent. Past rates of

technology growth and the present stocks positions

clearly indicate that export markets are not the full

answer to U.S. excess capacity problems. The

export markets respond to price, giving higher

exports and increases in the U.S. shares, but not

as rapidly as projected during the design of the

FSA85. Total export market growth and the import

share of developing countries are the factors mainly

responsible for the short term increases in U.S.

exports.

Problems in formulating and operating the

FSA85 have been and still are in a number of

respects associated with inadequate information.

The objectives of the Congress, those participating

in the legislative process, and the Secretary were

and are for a more competitive U.S. agriculture,

reductions of government intervention in

agriculture, and a more market-oriented industry.

Broad agreement on these objectives appears to hold

firm. The outcomes of policy to date and into the

projection period emphasize the importance of

choosing appropriate instruments and the value of

having accurate information on their likely impa
cts.

Proper choices of policy instruments require

improved knowledge of the structure and

functioning of U.S. agriculture, domestic and

international markets, environmental impacts, and

technology trends.

Projections such as this one are based on many

assumptions about anticipated economic and policy

.conditions about which there is still much
uncertainty. Also, the projections are also

representative of average conditions that assume
average weather and yields in the Unit ed_States and
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foreign countries. It is important to ask whether
tpere are potential events that could drastically
alter the outcome of these projections. On the
export side, if the aggressive stocks disposal
strategy creates great budget pressures on the EC
and causes it to reduce its domestic support prices,
the export response would be greater and the U.S.
budget costs lower as market prices increase. If,
on the other .hand, the current management
strategy causes countries like Canada and Australia
to develop new programs to protect their domestic
producers, the export response would be lower
than projected and the costs higher, as market
prices decreased. A series of bad weather events
around the world could deplete stocks more rapidly,
or a series of unusually good weather events could
exacerbate the surplus problem. While these
uncertainties and others need to be recognized,
projections based on a set of probable future
conditions can help us to anticipate where current

policies are leading and piovide a consistent basis
Upon. which to compare alternative policy choices.

U.S. agriculture clearly needs better
information to insure more efficient policy decision
making. Improved knowledge will lessen the
requirement for subjective judgement in policy
decisions. Additional information and analyses like
the one presented here can focus farm program
concerns on issues about which there is true
Uncertainty. Agricultural programs, and in fact all
regulatory programs, ultimately require judgements
and the weighing of equity considerations. A value
of improved economic analysis and an augmented
information base underpinning the policy process
will orient necessary judgements and debate to the
key issues and equity questions. An additional
value, and one particularly important for the longer
term stability and productivity of agriculture, is
that policymakers will gain confidence to move away.
from myopic to less opportunistic decisions.
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. Appendix Table 2. Values for Selected Policy Parameters, FSA85 and Beyond

Crop & Loan Target  Reserve Paid Diversion 
Year Rate Price Entry Release ARP Level Rate CR

Percent Million
Dollars per Bushel of Base $/bu Acres

Corn
85/86 2.55 3.03 2.55 3.25 10 __ -- 0.0 •
86/87 1.92 3.03 1.92 3.25 17.5 2.5 0.73 1.0
87/88 1.82 3.03 1.82 3.25 20 15.0 2.00 2.2
88/89 1.73 2.97 1.73 3.25 20 • 15.0 2.00 3.3
89/90 1.65 2.88 1.65 3.25 20 15.0. 2.00 5.2
90/91 1.56 2.74 1.56 3.25 20 15.0 2.00 7.0
91/92 1.49 2.74' 1.49 3.25 20 • 10.0 2.00 7.0
92/93 1.50 2.74 1.50 3.25 20 10.0 2.00 7.0
93/94 168 2.74 1.68 3.25 20 10..0 2.00 7.0
94/95 1.65 2.74 1.65 3.25 20 10.0 2.00 7.0
95/96 1.69 2.74 1.69 . 3.25 20 10.0 2.00 7.0

Dollars per Bushel
Percent Million
of Base $/bu Acres

Wheat
85/86 3.30 4.38 3.30 4.45* 20 10 2.70 o
86/87 2.40 4.38 2.40 4.45 22.5 10 1.10* 2.8
87/88 2.28 4.38 2.28 4.45 27.5 7.5 3.00** 8.2
88/89 2.17 4.29 2.17 4.45 30 10 3.00 13.7

89/90 2.06 4.16 2.06 4.45 ' 30 10 3.00 18.9
90/91 1.95 3.95 1.95 4.45 25 .....1 24.1
91/92 2.32 3.95 2.32 4.45 20 .....1 ....... 24.1
92/93 2.20 3.95 2.20 4.45 20 .1. 41.. ....... 24.1
93/94 2.22- 3.95 2.22 4.45 20 __ __ 24.1
94/95 2.28 3.95 2.28 4.45 15.0 __ __ 24.1
95/96 2.33 3.95 2.33 4.45 15.0 __ __ 24.1

Cents per Pound
Percent
of Base

Million
4/1b Acres 

Cotton
85/86 57.0 86.0 -- __ 20 10 30 o
86/87 55.0 81.0 __ 25 __ -- .5

87/88 52.0 79.0 _._ __ 20 __ __ 0.8
88/89 50.0 77.0 __ 20 __ 1.2

89/90 50.0 75.0 __ __ 15 __ __ 1.2

90/91 50.0 73.0 __ __ 15 __ __ 1.2

91/92 50.0 73.0 __ __ 10 __ __ 1.2

92/93 50.0 73.0 __ __ 10 __ __ 1.2

93/94 50.0 73.0 -- __ 10 __ __ 1.2

94/95 50.0 73.0 __ __ 10 __ __ 1.2
95/96 50.0 73.0 --

....1•11 10 -- -- 1.2



Appendix Table 2. Values for Selected Policy Parameters, FSA85 and Beyond
(continued)

Crop & Loan Target  Reserve Paid Diversion 
Year Rate Price Entry Release ARP Level Rate CR

Percent Million
Dollars per CWT of Base $/cwt Acres 

Rice
85/86 8.00 11.90 ...... 20 15 3.50 0
86/87 7.20 11.90 __ ...... 35 ...... ....... 0
87/88 6.84 11.66 ....... __ 35 ___ ....... 0
88/89 6.50 11.30 __ ___ 30 -- ____ 0

, 89/90 6.50 10.95 .... .... .... ... 30 ...... ...... 0
90/91 6.50 10.71 ...... ___ 30 ...... ____ 0
91/92 6.50 10.71 ....... ...... 30 ___ ....... 0

. 92/93 6.50 10.71 ....... 30 ...... ....... 0
93/94 6.50 10.71 ...... ...... 25 ....... __ 0
94/95 6.50 10.71 _.... __ 25 __ __ 0
95/96 6.50 10.71 ___ ...... 25 __ ....... 0

Percent Million
Dollars per Bushel of Base  -$/bu Acres 

Soybeans
85/86 5.02
86/87 4.77
87/88 4.77
88/89 4.53
89/90 4.50
90/91 4.50
91/92 4.50
92/93 4.50
93/94 4.50
94/95 4.50
95/96 4.50

_

0
1.2
2.5
3.7
5.9
8.1
8.1
8.1
8.1
8.1
8.1

ARP: Acreage Reduction Program
CR: Conservation Reserve

*Also, 10 percent paid diversion for winter wheat producers at $2.00/bu.
**Not yet announced but anticipated.
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