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The external emvironmeant confronting both farmers and policymékers‘
ObViously haé changed‘dramaticaliy over the past 3 yeafs; Grain surpluseé'
in the hands of the'gcvernment have disappearedﬁ.drought haé’cut érop pro-
duction in several important areas, and the news media ha@e rediscovered
the fact that a high proportion of the world's population subsists on
dietg which éven-in good’crop years are only marginally adequate. In the
U.S8., fopd prices, and especially the prices of grains, have risen to levels
thought highly'imptoﬁable only 3 or 4 yeafs ago. Does the new environment
call for equally dramatic shifts in policy? This is the question I haVe.
been_asked‘po_discués.

I am under ﬁo iilusidn that one more papér on the subject of U.S.
agricultural policy will gignificantly alter the course of human events.

In a world of shortages, however, it is reassuring to know there is still

a surplus of at least one item, namely advice on policy matters. The threat

of redundancy obviously looms léfge over anyone who has the temerity to

accept an invitation to address the Association on this topic. Whoever does

so must expect to. operate.in an area where the marginal utility of additional

information is very‘low; my hope is that I have been able to identify an atrea

vhere it is .still positive;:

% ~ I am indebted to my colleagues, B. F. Stanton and W. G. Tomek for their
constructive comments on an earlier draft. ' o S

Invited Address, annual meeting of the American Agricultural FEconomics

Association, The Ohio State University, August 11, 1975.




Thé éubséquenf anaiyéis is based oﬁ the pfemise that price instability
in grains.rather than the threat of shdrtages or surpluses will be the
dominant issue facihg policymakers in:the‘Uhiféa'States over the nexf
few yearé. I will argue: 'firSE,‘thatipricé instability is:not ali bad,
or tQ,PUt it slightly différently, that within}the professiqnvfherg is a
~ tendency tqlé?e;ya}pe Priqg stability as an,objective of policy; and sggond,
tha# §#1y modest chgnges in puf existiﬁg,institﬁpioﬁs>and policies are re-
~quired tordeal with the currepﬁrsitUatiqn,

The discuss%on will be confined mainly,to problems»associated with
instabi}ity in;the prices Qf,grains and soybeans. ‘Copton,'tobacco,;peénuts,
;iges sugar and,perisﬁable cqmmpditieg Will_bg ignored except insofar as
Athéy‘ayg affected by policies adopted_fox grains. ihgre are compelling
political as wellJﬁs,economicheasons for doing‘so; Agricgltu?alrpolicy
debateé in Washington have been dominated for over §O:yea:s by the queg;ion _
of what to do,abpu; the pri;gs of a small group,of,commodities, principally
Wﬁeat; corn,vco;tqn and dairy produ;ﬁs, IBegent;events haya ngt_altergd:
this sitpa;iqn.  Congress lostjin;erest‘in trying to &eal directly*with;,
Athe prices gf‘periéhab;e‘;ommoditiesrinlthe late 1940s following the dis-
astrous ezperience:with‘supporﬁ programs»for potatoes gndxeggs, Inhpheu
: interveﬁing yéaré,ﬁgdministrators,as well as’ppliticiansvhayebshown great
feluctance'po take on new>programs igvolying perishgble‘gommpditieslbe;ausé
of régioﬁal’éggf;iéts;among pfoducersgkresisténce to_;he‘acteptggce_gf ef-
fectivé éontfolé, énd concern about tﬁe potential,pigh costs of government
intervention.‘ Furthermore, there is the practical préblem of what can be
done to stabilize the pricés of such commodities as potatoes; oﬁions, apples
and eggé; ‘in theofjr3 it'might be pbssiﬁle thfqugh_thé ﬁsé;of Suéh'iﬁSttga

ments as marketing orders to reduce fluctuations in prices, or to even out



' returns to producers (although not market’pticee) py’taXing‘commoditiee"in

‘ hlgh-prlced years ‘to build up a fund out of which payments might be made in
vlllow-priced years, -but in practice, such programs would be difflcult to
1mp1ement ‘even if sufficient support could’ be mobllized ‘to get the neces-
‘ sary enaoling 1egislation ‘enacted., ﬂ

S In- contast, with storable commodities ‘such as grains and cotton,'e”

wellwtested array of policy instruments is available which could be used to
moderate price instability including a public storage program. price~support
loans, and various methods of adJusting or controlling supply. Political
reality“dictates-thatrwe‘focus attention on those commoditieés for wﬁich
'iwe”have available the'neceesety polic?"iﬁétrﬁmeﬁts.aﬁd,a strong base of
political support for government intervention. Dairy products as well as
greins fall in thie categoty;”butvbeceﬁéefboth:tﬁe“iESues'invoIVed in at-
:‘temptihg'to'etabilize”dairy prices and the policy instruments are somewhat
different, thep; too;”will'Be'iénoted;”vPolicies'adopted with respect to
: grainS'obviously do influence the”priceS'of livestock‘ptoducts'and‘substie
hﬂeAcropsﬂaé'welIQ;fIHese seccﬁdary'effects will be considered, but the
“important point;to:keepdin‘miﬁd;is thetﬁﬁoet baliéy discussions, now as
.iﬁ‘the past;'focue:on’greins andtteﬁd“to'ignore the”reSt'ofiegricdlture;7

I plead guilty to following this well-established tradition. '

Nature of the Problemv

For much of U S agriculture, the price 31tuation, apart from an
'accelerated rate of inflation, has not’ been radlcally altered by recent
events. Growth of internal demand ‘has' been relatively stable and pre-~

dictable. Sudden shifts in export demand combined with general inflation



.-and thé elimination of excess storage héldipgs;are’mainly;responsible.for
. tﬁé tﬁ?ﬁ—arqund iﬁ_farm,prices: ‘Theat, feed grainsvand soybeans have been
.mggt difééﬁly aﬁfeétgd,'rRricgs:of these commodities now fluctuate more
_within é:few’wegks ;han.they‘didbduringrphe entire decade of,the;19603. For
example; over'the‘past year, harvest—period‘future$ prices for wheat have
rangedwfroﬁilessvﬁhgn $3 to over $5-per bushel and soybean prices from
' under,$5v;9,over.$8 p?r_bushel,: As long as present provisions of the.
.AgriQUlture_andvQonsuger:Proteé#ion éct,of 1973;remain in effect, such.
:instability is 1ikely_tq_pe;sist,z Ihe Act was designed dgliberétely to -
aygidxthg:acqumulatiqq of large rgsgryevgtocks in the hands of the govern-
meﬁt by:keepipgllqapfraﬁgs for whea?,_feed.grains and cotton at relatively
low levels. . |

_The hazards of ﬁorecastiﬁgxﬁgtqre prices under present conditions.are
)Qéll kno@g tqfthigigxpuﬁ,;‘Iﬁhaye_no nev information or insights which would
engblg_mgzquimprove‘qn,qur genera;ly,?qorzrecord_6f~performance oyer:the
,Upasﬁ 3 year§, “I,am not'persuaded,_howeygr, that a9tual market prices will
fl#;tuaie ;rpgndFafgenerally :iging t;eg§Gof,realﬂp;icés,as_sgggested by
Cochrane a:yegrrng, vathis,were?true, it‘would create a relatively com-
fortable_enyirpn@enq for those advocating a buildvupjéqutocks.,wsﬁt if real
pficeé decline once again as they did dufing the 1960s, losses ingufrgd
either by private tréders or the government could be substantial, I prefer
a neutral stance. In thiS'QéSPécé,imy*viéﬁs ﬁlosely parallel those of
BrandowelvHe-concluded_a‘year‘ago‘that‘”itbwoqld be disastrous to make a.

specific forecast, to prepare .a deal with one outcome, and to find ourselves

locked in when'a very different outcome in fact develops’ (p..l099),j>ﬂwmﬁ/”f”
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The problem as I see it is not one of potential physical shortages,
at least not for U.S. consumers or for that matter most of the countries
that buy from us, but rather one of unstable prices. - The U.S. has suffi-
éieht;productive capacity to meet any anticipated changes in effective
demand over the next 5 to 10 years.  Avoiding shortages is simély a ques-
tion of providing adequate incentives for producers. Even temporary

shortfalls in production need not prove disastrous for American consumers.
N

' The absolute supply of grain per péerson is so large that physical shortages

are extremely unlikely. Livestock cutput provides a very flexible buffer to
cushion the effects of changes in' domestic supply or external demand fox

grains. Prices will effectively ration the available supply in years of

" short crops and high demand, just as they have done with corn and other

feed grains during the past year. The chief disadvantage of relying solely

on market forces to allocate supplies and guide production is that this may

lead to‘extremely unstable prices, with accompanying ccbweb effects on
livestock output, consumer protests when prices escalate and possibly a

depression in agriculture if farmers over-react to temporaty high prices.

In short the current mix cof polic1es may well produce results which are

beyond the 11n1ts of polltlcal acceptablllty This is the critical policy
question.w Should we attempt to reduce the potentlal amplltude of price
swiﬁgs{by altering exist;ng polic1es? Before attempting to answer this
questiona'l believe it approériate to examine»more fully.the consequences

of increased price instability both for producers and consumers.

. Economic Consequences oijrice Instability

Prlce chaqges durlng the past 3 years have been overwhelmlngly in

one direction. Consequently we have not had a full test of what nlght



happen if present policies (whlch permit market forces to reign) were main~
tained over a pericd of years One;or the important effects ‘thus far has
been to redistribute income;from'graiﬁ’usersfto graiﬁ'producers.7ilacome
transfersito.grain producersnover'the past 3 years far exceed those re-
~sulting fromfgorernment programs -adopted during the 19605.'5One‘haS‘oﬁly‘
to lock at the changes in average net farm income since 1972 in grain-
'producing states such as North Dakota relative to graiﬁ—consumiﬁg>States
sﬁch'as.New.York'to'be conscious of the power of relative prices to redis-.
tribute income. | |

The high level of grain prices also has achieved what advocates‘
of meatless days failed to do ‘last year;‘namely reduce meat consumption.
This was brought about simply by making it unprofitable for livestock
- feeders to maintain per capita prbductioﬁ”Ofifed beef and‘pork; ‘Altering”
’_priceSrelationships-is anrextrcmely’effective'method of reducing the amooﬁt

of grain fed t0'livestock'and=making more ‘available for human consumptioﬁ,

Efferts on Agricultural Output an d Efflciency |

o One of the standard arguments advanced in favor of’atteopting to
stabilize grain‘nrlces is that this will lead to greater stabillty 1n
‘livestock output and consequently more stable livestock p11ces as well

My own conclusion, based on an analysis of price behav1or over the past
dccade is that, while stabi1121ng grain prices‘may be a necessary conditlon,
: such a policy by 1tsell is not suff1c1ent to produce stabillty in livestock
output or pr:Lces° Our pOllCleS were successful in St&blllZlng prices of
feed grains over thevperiod'fr0m~l960 to 1971 to a far’greater degree

than in any preceding decade._ Season average corn prices over a period of

nearly 15 years ranged from a low of Just under $1 00 per bushel to a high



of $1.33. The ratio'of high to low prices in the 1960s was only 1.33, In
‘Céntfastsxduriﬂg,theiperiod'from.l921 to’1§29;iabout theionly-other period
I could identify with a reesonably comparable degree of»stability in over-
all demand, the'ratio of high to low seeson~average oriceS'for corn was
2.04 (table 1). But the degree of instability in ‘the prices of -hogs and
eggs in the more recent period was not Teduced to ‘the same degree. In
fact, egg prices wére slightly more unstable in the 1960s than’in'rhe'l9208
despite more stable corn prices in recent'years; or-at.leestfup-to 1972,
Alternative meas ures:of price instability including'the'c0efficient of
variation in season average prices and the retio”of high to low prices
for each‘of'the'z periods nroducedisimilar‘resultse

Thile this is'a—relativeiy'crude test of the linkage between feed"
grain and livestock prices, the evidence is sufflciently strong to make
one cautious in’ assuming that stabili21ng grain prlces will. automatlcally
‘stabilize livestock prices:. It'is certainly'plausible to'argue»that the
amplitude of fluctuations in: livestock output will be less: with stable
graln prices, Cbut it is clear from an examination of time—series data
that cYcles'in egg and pork‘productlon persisted in the 1960s much the
same as‘in'che more‘distant past despitermore stable feed costs. Pricés“
of livestock products continued to fiucruate;With chenges in productiofi.
:Stabilizing‘rhe*denominator of the:livestOCR/reed-price ratio did not 1ead

‘ N

to stability in output. This is not an argument against stabiliz1no grain
prices, but ‘rather an admonition not to expect too much from stabilizlng
- feed prices aloneo
" One additional’ interesting fact emerées rrom the ana1y51s of season

ot

average prices for‘wheat'in the-same 2 time periods, Both measures of



~(table 1)

variability: - (the ratio of high to low and the coefficient of variation)
were slightiy higher in the most recent period'than in the earlier period

Average market prices for wheat were more unstable than those
for corn inethe~deeade 6ffthe'l96080because of changes in policya

. The.

assumption often made by advocates of government intervention that such’

\ 1ntervent10n;will-automatically_lead to more stable prices is not always
(i;@32 correctgl ( : '
N

L

Changes.in policy or in,administrative decisions can produce. as
much instability as market forces.

Government intervention,. unless care-
fully circumscribed and ‘managed, can become a destabilizing factor in pricing

farm products, as_dairymen;learned to their dismay in 1974

Another familiar complaint against unstable prices is that this leads

to capital rationing, :thereby reducing output and efficiency.

It is diffi-

fulfilled.

cult to test the theory emplrieallyshecause, in most cases, the assumption
that other factors influencing output and efficiency remain the same is not

The availability ofﬂnewrteehnology,and the ‘level of prices in

relation to’ costs probably are more important variables than is price
stability. per se.-

’%

i}

Tne dominance. of.. these other factors is clearly illus—
trated in the fruit, yegetable3vegg'and poultry industries.

A

: . Large capital
investments and rapid improvements in’technelogywhave been made in recent
decades despite hlghly unstable nricesa L e e e e

There has.been. a tendency in the profession to accept tonéunetitically
the argument linking capital rationing. to price uncertainty put forward so con-
v:ncingly¢by D,“éalequhnson nearly 3 decades ago.

: Conventional wisdom now
holds that unstable prices inhibit capital investment in agriculture.

 Empirical

observatlon, howevert suggest the possibility of an. alternative hypothesis
;flinking capital investment p031t1vely with price instability. The chain of



réaéqning is as follbws,‘ A substantialrpart of investment in agriculture
occurs in years of high prices since such §ears provide both the capacity
.éo invgst and thé ihcentive,_partly because farmers are notorious “tax
évoidérssée Fa?me?é have a high propensity to invest out of retained
garpingé which, of course, are positively correlated with prices. Récent
séles figures»of farm eqﬁipment dealers lend‘suppogt to this hypothesis,
‘ Ihusg it is'poséiBle ;hat the suﬁ of investments over a period of years
may be.greater wifh unstéble prices and incomesAthan with more stable
priceé alfhbugh thehevidénce obtzined by Girao et al.who examined the
‘invéstéént behéviér of a sample of Minnesota farmers is far from conclusive
| on this point.
| fhe effect ofiperiodic low prices on efficiency also must be‘con—
sidered. Efficiency_is partly a function of forcing managers tQ‘make
| chaﬁgeé in Eheir business, or weediﬁg out'those»with‘inferio; ability.
ééiﬁé'in efficiéncy, as Leibenstein has'emphasized,<are achieved, not so
much by changing thé»output mix along the production possibility frontier,
ér Byvaltéfing factor proportions, but rather by moving from well inside
the boﬁndafyvtoward‘the frontier, or simply by producing more putput with
the same set of resources. This he calls "X~efficiency'. Improvements
~in "X-efficiency' are likely to be associated with occasional periods of
low prices. During such peripds9 farmers who use resources inefficiently
.. are forced to make change;,illf not, their creditors‘ﬁéualiy Suggest they
consider alternative ways of earning avlivingo |
What I have'sugges;ed is‘§'c§c1§cél theory‘ofvéhéhges in investment

-wand efficiency in agricplturea Investmgnt éomeé iﬁziumpy férms énd is

facilitated by higﬁ priéés; inefficiéncy is équeezed out in periods of low
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prices. Stability can lead to tomplacenéy ratﬁer than to‘efficiéncyAalé
though this certainly is not alwayé the case?v

Among the more serious répercussions of unstable pricés are the
potential adverse effects on the farm eqﬁibment industryband the‘infiationm
ary impacf of high commodity prices on land values. | Oécasional booms in
farm equipment éales,'followea by periods of depréssidn compound thevprob~
lem of trying to achieve a tolerable degfeé of'stabilify in nonfarm sect&rs‘
of the economy. Unstable prices also can have a ratchét>éffeét on land
values. I am reminded of Professor S. W. Warren's observation on the
behavior of potato farmers who obviously have operated under an unstable
price regime for many years. After a trip to Aroostock County, Maine, he
summed up the situation this way: ”In‘a'poor year, fafmers go infd debf9
while in a good year, they buy another farm.” This tendency to o%ercapi«
talize the good years puts a floor dndér éosts tﬁat may be difficult to
1ive.With in the future. I am told that in some areas of the Midweét
recent land sales and rental rates which reflect these'pricés now make |
the land cost of growing corn close to a”&ollar a bushel. This puts

young farmers and creditors in a very vulnerable position.

Effect on Consumers

In theory9 the effect of unstable p:ices,on consumers is to reduce
total utility (Johnson) but to increase consumer surplus (Waugh) as
compared with stable prices. The difﬁerent effects are“produ;ed bylslicing
the area under the conventional downward sloping‘demandlcurvebin two direc~
tions. If one slices the area verticallysxso that successive segments
,represent changes in‘toﬁal‘utility then it is obvious that»increments.in .

utility associated with low prices are smaller than those associated with
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‘high prices. . But if the area is sliced.horizontally so as to represent
" changes in. consumer surplus,;each;segmeﬁt becomes ‘larger as one moves down
the vertical axis. 'This means that consumers gain at low prices more than
~ they lose at high prices. Whether or:nof consumers are better off with
stable or unstable priées thus depends in part on what is.to be:maximized:
totgl &tility or consumer;surpiﬁs; .Theorétical arguments for and against
price'stability'become eVen3mo:e.complex if n;t changes in producer sur-’

. : s . ) 1
‘plus are taken into consideration as well.as changes in consumer;surplus.=~

In practice, consumers are concerned-mainly:with the threat of high

-

prices. They want protection against eééélation in . food cosis. - Flexibility
on the downward: side in average farm prices is freqdently offset by rising
nonfarm:costs of proéessing,and distriﬁutioh thus consumers usually a?e

v ‘unaware of price'decreaées at the farm, Most were oblivious of the fact
that average prices ;eteived by farmers for livestock andvlivestogktproducts'
dropped 35 per cent between August 1973 and June 1974.-

Food prices have beéome:more politically sensitive in the pést few .

- years. . As a result; changes in the food cqmyoﬁent of "the Consumer Price
.In&ex.are'now given disproporﬁiénate attention'by*the;news media.. Earlier
this‘year, optimism over the course of inflation was attributable mainly

" to a slower rate-of‘increase (and even a brief décline) in food costs; the

* turn-around invthleQod component of the CPI in the‘pastv2=months has bre—
cipitated fears that a new round 6f inflation is imminent. What most

 commentators fail to realize is that changes in marketing costs.and ther

"1nfarm prices of: beef, SUgarg;ﬁruifé ;nd”vegetables, all items. over which we
have‘rélatively'litt1e$cqn;rol ;;:preééﬁt;'cbﬁtribute far'more,tq inflation

‘or deflation:in food prices than Russiaﬁ‘grain deals or other developments
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'thét have a majér impact:on thg p:ice of grainS‘and~soybeéns.v An
examinatidﬁioffthé’relative-imﬁo:tance-ofréémmodity groupé included in
. the food éompoﬁent-pf the “index makes this abundantly clear. Products
derived from grain afe~given'a Weight,ofvleés‘thanv3.per'cént:in the total
“index whereas perishablefitems.acCount'foriabout 12 per cent (table 2).~

. “In order to isolate the effect of férm"ievel!prices changes -on the"
ansumeijrice Index, I”héve'taken,the-analysis-a’step fﬁrther and:cal~- -
:culatéd*fafmv1ev¢1fweights;f Thiis has Béen donebevmultiplying‘eéch retaii
E componeﬁt'byithe'appropfiaﬁe?farmer‘s1share'rationderived from USDA's
’5mafket45asket'statisticé,:,qu5grains;Athe,estimétedvfarm weight in the -
'CPI'is only 6 tenths of l‘pér cent (taﬁlé 2). Even a doubling of gfain'#b
: pricés'wouldrnowfadd less than 1 per cent to thé'overall index.  Ifvall
‘farm5prices»were7doubled, with no ghanges‘inVmarketing,costs, the CPI coul&
’ be'ékpected fdxriSe somewhere betweeg 7 and 87pef~cént; |
An alternaﬁive way of estimating the effect on' consumers ofkchanges
_inﬁgraiﬁ prices is to:céicuiaté”mﬁltipliers which show thé indirect effect
(througthivestock)?as well as. the direct. effect on. average per capita food
“ékpenditﬁrésfofaaﬁunit éhangewin prices,‘;This éan be done by applying in-
 premental'éhangesfin prices-to per'capitavdisappéarancevfigures?'\Aggregate
: domeétic~disappearance*figuréS»for wheat, feed'grains,—éoybean oil: and soy-
bean meal have been conVérted into7perfcapita estimates.  Direct use>in;
cludeé‘the’amounts~which go into alcOhoiic-beverages,jcorn;syrupg and‘,
even stércﬁ7a$’well'as flour,agd breakfast,foods.:xlndirect use includes
allrgrains:uséd'in feeding liﬁestoék.r The pér'capitafdisappearanceifigures
havé'beenimultipliéd byTan'aSSumedrchangé;in the unit value of each product

“of 2‘ceﬁts'pef'poﬁnd;V-Thisimultiplier‘Was selected because it represents
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- a change of around $1.00 per“bushél:in;thekeverégerpriee”ofﬁgrains”($ii12
for:corn and $1 20 for Wheat and soybeans) o

. These multipliers indicate ‘that a change of slightly more than $1 00
vper bushel in average grain prices at tha farm will change per caplta food

expenditures directly by no more than $8 per year. This ‘is probably an

.. overestimate since no adgustment has been made for by-product credits.

:;If,wheat aloneswereato rise, the effects would be even 1ess.. ror example,
- if Russian,purchaseanere assumed‘to-add as much as $1.00 per bushel |
to the price of wheat the direct effect ‘on consumers would ‘amount to no’
‘more thanu$3 perfcapitaa= This is less than the etfect“on consumers of a
5 cent per pound change in the price of raw suoar,-a'productVWhose price
«-has: varied over a- much Uider range than wheat during the past 12 months.
The~ potential indirect effects of changes in grain prices are much
greater. ~‘Indirect grain use per person (that is, consumption of grain
‘through livestock) amounts to about 5 times'the-direct use;"Thus, 1f"
~increases in grain prices were fully réflected“in'the;prices“of 1ireStock
productsy;the average increase in;foodJCOSts associated’With”a”Z cent'per
pOund‘increasefin:greiﬁ:pricesfwoﬁld’em0unt“t5eab0ntrsiight1§hmore than‘$30
- per person, gLagSpinéadjustment:to chenging~feed costs'obriouslyVWill affect
thevtiming.of changes-in»iives”tcclép:fi’ces° In any one year such chanoes
will not-correspond. closely to changes in” feed costs “What the multipliers
indicate is how much a given change in feed costs is iikely to affect live~-
stock prices in the 1ong run; assuming»nonnfeed costs remain the same. |
- The ' full effects (combinlng the dlrect and 1ndirect costs) of a
$1.00 change up or down in’ grain orices are ‘not likely ‘to exceed $40 per

_ person per year."ThiSAis equivalent*to:less than 1 per cent*of per capita
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 disposable income. Thus, reducing price variability in grains by as much
. as a dollarrper-bushelg while,pe?hs?s;politicall&~imp0rtaﬁt5 can make only.
jnahmodes;‘conrrioutiog,ro,the;objectiveﬁof-achievinguoverall“séability‘in

(consumer’expenditures,for food. : Aoaln, it may ‘be. worthwhile to- do.so;, but

we, should be cautious about promising too much. }'.

In my.yiew_onewof;thefmore;cpppelllng,reasons.for?attemptingftoureduce

- price swings in grains is no;~to‘protect;Amerieaﬁ,consomers, but rather to

preserve our exportsmarkets Periodic ‘high prices can be accomodated quite

readlly (1f not willlnglV) by domestlc consumers- 51mply by altering the

‘compositlon of their diet, but threats of unavailabillty or high prlces
may 1ead importlng countries to seek substltutes el@ewhere or to- adopt !

Stlll more protectionlst p011CLeS 1n an, effort to encourage -home productione

Food ald ‘also.may become a«victim of-price instability if. the’ demand
for food ald rises at.a time when graln prlces are. already higho. Past:*

experienee,suggests{e,posirlvepcorrelatlon between-our‘w1111ngness to-offer

.food aid and t’ne.size;of~surp1u8-stocks° At present we ‘lack: flexibllity in
xbelng able ‘to respond promptly and . positively .to the needs of developlng
~-couneriesﬁsimply beeeusestheremareﬂp0qreadilygavailable,stockSuon~which,

 we can draw, I deplore making,ﬁoodfeidgdependentjonhthe_presence}of sur-

plus stocks but recognize the Pﬂliti¢alﬂriSkSiare‘involved in offering

.. more aid at a time when;inflatiOQ in@foodvprices<is,e?sensitive~issueiﬂv:'"‘

o Poliej>Recommendstions’ .

 Iquthe“forego;egRenelysisf,lwhaveftried-touidentify;thenconseduences

of conripqipg;rhe,existing}setﬁofgpoﬁigies{whichrsimply~meaﬁsjrelyingh,y

_mainly on market forces to guide production and consumption. The policy.
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Questioﬁ raised earlier still remains to be answered. ‘Do we need a neﬁ
'sét'Of‘policies designed to'‘curtail potential price instability and to'iﬁj
crease ‘government-held reserves of grains? My -answer is yésg*butlghé :
“”éﬁangéé;i am about to suggest are relatively modest “and do not deviate'iﬁ,
 principle from those'adoﬁted-inftheipastgfexdept?fof-thé manner in which'.
we handlé food aid. I am persuaded (a) thét'farmersado need some protec~:
‘§tion ééainst very low prices; (b) that they should be eﬁcouragedvto iﬁcrease
pfoduéfibnéband‘(c)'that‘bOth'férmerS'and.priVaté traders should be offered
incentives to carry larger stocks than in the past since this islthe only
fgal protection consumers have against continued escalation in food cOstéq
1 woﬁidvnotfbe’unhappy‘to see the government acquire»quest»amouﬁts?offgfain
'in:proiéctiné farmers'against aisudden,decliﬁe in pribes, But{Ivdo not’ﬁhink
it néceséar§ to go into the mafkeﬁ and buy stocks to hold.. Finallj,vl think
.it}ésséhtiél‘tohmOdify'fOOd aid policies so as to ‘provide more flexibility.
?f believe”a¢ceptab1e compromises can be devised'whiéh'will achieve these
pbjecti%és ét"Vér§ 1itt1é“increase“in éost'tg the government and/or tbi
‘{éoﬁsumérsa:“Thé’élémenié of such a policy are as f611°W$§, |
(1) a system of support prices for 'all grains, linkedvtova‘single
‘:"fgommbditﬁ such as ‘corn or wheat and adjustéd‘annuaily'to reflect
”f Ehanges in non-land ‘costs of producing tbat commodity;f *
fziufa‘éove?nﬁéﬂt'stdrage%program,fprfgrain95,butfwi;h_é mu;h'wi&er
"réngéwbéfwééﬁfaéquéition and selling prices than in the past;
113)"Stahdb§:p£bvisions>for'adjusting land ‘use if necessary;
:(g)“ iﬁcréaééd flexibility in commiting funds for the purchase of
commodities to meet food'aid*féduirementswﬂv»?'* -
ébngresétis”mofé”likélyftdvgive'favofable conside?ationlto modifica-

tions which build on past experience than to proposals which might lead off
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in new directions. For this reason, I would argue strongly in favor of
retaining something like the old price-support loan and storage program.
The system served the interests of both producers and consumers reasonably

well during the decade of the 1960s although at considerable public cost.

We can improve on the system by maintaining supports at a modest level and
by widening the range over which prices are permitted to fluctuate in
reséonse to market forces.

One requirement of an improved price policy is to devise a better.
sysitem of determining support prices or loan rates for individual commodities.
?he exlsting parity formula does‘not provide a reasonable basis for estab-
lishing floof prices. I would like to suggest the possibility of linking
support prices for all grains, soybeans and éotton to a single commodity
.through the use of appropriate price ratios, and then to-adjust prices up
or down on the basis of changes in non-land costs of producing the key‘com-
modity. For purposes .of illustration, I haQé selected corn as the key com-
modity. To establish the baseS.I have made some rough calculations of changes
in non-land costs - of growing an acre of corn in the Midwest, taking into
account incfeases‘in the cost of fertilizer;'seeds fuel, machinery and labor.
When divided by the estimated yield, fhis‘tufns‘out to be 60 cents per bushel
higher than in 1972.  This figure when added to the loan rate prevailing
before the fecent export boom comes. to $1.65 pér bushel. Farm management
studies indicate the current non-land costs of producing a bushel of corn
are somevhere in this neighborhood. To provide additional incentive for
farmers to maintain production, one ﬁight conSider.raising the loan rate to
éomewhere between $1.70 and $1.80 per bushei; It should then be adjusted up-
ward in éﬁbsequent years.on the_basié of'changes in_non—land costs., By ex~—
cluding land costs, I would hope to évoid cépitalizing current land values

into support prices.
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Too little‘consideration has been giveﬁ in thé past to establishing
reasonable'price relatiqnshipé amdﬁg commoditieé° Floor ﬁriceé should be
established at a level which will permit subsfitﬁtion of one grain for:
“another in feeding livestock., vIn the case of wheat;, thisvwill occur‘in
areas where wheat is abundant and corn or other fee& gfainsA;re séarce when
the national average price of wheat is around 20 per cenf abdve the price
of corn. The relative profitability of growing éﬁbstitﬁte crops élso mﬁst
be considered. A recent study of the relationshib Eetﬁeenisoybeans and
other crops by Boutwell et al. indicates that with a pricé of corn oﬁ about
$1.80, the price of soybeans should bé close to $4.50 per bushel (2?5 times
" the price of corn) in the Midwest to yield equal returns per acre above
variable costs. Studies of this kind also could be used to determine an
appropriate floor'price for cotton By tyiﬁg‘it to the price of soybeans.

For illustrative purposés9 I have calcuiated a set of price-support
loan prices that I think would be appropriate, based on cufrent‘input costs
and historical price relationships (table 4). The latter are.not necessarily.
the most appropriate ratios to use, but they mighﬁ séfve as.a usefql guide.
The resulting floor prices (per Bushel) are $1.80 for corn, $2.14 for wheat;
and $4.16 for soybeans. Keep in mind that these are simply the lower bﬁuﬁ~
~ daries. Actual market prices in most years should exceed these 1eveis and
by varying amounts for different cdmmodit’iés° | |

“The Commodity Credit~Corporétibn presumably would acquireAéurplus
commodities at the loan rate, just és iﬁ fhé past;' In:the 19605,-however,
the CCC was authorized to sell commodities it ha&-écquiredvat 15 pér cent
over the loan rate,  Thisvspread is much too ﬁéff;ﬁan To ﬁfoﬁiéé aﬁ inceﬁ;
tive for farmers and traders to hold grain for up to 3 or 4 years, resale

prices should be at least 50 to 60 per cent zbove the newly established
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loan rates. I would suggest that the'ﬁargin for grains be maintained ét
not less than $1.00 ?er bushel. Carrying storage stocks is expensive and

- consuners should expect to pay for‘this service regardless of who holds the
stocks. 'With‘this much spread between the floor price and the resale price,
farmers, traders.énd possibly even importing countries would be much more

- willing to hold stocks than in the past. They did not do so in the 1960s
because there was littie prospect of earning a profit from private storage.
Modest  changes in the rules of the game should be sufficient to restore
incentives and provide the flexibility we need to cope with unstable export
demands. Thus, we need not embark on a massive new purchase program with
specific acquisition targets in mind.

It also seems to me appropriate to provide some assistance to farmers
in adjusting productioh if oﬁr pfojeCtionS of demand turn out to be incor-
rect. Farmers are being asked to supply a residual market which can be
. extremely unstable. A stroﬁg case can be made for socializing some of the
potential cost of providing the needed flexibility in production. This can
be done by.retaiﬁing the optibn of paying farmgrs to keep land idle if
storage holdings again become too large.

Finaliy, we need to divorce fpod aid from support operations and to
devise a more flexible method of fﬁnding so that we can respond promptly
to. changes in food needs of.developing countries. There is no justification
in my view for asking farmers to subsidize food aid indirectly by producing
surpluses at low prices,vnor is it morally responsible for the U.S. to tie
food aid to the availability of surplus stocks.

Food aid requireﬁentS»are»likelf to be highly unstable from year to

year, and difficult to predict. But in total the amount of grain required
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over a period of years is likely to be small in relation to overall pro-

duction and the aﬁ§unt“of grain exported commercially. During the past 2
years, for exampie;’food'aid shipmeﬁts have accounted for 1ess than 3 per
cent of total U.S,»grain'production and only about 5 per cent Qf'eprrts.

The essential element in providing additional food aid is to increase
. appropriations so thaf pu;chases‘can be made on the open market_wheneVer
needed. We can rely on market forces to achieve the necessary diversion
of supplies. ’The.priée and income effects on consumers of any additiocnal
diversion required are not likelj to Bé very large. To provide additional

flexibility, a new institution might be created with Ehe authority to bor-
Arow against future appropriatioms. Alternatively, Congress might'authorize
expenditures over a ?erioa oflyears, but not require those administering.
the program to commit all the»funds in any one year. I would hope the
expenditure ceiling could be raised without getting side~tracked by argu- -
‘ments over whether food qid should be used primérily to achieve stfategic

. or humanitarian objectives, to foster economic deVelopmént; ot promote ﬁew
markets for U.S. farm products. I am more concerned with increasing the
size of the pie than in déciding’in advance how it shouid.be divided.

You will note the omission of any reference thus fai to export controls
or target prices. The short-run interests of consumers in holding down
domestic prices ére less important than the long-run interest of the U;Sg
in maintaining marketé and earning foreign exchange. We should not jgoparm
dize our reputatiéﬁ as a reliable supplier of farm7prbduéts by imposing
export controls.

There is insufficient time to discuss fully the merits or demerits of

target prices and deficiency payments. I have strong reservations, however,
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regarding their_usg as a device to suppdrt:fatm incomes. These reservations
are based on considerations of cost and‘equity. There is danger that target
or_guarantged prices will be established at a level which will necessitate
large income transfers. Furthermore, as. long as benefits are tied to par-
ticular commodities, and bases are historically determinedg.the distribu-
tion of benefits will be highly skewed. If we need to supplement the incomes

of farmers, I hope that more equitable means of doing so can be devised.
Conclusion

The policy recommendations I have put forward are»based on the implicit
assumptioq that theré exists an optimdm degree of price variability. I am
not sure just where the optimum lies along the scale between zero an& in-
finity, but our experience over the past 2 decades suggests the mix of
policies-we had in the 1%960s fell short of the optimum, while the policies em~
Bo&ied in_the 1973 Act are likely to exceed the optimum. Reduced to its simplest
form, my»argument is that we should not ébandon the‘principlevof establishing
uppef and lower boundaries to price fluctuations for important export com-
moditieg such as grains and soybeans; but that we should widen the rangé
over which market forces arelyermitted to operate as compared to the 1%60s.

We can improve on existing policies by devising a more satisfactory method
of adjusting support prices; by increasiﬁg the spread.between Commodity
LCredit Corporation acquisition and resale prices; and by providing more

flexibility in commiting funds for food aid.



Table 1. Relative Stability in Annual or Season Average Farm Prices of

Selected Commodities, 1921~29 and 1960-71
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Coefficient of Variation

Maximum/Minimum Price Ratio

Commodity 1921-29 196071 1921-29 1960-71
Wheat s | 18 1.55 1 1.65

’gbrn - 18 .08 2.04 1.33

Legs .07 .08 1.22 1}23

Hogs .18 .16 1.70 1.54

Source: USDA, Agricultural Statistics




Table 2. Relative Importance of Food and Farm Products in the Consumer

Price Index
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Relative

Est. Wt.
. Importance . _ » of Farm
g - S .. At Retail Farmers Products
Component ‘Dec, 1974. »Share = in_QPI
bér cent pef cent per cent
Food at home | -
Cereals and bakery products 2.9 20.6 ;6>
Méat, poultry and fish ’6;1 54.7 3;3
“Daify produéts h 2,97 | 46n2 1;3
Fruitsvand vegetables 301 ‘bé6;7 108
Aii other | 4.6 29.4 1.4
Total -~ Food At Home 19.7 7.4
Foodbaway from home 5.1
Non-food items and services 75.2
100.0

a/ Based on USDA market basket of farm foods using the farm value of each

Categoryvdivided by the retail cost.

‘Sources: U.S. Department of Labor.

USDA, Marketing and Transportation Situation
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vTable 3 Approximate Direct and Indirect Effect on Annual Average Per

Caplta Food Costs of a2 Cent Per Pound Change in the Price of Wheat,

Feed Grains and Soybeans ;

Effect on Annual Per Capita Food Cost

Ceemoditﬁ Group L Directéf Indirect (1ivestock)~/
“ - | $/person |

Wheat ©$3.00 $ .80

Feed Graies | 5068 : 29.00
Soybeans 2.04 2.62

Total L 87.72 | '$32.42

a/ Based on 1973/74 per capita disappearance of grain for domestic food

and industrial use, including use in alcoholic beverages, corn syrup

and starch.

b/ Based on 1973/74 per capita use of grains in feeding livestock.

Source: USDA, Wheat Situation and Feed Grain Situation
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Table 4. Illustrative Price—~Support Loan Rates Based on Corn Prices.
Adjﬁstéd»fbrbChanges‘in,Non—Land Costs Since 1972 and Iﬁtercommodity

Price Relationships Prevailing in the Perid& 1966-71

‘bericeS:Relative Price-Support

Commodity to Corm, 1966-71 " foan Rates
$/bu.
Corn ‘ v‘i:l" | $1.80
Wheat 1.19:1 2,14

Soybeans - ©2.31:1 4.16
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FOQTNOTES :
K. L. Robinson is'aférofessqriof Agriqﬁltural Eéonomics}atrCornell University.
Iﬁ§i£éd Addfeég, éﬁ;uai méetiné §fﬁ#é”Aﬁéfiéén>égfiéﬁiturél Econgﬁi¢é 
Assgcigtion,.Thg Ohio Sﬁatg Uni#éfsity? Aué;étil, 1975.1  
1/ The literature'on this topic-and the coﬁditions‘underiwhich consumers

- and producers can expect to gain from price stability are well summarized

‘,in¢a.recent*érticleAby.Turnovskyyg
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