FEDERAL RESERVE BANK OF KANSAS CITY

May 1989

Agriculture and the GATT:
The Link to U.S. Farm Policy

The Social Security Surplus—
A Solution to the Federal Budget Deficit?




May 1989, Volume 74, No. §

The Economic Review (ISSNO161-2387) is published monthly by the Federal Reserve Bank of Kansas City,
except in July/August and September/October, when it is published bi-monthly. Subscriptions and additional
copies are available without charge. Send requests to the Public Affairs Department. Research Division,
Federal Reserve Bank of Kansas City, 925 Grand Avenue, Kansas City, Missouri 64198. Please include
your mailing label with any address change. If any material is reproduced from this publication, please
credit the source. Second class postage paid at Kansas City, Missouri. Postmaster: send address changes

to Economic Review, Research Division, Federal Reserve Bank of Kansas City, 925 Grand Avenue, Kansas
City, Missouri 64198.



FEDERAL RESERVE BANK OF KANSAS CITY

May 1989

Agriculture and the GATT:
The Link to U.S. Farm Policy 3

By Mark Drabenstott, Alan Barkema, and David Henneberry

The current U.S. farm bill will expire in 1990—the same year the Uruguay Round
of General Agreement on Tariffs and Trade negotiations will end. This timely
intersection may lead U.S. policymakers to question farm policy objectives and
adopt strikingly new methods of supporting farm incomes.

The Social Security Surplus—
A Solution to the Federal Budget Deficit? 25

By C. Alan Garner

Some U.S. policymakers view the social security surplus as an accounting means
to reduce the federal budget deficit. However, using the social security surplus
in this way could retard the economic growth necessary to provide goods and
services for retirees in the coming years.






Agriculture and the GATT:
The Link to U.S. Farm Policy

By Mark Drabenstott, Alan Barkema, and David Henneberry

This article is the second in a two-part series by the authors focusing on the critical relationship between the
General Agreement on Tariffs and Trade (GATT) and U.S. farm policy. The first article, ‘‘Agriculture and the
GATT: A Time for Change,’’ appeared in the February issue of Economic Review and discussed the importance
of agriculture in the Uruguay Round of GATT negotiations.

A decade of economic upheaval in U.S. and
world agriculture has forced policymakers
around the world to consider new rules on inter-
national agricultural trade. The Uruguay Round
of the General Agreement on Tariffs and Trade
(GATT), which began in 1986 and is to end
in 1990, is committed to cutting the heavy costs
of farm subsidies and to ending the trade distor-
tions these subsidies create. The current U.S.
farm bill, the Food Security Act of 1985, also
expires in 1990. The timely intersection of U.S.
farm policy review and a possible new GATT

Mark Drabenstott is an assistant vice president and economist
at the Federal Reserve Bank of Kansas City, and Alan
Barkema is a senior economist at the bank. David Henneberry
is an associate professor of agricultural economics at
Oklahoma State University. Julie Stanley, a research associate
at the bank, assisted in preparing the article.
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accord on agriculture may lead to U.S. farm
policy that, for the first time, will be dramat-
ically affected by an international agreement.

A new GATT accord would change U.S.
farm policy in two ways. First, it would neces-
sitate the overhaul of farm commodity pro-
grams, the principal instrument of U.S.
agricultural policy. The change would be
necessary to reduce the trade-distorting effects
of these programs. Second, an abrupt change
in farm programs may lead many observers to
question the validity of current farm policy
goals. Many policymakers are already question-
ing whether current goals, rooted in the 1930s,
may be off the mark.

This article examines the effects a GATT
agreement to liberalize agricultural trade may
have on U.S. farm policy. Although a new
GATT accord could allow continued support
of farm incomes, the article concludes that strik-



ingly new methods of supporting farm incomes
would be required. The new programs may
significantly affect farm incomes, farm asset
values, and agribusinesses. The first section
shows why U.S. farm policy goals need to be
reestablished in light of a potential GATT
agreement. The second section considers new
farm policy tools that may be used to meet
policy objectives. The third section analyzes the
effects of a new farm policy direction on
agriculture.

Redefining farm policy goals

U.S. farm policy goals are generally taken
for granted. Since the Great Depression, farm
programs have been guided by three goals: to
provide farmers a stable and fair return for their
products; to encourage a farm structure of
small, family-sized producing units;-and to
foster an ample, healthful food supply for con-
sumers. Through more than a dozen quadren-
nial reviews of farm policy, the same goals have
been assumed but rarely debated. Instead, more
attention has been paid to making adjustments
in farm commodity programs, the mainstay
instrument of U.S. farm policy. Some would
argue that these programs themselves have
become the policy, that the means have become
the end.!

By forcing change in the operation of farm
programs, including U.S. farm programs, a
new GATT accord may also encourage a timely
reappraisal of farm policy goals. This effect of
a GATT accord on policy goals seems much
less understood than the obvious effect an

I For example, see Willard Cochrane, ‘*A New Sheet of
Music,”’ Choices, premiere issue, 1986.

accord will have on the workings of commodity
programs. Still, the link between the GATT and
U.S. farm policy—its goals and programs—
was clearly established by Secretary of
Agriculture Clayton Yeutter: ‘*‘We simply can-
not rationally construct farm legislation for the
1990s until we know the outcome of the
Uruguay Round.’’?

GATT’s link to program and policy

The Uruguay Round of the GATT has one
main objective in agriculture: to reduce or
eliminate trade-distorting agricultural subsidies.
Currently, farm programs in many countries
transfer incomes from consumers to farmers
either by restricting imports or by supporting
domestic farm prices at high levels. Both
methods have the effect of depressing world
market prices. When imports are restricted,
consumers pay higher prices for relatively
scarce domestic production; at the same time,
large foreign supplies remain in the world
market and thereby depress world market
prices. When governments support farm prices
above market levels, farmers produce more
than domestic markets can absorb, and the
surplus flows into the world market, depres-
sing prices. While helping importing countries,
the low world prices hurt all producing coun-
tries that export farm products, including many
heavily indebted developing countries. The
Uruguay Round secks to prevent these trade
distortions.3

2 From Secretary Yeutter's confirmation hearing before the
Senate Agriculture Committee, February 16, 1989.

3 For a full discussion of the trade distortions that arise from
agricultural subsidies and their cost to consumers, see Alan
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Clearly, a decision to liberalize agricultural
trade in the Uruguay Round will profoundly
affect U.S. farm policy. The direct linkage of
GATT to U.S. farm programs relates more to
how programs are implemented than to why the
programs exist.* But changing the method of
farm income support raises questions about the
goals that underpin programs.

In particular, a GATT agreement to phase
out trade-distorting agricultural programs would
require eliminating or radically overhauling
some U.S. farm programs. For instance, the
deficiency payment program-—a mainstay in
supporting farm incomes—would have to be
radically modified, and the Export Enhance-
ment Program would have to be eliminated.
Both programs would be disallowed because
they directly affect the prices and terms at which
world food trade is conducted.

But the agreement would not prohibit pro-
grams that support farm incomes without dis-
torting trade or world market prices. That is,
the GATT accord would allow the government
to send direct income transfer checks to
farmers, but would disallow support via tradi-
tional commodity programs. In making farm

Barkema., David Henneberry, and Mark Drabenstott,
‘*Agriculture and the GATT: A Time for Change,”
Economic Review, Federal Reserve Bank of Kansas City
(February 1989).

41n defining the boundaries of the GATT’s concern, Dale
Hathaway states, ‘‘The negotiations are not addressing how
much income is transferred to the farm sector in individual
countries. If countries choose or fee! compelled to make large
income transfers to their farm populations, it is their
prerogative to do so.”” Institute for International Economics,
Agriculture and the GATT: Rewriting the Rules (Washington,
D.C.: 1987), p. 138.
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payments less complex, however, a new GATT
accord would also have the effect of forcing
U.S. policymakers to reassess why the pro-
grams ought to exist. By restricting the method
of farm income support, a new GATT accord
would force U.S. farm policymakers to decide
whether, and to what degree, the public should
continue to support the incomes of farmers.

Farm policy goals for the 1990s

Do traditional policy goals represent a rele-
vant blueprint for crafting U.S. farm programs
in the 1990s? Two issues will be at stake in
addressing this question. The first issue is the
role of farm income transfers in modern
agriculture, especially as they relate to a
broader objective of boosting the rural economy
in general. And the second issue is the grow-
ing public concern about food safety and the
environment. Farm income transfers will be the
source of greatest debate, and the debate is
likely to be shaped by the outcome of the GATT
negotiations.

Farm income support objectives. Historically,
farm income programs have been intended to
help small farms. But dramatic changes in the
structure of agriculture during the past decade
suggest that goal needs to be reevaluated. Large
farms now dominate U.S. agriculture. Many
of these farms are still controlled by families,
but the farms operate much like similarly sized
urban small businesses. The largest 317,000
U.S. farms—those with annual sales greater
than $100,000—produce three-fourths of the
nation’s food and fiber (Table 1). From 1983
to 1987, these farms received an average of 61
percent of all direct government payments to
agriculture. In 1987 these large farms had
average assets of $1.2 million and average gross



TABLE 1

Size structure characteristics of U.S. agriculture, average levels for 1983-87

Number of
farms

Percent of government Percent of gross

Percent
of direct
Percent of

Annual sales (thousands) all farms payments U.S. farm sales net cash income

, Less than $40,000 1,635 72.0 15.0 10.1 1.0

$40,000 to $99,999 321 14.1 23.9 14.9 13.3

- $100,000 to $249,999 218 9.6 32.9 24.1 25.6

.~ $250,000 to $499,999 72 32 180 18.1 21.6

i More than $500,000 27 1.2 10.1 32.8 38.5

i Addendum:

| More than $100,000 317 14.0 61.0 75.0 85.7
2,272 100.0 100.0 100.0 100.0

~ All farms

Source: Economic Research Service, U.S. Department of Agriculture, Economic Indicators of the Farm Sector, National

i Financial Summary, 1987.

incomes of $355,000. It is difficult to argue that
such farms should be the targets of public pro-
grams designed to support their incomes.
Small farms, meanwhile, are much less
important than large farms in U.S. agriculture.
The smallest 1.9 million farms—those with
annual sales less than $100,000—control only
25 percent of all farm sales and receive 39 per-
cent of government payments. While these
farms receive government payments dispropor-
tional to their sales, farm policy has always had
a nominal goal of providing most of the benefits
to the smaller, family farms. By that criterion,
current programs fall short. The smallest 86
percent of the farms receive less than 40 per-
cent of the program benefits. These small farms
account for only 14.3 percent of agriculture’s
net cash income. Small farms typically depend
on off-farm employment for nearly all of their
income and thus are far more affected by

general economic policies than by farm policy.

The distribution of government farm pay-
ments is generally not understood by the public.
U.S. taxpayers supported record government
spending for agriculture in the 1980s out of a
belief that most of the benefits would flow to
medium-sized farms and thus would preserve
““family farms.’’ Instead, large farms were the
principal beneficiaries, a fact hidden in a bat-
tery of complex commodity programs the public
generally does not understand. By making farm
income support programs operate more like
direct income transfers, government subsidy of
farm incomes will become more visible to the
general public. Thus, a new GATT accord may
lead the public to question the value of farm
income programs.

Some policymakers might want to reform
income support programs and target payments
more to small farms. But economic efficiency

Federal Reserve Bank of Kansas City



argues against supporting only small farms. The
steady march of agricultural technology has
made traditional small farms much less cost
efficient. Significant economies of scale, along
with commodity programs biased toward larger
farms, help explain the greater concentration
in farm production noted above. Thus, if U.S.
farm programs were re-targeted at only small
farms, more of the farms would stay in business
and thereby raise the cost of U.S. farm prod-
ucts to U.S. consumers and foreign buyers.

Who then should U.S. farm programs
benefit, the large farms that already reap the
greatest support or the small farms that the pro-
grams were first created to help? The answer
rests almost entirely on society’s values for
agriculture and rural America and on agri-
culture’s place in the rural economy. In
establishing those values, the public almost cer-
tainly will take note of the painful economic
adjustment that occurred across much of rural
America in the 1980s.

Farm income and rural development
objectives. An assessment of rural economic
change in the 1980s reveals that farm policy
no longer has sweeping impact on the whole
rural economy, as it once did. The reason is
simple: agriculture is now a relatively small
portion of the rural economy. In the 1930s, one
in four Americans lived on a farm, and one in
two rural Americans lived on a farm. Today,
in contrast, only one in fifty Americans lives
on a farm, and less than one in twelve rural
Americans lives on a farm.5 Measured another

5 The relative importance of farming is even less if the
numbers are limited to full-time, commercial farms (those
with annual sales greater than $40,000). Only one in 175
Americans lives on a commercial farm, while only one in
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way, rural counties whose economies depend
principally on agriculture account for only 11
percent of the rural population.® Meanwhile,
more than a third of the rural population
depends principally on manufacturing, an
industry beyond the reach of farm policy.

A new balance must be struck between the
goals of farm and rural policy. Historically, the
public has given strong support to farm pro-
grams partly because those programs were a
major boost to the rural economy overall. Now
the nation must decide whether supporting farm
incomes is a worthy goal in and of itself. At
the same time, the public must decide whether
new channels of public support should be found
for lagging parts of the rural economy.

In short, public support of farmers’ incomes,
a policy goal that has been taken for granted
for more than a half century, is about to be
debated. It is difficult to imagine the United
States will abrogate farm income support as a
goal of farm policy. Despite a more concen-
trated farm structure, agrarian values still carry
considerable weight in Congress and public
opinion. Nevertheless, a more transparent
method of supporting farmers—the net effect
of a new GATT agreement—as well as a per-
sistently weak rural economy less dependent on
farming almost certainly would diminish public
support for farmers. Rural development initia-
tives, meanwhile, seem likely to gain support
in the period ahead.

50 rural residents lives on such a farm. U.S. Department
of Commerce, Statistical Abstract of the United States, 1988,
Tables | and 1055.

6 Federal Reserve Bank of Kansas City, Rural America in
Transition (Kansas City, Mo.: 1988), p. 17.



Other objectives. Although a reassessment of
farm policy goals will center on farm income
support and rural development concerns, other

policy objectives will also receive growing -

attention. Two emerging goals are worth noting
in the context of overall policy reassessment.

The first goal is food safety. An ample,
healthful food supply has always been an
important goal of U.S. farm policy and has
spawned programs in the U.S. Department of
Agriculture like meat and poultry inspection.
But growing consumer fears about the safety
of the nation’s food supply are moving food
safety higher on the public policy agenda.”
Pesticide use in food production, especially in
foreign countries where laws are much more
lax, could lead to new rules that would more
strictly regulate the chemicals U.S. farmers
could use and restrict the importation of prod-
ucts that do not meet U.S. food safety stan-
dards.

The second goal likely to receive increasing
attention is agriculture’s impact on the environ-
ment. Throughout the 1970s and 1980s the
Environmental Protection Agency and other
federal agencies wrote a number of new rules
and guidelines regulating the use of chemicals
in agriculture. On the whole, some changes in
the industry did occur, but the toll of agri-
cultural chemicals on the environment has con-
tinued to mount.

Rising concern over rural groundwater

7 Food safety concerns in the United States have recently
received prominent attention in the news media. A ban on
the importation of Chilean fruit and the reluctance of con-
sumers to purchase apples treated with the pesticide alar have
led to many calls for improved measures to guarantee a higher
health standard for food products.

quality is rapidly moving the environment
toward one of the principal items on the agri-
cultural policy agenda. The USDA estimates
that nearly half of the counties in the United
States have the potential for some form of
groundwater contamination due to agricultural
chemicals. Three-quarters of these counties are
rural.® Currently, no comprehensive federal law
protects groundwater. The next farm bill may
be viewed as an opportunity to pass such
legislation.

Summary

A potential new GATT accord to liberalize
agricultural trade will force change, not only
in the modus operandi of U.S. farm policy, but
also in the objectives that guide it. A reappraisal
of agricultural policy objectives is well timed.
After a half century of neglect, policy goals
should be reexamined. Goals appropriate to the
1990s would be extremely useful in imple-
menting the program changes a GATT agree-
ment would require.

Several objectives are likely to be identified
for the 1990s. Farm income support will con-
tinue, although the level of support will decline

8 The groundwater problem could affect up to 50 million
people, with about a third of them living in rural areas. The
exact nature of the problem is difficult to assess because many
rural areas do not monitor their water supplies for agricultural
contaminants, Thomas Holmes, Elizabeth Nielsen, and Linda
Lee, ‘‘Managing Groundwater Contamination in Rural
Areas,”” Rural Development Perspectives, vol. 5, (October
1988), pp. 35-40. For further discussion, see Elizabeth
Nielsen and Linda Lee, The Magnitude and Costs of Ground-
water Contamination from Agricultural Chemicals, Economic
Research Service, U.S. Department of Agriculture,
Agricultural Economic Report No. 576, October 1987.
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from levels in the 1980s and the public could
choose to direct payments away from larger
commercial farms. Rural development is likely
to grow in importance as an objective. Food
safety and agriculture’s effect on the environ-
ment, especially on groundwater supplies, will
receive more emphasis in shaping agricultural
programs.

Farm policy tools for the 1990s

With farm policy objectives in hand, the
critical issue for farm policymakers will be
crafting programs to meet the objectives without
violating the terms of a new GATT agreement.
Ultimately, the Uruguay Round seeks to ensure
that all national farm policies—whatever the
intended objective—do not distort world agri-
cultural trade. For the United States the
immediate issue will probably be to design com-
modity or alternative programs that support
farm income without distorting trade. Farm
income support may someday wane as a goal
of public policy, as the policy focus gradually
shifts to the well-being of rural communities.
But such programs designed to support farm
incomes almost certainly will be in place over
the next several years at least.

Limits to changing U.S. farm policy

The GATT confronts U.S. farm policy-
makers with a difficult choice. They can use
a GATT agreement as an opportunity to intro-
duce sweeping change in farm policy, such as
transferring income to farmers directly by send-
ing them government checks. Or, they can pro-
ceed cautiously, making incremental revisions
in current U.S. farm programs. Regardless of
which alternative is chosen, the ultimate objec-
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tive will be to meet the goals of a new GATT
agreement, while still achieving domestic farm
policy goals.

Policymakers will base their choice on two
factors: a long history of federal involvement
in agriculture and the current political support
for farm programs. A history of farm programs
spanning more than 50 years will weigh heavily
against drastic change in U.S. farm programs.
Policymakers will note that past federal pro-
grams have been responsible for influencing the
financial decisions of the nation’s farmers in
the 1980s and before. They will recognize that
the benefits of U.S. farm programs have been
capitalized into farmland values. And with the
deep farm recession of the 1980s and the costly
policy responses that the recession spawned still
fresh in their minds, policymakers almost cer-
tainly will avoid drastic shifts in policy that
would undercut a three-year-old farm recovery.

Political factors similarly appear to argue
against sweeping change in farm legislation.
Although difficult to gauge, the political sup-
port for current farm programs remains rela-
tively high, certainly higher than farming’s
small share of the total population would at first
suggest. The Food Security Act of 1985 passed
the House and Senate by wide majorities. Sup-
port for that legislation has not waned in the
wake of its record cost of more than $125
billion. To the contrary, members of Congress
have lauded the success of the legislation in
assisting U.S. agriculture’s recovery.

In short, a new GATT agreement will dic-
tate change in U.S. farm programs, but
historical and political factors will probably
limit the way that change will be introduced and
ultimately achieved. Farm programs are too
deeply embedded in U.S. agriculture and in
Congress to undergo major change quickly. It



is far more likely that policymakers will craft
changes that work within the board parameters
of existing farm programs.

Farm income support is likely to continue as
an objective of farm policy, both here and
abroad. Against such a backdrop, can a new
method be devised to meet farm income objec-
tives without distorting world agricultural trade?
Finding an appropriate new method now, when
the Uruguay Round is in the midst of tough
negotiation, may be important to the eventual
success of the round. Without a clear alternative
to current farm programs, many countries may
resist any attempts to liberalize agricultural
trade rules.

Reducing policy-induced trade distortions by
severing farm income support from production
decisions has been called ‘‘decoupling.”” Com-
plete decoupling would require that farm
income subsidies be completely unrelated to the
amount produced. Although any form of farm
income subsidy is likely to hold more resources
in farm production than would otherwise be the
case, decoupled payments would reduce market
distortions by allowing price signals to tell
farmers how much to produce.? Consequently,
social goals for farm incomes could be met with

9 In the short run, when many inputs are fixed, decoupling
of farm income subsidies from farm output prices would
allow farmers to base short-run production decisions on un-
distorted market prices. In the long run, with all inputs
variable, farm income subsidies of any kind—regardless of
whether they are decoupled—increase the profitability of farm
production relative to other enterprises. The result is a
relatively larger concentration of resources in farming and
larger farm output than would be obtained in a completely
free market. A gradual winding down of farm subsidy
payments would be required to eliminate this longer run
market distortion.

10

far fewer distortions in domestic and world
prices.

Two significant problems, however, are
likely to limit the acceptance of decoupling in
its purest sense. First, decoupling lifts the veil
of complexity that now cloaks farm subsidies,
baring them to public scrutiny. Decoupled pay-
ments could be seen as welfare payments, an
unpalatable outcome for farmers and a less-
deserving public policy objective for consum-
ers, as discussed above. Second, decoupling
would require the development of an alternative
system to distribute subsidies, one based on
some factor other than production. In short,
decoupling confronts policymakers with hard
decisions on who should be eligible for sub-
sidy payments and how large individual pay-
ments should be.

Despite these inherent problems with the con-
cept of decoupling, a promising recent revision
in the decoupling concept could make the idea
a workable solution for the United States and
others. The modified approach, developed by
David Blandford and others, would continue
the current policy of supporting farm incomes
with subsidized farm product prices.!° But the
quantity of production eligible for price sub-

10 For a more thorough description of this method of break-
ing the link between farm income support and world trade
distortions, see David Blandford. Harry de Gorter, Bruce
Gardner, and David Harvey, ‘‘There Is a Way to Support
Farm Income with Minimal Trade Distortions,”’ Choices
(First Quarter 1989), pp. 20-21, 24-25: and David Bland-
ford, Harry De Gorter, and David Harvey, ‘‘Production
Entitlement Guarantees (PEGs): A Minimally Distorting
Method of Farm Income Support,’’ a paper prepared for the
International Agricultural Trade Research Consortium Sym-
posium, **Bringing Agriculture into the GATT,"” Annapolis,
Md., August 18-19. 1988.

Federal Reserve Bank of Kansas City



sidies would be limited, allowing marginal pro-
duction decisions to be based on market prices.
As a result, excess farm production would be
curtailed.

Under the modified decoupling approach,
each country would be free to vary the amount
of the farm price subsidy depending on the
degree of farm income support desired. But the
quantity of output eligible for subsidy would
be strictly bound in the GATT accord to an
amount less than each country would produce
in a completely free world market. The devel-
opers of this modified decoupling concept have
called the subsidized quantity the Production
Entitlement Guarantee, or PEG, quantity.
Farmers in each country would be free to pro-
duce more than the PEG amount, but the addi-
tional production could be sold only at the
prevailing world market price. The result would
be identical to that obtained under full decou-
pling: Farm incomes would be supported at the
desired level, but marginal production decisions
in each country would be determined by unfet-
tered market forces.

Although determining the PEG quantity for
each producing country could be difficult,
simply reducing the quantity eligible for sub-
sidies in each country from current levels would
be a useful first step. For example, the devel-
opers of the PEG concept have estimated that
limiting the amount of production eligible for
subsidies (the PEG amount) in each country to
80 percent of 1986 production levels would per-
mit world market prices to rise, on average,
to nearly 98 percent of estimated free trade
levels.'! Additional progress in eliminating

11 Estimates suggest that if each country set PEG amounts
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distortions in world agricultural markets could
be made by scheduling further reductions in
PEG quantities and subsidies as part of the
Uruguay Round agreement or an agreement in
subsequent GATT rounds.!?

In sum, the modified decoupling of farm
payments proposed in the PEG concept would
avoid the major pitfalls of decoupling while
achieving the major objective of decoupling—
allowing undistorted price signals to reach
farmers. Implementing a PEG-style farm pro-
gram in the United States and other producing
countries would reduce global overproduction
and allow farm commodity prices to rise in
world markets. Thus, a PEG-style program
could be an important first step in attaining the
Uruguay Round’s objective.

Redesigning U.S. farm
commodity programs

Applying this modified decoupling of farm
income payments to the U.S. grains and cot-
ton programs would be relatively straightfor-
ward. '3 In effect, the commodity loan program

equal to 80 percent of 1986 production levels, beef, pork,
and poultry prices would rise to more than 99 percent of
estimated free-world market prices. Wheat, corn, soybean,
and cotton prices would rise to 97-99 percent of estimated
free-world market prices. See footnote 10.

12 See footnote 9.

13 This discussion focuses on the U.S. wheat, rice, feed
grain, and cotton programs as specified in current farm policy
legislation, the Food Security Act of 1985. These policies
are the most expensive U.S. farm programs and have been
a key source—along with similar programs in the European
Community—of the trade frictions that have provided the
impetus for reform in the Uruguay Round. The decoupling
concept described here could readily be applied to programs

11



would be eliminated, deficiency payments
would be limited to a smaller quantity of farm
production, and acreage reduction requirements
would be scrapped.

Current farm programs in the United States
are based on two support prices: the loan rate
and the target price. As legislated by Congress,
the loan rate is usually close to the average
market price, but the target price is usually well
above market prices. Each farmer who elects
to participate in the government program for
a specific crop is guaranteed to receive at least
the loan rate for the farm’s entire production.
In essence, the loan rate is the price at which
the government will acquire the crop if the
farmer cannot receive a higher market price.'*
In addition, participating farmers receive a
““deficiency’’ payment equal to the difference
between the target price and the higher of either
the loan rate or the market price. Although a
participating farmer’s entire production is eligi-
bie for the loan rate, only a predetermined
quantity of production—each farm’s ‘‘program
production’’—is eligible for deficiency

for other commodities. For each commodity, the key would
be to limit the quantity of production eligible for a per-unit
subsidy to an amount less than what would be produced in
the absence of all support programs. Additional units of pro-
duction beyond the subsidized quantity would be sold at
market prices and would receive no subsidy.

14 At harvest, any farmer who has elected to participate in
the program for a particular crop may use the crop as col-
lateral for a government loan in an amount equal to the loan
rate times the size of the crop. Later, if the market price
rises above the loan rate, the farmer may repay the govern-
ment loan plus interest and sell the crop at the higher market
price. If the market price remains below the loan rate (plus
interest), the farmer may forfeit possession of the grain to
the government and keep the loan proceeds.

12

payments. Program production is the product
of the farm’s historical average yield and
‘“‘base’’ acres—the number of acres the farm
is allotted to produce the particular crop, nor-
mally a function of historical crop patterns. In
sum, the price participating farmers receive for
the program quantity of production equals either
the loan rate or the market price—if it is higher
than the loan rate—plus a deficiency payment
that makes up the balance of the target price.

The three panels of Figure 1 describe the cur-
rent operation of these farm programs and the
modifications that would implement a PEG pro-
gram consistent with the GATT’s objectives.!®
Panel A shows market conditions in the absence
of any farm programs; Panel B shows market
conditions under current farm programs; and
Panel C shows market conditions under a PEG
program. The line labeled S in all three panels
is the supply curve showing the quantity U.S.
farmers would produce at various prices. The
line labeled D shows the total quantity U.S. and
foreign consumers will buy from U.S. farmers
at various prices. As shown in Panel A, the
market would be in equilibrium at price P,, and
quantity Q,, with no farm program. Without
any distortions to production incentives, the
quantity U.S. farmers are willing to produce
is equal to the quantity U.S. and foreign con-
sumers wish to buy at the free market price, Py,.

The current farm program affects both the
quantity of farm output and the prices at which
it is sold, as is shown in Panel B. The loan rate,
P, in Panel B is approximately equai to the

I5 The appendix provides a more complete development of
this graphical presentation of domestic farm programs and
their impact on world markets.
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FIGURE 1
U.S. farm output market under alternative
farm programs
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equilibrium world market price, P,,. With the
target price, Pr, greater than the market price,
Py, farmers elect to participate in the govern-
ment program.'¢ But the production eligible for
the target price guarantee is fixed at Q5. Thus,
the lower portion of the effective supply line
is vertical at quantity Qs. The quantity Qs is
greater than the equilibrium quantity, Q,, and
the excess production can be absorbed by world
markets only at a lower world market price,
Ps. The policy-induced excess production and
attendant decline in world market prices are the
principal concerns of the Uruguay Round.!”

The modified decoupling of government
payments from production levels would sup-
port farm incomes at current levels without
inducing excess production and the associated
slump in world market prices. In essence, the

16 To be eligible for these program benefits, each par-
ticipating farmer must agree to idle a portion of the farm’s
base acreage. The acreage idling requirement helps limit
excess production that would otherwise result from the high
target price. Because farmers incur ownership and some
variable costs on land they must idle to participate in the
farm program, the effective target price farmers actually
receive is somewhat less than the legislated target price. Thus,
Prin Figure | represents the effective rather than legislated
target price.

17 As in the United States, the European Community and
other producing nations operate farm programs that
encourage excess production and drive down world market
prices for farm products. As a result, global farm policies
designed to support farm incomes have become increasingly
expensive. Soaring farm program costs at home and abroad
have provided much of the impetus for policy reform in the
Uruguay Round. Countries that are primarily food importers,
however, benefit from the discount-priced glut in world grain
supplies. For a more detailed assessment of the Uruguay
Round’s objectives, see Barkema, Henneberry, and Draben-
stott, ‘*Agriculture and the GATT . . . .”

13



PEG program would reduce the quantity of pro-
duction eligible for deficiency payments, but
would maintain farm income at the desired level
by increasing the size of per-unit deficiency
payments. As shown in Panel C, the amount
of production eligible for deficiency payments
would be reduced from the current program
quantity, s, to the PEG amount, Qpsc.
Farmers would always produce at least the PEG
amount to receive the maximum amount of defi-
ciency payments. A number of different
methods for determining PEG amounts on indi-
vidual farms could likely be devised, but assign-
ing PEG quantities as some fraction of each
farm’s current program production level would
probably be the easiest plan to implement.!8
Regardless of how PEG quantities are deter-
mined, the key to the modified program is that
the quantity of production, Qsse, eligible for
a subsidy be set below the equilibrium quantity
that would be produced with no subsidies in
place, Qu.

Farmers would not be required to hold land
out of production to participate in the modified
program. Instead, they would be free to pro-
duce as much as they wished, but production
in excess of the PEG amount Qprc would be
sold at market prices with no subsidy attached.

18 For example, PEG quantities on each farm could be set
by reducing either program yields or program base acreage
to some percentage of current levels. Although this method
of allocating PEG amounts would retain the current pro-
gram’s structure and thus would be relatively easy to im-
plement, it would also retain any distortions resulting from
the current allocation of base acreage. Alternatively, PEG
allocations could be based on other objective criteria—such
as soil productivity ratings—rather than historical produc-
tion levels that have themselves been distorted by farm
programs.

14

The loan rate would be eliminated and the target
price raised to Ppgg, increasing the size of defi-
ciency payments to maintain farm incomes at
targeted levels. As shown, farmers would
expand production along the supply line up to
the market price, P,. As a result, farmers
would produce the equilibrium quantity, Qu,
and receive the equilibrium price, P,,, for their
entire production. In addition, farmers would
receive a deficiency payment equal to the dif-
ference between the new target price, Pprs, and
the market price, P,,, payable on the PEG quan-
tity, Qrec. Consistent with the goal of the
Uruguay Round, the production and market
price outcomes of the PEG program in Panel
C would be identical to the outcomes obtained
if no farm policies were in place (Panel A).

In summary, current U.S. farm programs
could be modified to reduce the programs’ con-
tribution to world market distortions and still
carry out an objective of supporting farm
incomes. The redesigned programs would
retain the deficiency payment structure of the
current programs while greatly increasing the
influence of market prices—instead of govern-
ment support prices—on marginal production
decisions. By reducing market distortions and
curtailing excess production, a more efficient
allocation of resources between agriculture and
other industries would be attained. As a result,
the total cost of supporting domestic farm
incomes would fall as farm programs were
modified to be consistent with the goal of the
Uruguay Round.!?

19 production of the equilibrium quantity Q,, rather than the
excessive amount (s represents a more efficient use of
resources. The improved resource allocation allows farm
incomes to be supported at targeted levels at lower cost to

Federal Reserve Bank of Kansas City



The effects of redesigning farm policy

A new GATT agreement to phase out trade-
distorting agricultural subsidies will encourage
a reappraisal of U.S. farm policy objectives and
will dictate changes in the operation of com-
modity programs. The previous section showed
how U.S. farm programs might be redesigned
if supporting farm incomes remains a goal of
U.S. agricultural policy. How would such
redesign of domestic farm programs affect U.S.
agriculture and rural America? This section
briefly summarizes the impact of a GATT-
consistent policy change on farm incomes and
asset values, agribusinesses, and rural commun-
ities.

Farm incomes and asset values

Making U.S. farm programs consistent with
prospective changes in the GATT could cause
farm incomes to go up or down. Programs can
be set to provide any level of farm income and
still not distort trade. Thus, the key question
will be how much value the public attaches to
a farm income support objective.

As suggested above, a more transparent
means of transferring income to farmers seems
likely to erode public support for such pro-
grams. Further reducing public support may be
the fact that U.S. agriculture will be relatively
competitive in the freer world market that could

consumers. In short, the improved program design results
in a larger income to be divided between farmers and con-
sumers. For a more detailed account of the effects of farm
and trade policy reform on farmer and consumer incomes,
see Barkema, Henneberry, and Drabenstott, ‘‘Agriculture
and the GATT . . . .”
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result from a new GATT accord.?® Moreover,
as federal budget pressures mount, current farm
income support programs may also be viewed
as the source of funds for addressing other
policy goals, such as rural development, food
safety, and the environment. For all these
reasons, fewer dollars will likely flow into
redesigned farm income programs.
Changing the method of distributing farm
income subsidies to be consistent with the
GATT has important implications for the value
of farm assets—especially farmland. The effects
of farm policy reform on farmland values would
almost certainly be considered in any redesign
of domestic farm policy. Quite simply, land
values are critical to farm balance sheets,
accounting for three-quarters of all farm assets.
Thus, policymakers would likely avoid an
abrupt change in policy that could cause farm-
land values to plummet, regardless of whether
the new policy left farm incomes at high levels.
To keep farmland values from plummeting,
the linkage between commodity programs and
farmland values could be left intact.?! Under
current programs, a farm’s base acreage—the
percentage of a farm’s total acreage that is eligi-
ble to grow program crops and thus gamer farm
income payments—is an important determinant
of the farm’s value. If decoupling broke this
linkage between payments and farmland, farm-
land prices would almost certainly fall. But if

20 Barkema, Henneberry, and Drabenstott, ** Agriculture and
the GATT . . .."”

21 For a summary of the factors determining farmland value,
see Alan Barkema, ‘‘Farmland Values: The Rise, the Fall,
the Future,”” Economic Review, Federal Reserve Bank of
Kansas City (April 1987), pp. 19-35.
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the linkage between government payments and
base acreage were preserved in the modified
decoupling of payments and production
described in the preceding section, a precipitous
decline in farmland values could be avoided.??
The accompanying box describes one method
of limiting the effects of farm policy reform on
farmland values.

Agribusinesses

Cushioning U.S. agribusinesses from the
impact of farm and trade policy reform may
be more difficult than cushioning farmland
values. Declines in farm incomes and farmland
values that might otherwise result from adapt-
ing U.S. farm policies to the principles of the
GATT can be avoided by adjusting PEG
payments to desired levels, as explained above.
But as U.S. farmers cut back production levels
to adjust to the new market environment
existing after farm policy reform, demand for
farm production inputs would almost certainly
decline, pulling down input supplier revenues
as well.

An estimate of the impact of multilateral farm

22 Initjally, the linkage between government payments and
farmland would support farmland values. If farm income sup-
port were gradually reduced in future years, the linkage
between payments and farmland would allow an orderly tran-
sition in the farmland market. See footnote 9.

23 The estimated increase in world market prices with
multilateral farm and trade policy reform ranges from 3 per-
cent for oilseeds and products to 27 percent for dairy prod-
ucts. Vernon Roningen, John Sullivan, and John Wainio,
“The Impact of Removal of Support to Agriculture in
Developed Countries,’’ paper presented at the American
Agricultural Economic Association meeting, East Lansing.
Mich., August 1987.
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and trade policy reform on input suppliers can
be gleaned from estimates of how multilateral
trade reform would affect farm output. The
USDA has estimated that the value of world
agricultural production would fall nearly $29
billion from current levels with multilateral
farm and trade policy reform (Table 2). U.S.
farm production would absorb a total of $5.4
billion of the worldwide decline due to signifi-
cant cutbacks in the value of crop and dairy
production. These declines in the value of
production in the United States would occur
despite rising world market prices as excess
production is curtailed.2*> As the amount of farm
output falls in the United States, demand for
farm production inputs would almost certainly
weaken.

Slumping demand for farm production inputs
would translate into smaller revenues for input
suppliers. Input suppliers may be able to regain
part of the revenue loss attributable to a decline
in demand for farm production inputs by rais-
ing prices. Price increases may not depress sales
sharply because demand for farm inputs is
generally believed to be inelastic.?* Neverthe-

24 Demand is said to be inelastic when a given increase in
price causes a proportionately smaller decrease in the quan-
tity demanded. Thus. the price increase more than offsets
the resulting decline in sales, and total revenue increases.
For example. estimated farm input elasticities for agricultural
chemicals (—0.427), purchased feed, seed, and livestock
(—.182). and other miscellaneous inputs (—.480) are all
inelastic (between 0 and —1). See Roberto R. Saez and C.
Richard Shumway, *‘Multiproduct Agricultural Supply
Response and Input Demand Estimation in the United States:
A Regional Profit Function Approach,’” Technical Report
No. 85-3, Texas Agricultural Experiment Station, Depart-
ment of Agricultural Economics, Texas A&M University.
1985.
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TABLE 2
Changes in value of farm production
(millions of dollars)

United

Product States
Meat and eggs +6,323
Dairy products —3,707
Food crops —-2,278

: Feed crops -2,119
" All commodities* —5,390

under multilateral policy reform

European
Community Japan World
—-17,944 -5,733 —10,503
-1,260 —1,289 -2,293
—1,187 —14,309 -12,213
-2,074 =319 —2,838
-25,913 -22,019 —28,902

*In addition to commodities listed, totals include oilseeds and products and other miscellaneous crops.

less, strong competition among suppliers of
farm inputs would likely limit the ability of
input suppliers to implement such compensating
price changes. For an analytical description of
how a new GATT accord would affect agri-
businesses, see the appendix.

Rural communities

Just as policy reform seems likely to reduce
agribusiness revenues, so it will apparently have
some negative effects on farm-dependent rural
communities. Barring a surge in export demand
for U.S. farm products, such as occurred in the
1970s, the United States will produce less farm
output in a world market free of trade-distorting
subsidies, suggesting less land in production,
fewer variable inputs, and probably fewer
farmers. The fact that production decisions will
be made on market conditions probably favors
larger, more efficient producers. Thus, GATT-
consistent policy reform may lead to fewer
small rural communities in farm-dependent
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Source: U.S. Department of Agriculture. See footnote 18.

rural counties. As agribusiness services are con-
centrated in somewhat larger communities,
those local economies will probably enjoy con-
tinued growth.

The trend to communities with larger market
areas in agricultural regions is not new. It has
proceeded at different rates for more than 50
years due to advances in technology, transpor-
tation, and communications. U.S. farm policy
that encourages market outcomes will simply
reinforce this existing trend.

Conclusions

U.S. agricultural policy is approaching a
benchmark year. The current farm bill will
expire in 1990 and, coincidentally, the Uruguay
Round will terminate. For the first time, U.S.
farm policy will be heavily influenced by con-
siderations that transcend domestic social and
economic goals.

A GATT agreement to liberalize agricultural
trade would likely affect both the goals and

17



methods of U.S. farm policy. By making farm
income transfers more direct and less com-
plicated, the GATT accord would contribute
to a reassessment of the traditional farm policy
goal of supporting farmers’ incomes. The
skewed distribution of current farm subsidies
to larger farms and the persistent weakness of
the rural economy in the face of record farm
spending are also raising questions about the
validity of past goals. In short, new farm policy
goals for the 1990s need to be defined.

U.S. farm commodity programs can be

18

redesigned to satisfy the limits of a new GATT
accord and still support farm incomes. A
modified decoupling program, called the PEG
program, could support incomes while still
forcing farmers to base production decisions on
market factors. Such a program could be
designed to have a neutral impact on farm
income and farm asset values. But because U.S.
farm output is likely to fall under a freer world
food market, agribusinesses and some farm
communities may suffer some negative effects.

Federal Reserve Bank of Kansas City



The impact of farm policy reform on U.S. farmland values

In the modified decoupling described in the
preceding section, a Production Entitlement
Guaranty (PEG) payment similar to current
deficiency payments would be paid on a
specified amount of production smaller than
current program production levels. The cut in
the quantity of any farm’s production eligible
for deficiency payments would tend to lower
the annual income generated by that farm.
Because farm income is one of the major deter-
minants of farmland value, the value of the farm
would be expected to fall. But an offsetting
increase in the size of the deficiency or PEG
payment paid for each eligible unit of the farm’s
production could support farm income—and
farmland values—at current levels.

One way of reducing the amount of produc-
tion eligible to receive PEG paymments in the
modified farm program described in this arti-
cle would be to reduce each farm’s base acreage
while freezing program yields. In Figure 2,
Panel A, the initial national supply of base acres
is fixed and shown as the vertical line Ss. The
initial number of base acres an investor would
wish to buy at various base acre prices is shown
as the line D,. A cut in each farm’s base acreage
for a specific crop would reduce the fixed
national supply of base acres from S to Ss'.
A simultaneous increase in the income each
base acre receives in PEG payments, however,
would increase the demand for base acres,
shown by the upward shift in base acreage
demand from Dy to Dy'. As a result, the value
of each base acre would rise from Py to Ps'.

The relationship between the value per acre
of the base acreage component of an individual
farm and the price per acre of the entire farm

is shown in Figure 2, Panel B. If a farm’s entire
acreage, for example, were eligible for defi-
ciency payments, the farm’s price would be
equal to the value of its base acreage compo-
nent. This relationship is shown by the 45
degree line labeled 100 percent base. But if the
portion of the farm eligible for PEG payments
were cut back to only 80 percent of the farm’s
total acreage, the price per acre of the entire
farm would be less than the value per acre of
base acreage. This new relationship between
base acreage value and farmland prices is
shown by the line labeled 80 percent base.
Together, the two diagrams of Figure 2
illustrate an example in which base acreage on
an individual farm is cut from 100 percent to
only 80 percent of the farm’s total acreage as
a means of reducing the quantity of subsidized
production. The farm with 100 percent base is
initially valued at P, dollars per acre, equal to
the value of an acre of base acreage, Py dollars
per acre. Although the portion of the farm eligi-
ble to receive production subsidies declines
when its base acreage is cut by 20 percent, an
offsetting increase in the subsidy paid on each
base acre boosts the value of a base acre to Py’
As a result, the price of the entire farm remains
at P, dollars per acre. In brief, a larger sub-
sidy paid on a smaller quantity of production
leaves the price of farmland unchanged.
This plan for maintaining farmland prices by
attaching PEG payments to specific parcels of
farmland is not contingent on the present alloca-
tion of base acreage. For example, similar
analyses could be developed using historical
program yields or soil productivity ratings
rather than base acreage as the benchmark for
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FIGURE 2
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Appendix
The impact of farm policies on domestic and world markets

Among the principal objectives of farm
policy described in this article is the support
of farm incomes. Unfortunately, many farm
programs designed to support domestic farm
incomes have important effects that spill over
into foreign markets, distorting world trade pat-
terns. One of the fundamental goals of the
Uruguay Round of the GATT negotiations is
to eliminate the trade-distorting effects of
domestic farm policies. The graphical model
presented here describes the trade distortions
that can result from domestic farm income sup-
port programs. In addition, the model describes
a method of providing domestic farm income
support—the Production Entitlement Guarantee
(PEG)—that minimizes harmful spillover
effects in world markets. This narrative
describes the external effects of U.S. farm pro-
grams, but the analysis could readily apply to
farm programs of the European Community or
other major producing countries.

Farm product markets

The three interrelated charts in Figure Al
describe the effects of U.S. farm policies on
world agricultural trade. The key component
of the analysis is the U.S. market for farm out-
put shown in Panel A. The kinked line labeled
D represents the total quantity of U.S.
agricultural products that domestic and foreign
consumers will buy at various prices. At prices
above the kink, no domestic output is exported.
(For simplicity, this portion of the demand
curve was omitted from Figure 1.) At all prices
below the kink, the United States exports farm
products to other countries in addition to
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meeting the needs of U.S. consumers. The line
labeled S shows the quantity U.S. farmers are
willing to produce at various prices. At the
equilibrium price, Py, and equilibrium quan-
tity, Ou, the amount U.S. producers are will-
ing to produce equals the amount U.S. and
foreign consumers wish to purchase.

In Panel B, the quantities of U.S. output
domestic consumers wish to buy at various
prices, Dp, and the quantities of U.S. output
foreign consumers wish to buy at various
prices, D, are shown individually. Adding the
quantity demanded by both foreign and
domestic consumers at each price provides the
total demand curve D, shown in Panel A. At
the equilibrium world market price, P, U.S.
consumers purchase quantity Qp, while quan-
tity QOx is exported from the United States to
meet the needs of foreign consumers.

Foreign demand for U.S. farm products is
determined in the rest-of-the-world (ROW)
market (Panel C). The line labeled Sgow shows
the quantities foreign producers are willing to
produce at various prices, and the line labeled
Dgow shows the quantities foreign consumers
wish to buy at various prices. At the world
market price, P, the quantity foreign pro-
ducers are willing to produce, Qgp, is less than
the quantity foreign consumers wish to pur-
chase, Qrc. Thus, foreign consumers import
quantity Ox (Panel B) from the United States
to satisfy the remainder of their needs not met
by foreign producers.

The effects on world markets of two methods
of supporting U.S. farm incomes—a target-
price program and the PEG program—are also
shown in these diagrams. As described in the

21



FIGURE A1
Impact of U.S. farm policies on domestic and world markets
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Source: Adapted from Alex McCalla and Timothy Josling, Agricultural Policies and World Markets, (New York: Mac-
millan Publishing Co., Inc., 1985).
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article, the high target price, Pr, encourages
U.S. farmers to expand production to (s, the
maximum quantity eligible for the target-price
subsidy (Panel A). The excessive domestic pro-
duction drives the world market price down to
Ps. At market price Ps, however, the gap
between the quantity foreign consumers wish
to buy and the quantity foreign producers wish
to produce in the rest-of-the-world market
widens to Qrc'-Qrs' (Panel C). As a result,
foreign consumers import a larger quantity
from the United States to meet the remainder
of their needs. Thus, U.S. exports expand from
Ox to Oy’ (Panel B). In sum, the U.S. target-
price policy results in an increase in domestic
production, a decline in the world market price,
and an increase in domestic exports—all effects
that the Uruguay Round seeks to avoid.

By changing its target-price policy to the PEG
policy described in the article, however, the
United States could maintain domestic farm
incomes without distorting world markets.
Under the PEG program, a higher support
price, Ppsg, is paid on a smaller quantity of pro-
duction, Qprc (Panel A). U.S. farmers are free
to produce more than Qpgc with the understan-
ding that the additional output can be sold only
at the prevailing market price. As a result, U.S.
farmers reduce production from Qs to Q,, and
the world market price rises to Py. U.S. farm
incomes under the PEG plan include the sale
of the entire domestic production, Q,,, at price
P, In addition, domestic farmers recetve defi-
ciency payments equal to the difference between
support price, Prgg, and the market price, P,
paid on quantity Qpyc.

As the world market price rises to Py, market
distortions in the rest-of-the-world market
disappear. The gap between foreign production
and foreign consumption narrows t0 Qrc-Qrp
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(Panel C) as foreign production increases and
foreign consumption decreases. As a result,
U.S. exports return to the initial quantity, Qy.
On balance, the model suggests that changing
the U.S. farm program from a target-price pro-
gram to a PEG program eliminates market
distortions at home and abroad.

The domestic farmland and
farm inputs markets

The changes required to make domestic farm
policy consistent with the goals of the Uruguay
Round also affect other markets that are
important components of the U.S. farm econ-
omy. The two markets that will be most affected
are the domestic markets for farmland (Figure
A2) and farm production inputs (Figure A3).

The U.S. farmland market shown in Figure
A2 is closely related to the farm product
markets described in the three panels of Figure
Al. The farmland demand line labeled D,
shows the quantity of farmland domestic
farmers will buy at various prices. The farm-
land supply curve, S, shows the amount of
farmland that would be brought into produc-
tion at various land prices. The price of farm
products determined in Figure 1 determines the
level or position of demand for farmland, D;,.
If the price that U.S. farmers expect to receive
for their output falls from the target price, Pr,
to the world market price, P, (Panel A), the
return to a farmland investment falls. As
demand for land falls from D, to D, ’, land use
slides down along the farmland supply curve,
S. (Figure A2). As a result, the price of
farmland falls from P, to P,’. As explained in
the article, however, a sharp fall in the value
of farmland resulting from the implementation
of a PEG program could be prevented by

23



attaching PEG payments to farmland just as
deficiency payments are attached to base
acreage under the target-price program.

The U.S. market for farm production inputs
(Figure A3) is also closely related to the
markets described in the other figures of this
model. The line labeled D,» shows the quan-
tities of farm production inputs that U.S.
farmers would buy at various input prices, and
the line labeled S,y shows the quantities of farm
inputs agribusinesses would provide at various
prices. As domestic farm production declines
from Qs to Q, (Figure Al, Panel A) and
domestic land use declines from Q; to Q.’
(Figure A2) under the modified U.S. farm

24

policy, demand for farm production inputs also
falls. Decreased input demand is shown in
Figure A3 as a downward shift in the input
demand line from Dyy to D;y'. With slumping
input demand, input use would slide down the
input supply curve from Qv to Qv’, and input
prices would fall to P,v'. As a result, suppliers
of farm inputs would realize smaller revenues.
Although relatively small modifications of the
current target-price payment mechanism could
limit the impact of the new PEG program on
farmland values, easy methods of cushioning
the impact of the policy change on input sup-
pliers may not be readily available.
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The Social Security Surplus—
A Solution to the Federal

Budget Deficit?

By C. Alan Garner

Throughout the 1980s, fiscal policymakers
have grappled with a large and persistent federal
budget deficit. Although some progress has
been made in reducing the deficit, cutting
government spending and increasing tax
revenues have proved to be politically difficult.
As a result, other possible solutions to the
federal deficit are being considered. In partic-
ular, a great deal of attention has been paid
recently to using the social security system to
finance the deficit. The social security program
is currently running a substantial surplus that
is projected to grow even larger in the years
ahead.

Could the growing social security surplus be

C. Alan Garner is a senior economist at the Federal Reserve
Bank of Kansas City. Richard E. Wurtz, a research associate
at the bank, assisted in the preparation of the article.
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a solution to the large federal budget deficit?
The social security surplus is already paying
for current government spending by financing
part of the deficit in the non-social security por-
tion of the budget. Further growth of the social
security surplus would permit social security
to finance an even larger share of government
spending. Yet social security also faces the
long-run challenge of meeting the retirement
needs of the baby-boom generation in the next
century. Relying on the social security surplus
to finance the deficit could jeopardize future
retirees’ standard of living.

This article examines the social security
system’s role in reducing the federal budget
deficit. It concludes that policymakers should
not rely on the social security surplus to reduce
the deficit but instead should concentrate on
controlling the deficit in the non-social secu-
rity portion of the budget. The first section
shows how the social security surplus could be
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used to reduce future budget deficits. The
second section explains why a growing social
security surplus is needed to provide for the
retirement of the baby-boom generation.
Finally, the third section argues that policy-
makers must control the deficit in the non-social
security portion of the budget in order to
increase national saving and, therefore, to pro-
vide adequately for both the baby-boom retirees
and future working-age households.

Social security and the budget deficit

Many economists believe that the dramatic
growth of the federal budget deficit in the 1980s
has harmed the U.S. economy. According to
this view, the budget deficit has raised interest
rates, reduced domestic investment, and wors-
ened the international trade deficit.! The

I In this view, the budget deficit and a decline in the
household saving rate have combined with strong private
credit demands to create a scarcity of domestic savings in
the 1980s. This scarcity has raised interest rates and therefore
discouraged private investment spending. Higher interest
rates have also attracted large amounts of foreign capital into
the United States. The inflow of foreign funds bid up the
foreign exchange value of the dollar in the first half of the
1980s, causing the trade balance to worsen. For further
discussion of the relationship between the budget deficit and
the trade deficit, see Craig S. Hakkio and Bryon Higgins,
‘‘Is the United States Too Dependent on Foreign Capital?”’
Economic Review, Federal Reserve Bank of Kansas City
(June 1985), pp. 23-36.

However, some economists believe the budget deficit has
not had substantial effects on U.S. economic performance.
According to an economic theory known as Ricardian
equivalence, the budget deficit could not raise interest rates
because an increase in the deficit would cause an offsetting
increase in private saving. A brief discussion of this theory
and related empirical work can be found in Michael J.
Boskin, ‘*Tax Policy and Economic Growth: Lessons from
the 1980s,’’ Journal of Economic Perspectives (Fall 1988),
pp. 90-92.
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American public has also been concerned about
such massive deficit spending. As a result, Con-
gress has enacted multiyear targets for reduc-
ing the budget deficit. But deficit reduction has
been extremely difficult because of continued
demand for government services and wide-
spread opposition to tax increases. Thus, since
the social security surplus will grow rapidly
without any further action by policymakers,
some policymakers may find the social secu-
rity surplus an appealing solution to the deficit
problem.

Social security in the federal budget

Is it sensible to view the social security
surplus as a possible solution to the federal
budget deficit? Yes, because in an accounting
sense social security affects federal receipts and
payments. Moreover, there is a strong eco-
nomic rationale for including social security in
the measured federal deficit.

The most widely quoted measure of the
federal deficit is the total budget deficit,
sometimes called the unified budget deficit. The
total deficit consolidates the social security pro-
gram with other federal receipts and outlays.
Table 1 contains baseline projections by the
Congressional Budget Office (CBO) for the
total budget deficit, the social security surplus,
and the deficit in the non-social security por-
tion of the budget. Baseline projections show
the consequences of leaving current budgetary
policies unchanged and therefore differ from
budget forecasts that might anticipate changes
in federal programs.? The social security system

2 As a result, the baseline projections do not incorporate the
Bush Administration’s budgetary proposals. The CBO
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TABLE 1

Baseline budget projections and deficit targets
(by fiscal year in billions of dollars)

| 1988

Actual 1989 1990 1991 1992 1993 1994

| Social security surplus 39 56 68 79 90 103 117
Non-social security deficit 194 211 209 219 225 233 239 |
' Total budget deficit 155 155 141 140 135 129 122

Gramm-Rudman-Hollings
deficit targets 144 136 100 64 28 0 *

i *The Balanced Budget Reaffirmation Act of 1987 did not establish a deficit target for 1994,

i Source: Congressional Budget Office, The Economic and Budget Outlook: Fiscal Years 1990-1994 (CBO, January
!
i

————— e —— — —— L - _— e R P - . —_— - Lo - o J

had a surplus of $39 billion in fiscal year 1988. commonly known as the Gramm-Rudman-

At the same time, the federal government ran Hollings Act. This act set a target of balanc-
a deficit of $194 billion in its non-social secarity ing the federal budget in fiscal year 1993. The
programs. Combining the social security Gramm-Rudman-Hollings Act requires seques-
surplus and the deficit in the non-social security tration, or automatic across-the-board spending
portion of the budget gives a total budget deficit reductions, if estimates by the Office of Man-
of $155 billion for fiscal year 1988. agement and Budget indicate the total budget

The total budget deficit is also the measure deficit will be more than $10 billion above
used in the government’s deficit reduction target. However, social security and certain

targets (see the bottom row of Table 1). The other outlays are exempted from the sequestra-

deficit targets for 1988-93 were set by the tion process.

Balanced Budget Reaffirmation Act of 1987, Social security is unlike most other com-
ponents of the federal budget in that it is
organized into trust funds. A federal trust fund
is an accounting device to keep track of receipts

estimates of revenues and entitlement spending are based on and payments related to particular federal pro-

current laws and the CBO’s economic outlook through 1994. grams. Trust funds are intended to assure pro-

Appropriations for discretionary spending are assumed to gram participants that future payments will be
increase in line with projected inflation. Congressional

Budget Office, The Economic and Budget Outlook: Fiscal made. However, such payments can never .be
Years 1990-1994 (CBO, January 1989), pp. 38-40. guaranteed absolutely because Congress retains

Economic Review ® May 1989 27



the authority to change future benefit levels or
divert trust fund receipts to other purposes.

The social security system includes two
federal trust funds, one for benefit payments
to retirees and their survivors and another for
disability benefits. In budget discussions, these
trust funds are often combined under the
heading of Old-Age, Survivors, and Disability
Insurance (OASDI). The receipts of the OASDI
funds include earmarked tax receipts, such as
payroll taxes, and interest payments on
Treasury securities held by the trust funds.
Payments by OASDI include retirement and
disability benefits and administrative expenses. >

In an accounting sense, then, social security
affects the total budget deficit. But there is also
an economic rationale for consolidating social
security with other federal programs. When the
social security system runs a surplus, the trust
fund balances are invested in Treasury securi-
ties. As a result, fewer securities need to be
sold to the private market. In other words, the
federal government’s overall borrowing
requirements are reduced, and the total budget
deficit thus represents the federal government’s
overall demand for credit. And such a broad
deficit measure is generally the most useful for
economic and financial analyses.

3 Other trust funds also affect the federal budget deficit.
These trust funds are associated with Medicare, the retire-
ment programs for military and civilian government
employees, unemployment insurance, highway and airport
construction, and various smaller programs. The Medicare
program has two trust funds, Hospitalization Insurance and
Supplemental Medical Insurance. The role of trust funds in
the federal budget is discussed in Congressional Budget
Office, The Economic and Budget Outlook: An Update (CBO,
August 1988), pp. 58-61.
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The outlook for the social security surplus

The social security surplus is already large
enough to substantially lower the total budget
deficit. However, the social security program
could help reduce the federal budget deficit
even more in coming years because the social
security surplus is projected to grow
dramatically.

Short-run outlook and budgetary impact.
Over the next few years, the social security
surplus is unlikely to grow enough to eliminate
the budget deficit. As shown in Table 1, the
social security surplus is projected to increase
sharply from $56 billion in fiscal year 1989 to
$117 billion in fiscal year 1994. But the deficit
in the non-social security portion of the budget
is expected to worsen gradually so that the total
budget deficit will decline only slowly, from
$155 billion in fiscal year 1989 to $122 billion
in fiscal year 1994. Thus, the social security
surplus will help reduce the federal budget
deficit in the near term, but will not eliminate
the deficit.

Not all of the growth in the social security
surplus will contribute to reducing the budget
deficit. Part of the projected growth of the social
security surplus is due to rising interest
payments on Treasury securities held by the
OASDI trust funds. These interest payments are
expected to grow from $11 billion in fiscal year
1989 to $45 billion in fiscal year 1994. Growth
of these interest payments worsens the deficit
in the non-social security budget by an equal
amount, leaving the total budget deficit
unchanged. Thus, only growth in the non-
interest portion of the social security surplus
will reduce the total budget deficit.

Long-run outlook and budgetary impact.
Social security could reduce the federal budget
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CHART 1

Ratio of elderly population to working-age population
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Source: 1988 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and the Federal

Disability Insurance Trust Funds.

deficit even more dramatically over the longer
term. The social security surplus is projected
to grow so much over the next 25 years that
social security could eliminate the federal
budget deficit without any changes in other
federal programs. However, the elimination of
the budget deficit would be temporary because
the financial position of the social security
system is expected to deteriorate rapidly around
the middle of the next century.

The primary cause of these dramatic long-
run changes in social security finances will be
the aging of the baby-boom generation. As the
large baby-boom generation ages, the number
of elderly people will increase sharply relative
to the number of working-age people (Chart 1).
In 1985 there were 20 elderly people (65 years
and older) for every 100 working-age people
(20-64 years). By 2050, there will be 40 elderly

Economic Review ® May 1989

people for every 100 working-age people.*
Such major changes in the age structure of
the population are expected to dramatically
influence the social security surplus over the
next 60 years. Table 2 shows these effects using
the Social Security Administration’s baseline
projections of the social security surplus.’
Excluding the interest payments on trust fund

4 The population projections are based on the Social Security
Administration’s intermediate demographic assumptions.
1988 Annual Report of the Board of Trustees of the Federal
Old-Age and Survivors Insurance and the Federal Disabi-
lity Insurance Trust Funds.

5 These baseline projections are the Social Security Admin-
istration’s alternative IIB projections. Tables 1 and 2 con-
tain differing figures for the fiscal year 1990 social security
surplus because these projections were produced by separate
government agencies at different points in time.
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TABLE 2
Projected social security surpluses
(billions of current dollars)

Including Excluding

i

| interest interest |
| |
" 1990 57.3 41.1 |
| 1995 109.6 64.9 .
! 2000 184.7 101.1 |
| 2005 291.2 144.8 |
| 2010 412.1 161.6
| 2015 . 482.6 98.9
} 2020 450.8 ~T.4

| 2025 307.6 ~329.1

| 2030 66.2 —625.8 |
| 2035 —~250.6 -915.0
| 2040 —651.1 ~1,183.9
| 2045 ~1,292.5 —1,544.3 |
| 2050 * x

*The OASDI trust funds are exhausted in 2048 in the
Social Security Administration’s baseline projections.

|| Source: 1988 Annual Report of the Board of Trustees
| of the Federal Old-Age and Survivors Insurance and |
LDisabili!y Insurance Trust Funds. '

balances, the social security surplus is projected
to rise until approximately 2010. The surplus
is expected to grow because payroll tax receipts
will rise rapidly as workers from the baby-boom
generation experience rising wages. At the
same time, benefit payments will grow much
more gradually because the baby-boom genera-
tion will remain in the work force.
Including interest payments on Treasury
securities held by the OASDI trust funds, the
social security surplus is projected to grow until
about 2015. For a few years, rising interest
payments on trust fund balances are likely to
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offset a decline in the social security surplus
excluding interest payments. Such interest
payments have not greatly influenced social
security finances in the past because the OASDI
trust funds typically have not had large finan-
cial reserves. However, the trust fund balances
are projected to grow dramatically over the next
40 years, peaking at $12 trillion in 2030. As
a result, the OASDI interest earnings will also
become substantial.

But, if the Social Security Administration’s
baseline projections are correct, both measures
of the social security surplus will decline
sharply when the baby-boom generation retires.
Benefit payments are expected to rise rapidly
between 2010 and 2030 as most of the baby-
boom generation reaches 65 years of age. In
contrast, the working-age population is pro-
jected to increase through 2015 and then decline
slightly. As a result, payroll tax receipts would
grow much more slowly than benefit payments.
Either including or excluding interest payments,
the social security program is projected to move
into deficit, and the OASDI trust funds would
be depleted in 2048.

The long-run projections for the social secu-
rity surplus in Table 2 show that social secu-
rity cannot permanently eliminate the total
budget deficit. Between 1990 and 2010, social
security would reduce the deficit as the surplus
excluding interest payments grows. However,
the social security program would begin adding
to the total deficit between 2015 and 2020 when
the social security program excluding interest
payments is projected to move from a surplus
to a deficit.

In summary, it is sensible to think of the
social security surplus as a possible solution to
the federal budget deficit over roughly the next
25 years. The social security surplus will almost
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certainly grow enough to reduce the total budget
deficit, and the social security surplus might
even eliminate the deficit for a time. But the
social security program cannot permanently
eliminate the budget deficit because social
security is projected to run a large deficit of
its own when the baby-boom generation retires.

Social security and
future retirement needs

The primary purpose of the social security
system, of course, is not to reduce the federal
budget deficit. The social security program
exists to provide retirement and disability
income to participating workers and their
dependents. The program has been highly suc-
cessful in achieving these goals and has substan-
tially improved the living standard of elderly
people. In addition, workers have come to rely
on social security as a major source of retire-
ment income and have planned their lifetime
savings accordingly. The social security pro-
gram has thus developed widespread political
support, which has allowed additional tax
revenues to be provided for the program when
necessary. But the retirement of the baby-boom
generation will put unprecedented demands on
the social security system in the next century.
As a result, a growing social security surplus
is needed to help finance the future retirement
benefits of the baby-boom generation.

Meeting the financial needs

Recent legislation has made substantial prog-
ress toward meeting the long-run financial
needs of the social security system. A financ-
ing crisis in the early 1980s precipitated Con-
gressional action. Because social security
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benefits were indexed to the cost of living, high
inflation rates had rapidly increased social
security outlays. In addition, a technical error
in the cost-of-living adjustment caused benefit
payments to increase more rapidly than was
warranted by the gains in wages and consumer
prices. Moreover, relatively sluggish wage
growth and the severe recession in the early
1980s reduced payroll tax collections relative
to outlays, causing OASDI to draw on its trust
fund balances in the late 1970s and early
1980s.6

The Social Security Amendment of 1983
moved the OASDI programs away from their
traditional pay-as-you-go method of financing.”
Pay-as-you-go financing provides that benefits
to social security recipients in any given year
be financed largely by payroll taxes collected
from workers during the same year. The social
security system accumulated substantial trust
fund balances at times in its early years.
However, large trust fund balances were not
maintained because Congress often used these
funds to extend social security coverage to new
groups of recipients and increase benefit levels
relative to contributions.

The Social Security Amendment of 1983
quickly resolved social security’s short-run

6 A brief history of social security financing can be found
in Alicia H. Munnell and Lynn E. Blais, ‘‘Do We Want
Large Social Security Surpluses?’’ New England Economic
Review, Federal Reserve Bank of Boston (September/
October 1984), pp. 6-9.

7 The Social Security Amendment of 1983 was based on the
work of the National Commission on Social Security Reform
(popularly known as the Greenspan Commission). The Com-
mission’s conclusions are summarized in Report of the
National Commission on Social Security Reform, U.S.
Government Printing Office, January 1983.
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financial problems. The major provisions of the
act were raising the payroll tax, especially for
the self-employed; taxing half the retirement
benefits for high-income retirees; and increas-
ing the retirement age in the future. In addi-
tion, the technical error in the cost-of-living
adjustment for social security benefits was cor-
rected to ensure that the growth rate of
payments per beneficiary would not exceed the
general inflation rate. Although the new legisla-
tion focused on the immediate financial crisis,
these reforms also set social security on a course
of growing annual surpluses. As has already
been discussed, the resulting increase in finan-
cial assets held by the OASDI trust funds should
help social security meet its massive obligations
to the baby-boom retirees.

But even though recent legislation has
improved the long-term financial outlook for
the social security system, some further changes
in social security taxes or benefits may be
necessary to keep the program sound in the long
run. The program is said to be in close actuarial
balance if the value of social security resources,
including current trust fund balances and pro-
jected receipts, is within 5 percent of the value
of projected future outlays. As the years pass,
the social security program is likely to move
toward actuarial deficit as surplus years from
this century are replaced in the actuarial calcula-
tions with deficit years from the next century.
Further changes in social security financing,
such as moderate increases in payroll tax rates,
may be necessary around the turn of the cen-
tury to maintain close actuarial balance even
though the accumulated surplus in the OASDI
trust funds would be very large by historical
standards.?

8 Henry J. Aaron, Barry P. Bosworth, and Gary Burtless,
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Alternative outlooks

Future social security surpluses might differ
from the baseline projections if future economic
developments are either more or less favorable
than the Social Security Administration
assumed in its baseline outlook. The baseline
projections reflect the view that future economic
growth and inflation will be moderate.® The
Social Security Administration has also con-
structed two alternative outlooks for the social
security surplus that are based on either more
optimistic or more pessimistic economic
assumptions. Although the baseline projections
are the most widely discussed, some observers
have found the pessimistic projections to be the
most plausible outlook because the pessimistic

Can America Afford to Grow Old? (Washington, D.C.:
Brookings Institution, 1989), pp. 44-48. In calculating
whether the social security program is in close actuarial
balance, government actuaries use the present value, or time-
discounted value, of social security receipts and outlays.

9 In the baseline projections real GNP is assumed to grow
about 2.5 percent annually over the next 10 years and
somewhat more slowly thereafter. The inflation rate is
assumed to remain near 4 percent annually, and the
unemployment rate is assumed to stay around 6 percent. Real
wages—wages adjusted for changes in the cost of living—
are assumed to grow by a little more than | percent annually.

Real wage growth is an important source of uncertainty
in these projections, because long-run real wage growth could
have a major effect on social security finances but is dif-
ficult to predict accurately. Real wage growth is nominal
wage growth minus the inflation rate. This difference has
an important effect on financial projections for the social
security system because payroll tax receipts depend on
nominal wage growth, while social security cost-of-living
adjustments depend on consumer price inflation. The finan-
cial condition of social security has deteriorated in the past
when consumer price inflation has been high relative to
nominal wage growth.
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assumptions closely resemble recent experi-
ence.!? In contrast, the optimistic outlook may
be less plausible because these projections
would require a more favorable economic per-
formance than in recent years.

The alternative outlooks show that future
economic performance could have a substan-
tial effect on social security finances. Under the
baseline assumptions, the social security surplus
would increase until 2015 and would remain
positive until shortly after 2030. However,
under the equally plausible pessimistic assump-
tions, the provision for future retirement needs
would be less ample because the social secu-
rity surplus would be smaller and the program
would go into deficit about 15 years earlier. In
the less plausible optimistic case, social security
would avoid a future deficit altogether.

The alternative outlooks also differ substan-
tially in the effects of the social security surplus
on the total budget deficit. These differences
can be seen by comparing the two most plausi-
ble cases, the baseline and pessimistic projec-
tions. As an example, suppose the federal
government achieves the Gramm-Rudman-

10 Compared with the baseline case, the pessimistic projec-
tions assume slower real GNP growth, higher inflation and
unemployment. and slower real wage growth. The pessimis-
tic assumptions are closer than the baseline assumptions to
the average experience of 1975-87 for the inflation rate, real
wage growth, and the unemployment rate. An example of
the view that the pessimistic projections are most plausible
is Robert M. Giordano, ‘‘Pig in a Poke,’" Financial Market
Perspectives, Goldman Sachs (July/August 1988), pp. 4-7.

The optimistic and pessimistic projections are the Social
Security Administration’s alternatives I and I, respectively.
The projections also incorporate differing assumptions about
such demographic factors as fertility rates and life expec-
tancy. For further details, see /1988 Annual Report of the
Board of Trustees of the Federal Old-Age and Survivors
Insurance and the Federal Disability Insurance Trust Funds.
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Hollings deficit target of $100 billion in fiscal
year 1990, but .all factors other than social
security then stabilize at the 1990 levels. In the
baseline case, the projected surplus excluding
interest payments increases by over $100 billion
from 1990 to 2005, enough to bring the total
budget back in balance. But in the pessimistic
case, the OASDI surplus excluding interest
payments never improves enough to eliminate
the total deficit. And, in either case, the total
deficit would worsen dramatically when the
baby-boom generation retires.

It is possible, therefore, that the social secu-
rity surplus may never become as large as the
baseline projections suggest. Smaller than
expected surpluses would cause the long-run
financial outlook of the social security system
to become less secure. Smaller surpluses would
also imply that the social security program
could offset less of the deficit in the non-social
security portion of the budget.

Thus, a growing social security surplus is
needed to help finance the future retirement
benefits of the baby-boom generation. And,
although the projected surpluses are quite large
by historical standards, such surpluses are not
excessive in light of the long-run actuarial
calculations and the risks concerning future
economic conditions. However, to provide ade-
quately for future retirees, the growing social
security surplus must help to increase the
nation’s output of goods and services. The new
factories and equipment needed to increase out-
put depend heavily on a key variable, national
saving.

National saving and
the non-social security deficit

It is important to distinguish between the
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financial effects and the nonfinancial effects of
a social security surplus. A surplus provides
the social security system with financial
resources for future benefit payments but does
not necessarily lead to an increase in future real
output of goods and services. Yet with the
number of retirees projected to increase relative
to the working-age population, future real out-
put per worker must increase to provide ade-
quate goods and services to the U.S. popula-
tion. Current fiscal policy decisions could help
produce such an increase in future real output
by raising national saving.

National saving and the budget deficit

Current fiscal policy affects the nation’s
future real output of goods and services pri-
marily because the federal budget deficit affects
national saving. National saving is private sav-
ing minus government borrowing. The govern-
ment sector has been a net borrower in recent
years because the federal budget deficit has
exceeded the combined surpluses of state and
local governments. The total budget deficit
gives the federal government’s effect on
national saving because—as noted earlier—the
total deficit measures the federal government’s
overall demand for credit. In recent years, large
total deficits have reduced the amount of
domestic saving that is available to invest in
such private capital goods as new factories and
machinery.

Reducing the budget deficit is the primary
way that the federal government can increase
future real output of goods and services.
Because a federal budget deficit reduces
national saving, cutting the budget deficit or
creating a surplus would raise national saving
and lower interest rates. In turn, lower interest
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rates would tend to raise net investment spend-
ing, investment above that needed to replace
depreciating plant and equipment. Over a
period of years, higher net investment would
raise the stock of private capital goods and,
thus, the nation’s ability to produce goods and
services. Therefore, fiscal policymakers could
provide for the material needs of future workers
and retirees by reducing the total budget deficit
in order to raise future productive capacity.!!
Without action to raise future productive
capacity, the retirement of the baby-boom
generation could adversely affect the living
standard of workers and their families in the
next century. The living standard is the level
of real consumer spending per household.
Because social security invests surplus funds
in Treasury securities, general tax revenues
would be needed in the twenty-first century to
redeem these securities and pay retirement
benefits. With the proportion of retirees in the
population growing, future working-age house-
holds are likely to experience tax increases in
order to redeem the OASDI trust funds’
holdings of Treasury securities. Future tax
increases for working-age households would
reduce the growth rate of their after-tax incomes
and, therefore, of their living standards.!?

11 This analysis assumes that raising the national saving rate
would be desirable. Although most economists probably
accept this view, the view is not universal. For further discus-
sion, see A. James Meigs, ‘‘Dollars and Deficits: Substituting
False for Real Problems,’’ The Cato Journal (Fall 1988),
pp. 533-53.

12 However, future working-age households would not
necessarily have a lower living standard than working-age
households today. Although meeting the retirement needs
of the elderly may require higher future taxes, technological
change and capital investment are likely to raise real income
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An increase in the nation’s capital stock,
however, would reduce the burden on future
workers and their families of producing real
goods and services. A larger stock of private
capital goods would increase future real out-
put per worker. As a result, the nation would
be better able to produce goods and services
for both retirees and working-age families. In
addition, because future workers would be
more productive, firms could afford to pay
higher real wages. As a result, future workers
would find it easier to pay the taxes needed to
redeem Treasury securities held by the social
security trust funds.

Thus, reducing the federal budget deficit and
providing goods and services for the baby-boom
retirees are not contradictory goals. In fact,
reducing the total budget deficit would raise
national saving and make it much easier to pro-
duce goods and services for future retirees.
Because social security affects the total budget
deficit, growing social security surpluses can
contribute to achieving both goals. But larger
social security surpluses by themselves cannot
guarantee a smaller total deficit because the
government budget also depends on non-social
security receipts and spending.

Controlling the non-social security budget

To achieve an adequate increase in national

and consumption. Thus, the after-tax income of future
working-age households might be higher than at present.

This analysis assumes the baby-boom generation should
help provide for its own retirement through a higher national
saving rate. However, some economists believe future
working-age families should bear the entire cost of the baby-
boom retirement through higher taxes. For an example of
this viewpoint, see Munnell and Blais, ‘‘Do We Want Large
Social Security Surpluses?”’

Economic Review ® May 1989

saving, the size of the non-social security deficit
must be controlled so that the projected growth
of the social security surplus will reduce the
total budget deficit. In fact, some experts now
believe that the federal government may need
to run a total budget surplus to provide ade-
quately for the retirement of the baby-boom
generation. '3

If fiscal policymakers limit the growth of non-
social security out'ays so that the increase in
the social security surplus raises national sav-
ing, future working-age families would prob-
ably experience little or no burden in providing
goods and services for the baby-boom retirees.
A recent study examined the fiscal policy option
of keeping the non-social security deficit equal
to 1.5 percent of GNP over the next 60 years.
Such a policy would reduce the non-social
security deficit from about 4 percent of GNP
in 1988. Under this policy, growth of the social
security surplus would reduce the total deficit
and thereby raise national saving. The study
also assumed that social security taxes would
be raised whenever the OASDI program slipped
out of close actuarial balance. The study found
that the higher saving rate would increase the

13 For example, see Alan Greenspan, Remarks Before the
Economic Club of New York, June 14, 1988, p. 15; and
Repor of the National Economic Commission, U.S. Govern-
ment Printing Office, March 1, 1989.

If private saving were to increase substantially, there would
be less need for a budget surplus to provide for future retirees.
Changes in the tax structure might encourage higher private
saving by increasing after-tax returns. As Chairman
Greenspan recently noted, ‘‘It is not clear that past govern-
ment policies have been very effective in boosting private
saving.”’ Alan Greenspan, Statement to the Committee on
Banking, Housing, and Urban Affairs, U.S. Senate, February
21, 1989.
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capital stock, labor productivity, and real
wages. According to the study, such a policy
would initially reduce consumption. But con-
sumption would ultimately increase enough to
eliminate any burden on future working-age
families. !

Fiscal policymakers may find it difficult,
however, to limit the growth of non-social
security outlays as the social security surplus
expands. The Gramm-Rudman-Hollings targets
and recent policy debates have focused the
public’s attention on the total budget deficit.
As shown earlier, this focus is appropriate
because the total deficit measures the federal
government’s effect on national saving. How-
ever, the danger is that policymakers and the
public might conclude that the current level of
the total budget deficit is tolerable. They may
become complacent, willing to use the social
security surplus to finance higher non-social
security outlays.!’

14 Aaron, Bosworth, and Burtless, Can America Afford 1o
Grow Old? pp. 76-91. The authors assumed that adjustments
to monetary policy would keep the economy at full employ-
ment over the simulation period. In addition, they assumed
the added national saving would be invested domestically.
The results were derived from simulations with a multi-
equation economic growth model.

15 An important caveat concerning the non-social security
budget is that some government outlays have an investment
character. Government expenditures for such purposes as
improving transportation, educating young people, and con-
ducting scientific research may increase the nation’s future
productive capacity. The role of government infrastructure
investment is discussed in Alan S. Blinder, ‘‘Are Crumbling
Highways Giving Productivity a Flat?'' Business Week,
August 29, 1988, p. 16; and David Aschauer, ‘‘Is Public
Expenditure Productive?’ Staff Memoranda, 88-7, Federal
Reserve Bank of Chicago.

However, such arguments do not provide a blank check
for using the social security surplus to pay for government
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If fiscal policymakers used the growing social
security surplus to expand non-social security
outlays, future working-age families would
likely experience a burden when the baby-boom
generation retires. The study cited above also
examined the fiscal policy option of keeping
the total budget deficit, rather than the non-
social security deficit, equal to 1.5 percent of
GNP. In comparison, the total deficit was equal
to roughly 3 percent of GNP in 1988. In this
case, some of the future growth in the social
security surplus would be offset by an increase
in the non-social security deficit. As a result,
there would be less of an increase in national
saving to raise future productive capacity and
prevent a burden on working-age households.
The study found in this case that future
working-age households would experience a
substantial burden in terms of lost consump-
tion as a result of the baby-boom retirees. !¢

As the social security surplus grows, fiscal
policymakers may face many pressures to
expand non-social security outlays or even to
reduce federal revenues. Pressures always exist
to expand programs to meet a wide range of
social and defense needs. A large social security
surplus also might create pressures to increase

investment spending. Economics does not provide clear
guidelines about which government investments would
enhance productivity and future real output. Indeed, econo-
mists find it difficult to agree on the dividing line between
government consumption and government investment proj-
ects. Moreover, many possible infrastructure projects would
not produce enough benefits to justify the expenses.

16 In particular, the burden would equal 1.8 percent of net
national product in the year 2030. Net national product is
gross national product minus an allowance for the deprecia-
tion of capital goods.
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In addition to the social security trust funds,
the Hospitalization Insurance (HI) trust fund of
Medicare is expected, according to the baseline
projection, to significantly increase the federal
budget deficit in the long run. Hospitalization
outlays are projected to grow so rapidly in com-
ing years that the HI program is likely to oper-
ate with a deficit before the turn of the century.

The poor financial outlook for the HI pro-
gram reflects the aging of the U.S. population
and projected large gains in medical costs.
Because the HI program derives its revenues
from payroll taxes on the same group of par-
ticipants as OASDI, the HI trust fund is also
affected by the aging of the baby-boom genera-
tion and the smaller size of subsequent genera-
tions. In addition, medical expenses are pro-
jected to increase because the share of very old
people within the 65-years-and-older age
category is likely to grow. The very old typi-
cally have higher medical expenses than other
elderly people. Moreover, U.S. medical costs
have grown much faster than the general cost
of living. Although the growth rate of medical

Hospitalization insurance and the budget deficit

costs may slow in the future, medical costs are
still projected to grow faster than the general
price level. Such factors could produce a deficit
in the HI program and thereby worsen the total
budget deficit.

One strategy for dealing with a future deficit
in the HI program would be to merge the
OASDI and HI trust funds so that the large
social security surplus would cover the HI
deficit. The combined baseline OASDI and HI
trust funds are projected to peak at 20 percent
of GNP in 2015 and then to decline sharply as
the baby-boom generation ages. With no
changes in tax rates or benefits, the combined
OASDI and HI trust funds would be depleted
in 2031 and would sink deeply into debt over
the remainder of the projection period. Thus,
combining the OASDI and HI trust funds would
not alter the basic pattern of an unprecedented
increase in trust fund assets followed by a sharp
decline. However, the initial buildup of trust
fund assets would be smaller, and the combined
trust funds would be depleted sooner than the
OASDI trust funds by themselves.

benefit payments to current retirees or to reduce
payroll tax rates. In addition, pressures may
develop in the next decade to divert funds from
the OASDI trust funds to pay for the hospitali-
zation expenses of Medicare. (See the box for
further details on the Medicare program.) Such
pressures will make it difficult for fiscal
policymakers to limit the size of the non-social
security deficit.!?

17 The possibility that growing social security receipts will
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be used to fund higher non-social security outlays demon-
strates why concern about the effects of the social security
surplus on U.S. financial markets is premature. Although
the social security surplus could create a shortage of mar-
ketable Treasury securities under some scenarios, serious
financial problems are not inevitable. The national debt will
grow for several years under even the most optimistic
assumptions about deficit reduction. Moreover, the pressures
for new spending programs and the political difficulties in
cutting existing programs or raising taxes may prevent the
federal government from ever running total budget surpluses
large enough to create a shortage of marketable government
debt. For further discussion of these issues, see Alicia H.
Munnell and Lynn E. Blais, “‘Do We Want Large Social
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Because controlling the non-social security
budget has been difficult, some economists and
policymakers believe the best way to limit the
size of the non-social security deficit would be
to separate the social security system from the
rest of the federal budget. Separating social
security would only alter the political process
of budgeting, however, not the economic effects
of a given social security surplus. The economic
effects of a given surplus would be the same
regardless of the federal budget’s format.

The social security trust funds are already
considered to be off-budget items in official
documentation. The Balanced Budget Act of
1985 required that the social security program
be shown as off-budget, or outside the official
federal budget.!® It was hoped that doing so
would encourage better fiscal policy decisions
by helping taxpayers understand the size of the
deficit in the non-social security budget.
However, showing social security as an off-
budget item has had little effect on fiscal policy
decisions because the social security surplus is
still included in the Gramm-Rudman-Hollings
deficit targets.

Removing the social security surplus from
the Gramm-Rudman-Hollings targets might be
a more effective way to limit the growth of the

Security Surpluses?’” and Ethan S. Harris and D. K.
Hargreaves, ‘*U.S. Social Security Surpluses: Pitfall or
Opportunity?’’ World Financial Markets, Morgan Guaranty
Trust Company, July 1, 1988.

18 Congress had already legislated a move of the social
security system to off-budget status in the Social Security
Amendment of 1983. Thus, the Balanced Budget Act simply
advanced the date for this change in official documentation.
Medicare’s HI trust fund is also scheduled to join the off-
budget accounts in fiscal year 1993.
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non-social security deficit and to raise national
saving.!® The total budget deficit would remain
the best deficit measure for financial and
economic analyses, and the social security
surplus would still influence overall federal bor-
rowing. However, removing the social security
surplus from the Gramm-Rudman-Hollings
targets might focus public attention and fiscal
policy debates on the non-social security deficit.
If such a new focus made it more difficult to
increase non-social security outlays, the chances
would be improved that the growing social
security surplus would raise national saving.

Whether the social security surplus should
be removed from the Gramm-Rudman-Hollings
targets is not the key issue, however. From an
economic perspective, the key point is that the
growing social security surplus must increase
national saving and the stock of capital goods
to provide goods and services for future
workers and retirees.

Conclusion

Policymakers would be well advised not to
rely on the projected growth of the social secu-
rity surplus as the main solution to the federal
budget deficit. Although growth of the social
security surplus will tend to reduce future
budget deficits, the social security surplus will
not permanently eliminate the total budget
deficit. Even if the social security surplus
eliminated the budget deficit temporarily, the

19 Arguments for and against including social security in
the federal budget are presented in Alicia H. Munnell,
‘‘Social Security and the Budget,’* New England Economic
Review, Federal Reserve Bank of Boston (July/August 1985),
pp. 10-13.
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deficit would worsen in the next century when
the baby-boom generation retires. And unfavor-
able economic developments could lead to
smaller social security surpluses than in the
Social Security Administration’s baseline
projections.

But perhaps the most important reason for
not relying on the social security surplus as the
cure for current budgetary problems is the need
to increase national saving to raise future pro-
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ductive capacity and future output of goods and
services. If the United States is to produce
enough goods and services to meet the needs
of the baby-boom retirees and future working-
age households, the growth in the social secu-
rity surplus must be used to increase national
saving. Such a result is most likely to be
achieved if policymakers concentrate on con-
trolling the deficit in the non-social security por-
tion of the budget.
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