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Foreword

Competing in the world marketplace poses a serious and pressing
challengefor American agriculture. In the 1970s, booming farm ex-
ports brought farm prosperity. But in the 1980s, stagnant world food
demand and intense export competition contributed to great financial
stressfor farmers, lenders, and agribusinesses. American agriculture is
now beingforced toadjust to a new market redlity.

How can American agriculture better compete in today's world
food market? To provide some answersto that critical question, the
Federal Reserve Bank of KansasCity sponsoreda two-day symposium
on'Competing in the World Marketplace: The Challengefor Ameri-
can Agriculture.” The symposium was held in Kansas City, Missouri,
on October 31 and November 1,1985.

We hopethe proceedingsdf thissymposiumwill beof interest toall
those wishing to learn more about the importance o effective U.S
competition in world agricultural markets.

Rresident
Federal Reserve Bank of KansasCity
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Tradeand Agriculture:
A Governor's Perspective

Governor John Carlin

Severd yearsago, it would have been unusual and perhapseven out
of placefor agovernor to beaddressingagroupon thetopicd interna
tional trade. Trade was a federd issue. Governorsdealt with matters
insidetheir borders. Interregional,let aoneinternational, perspectives
weresdldomd concern.

Today, however, we live in a competitiveage with an international
economy. Thosed usin the states are deeply affected by trade deci-
sionsmadeboth in Washingtonand in other world capitals. Wecan no
longer afford tosit by and let those decisions be made without our in-
put or our action. Wemay not beableto writetrade palicy, but we can
helpinfluenceit by participatingin the processand by unilaterally tak-
ing actionsthat accomplish something positivefor our states.

We have a responsibility to remind federd policymakersthat in a
federd system theimpact of national policieson statesmust beconsid-
ered. Asstates havestruggled with difficult economic timesand reve
nue challenges, governors have become more vocal on national
economic policy issues. Oneissueat thetop o thelist istrade.

We havefound from persona experience that thereare world mar-
ketsto beopened and that we can open them. We can introduceother
countriesto the commaodities, products, and services our states pro-
vide.

For example, during the past year alone, governorshaveled a record
number of trademissionsabroad. Wehavemet withinternational lead-
ersinour statecapitalsand we haveheardfrom the Japaneseambassa:
dor to the United States, seven Canadian provincid premiers,and the

Thispaper was presented asthe symposium'sluncheon address
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chairmandf theCommissionon Industrial Competitivenessat the Na
tional Governors Associationsummer meeting.

But aboveand beyond dl thisactivity,asa governor o a Midwest-
ern state that is heavily dependent on agriculturefor its livelihood, |
have developed a growing concern about U.S trade policy and the
larger pictured the U.S economy that it affects.

It isclear that agricultureissuffering becausethe budget deficit has
helped produce not just high red interest rates but an overly strong
dollar abroad, thus reducing our competitivenessas marketersd agri-
cultural commodities. In another sense, it is suffering because of a
trade palicy that has not recognizedthe new demandsd international
competition and hasvictimized our economy asaresult. And it issuf-
fering because past mistakes, such as embargoes, have resultedin lost
markets.

The bottom lineis that we in the Midwest are still waiting for the
elusiveeconomicrecovery othershaveexperienced. But wearenot just
waiting, weareal soseeking sol utionsto our economicwoes. Insofar as
theagricultural economy isconcerned, increasing our exportsisa mar-
keting god for usall and much is being done. While additional trade
would influence commodity prices, it is not the only answer. That is
basically the perspectivel want to takeas| addressthe topicof "Trade
and Agriculture: A Governor's Pergpective”

Spexificaly, | want toexploretwoaress. First, | want toexaminethe
realities we must accept as we develop future trade palicy. Second, |
want to suggest actionsthat need to be taken at both the federal and
state levd to improvethe agricultural economy and increaseour share
o worldtradein thisarena

First, consider the redlities. Onedf the most important redlitieswe
facein consderingagricultural trade is that exports today are crucial
totheoverdl well-beingdf theagricultural sector. We havegeared upin
that directionfor years. Exportsaccount for 25 percent of our agricul-
tural output. Oneacreout of four of U.S farmland currently produces
for export. U.S farmersfeed millions, and not just in underdevel oped
nations. The Japanese,for instance, import over 50 percent of thecalo-
riesthey consume, with 95 percentof soybeanand 60 percentdf wheat
importscomingfrom the United States.

Theresultisthat agricultural exportsare not only vitd to the agri-
cultural economy asit is now structured but that grain exportsin the
past haveoffset the U.S. tradedeficit by asmuchasonethird. It isalso
aredlity, becaused theinternationalizationdf agriculture, that many
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look to exports as the panaceafor the recent economic crissin the
Farm Bdlt. But thetruthisthat it will not and cannot bethe Midwest's
sdvation. Thereareother redlitiesthat prevent that from happening.

Oned thosefactsd lifeisthat we areexperiencingasteady decline
in markets, and thereislittle hopeof recoveringmany'that have been
lost. In 1981, we had 61 percent o theshared total world agricultural
markets. That figurehasdipped to 50 percent. | n wheat exportsalone,
we suffered a 36 percent lossaf the market share between 1981 and
1985. Whilewe used tocount on oneout of threekernelsaf grain being
exported, that number issteadily beingreduced. At the sametime, our
production has not been curtailed.

And while agricultura commodities once offset trade deficits as
much as one-third, the steady declinein markets—at the same time
our overdl tradedeficitshavegrown—has meant that the overall econ-
omy hassuffered as agriculture has suffered. Thisisa redity too few
understand, just astoofew Americansfully appreciatethetotal contri-
bution agriculturemakesin termsdf jobs, general economic activity,
and consumer benefits.

But just as making that point clear isdifficult, changing the down-
ward trend will not be smple either. We cannot easily undersell our
competitorsasaway o buying prosperity for our country's farmers.
For example, Argentina and Brazil havefilled a gap created by our
grain embargoes and a deficit-induced strong dollar abroad. Those
countrieshavesignificant debts,and their agricultural exportsareone
of the primary meansof securing hard cash to pay their debts. They
cannot afford to be undersold.

Likewise, the EuropeanCommunity hasinvested heavilyinagricul-
tural export programs. We cannot expect them to make unilateral
changes that alow us to jJump in and reclam markets they have as
sumed.

Infact, we must admit that our competitivenessasaworld trading
partner has been declining steadily in the aggregate for the past two
decades. It isunrealisticto believe that our tradedeficitsand, in some
cases, lower productivity than that of our trading partnersarea result
of their actions. We must assumesomedf the responsibility and seek
solutionsbased on our past errors.

John'Y oung, whochaired the President's Commissionon Industrial
Competitiveness,told the nation's governorsin August that weare ex-
periencing problems because international trade has not been a na
tional priority. Until we takea comprehensivelook at trade policy and
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accept thefact that our unilateral trade actions hurt us, wewill inflict
damagethat isirreparable.

For toolong, thosedf usinterestedinagricultural trade have viewed
the European Community asatradeenemy. But after visitingwith rep-
resentativesd the European Community whilein Europelast month,
| havecometo redizethey takeasimilar view o us.

Whilethere, | had an opportunity to talk with Graham Avery, who
will beon your program tomorrow, with Frans Andriessen, the Com-
missoner d Agricultureand Vice-Presdentd the European Commu-
nity, and with Jacquesde Bohan, an agricultural cooperativeleader in
France. In those discussions, | learned there are many pardlds be
tween our agricultural sector and their agricultural sector. Both areso-
phisticated and tend to overproduce. Their subsidiesare asimportant
to maintaining their agriculture as our subsidiesare in maintaining
ours.

If tradeisto makea pogtive contribution to this nation’s economy,
we must seek solutions based on redlities. The bottom-line redlity in
termsaof our competitorsisthat they are not going to goawvay. e have
to find waysto share the world market more profitably. And that can
bedoneonly by takinga new approachtoal U.S tradepalicy. Because
we have become less competitive, we have chosen to protect rather
than tocompete. It istimeweget beyond the political rhetoricon both
sdesdf thetradinggameand lay thecardson the tableobjectively and
honestly.

So what specificaly must we do? At thefederd levd, we must re-
vampour total trade policy with the notionthat wearegoing to haveto
compete. Protectionism will not serve usin thelong term.

We need to takea look at our organizational structurefor develop-
ing trade palicy and search for a better mechanism than the splintered
approach we take now. Thiswould benefit agricultural as wdl asover-
all trade.

Wea so need tolook at tradelegidationaswdl asthe programstied
to it to make sure we remove obstaclesthat prevent our taking full op-
portunity to compete. Thisisimportant whether weare talking about
export financing or better information about foreign markets.

Theworld economy isinterdependent, and it istimewe operated on
theinternational scene with an acceptanced that fact.

Thetimeisripe. The pressureisgrowingin thiscountry to dosome:
thing about our trade deficit and our growing agricultural surpluses.
At thesametime, thereismountingconcernin the EuropeanCommu-
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nity, for example, about their costly agricultura programsand how
much longer they can afford them. There is no doubt that dialogue
rather than controlscould profit both sdes. And because we have mu-
tual concerns, | bdievewewould profit more by working together than
by casting aspersionseach other's direction.

Likewise, thetotal tradepolicy impactson eachindividua commod-
ity or product. That iswhy talk of afreemarket for agricultureisnoth-
ing morethan talk. When textilequotaswith Chinaaffect wheat sales,
there is no free market. And when Congressapproachestrade policy
from the perspectivethat ‘you buy morefrom usor we will buy less
from you; thereis nofree market.

It is clear that a strong, comprehensive trade policy developed
through international give and take can help agriculture, but that is
not enough. We need a healthy agricultural economy so that develop-
ment o future agricultural trade policy does not have to take place
with the view that it must be the bail out Strategy.

A hedlthy agricultural economy will not exist unlessthereisasignif-
icant reduction in the deficit. As long as the dollar remains overly
strong, we cannot be competitive with-our agricultural products. In
fact, al export industrieswill benefit from deficit reduction. And their
subsequent contributionsto an improved economy will have a spill-
over effect on agriculture.

Fortunately, there is a growing consensus that deficit reduction
must beatop priority in Washington. John Y oung's commission made
that point clear. The nation's governorshavesupported that policy po-
sition for the past two years. Even Secretary of Agriculture Block
stated as much in agpeech at the KansasState Fair in September.

But despite that consensus, nothing seems to be happening. We
elected a President in 1980 who campaigned on a balanced budget
platform. Five years|ater, we have that administration asking for the
debt ceilingto beraised to $2 trillion. That is hardly deficit reduction,
much lessa balanced budget.

We have a Congressthat saysit wants to balance the budget, but
even the latest scheme to do so, the Gramm-Rudman Act, has target
datesthat will postponemost actions until after the 1986 elections. If
that isthe case, weareat least two yearsaway fromany kind of relief
that will affect international markets. U Sagriculturecannot affordto
wait that long.

Inasense, our failureto act on thedeficit isanother formof protec-
tionism because our deficit affectsinternational exchange rates. And
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whether protectionist policiesare overt or result from domestic fiscal
policy, the result is the same—we are not enhancing our export posi-
tionintheworld.

Thedollarisnot theonly issueregardingagricultural exports. Relia
bility isanother. We need to removeagriculture toevery extent possible
from the arsenal of foreign policy weapons. As we have found from
past experience, in both Republican and Democrat administrations,
embargoes are not an effective tool. In fact, we have inflicted more
damageonour farmersthan we haveon those wesought to reprimand.

And when we think about reliability assuppliers, we cannot limit
our thinking tointerruptionsin suppliesbecaused foreign policy deci-
sions. We must also be concerned that our dependability is not im-
paired by our production methods. We need afarm policy that allows
usto protect our soil and water resourcesand ensuresthat wewill bea
reliablesupplier not just today but 30 or 40 yearsdown theroad.

The importance of thisfactor in trade became clear to me when |
met with agricultural leadersin Japan, acountry that reliesheavily on
our food exports. They were not worried as much about embargoesas
they were that we were allowing our cropland to be damaged to the
point we could not meet their future needs—a dant on soil and water
conservation that we do not traditionally think of.

But regardlessdf what we do with agricultural trade or reliability
factors, we cannot overlook the impact of overall farm policy on
farmers' ability tocompeteand profit. If afarm policy isnot framedto
alow some stahility for the producer, it will bedifficult, if not impos
sible, tocompetein theexport markets.

For too long, our farm policy has been short term and often crisis
oriented. Personally, | believenofarm program can work for a capital-
intensive, export industry if it does not provide for stability and long-
range planning capability. Under current practices, many programs
smply do not have an opportunity to be effective before they are
changed.

Agriculture is the only major industry that government does not
alow to plan for itsfuture. 1t used to be we had a four-year farm pro-
gram, but as you know, in recent legisation—with the discretionary
power givento the Secretary of Agriculture—we have had inessencea
year-by-year policy. And the prospect for getting anything better out of
the 1985 Farm Bill isfading rapidly.

We needto havea policy that allowsfor planning confidence. When
General Motorsinveststo build an auto plant, executivesdo not have
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to worry or wonder about reauthorization of federal industrial policy
every one, three, or five years. Those executives have some degree of
stability from government policy. They know, tosomedegree, what the
chancesaredf makinga profitontheir investment. If they did not, we
would not have had eight months of drama surrounding the Saturn
plant decision. There might not have been a Saturn plant at al. Like
wise, theoil industry does not have to sit around and wait for the ail
depletion allowanceto be renegotiated every four years.

But thefarmer, at best, hasto wait every four yearsfor Congressto
recreate the whed —never knowing whether it will be a square wheel
or round one—even though the previous model might have worked
pretty well. Thefact isthat farmerscannot makesound economicdeci-
sions when there is no certainty in our policy. And over a period of
time, thisinability hast aken itstoll not only on agriculture but on agri-
businessand thiscountry's economy, and it will continueto takeactoll.

Therefore, Congressmust takethe timetostep back and look at the
big pictureof agriculture todetermine what isbest for all commaodities,
for agri-related businesses, for consumers, and for trading partners.
Thequestion, o course, iscan it bedone under our current system of
developingfarm policy?| say no.

That iswhy for the past two years| have been advocating a new
approach to the development of farm policy that would establish a
nonpartisan, broadbased commission to make recommendations.
Such acommission has been recommendedin theformof legidationin
both housesaf Congress. If such a commission becomes a redity, we
stand a better chance of creating a climatein which long-term policy
can bedevelopedand in which the big pictured agriculture, including
theexport side, can beconsidered.

It ismy belief that the development of a stable and reliablefarm
policy isone of the major contributions the federal government can
make to improve our position in the international arena. Unless we
have an agricultural sector that is healthy, we cannot take a realistic
view of theroledf tradein that sector.

As a footnote to what the federal government can do to improve
agricultural trade, | would suggest that thefederal government update
the practicesof the U.S Department of Agriculture. We producehigh-
quality productsand a wide variety of agricultural commodities. Un-
fortunately, weare not alwayssuccessful in redlizing thefull potential
of our production.

For example, a new variety of wheat, ARKAN, was developed in
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Kansas. This variety combined the characteristicsof hard red winter
whest and soft wheat for amoreresilient, higher yieldingproduct. The
federd classfication process, which utilizes visud classification, re-
sultedin ARKAN sometimes being classified asa soft wheat, thereby
reducingitsvaue. Theoutdated andarchai cfederal inspection process
has, in thiscase, hampered our farmers ability to benefit from techno-
logical advances. I n fact, such federa policies haveinhibited our sales
potential abroad.

Another significant problem isour apparent inability to deliver the
quality of product our customersthought they were purchasing. Buy-
ing teamsfrom countriesthroughout the world havetold methat the
product delivered was not the product they paid for.

Somesay the problemiswith thefederal grading process. Otherssay
it isamisunderstandingwith buyers. Regardlessdf whoiscausingthe
problem, wemust doall wecan tocorrectit becausetheruleinall com-
merceis'the customer isright.” In thistime df intensecompetitionfor
agricultural trade, we cannot afford to be lax in our concernsfor cus
tomer satisfaction.

Further, thereshould bea concerted effort to actively promote our
agricultural products abroad. While we have often concentrated on
grain sales, thereare other commoditiesthat can be introduced to our
trading partnersif properly promoted. The concept of "vaue-added”
productsgivesus the opportunity to export our labor valueas wel as
our product value. Thefact is, wecan market our finished or processed
productsas effectively as our rawv commoditiesif we give priority to
such an approach. The timeisright for the federal government to be-
come activein more than grain and flour dealsand begin promoting
crackersand corn chips.

Additionally, because we havecompetition, wecan nolonger expect

, foreign buyersto cometo us. We haveto be more aggressvein market-
ingour products. Timeshavechanged, and unlessour promotion strat-
egies change with them, we will be left further and further behind.
Thosestatisticsl cited previoudy about our lost marketswill only con
tinue to become worse.

Aswe become more aggressveas exporters, stateswill play a more
activeroleon theinternational tradescene. Today, thereare many ave:
nuesopen to statesfor involvement. For instance, statesmust takead-
vantaged their land grant products, for it istruethat the promotion of
va ue-added productscan beginat thestateleve eveneasier than at the
federa level. Researchcan ensure that wecontinueto maintain quality
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productsfor export.

A relatively new ideaisenhancement o tradethrough state export-
financing programsthat provide incentivesfor local producersto be
come involved in trade. Cooperation between agriculture and
economicdevel opment departmentsin thestatescan makethistypeof
system moreeffective.

Along with financial support, those new to theinternational trade
arena need education programs to learn how to become active ex-
porters. Here, governors and state government can play a significant
role.

We can aso play amajor role in export promotion. Weareintegral
toopeningdoorswith potential trade partnershy participatingintrade
missions and indicating state support for private sector endeavors.
Governorscan gain entrance to chambers that business representa:
tivesoften cannot enter on their own.

Cooperation isthe key, and governorscan bethe catalyst in coordi-
nating the efforts of the research community, businesses, and state
government in developing productsfor tradeand in promoting them.

Tradeisno longer theexclusive provinced thefedera government.
Just as there must be cooperation by those within a state to make the
system work, theremust be cooperation between thefederal and state
levels. As| said at the outset, governorsare becoming more voca on
fiscal and tradeissues. And unlessthey continueto do so, the typesdf
suggestionsl have madetoday will not reach thecorridorsaf Congress
whereaction must take place.

Thiscountry does not need to be at a competitivedisadvantagein
the world. As | wastold by a Japanese businessmanat an economic
development conferencel ast week, the United Stateshassome natural
trading advantages that our competitors do not have. We have an
abundance o land, water, ar, and minerals—the rav materials of
production—aswel as relatively inexpensive utilitiesto enable us to
produce. We have excdllent research facilities both in our universities
and in the private sector. We have a stable governmental system. In
short, wearestill aland of opportunity.

What we do not haveisa palicy either for trade or for agriculture
that allowsusto takeadvantageof our natural competitiveedge. Part
o our problem is attitudina —we produced superior productsfor so
long that we are unaccustomed to being challenged. We have not
adapted to thechanging needsand demandsin thecountrieswherewe
do business. We have not looked to see what we can do to tailor prod-
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uctstotheir needs. | nstead, we havetried to get our trading partnersto
adjust to what we are producing. That approach smply will not work
today.

If weareagain to besuccessful asexporters, wemust accept thefact
that changeisinevitable. We should take a seriouslook at recommen-
dationsmade by such groupsas the President's Commissionon Indus
trial Competitiveness. We must acknowledge, as this program does
today, that both thefederal and stategovernmentshavearoleto play in
international trade. And where agriculture is concerned specificaly,
we must beredisticabout the limitationstradewill play in solving our
financia criss.

Thiscountry still hastheseedsfor greatness. But those seedscan be
nurtured only if we accept the harsh redlitiesd the climatein which
they must grow and develop a meansfor them to adapt to the climate.
They can be nurtured only if weapply the proper mix o policiesthat
alow usto becompetitive. Thereare no quick fixes. Just as we cannot
rush a crop, we cannot expect overnight solutions. We must take
actionstoday that arefarsighted.

We can restore our agricultura trade and reduce our balance-of-
tradedeficit overdl if weacknowledge that the economy in which we
operateis now aworld economy and act accordingly.

| want to bdievethat we will find the leadershipfrom individuals,
suchasthosedt you present today, to act on thoseredlities. It isimpor-
tantfor thefutured U.S. agriculturethat wefind away to becompeti-
tive. It iseven moreimportant for our nation's economy that we once
again becomecompetitors.



Thelmperatived Successful Competition

Danid G Amstutz

[t isan accepted fact that international marketsare necessarytothe
well-beingof U.S agriculture. Theimportance of our agricultural base
in thiscountry is underlined by thefact that thefood and agricultural
complex accounts for about onefifth of our gross nationa product,
withassetsexceeding$1 trillion. It isalsothe nation's largest employer,
providing 23 million jobs, most of them off thefarm.

Theroled exportsin U.S agriculture—and the nation—iscrucial.
About oneout of every three harvested acresgoes to foreign markets
around theglobeandfarmersin recent yearshavelooked toexportsfor
up toone-fourth of their marketingincome.

We arefast reaching a point where we need only 50 percent of our
agricultural resources to feed and clothe oursalves. Of necessity, we
haveincreasingly turned to foreign marketsas outletsfor the remain-
ing production.

Farming has becomea businessof lifeas much asa way of life, and
today one American farmer producesenough food to feed 77 people.
Similar changesin agriculture have been taking place to one extent or
another in most of the world. Today, in the developed countries—
when they have the arable land—farmers can produce much more
than they consume.

Theimplications o increased productivity

Virtualy everywherein the world, farmers have more production
potential and more incentive to use it. New developmentsin produc-
tion technology, aided by genetic engineering, mean that record-
shattering increasesin production may be the norm rather than the
exception.
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¢ Chinesefarmersare producingrecord cropsdf wheat, coarsegrains,
rice, oilseeds, and cotton.

e New winter barley varietieshaveadded amilliontonsayear to Brit-
ish cereal production.

» Encouragedby artificially high wheat prices, theSaudisareliterally
turning the desert green, setting a world record for generating a
wheat surplus.

Potential new usesfor agricultural productsare beingdiscovereda-
most daily. What were once weadsare now processed into sophisti-
cated pharmaceuticals. Waste productsare now animal feed.

Because farmers can produce in surplus, people have been freed
from the quest for food and can devotetheir energiesto other pursuits.
Thisabundanceisa blessng, but it isaso a problem—to the farmer
and to government. \We cannot seem to agree on what to do about it,
and that has becomea global issue.

What happenstofarmersin Country A quickly affects Country B
and CountriesC, D, and E to one degree or another. Domesticfarm
policy hasglobal implications. Someonesaid that if afarmerin North
Dakotasneezes, afarmer in Indiacatchesacold.

| think most nationsshare the same godsfor famers—astablein-
comewithafair returnfor their labor and investment. Weall want for
our countries an assured, dependable food supply achieved as effi-
ciently as possble.

Wherewe differ ison how to reach thesegodls.

Different approachesto agricultural policy

The European Community (EC) uses the Common Agricultural
Policy (CAP),which was put in place some 25 years ago. The CAP
provideshigh domestic price supportsthat are protected for the most
part by variablelevieson farm imports. The CAP hasbeen more than
successful in meeting itsgod of helping the Community achievefood
sf-sufficiency. Once a net importer, the EC has become a huge net
exporter of a number of agricultural items.

In Japan, where agricultural land is limited, the policy is to maxi-
mize sdlf-sufficiency by maintainingfarm income at levels equa to
thosedf urban workers,and to devel op secure of fshoresourcesto meet
food requirementsthat cannot be met with domestic production. The
United States has employed an ineffective supply management ap-
proach.
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Whatever the country —the United States, Japan, Brazil, the Euro-
pean Community, Canada, Augtrdia—each has its own system for
providing its people with the most reliable food supply based on a
sound farmeconomy. Giventheglobal natured agriculture,theinter-
national effects of thesesystemsarea matter of growingconcern. This
was not the casein the 1970s, when world tradewasincreasingat a 15
percent annual rate. It is now clear that domesticfarm programsand
international agricultural trade policiesrequiregreater coordination if
we areto achievegreater worldwideagricultural trade liberalization.

Can the United Statescompete?

Somearguethat U.S agricultural exports havefallen because the
United Stateshaslost itsability to competeand itscomparativeadvan-
tage. If weareto havea coherent discusson o competitionand com-
parative advantage, we must first define our terms. First o al,
comparativeadvantageis not the sameas competitiveness. A country
can experiencea lossin competitiveness, while retaining its compara
tive advantage. A country can be competitivewithout having a com-
parativeadvantage.

The U.S. compar ativeadvantage

Comparative advantageis a statement about the pattern o trade
that would arise between countries in the absence of market distor-
tions. A country with abundant natural resources, a highlevd of agri-
cultural technology, and skilled agricultural management may have
more comparativeadvantagein itsagricultura productionthan inits
productionof industrial goods.

Such a country will tend to excd in the production of agricultural
commodities, which can then be traded to someother country enjoy-
ing acomparativeadvantagein industry. Consumersin both countries
will be better off because resources are used efficiently and the two
countriescan produce morein total than if each attempted to be self-
sufficient.

Compared with other countries, the United Statesduring 1970-81
became relatively more efficient in the production o agricultural
goods. We increased our agricultural output per unit of input more
thantherest o theworld. So, withregard to unit costs, it would appear
that the United Statesgained an advantageover other countriesdur-
ing that period. For example, the average productivity of land in the
United Statesincreased 43 percent, compared with 22 percent in the
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rest of theworld.

Just assignificant, the U.S.agricultural sector hasincreasedits pro-
ductivity relativeto therest of the U.S. economy. This comparison in-
dicates agricultureshould clearly beone of our most dynamic growth
sectors.

U.S. competitiveness

Competitiveness in the world marketplace is determined not only
by comparative advantage but also by government policiesrelating to
farm programsand trade. An export subsidy or price support policy
can turn a country that does not have a comparative advantage over
other countries in production into a country that has a competitive
advantage in exporting.

Movements in exchange rates can affect foreign purchase prices,
thereby changing export levelsof a relatively efficient country. Thus,
concepts of comparative advantage and competitiveness are not al-
wayslinked due to market distortions caused by government interven-
tion and theeffectsof macroeconomic policies.

U.S.farmers have a comparative advantage. U.S. farms, compared
with other farmsin the world, are wel equipped, well managed, more
efficient in size, and better located on larger expanses of fertile soil
with a dependable climate. They also are run by profit-oriented
farmers backed by extensiveresearch and agribusinessservices.

While the United Statesstill hasan underlying comparative advan-
tage, severa factors have inhibited our competitive ability in world
markets.

Theshrinking pe—A declinein agricultural trade

Therapid acceleration in world agricultural tradeand U.S. exports
from thelate 1970suntil 1980-81 wasa phenomenon— anaberration.
Those were unusual times triggered by unusual circumstances, the
combination of which isnot likely to be repeated. It wasa boom time
and theworld wascaught upinit. It was caused by:

e A lack of suppliesavailablein other exporting countries and short
crops elsewhere.-World food shortages brought on by drought, re-
duced fish supplies, and other food problems made our bargain
priceseven moredesirable.

e An inflationary mentality that led to a credit binge. Buyers were
willing to extend themselvesin credit obligations without regard to
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therea meaning of thedebt serviceload. They madea bet that con-
tinuing inflation would easetheir debt servicing burden. And credit
wasfully available, albeit at high ratesaf interest.

e A burst in buying power. The OPEC oil boom fueled a lot of buy-
ing. Even non-OPEC Third World countries, strengthened by loans
from OPEC nations, wereshopping in the U.S. market.

e A low U.S dollar relativeto other major currencies becausedf high
U.S ratesdf inflation at thetime.

The bottom dropped out of thismarket in theearly 1980s. Demand
for oil fell. OPEC countries tightened their beltsand closed their wal-
lets. Some even borrowed money. The U.S. dollar rose to historic highs
as we began to dow our inflation rate and yieldsand production in-
creased in other countries.

Now the phenomenon isover. The current world picture whereby
production is growing faster than consumption and consumption is
growingfaster than tradeis not an aberration. After more than a dec-
ade of a boom cycle, agriculture— both here and abroad — has serious
economic problems. Tota world trade in agricultural products hasde-
clined during the past five years. The reasonsare well known:

¢ Reduced world import demand because of risng production in
countriesthat had been traditional 'importers

¢ Diminishing buying power. For example, the OPEC bust greatly re-
duced the buying power in some Third World countries.

¢ The debt loads of many developing countries and their reluctance
toshoulder'moredebt servicing burdens.

But U.S exports have declined faster and further than those of the
rest of theworld. Since 1980, our annual wheat exports have declined
2 million tonswhilethe rest of the world increaseditsannual exports
by 20 million tons. The United States now accountsfor 34 percent of
world trade in wheat, down from 43 percent in 1980. Our feed grain
exports have dropped 12 million tons while the rest of the world in-
creased its exports 6 million tons. U.S. exports o feed grains have
dropped from 59 percent of world trade in those commoditiesin 1980
to 51 percent. U.S soybean exports have fallen by 3.5 million tons
whiletherest of the world increased itsshipments by 2.5 million. The
U.S share of world soybean trade has dropped from 78 percent to 66
percent.
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The big question iswhy? Someanswersinclude:

e Unredigticaly high production incentivesthat create overproduc-
tion, too much supply relative to demand redities. U.S farm pro-
grams have indeed influenced our price competitivenessin world
markets.

e Unfair trade practiceshby our competitors—and somecustomers.

e Appreciationd the U.S dollar against currenciesaf competitor na:
tions.

e Lack of buying power in much o theworld.

Many of thefactorsbehind theslumpareinterrelated. For example,
global demand for agricultural importsin recent yearsfell because of
the global recesson and the debt problemsof some major importing
countries.

A reductionin world import demand al onecan change the market
sharesdf variousexporters, becauseexportersdo not al react thesame
way toachangein world market prices. Generally,exporting countries
with high and rigid price supportsand large domestic use relative to
exports will be faced with more rapid changes in exports than coun-
triesthat havelow flexiblesupportsthat depend heavily on world mar-
kets. Thispartially explainsboth therapidgrowthin U.S exportsin the
1970sand thedropin recent years.

Thedfect of astrongdoallar

Many peoplearequick to blameal of our export problemson the
strengthd the U.S dallar, but in my view itseffectsareoften consider-
ably exaggerated. It istrue that astronger dollar relativeto the curren-
ciesdf importing nations hasincreased the pricedf U.S 'commodities
in theimporter's currency. Thiswas particularly evident in the case of
U.S. soybean sdlesto Europe, where inflation wes relatively the same
asin the United Statesand importsof soybeanswere not affected by
duties. Thered cost toimportersrose 35 percent becausedt thedallar.

However,in thecased wheat exports, theappreciationd thedollar
has been lessimportant toimporters, mostly developingcountries, be
causeinflation in those countries has more than offset changesin the
exchange rate. Consequently, their red costs have actually fallen by
about 17 percentsince1979.1n other words, thedollar'simpacton U.S
exports varies, depending on circumstancesin different markets and
regions.
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InflexibleUS farm programs

The strength of the dollar is not the only problem. Our inflexible
domesticfarm programsmakeit impossiblefor U.S pricesto adjust to
world market conditions, and we become lessand lesscompetitive.

The US price support programs set a floor under domestic and
world market pricesfor wheat, coarse grains, soybeans, cotton, and
rice. Ordinarily, when pricesfal tothe U.S. loan rate, sufficient quanti-
tiesare withdrawn from the export market to support world pricesat
our loan rate. The United Statesabsorbsexcessstocks by taking grain
under loan.

When stocks become excessive, acreagereduction programsare im-
plemented for U.S farmers. Thus, the United States reduces world
market price risksand bearsthe burdenof stock and productionadjust-
ments, all at no cost to producers or taxpayersin other countries.

At present, the marketsare so week and surplusstocksoutside the
United States so large that competitor supplies have driven effective
world priceswdl bdow U.S loan rates, making the United Statesun-
competitive. In effect, the U.S. loan program operates as an export
tax—and afairly hefty tax at that. Since 1979, loan prices have in-
creased 26 percent for wheat, 38 percent for corn, and 40 percent for
cotton. Thesesupport price increases—or export taxes, if you will—
have prescribed a protective price umbrella under which our competi-
tors haveexpanded productionand market shares. The appreciationin
the value of the U.S dollar has smply enlarged the size o the um-
brela. In short, U.S farm programsand loan rates send far more im-
portant signalsto competitorsand importersthan doesthe valueof the
dollar.

Our price support system provides competitors with price protec-
tion that they can get no other way —and it givesthem aclear edgein
the international marketplace. To the extent that other countriescan
produceand sell at lessthan the U.S. loan rate, they haveclear sailing
in world markets—and they are taking full advantaged the opportu-
nitieswearegivingthem. Productionin other exportingcountries,and
evenin many importing countries, has jumped sharply in responseto
the world pricefloorsgiven to them by the United States.

While we have been trying to hold down output with government
farm programs, therest of the world hasincreaseditsoutput. Consider
these changessince 1980:

e U.S wheat production is up 6 million tons, but production in the
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rest of theworld isup 65 million tons.

¢ U.S soybean productionis up about 2 million tons, but production
inthe rest of the world is up 8 million tons.

¢ U.S cotton productionis up 2 million bales, but productionin the
rest o theworldisup 19 million bales.

e U.S feed grain productionis up 39 million tons(withonethirdof it
in carryover stocks) but the rest of the world hasincreased itsfeed
grainoutput 36 milliontons (withcarryover stocks 15 percent).

Although utilization has continued to increase, production hasin-
creased faster.

Thefalacy of our supply management approach is that we have
controlled the resources (acres)employed, but we have not controlled
marketings. As long as technological improvements in agricultural
productivity continue, supply management programswithout market-
ing controlsareafarce, and doomed tofail.

Theimpact of foreigntradepolicies

The policiesaf other countriesin their conduct of trade also have
affected our competitive stance in world markets. Competitors use
pricing and export marketing policiesthat affect their competitivepo-
stionsrelativeto the United States.

Amongcompetitors, the paliciesdf the EC havehad the most signif-
icant impact on reducing U.S. wheat and corn exports and reducing
world pricesdf these commodities. High, protected supportsgenerate
surplusthat is exported by subsidies, changing the EC from a net im-
porter toa net exporter.

Sugar isa primeexample. EC policiesthat encouragesugar produc-
tion and export of the surplus by using subsidies have contributed to
sugar oversuppliesand depressed world prices. This has been particu-
larly damaging to developing countriesthat depend on sugar exports
toearn muchd their foreignexchange.

In generd, theexport subsidy policiesof the EC havedistorted trade
and propelled the EC to thefront rank in the export of severa major
commoditiesand near thefront rank in others. Thereare other exam-
ples, that add to the list of trade distorting policies, including policies
promulgated by other countries marketing monopolies.

Trade practicesand market access
The US god intrade palicy istwofold: trade practicesthat are uni-
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form and fair —thisis the export subsidy issue—and market access.

Improved accessto foreign marketsfor U.S. agricultural producers
and exporters has beenoneof our basicand long-standing goals. Typi-
cdly, U.S agricultura exporters are eager to compete in world mar-
kets. They seek only theopportunity tocompeteonan equal basiswith
other suppliers. But the problems of market access are many and
familiar —the EC’s variable import levies and Japan's import quotas
areonly afew of themultitudeof border controlsthat impair theinter-
national movement of agricultural goods.

While important gains have been made in past trade negotiations,
tariff and non-tariff barriers remain a major impediment. We have
strengthened our effortsto reducethese barriersand can report limited
but significant success, particularly in pressng the Japanese to open
their market morefully toour farm and forest products.

To regain our competitive position, the United States must restruc-
tureitsdomestic programs. Otherwise, we must be preparedfor larger
and larger production cutbacksand fewer and fewer exports.

Greater market orientation, including market-oriented loan rates
whereby the government providesa safety net, not a market, iscritical
to strengthening U.S. competitivenessin world markets. In August
1985, the U.S rice price was 105 percent higher than that of our com-
petitors. Our wheat pricewas 30 percent higher. Cotton was higher by
19 percent, corn by 17 percent, and soybeansby 7 percent.

TheCongressisdetermining what our legislated agricultural policy
will bein the yearsahead. We hopefor the best.

As we in the United States work toward a long-term solution to
make usagain morecompetitive, arisein protectionistsentiment here
at home hasforced usto begin an export enhancement program that
we would not have freely chosen. We have made up to $2 hillionin
surplus commodities available to expand U.S agricultural exportsin
selected markets, particularly those characterized by unfair trading
practices by other exporting countries. We hope the export enhance-
ment program will encourage meaningful trade talksso that fair trade
practiceswill bethe ruleand not the exception.

Concluson

The phenomenon of the rapid growth of export markets in the
1970screated distortion in government policy and privateinvestment.
Thecorrection we have witnessed in recent years was unavoi dable be
causeof thesedistortions. But U.S. exports can grow steadily, at area
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sonable rate, if we adopt sound farm programsand perseverein our
ongoing effortsto negotiatefair trading rulesamong nations.

Globa demand for food and fiber will continue to expand. The
world's population isexpected to grow at the rated more than 80 mil-
lion people per year. If comparative advantageis permitted to work,
these peoplewill befed and clothed effectively and U S farmersthat
produceefficiently will benefit. On the other hand, if comparativead-
vantage is not permitted to work, distortions in competition will re
main achronic problemand real peaceand stability around the world
will continue to elude us.



A Commentary on
The Imperative of Successful Competition”

Martin E. Abel

Undersecretary Amstutz has provided a good description of how
the United States got into its currently depressed agricultural export
situation. Hestressesheavily the need for the United Statesto become
more competitive in world markets and argues that doing so will re
quire more market-oriented domestic programs. Negotiatingfair trad-
ing rulesisalsoimportant in hisview. If these twothingsaredone, U.S.
exports will grow.

Thisisavery benign conclusion that tellsus nothing about the nat- -
ure and magnitude of the problems facing American agriculture and
the government officialswith responsibility for implementing agricul-
tural policiesand programs. It isthisset of issues| want to address.

My basicthesisisthat becoming morecompetitivein world markets
isa necessary but not sufficient condition for eliminating surplus pro-
duction capacity within the next five years. U.S. surplus capacity is
hugeand consistsdf two parts. Oneisthe visblesurplusin theform of
largestocks, projected to benearly aslargeor larger for most commodi-
tiesat theend of the 1985-86 season than at the end of 1982-83 (pre-
PIK year). Theother isour ability to produce much more every year
than we can useat home or export.

| have projected to theend of the decade planted acreage required
for major cropsunder thefollowing ™ optimistic” assumptions:

e Normal weather and growing conditionsaround the world.
e World agricultural trade growth at dightly less than one-half the

rate in the 1970s, compared with declining trade during the first
haf of the 1980s.
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e The United States, following policies that makeit fully competi-
tive in world markets and our regaining our past share of these
markets by theend of the decade.

» Therateof growthincropyieldsbeing generaly only one-half the
historicrate.

e Stocksof major commaodities being gradually reduced from cur-
rently largelevelsto desired levelshy theend of the decade.

Theresultsof these assumptions arefairly impressive. U.S. agricul-
tural exportswould grow at annual ratesabout the sameor evenfaster
asthosein the 1970sthrough acombination of regaining market share
and modest growth in world trade. Between 1985-86 and 1989-90, for
example, wheat exports would increase from 1,050 to 1,605 million
bushels, or by 11 percent a year. Corn exports would increase from
1,625 to 2,240 million bushels, or by about 8 percent a year. Soybean
exports would increasefrom 675 to 925 million bushels, or by 8 per-
cent a year. And cotton exportswould increasefrom 3.5 to 7.2 million
bales, or by nearly 20 percent a year.

Equally impressiveisthat thisrobust export growth wouldstill leave
the United States with substantial excess production capacity by the
end of the decade. In 1981, a record 376 million acres were planted in
al major crops. The required plantingsin 1986 under our projection
scenario would be 322 millions acres, 54 million acres below pesk
plantingsand 2 millionacresbelow 1983, theyear of the PIK program.
By 1989, required plantings would increase to 353 million acres but
would still be 23 million acresbelow the peak level of 1981 (Tablel).

TABLE1

AreaPlanted Scenario
(InMillion Acres)

Actual Projected

408l 1032 4083 1034 1035 1086 4087 1038 4089
Corn 842 819 602 804 832 720 747 764 7713
Sorghum 160 160 119 172 178 141 158 160 162
Oats 137 140 203 124 131 120 126 127 127
Barley 143 95 104 119 131 104 103 104 105
Wheat 889 82 764 792 758 715 737 779 793
Soybeans 678 709 638 677 633 583 637 675 713
Cotton 143 113 79 111 108 84 86 92 98
Rice 38 33 22 28 25 23 24 25 2B
Other* 730 735 709 741 721 730 730 730 730
Total 3760 3666 3240 3568 3517 3220 348 3456 3527

'Haxseed, peanuts, sunflower, dry edible beans, potatoes, sweet potatoes, and suger beets harvested
acreagefor rye, hay, tobacco,and suger cane.
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If the assumptionsare too optimistic, which | suspect they are, the
excesscapacity problemislarger than | have projected.

Becoming more price competitivein world marketsand regaining
our fair shared these markets, however desirable, are week toolsfor
solving our surplus problems. Price competition will affect output in
countrieswhere pricesare directly linked to world markets, asfor ex-
ample, Canada, Australia, and Argentina. However, the behavior of
many major producingand consuming regions o the world is not in-
fluenced by world prices. For example, Secretary Amstutz pointsout
that whilewheat production in the United States declined between
1980and 1984, productionin the rest o the worldincreased by 65 mil-
lion metrictons. It is noteworthy that China, India, and the European
Community account for dl of thisincrease. Furthermore, it is doubt-
ful that wheat production and consumptionin these areas will be re
sponsivetoworld pricesin the foreseeablefuture.

The fundamental problem facing U.S. agricultural exportsisdow
growthinworld trade. Secretary Amstutz hasdiscussed the reasonsfor
it. The potential for tradegrowth liesmainly with the devel opingcoun-
tries. The United Statescan do two thingsto speed growth and deve-
opment in poor nationsand U.S agricultural exportsto them.

Oneisto use our economicassistanceand agricultural export pro-
grams moreeffectively. Rather than promotingindividual export pro-
grams, U.S. assistanceshould be packaged to meet the developmental
andfinancial needsdf individual developingcountries. The numerous
agricultural export programsat our disposa need to have a stronger
economic development focus that will help build marketsfor the fu-
ture. This approach involves a great deal more coordinationamong
U.S foreignassistanceand export programsthan now exists.

The other imperativefor the United Statesis to keep our markets
open to exports from developing countries. Secretary Amstutz has
stressed the importanceof comparativeadvantage in trade. Our com-
parative advantagelies mainly in the production and export of basic
food and feedstuffs, such as wheat, coarse grains, and soybeans. The
developing countries have a comparative advantage in producing
other agricultural products and a variety of manufactured goods.
Overdl, it is harmful to our agriculture when the United States re
strict$imports from devel oping countries, such as sugar and textiles.
We are on wesk ground when we ask other countriesto be lessprotec-
tionistic whilewe continue to protect many o our own marketsfrom
Import competition.
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When dl issaid and done, the United States will have to control
productionaf major cropsfor anumber of yearstoavoid raising havoc
with either the budget costsof farm programsor the financial condi-
tion of farmersand the businessesthat serve them. A measured ap-
proach is in order, an approach that provides as much policy and
program certainty as possbleto help peopleplanfor thefuture. Crash
programsto ded with along-term problem should be avoided. These
approaches usually end up being counterproductive, underminingour
competitive position in world markets when we reduce output too
much, as we did in 1983. On the other hand, alowing stocks to in-
cressefurther also hasa high priceand isalso to beavoided.

I nsummary, becoming price competitiveisimportant. But it isalso
o great importanceto the United Statesto figure out how to useour
agricultural resourcesand economicassi stanceto stimul ateworld eco-
nomic growth, especidly in developing countries, and world agricul-
tural trade.
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Enhancing Competitiveness.
Researchand Technology in Agriculture

Michad J. Phillips

Technology has made U S agriculture one of the most productive
and competitiveindustriesin the world. In doing so, agriculture has
gone through major technological eras. The mechanica eradf 1920-
1950 made the transition from horsepower to mechanical power and
greatly increased the productive capacity of U.S. agriculture. The
chemical eradf 1950-1980increased productivity by reducingthecon-
straint on production caused by pests and disease. Today, American
agricultureisnow enteringa new major technologica thrust —thebio-
technology and information technology era. The implicationsof this
new eracould be more profoundthan either the mechanical or chemi-
cal technological eras.

The biotechnology and information technology era has been fos
tered by substantially expanded private sector investment in agricul-
tural research complemented by increased public sector emphasison
basic research. The output of thisnew eraisinitsinfancy but can be
expected to haveagreat impact over the next threedecades. Thispaper
will focus mainly on the advancesin biotechnology for agriculture.
However, information technology will be very important to the suc-
cessful applicationdf biotechnology advances. Biotechnology will re
quire greater managerial capabilitiesthan for past technologies and
information technology —the use of computers and e ectronic based
technologies for management—will be extremely important in im-
provingthe managementadf agricultural productionand marketing.

This paper focuses on biotechnology advances and their implica
tionsfor U.S agriculture. The paper definesthe specific promisingar-
eas o biotechnology for agriculture, determines its impact on
production of someimportant agricultural commodities, discussesthe
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environment in which biotechnol ogy is being conducted, indicatesthe
comparative position o the United States to Japan and Western Eu-
rope in biotechnology research for agriculture, and identifiesfactors
important to internati onal competitivenessin biotechnology research.

Biotechnology in agriculture

In the past decade, dramatic new developmentsin the ability to se-
lect and manipulate genetic material have sparked unprecedented in-
terest in the industrial uses of living organisms. Following the first
successful directed insertion of foreign deoxyribonucleic acid (DNA)
in a host microorganism in 1973, scientific researchersin the United
Statesand other countriesbegan to recognizethe potential for direct-
ing thecellular machinery to develop new and improved products and
processes in a wide variety o industrial sectors—including the im-
provement o agricultural products.

Biotechnology, broadly defined, includes any technique that uses
living organismsto makeor modify products, to improve plantsor ani-
mals, or to devel op microorganismsfor specific uses. It focuseson the
use o recombinant DNA and cdl fusion, which are powerful tech-
niquesthat adlow a large amount of control over biologica systems.
Wheat scientistswill now be able to accomplishthrough the used mo-
lecular genetic techniquesis awesome. Using thesetechniques, scien-
tists possess the ability to visudize the gene—to isolate, clone, and
study the structure of a single gene and its relationshipsto the proc
esesa living things.

Within the |ast decade, major advances have been madein twoim-
portant areas o biologica research that have spurred the advance of
biotechnology in agriculture. The first is the understanding o the
genes functionand architectureat the molecul ar level. Powerful meth-
0ds have been developed for identifying, isolating,and joining specific
DNA segments as wdl as for determining and modifying their se-
guences. These methods, which provide the basis for recombinant
DNA technology, have been used for severd years for manipulating
genesand producing valuabl e proteinsin such microorganismsas bac-
teriaand yeast. Only recently have techniques been developed for ge-
neticaly modifying higher leve cdlls. Inthelast three yearsmice, fruit
flies, and plants have been produced that contain and expressforeign
genes. |t will soon betechnicallyfeasibletointroduceaspecificgeneor
combinationd genesinto both crop plantsand livestock to increase
their productivity.
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The second major advanceis the great improvement in the under-
standingdf immunesystem regul ationand antibody production. Tech
niques have been established for the identification and isolation of
regulatory factors and proteins that modulate various immune re
sponses. Methods have been developed for producing large quantities
d identical (monoclona)antibodies. They have proven to be useful
reagentsin protein purification,diagnostics,and diseasetreatment.

Commercia agricultural applicationsaf biotechnology

The potentia for using these techniquesin conjunction with other
biotechnol ogical methods for improving agricultural productivity is
enormous. Commercial applicationsd biotechnology will impact sev-
eral key areasin animal and plant agriculture.

Animal agriculture

Demand for animal proteinin the world will substantially increase
over the foreseeablefuture and increasing livestock productivity will
be extremely important in meeting the demand. Fertility, health, and
nutrition problemscombineto reduce livestock productivity by 30 to
40 percent. Potential applicationsof biotechnology to animal agricul-
ture should substantially increase productivity. Advancesin the fol-
lowing areas will play a major role in increasing productivity
(Bachrach, 1985).

Production of protein. One o the major thrusts of genetic engi-
neering in animals is the mass production in microorganismsd pro-
teinaceous pharmaceuticals, including a number o hormones,
enzymes, activatingfactors, aminoacids, and feed supplements. Previ-
ously obtainedonly from animal and human organs, these biologicals
wereeither unavailablein practical amountsor morecostly.

.Someaf these biologicalscan be used for detection, prevention,and
treatment of infectiousand genetic diseases. Some can be used to in-
crease production efficiency. One o the applications of these new
pharmaceuticalsis the injection o growth hormonesinto animals to
increase productivity. Severd firms are developinga genetically engi-
neered bovine growth hormone to stimulate lactation in cows. Trid
resultsindicate that cowstreated with the hormoneincrease milk pro-
duction by 20 to 30 percent over the lactation period with only a mod-
est increasein feed intake (Kalter, 1984). Commercia introductiondf
the new hormoneawaitsapproval by the Food and Drug Administra:
tion. Approval isexpected within the next threeyears.



28 Michael J. Phillips

Developmentof genetically engineered pharmaceuti cal swill also be
important to disease prevention and treatment. An immunological
product currently on the market prevents"scours' in caves. Also vac-
cines produced by recombinant DNA methods are currently being
testedfor foot-and-mouthdisease, swinedysentery, and most recently,
coccidiogsin poultry.

Geneinsertion. A new technique arising from the convergencecf
gene and embryo manipulations promises to permit genes for new
traitsto beinserted into the reproductivecdlsdf livestock and poultry,
openinga new world of improvementin animal health and productiv-
ity. Unlike the genetically engineered hormones discussed above,
which cannot affect future generations, this technique will dlow fu-
tureanimalsto be permanently endowed with traitsof other animals.
In this technique, genes for a desired trait, such as disease resistance
and growth, areinjected directly into the two pronuclel o afertilized
egg. Uponfusiond the pronucle, theguest genesbecomea part of all
the cdls of the developing animal and the traitsthey determineare
transmitted to succeedinggenerations.

Embryo transfer. This technique, which is closdy related to the
geneinsertion, involvesartificidly inseminatinga super-ovulateddo-
nor animal and removing the resultingembryos nonsurgicaly for im-
plantation into surrogate mothers that carry the embryos to term.
Beforeimplantation, the embryoscan be treated in a number of ways
They can besexed, split (generalyto maketwins),fused with embryos
aof other animal species(tomakechimericanimalsor to permit the het-
erologousspeciesto carry theembryo to term),or frozen in liquid ni-
trogen. Freezing is of great practical importance because it alows
embryosto be stored until the estrusd the intended recipient on the
farm isin synchrony with that o the donor. For gene insertions, the
embryo must bein the snglecdl stage, having pronuclel that can be
injected with clonedforeigngenes. Thegeneslikdy to beinserted into
cattlearethosefor growth hormones, prolactins(lactationstimulator),
digestiveenzymes, and interferons, thereby providing both growthand
enhanced resstanceto diseases.

Whilelessthan 1 percent of U.S. cattleareinvolvedinembryotrans
fers, theobviousbenefitswill push this percentageupward rapidly, par-
ticularly asthe costs of the proceduredecline. A genetically superior
Holsteincow and her 14 embryoswere recently purchasedfor $1.3mil-
lion.
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Plant agriculture

While the immediate impactsaof biotechnology will be greater for
animal agriculture,thelong-termimpactsmay besubstantially greater
for plantagriculture. Theapplication of biotechnologiesin plant agri-
culture could modify cropsso that they would make more nutritious
protein, resst insects and disease, grow in harsh environments, and
providetheir own nitrogenfertilizer. The potential applicationsdf bio-
technology on plant agricultureinclude microbia inoculums, plant
propagation, and genetic modification (Fraley,1984).

Microbial inoculums. Rhizobium seed inoculumsare widdy used
toimprovenitrogenfixation by certainlegumes. Extensivestudy of the
structure and regulation of the genes involved in bacterial nitrogen fix-
ation will likely lead to the development of more efficient inoculums.
Researchon other plant col onizingmicrobeshasled toa much clearer
understandingd their rolein plant nutrition, growth stimul ation, and
disease prevention, and the possibility existsfor their modificationand
useasseedinoculums.

Monsanto hasannounced plansto field test genetically engineered
s0il bacteriathat produce naturally occurring insecticide capable of
protecting plant rootsfrom soil-dwellinginsects. The company deve-
oped a geneticengineering techniquethat insertsa genefromamicro-
organism known as Bacillus thuringiensisinto soil bacteria. This
techniquehas been registered asan insecticidefor more than two dec-
ades. Plant seeds can becoated with these bacteriabefore planting. As
the plantsfrom these budsgrow, the bacteriaremainin thesoil near the
plant roots, generatinginsecticidethat protectsthe plants.

Plant propagation. Cell culture methods for regenerating intact
plants from single cdlls or tissue explants are used routinely for the
propagéation of several vegetable, ornamental, and tree species
(Murashige, 1974; Vasil et d., 1979). Thesemethodshave been used to
providelarge numbersof genetically identical diseasefree plantsthat
often exhibit superior growthand more uniformity than plantsgrown
conventionally from seed. Such technology holds promise for impor-
tant forest species with long sexua cyclesthat reduce the impact of
traditional breeding approaches. Somatic embryos produced in large
quantitiesby cdl culture methodscan beencapsulated to createartifi-
cial seedsthat may enhance propagation of certain crop species.

Genetic modification. Three major biotechnological approaches—
cdl culture selection, plant breeding, and genetic engineering—are
likely to havea major impact on the production o new plant varieties.
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The targetsof crop improvements through biotechnology manipula
tion are essentialy the same as those of traditional breeding ap-
proaches: increased yield, improved qualitative traits, and reduced
labor and production costs. However, the newer technology offersthe
potential to increase the'rate and type of improvements beyond that
possibleby traditional breeding.

O the varioushbiotechnol ogical methodsthat are being usedincrop
improvement, plant geneticengineeringistheleast establishedbut the
most likdy to haveamajor impact. With genetransfer techniques, it is
possbleto introduce DNA from one plant into another, regardless of
normal speciesand sexua barriers. For example, it hasbeen possibleto
introducestorage protein genesfrom french bean plantsinto tobacco
plants(Murai et al., 1983) and to introducegenesencoding photosyn-
thetic proteinsfrom pea plantsinto petuniaplants (Fraey,1984).

Transformation technology also alowsintroductionof DNA cod
ing sequencesfrom virtually any sourceinto plants, provided they are
engineeredwith theappropriateplant gene regulatory sgnas. Severd
bacterial genes have now been modified and shown to function in
plants (Fraley, et d., 1983). By diminating sexua barriers to gene
transfer, genetic engineering will grestly increase the genetic diversity
o plants(Fraley,1984).

Impact on agricultural production

New and emerging technologies have already begun making their
impact onagriculture. Biotechnology will play acentral roleinincreas
ing productivity over the next three decades. Thisis particularly the
casefor animal agriculture,especidly for dairy animals. The Officedf
Technology Assessment's (OTA) most likely projection is that these
technologies will havea highly significant impact on milk production
(Teble 1). With the use of genetically engineered hormones, embryo
transfer, and informationtechnology, milk production per cow hasthe
potential to double between 1982 and 2000. Thiswill haveconsidera
bleimpact on thedairy industry includingsubstantial regional shiftsin
productionand an approximate 30 percent reductionin cow numbers.

I'n addition, feed efficiency inanimal agriculturewill increaseat an
annual ratedf from0.2 percent per year for beef to 1.4 percentfor poul-
try. Reproduction efficiency would also increase, at an annual rate
rangingfrom 0.6 percentfor bef cattleto 1.1 percentfor swine.

For crops, theimpact will not be nearly asgreat (Table2). Themain
reasonisthat biotechnologyfor plantswill not becommercidly availa-
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ble to any great degree until the late 1990s. However, crop yields are
still expected to increasefrom 1982 to 2000 at a rate ranging from 0.7
percent per year for cotton to 1.2 percent a year for wheat and soy-
beans. For the most part, these annual yield increases will keep pace
with historical trends(OTA, 1985).

TABLE1
Impact on Emerging Technology .
on Animal Production Effidencyin Year 2000
Actud Most Likely Annual Growth
1982 2000 Rate
(Percent)
Bedf
Poundsmest per Ib. feed 0.07 0.072 0.2
Calves per cow 0.88 10 07
Dairy
Pounds milk per Ib. feed 0.99 1.03 0.2
Milk per cow per year
(1,0001b.) 12.3 247 39
Poultry
Pounds mesat per Ib. feed . 0.40 0.57 20
Eggs per layer per year 243 275 0.7
Swine
Poundsmeat per Ib. feed 0.157 0.176 0.6
Pigs per sow per year 144 174 11
Source: Officed Technology Assessment
TABLE 2
Impact of Emerging Technology on Crop Yiddsin Year 2000
Actual Most Likely Annual Growth
1982 2000 Rate
(Percent)
Corn bufacre 113 139 12
Cotton Iblacre 481 554 0.7
Ricebulacre 105 124 0.9
Soy bean bu/acre 30 37 1.2
Wheat bu/acre 36 45 1.3

Source: Officedt Technology Assessment
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Publicand privatesector
environment in biotechnology resear ch

Biotechnology research is being pursued in both the public and pri-
vate sectors. With the conferring of private property patent rightsin
living organisms, there have been dramaticincreasesin private sector
investmentsin biotechnology research with emphasison applied and
developmental research. The public sector has begun to strengthenits
basein biotechnol ogy research with emphasison basic research.

Publicsector

Federally funded research has been essential to the devel opment of
biotechnologyin the United States. The United Statescurrently hasa
strong and diversified basic research capability in biotechnology. Five
agenciesd the U.S government basically fund biotechnol ogy research
(Table3). In fiscal 1983 these agencies provided approximately $500
millionfor biotechnology research. Most of thefunding hascomefrom
the National Institutedf Health.

The U.S Department of Agriculturehasrecently beguntoincrease
itsfundingd biotechnology research for agriculture, mainly through
increasesincompetitivegrants(Table). USDA's direct commitment in
fiscal 1985 totaled $75.1 million to both USDA and university labora
tories. OF this, $20 million resulted from the 1985 increase in competi-
tive grants. In addition, more than $30 million was expended from
non-federal sources by the state agricultural experiment stations.
Thus, the public sector directly involved in agriculture currently
spendsapproximately $100 million a year on biotechnology research.

Privatesector

Inthe United States, twodistinct setsof firmsare pursuingcommer-
cial applicationsd biotechnology —new biotechnology firms (NBFs)
and established companies. NBFs are entrepreneuria —new ventures
started specifically tocommerciaizeinnovationsin biotechnology. For
the most part, they have been foundedsince 1976. Typicdly, NBFsare
structurally organized specificaly to apply biotechnology to commer-
cial product development. The established companies pursuing appli-
cationsaf biotechnology are generally process-oriented, multiproduct
companiesin traditional industrial sectors, such as pharmaceuticals,
energy, chemicals, and food processing. These companieshave under-
taken in-house biotechnology R&D in an effort to determine how and
where best to apply biotechnology to existing or new products and
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TABLE 3
U.S Federaly Funded Resear chin Biotechnology, FY 1983

Dallarsin Millions

National Institutesof Health $380.0

. National ScienceFoundation 531
U.S Department of Agriculture 340
Departmentdf Defense 75
Department o Energy 36.1
Totd $510.7

Source: Officeof Technology Assessment

TABLE4
US Department of AgricultureBiotechnology Research

(Dallarsin Millions)

AgricultureResearchService(ARS)

Plant Productivity
Albany Gene Expression Center
Animal Productivity
Soil and Water Conservation
Commodity Conversionand
Delivery
Human Nutrition

ARSTota

CooperativeState Research
Service(CSRS)

Hatch Act

Specid ResearchGrants
CompetitiveResearchGrants
All other

CSRSTotdl

Forest Service

Intramural
CompetitiveGrants

FSTota
USDA Total

Source: U.S Department of Agriculture

FY 1986
FV-1083 F¥-1084 FV1085  -Budge-
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6.6 68 8.8 86
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138 154 264 269
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16 35 34 -
83 920 295 295
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198 26 461 421
04 11 10 09

—— 16
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340 39.1 751 69.9
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Processes.

It isdifficult to givea precisenumber on theexpenditure of private
sector funds directed toward biotechnology in agriculture. However,
the number would dwarf that spent by theagriculture publicsector. In
fact, one or two major companiesinvolved in biotechnology research
could equal the USDA and state experiment station annual budgets.
Monsanto reported in recent congressional testimony that about one-
third of itstotal $100 million research budget for agricultureisdirected
toward biotechnology research (House Committee on Science and
Technology, 1985). A very conservativeestimate of the total amount
spent can befound in the1984 survey of U.S. agricultural research by
private industry conducted by the Agricultural Research Institute.
Theinstitute concluded that approximately $95 million per year was
being spent on biotechnology research for agriculture. However, that
figure is conservative because the survey included only established
companies. None dof theNBFs wereincluded. In any event, it issafeto
concludethat the privatesector isspending two to threetimesas much
asthe public sector for biotechnology research.

International competitiveness in biotechnology research

Thereis much interest in knowing how well the United States com-
pareswith other countriesin biotechnol ogy research important toagri-
culture. Other leading major potential competitors of the United
States in biotechnology include Japan, the Federal Republic of Ger-
many, Switzerland, France, and the United Kingdom.

U.S. and foreign efforts to develop and commercialize biotechnol-
ogy differ substantialy in character and structure. The manner in
which the United States and other countries organize their develop-
ment effortsisimportant becauseit can influencetheir respectivecom-
mercial capabilities and it will ultimately shape the character of
international competition.

Of the 219 U.S. companiesfor which commercial application areas
are known, 62 percent are pursuing applications of biotechnology in
pharmaceuticals, 28 percent are pursuing applicationsin animal agri-
culture, and 24 percent are pursuing applicationsin plant agriculture
(OTA, 1984). U.S. companies commercializing biotechnology in agri-
culturearelisted in Table5.

In the foreign countries mentioned above, biotechnology is being
commercializedamost exclusively by established companies. Unlike
the United States, most European countries and Japan tend toempha
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szetheimportanced largecompaniesinsteaddf small ones. Asaresult,
thedevelopmentdf biotechnology in those countriesisconsiderably bi-
ased toward the large pharmaceutical and chemica companies.

TABLES

CompaniesCommer cializing Biotechnology
In Agricultureand Their Product Markets

Commercia

Company (datefounded) application of R&D*
Advanced Genetic Sciences, Inc. (1979).................... PA
Advanced Genetics Research Institute (1981) ............... AA
AgrigeneticsCorp. (1975) . .. .o PA,SCF
AlliedChemica Corp. ..ot PA
Ambico, INC. (1974)......oviiii AA
AmericanCyanamidCo. . ..............cvi il Ph,PA,AA
American DiagnosticsCorp. (1979). . ...t Ph
American Qualex (1981). ... Ph,AA
Amgen(1980) . . ..ot PA,AA SCF
Animal VaccineResearch Corp. (1982) ... ... ooite. AA
Antibodies, INC. (196) .. ... ... Ph,AA
Applied Genetics, Inc. (1981). .. ... ..o AA
ARCO Plant Cell Research Ingtitute .. ............c.oovt. PA
Atlantic Antibodies(1973) .. ... oo AA
Bethesda Research Laboratories, Inc. (1976). . .............. Ph,AA
Bio-con, INC. (1971). . ... ... AA
Biotechnicalnternational, Inc. (1981) ..................... PA,CCE,SCEEnv,AA,Ph
BioTechnology General Corp. (1980). ...........c.ovveit .. PA,AA,Ph
Cagene InC.(1980).. ... .o PA
CdliforniaBiotechnology, Inc. (1982). ..................... Ph,AA
Cambridge Bioscience Corp. (1982)....................... Ph,AA
Campbel| Institutefor Research & Technology .. ............ PA
Centaur GeneticsCorp. (1981). .. ...t Ph,PA,AA
Cetus Corp. (1971).. oo v e Ph,AA,CCE

Madison (1981). . ...t PA
Chiron Corp. (1981)........ccovivi i Ph,AA
Crop Genetics International (1981) ....................... PA
DeKalb Pfizer Genetics(1982). . ..., AA
Diamond Laboratories . . ... ovov i AA
Diamond Shamrock Corp. ... oo v vei i AA,CCE
DNA Plant Technology (1981) . . ............. ... ... PA
DowChemical CO. ... .ot e Ph,PA,CCE,SCF,AA Env
Ecogen(1983) . ... vt PA
E. I.duPontdeNemours& Co.. InC. .. ...........ooveint Ph.PA.CCE,SCF.PA
FritoLay,Inc. ......... 0 oo PA
Genentech, INC. (1976). ... v v e Ph,AA,CCE,EI
General FOOUSCOmp. .« oo v vve e PA
Genetic ReplicationTechnologies, Inc. (1980). . ............. Ph,AA
Genetics Institute(1980).. . .. oo e Ph,PA SCFEnv
Genetics International, Inc. (1980)...........coovvevnnenn AA,Pr,SCF,CCE.Env,El
Genex Corp. (1977).. .o e Ph,AA SCEEnv
W R Grac & CO. oo et e AA,SCEEnv,PA,Ph

HemResearch (1966) . ... oo vo v Ph,AA
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Commercia
Company (datefounded) application of R&D*
IndianaBioLab (1972).. ..o PA,AA,SCFECCE
International Genetic Engineering Inc. {Ingene) (1980). ... ... Ph,PA,CCE
International Genetic SciencesPartnership (1981)............ PA,AA
International Minerals& Chemical Corp................... AA,PA Env,CCE
International Plant Research Institute(IPRI) (1978).......... PA
Lederle Laboratories. . .........ooo i Ph,AA
TheLiposome Co., INC. (1981). . ..... ... .o Ph,AA
MartinMarietta ... ... e SCEPA
Merck & Company,InC........c.coveieiiviicnini. .. Ph,AA
MilesLaboratories, INC. . .......c..ovvvvivvi i Ph, SCFCCE AA
MillerBrewingCo. ... PA
Molecular Genetics, InC.(1979) .. ... Ph,PA,AA
Monoclonal Antibodies, Inc. (1979)....................... Ph,AA
MONSANEO CO. v vttt s Ph,PA,AA,SCF
MUItivac, INC. . oo v Ph,PA,AA SCF
Nabisco, INC ... e e e PA
NPLO973). PA,CCESCF
NeogenCorp. (1981).. . ..ot i PA,AA
Norden Laboratories. ..o AA
Plizer, INC ... Ph,PA,CCE,AA,SCEEnv
Phytogen (1980).. . . ..o ve e PA
PhytoTechLab............... ... . i, PA
Pioneer Hybrid International Corp .. ...........c...oott PA
Plant Genetics, InC. (1981) . .. .. ..ot PA
RepligenCorp. (1981) . . ..o v v Ph,AA,CCESCF
Ribi Immunochem Research Inc. (1981) . .................. AA,Ph
Rohm&Haas .......oooo i PA
Salk Institute Biotechnology/Industrial Associates,Inc.

(A981).. . ettt Ph,AA,CCE
Sandoz,INC........ ... 0 i Ph,PA,AA
Schering-PloughCorp. ... ..o Ph,AA
SDS BiotechCorp. (1983). .. ..o v AA
SmithKline Beckman.. ............ ... .. ... e Ph,AA
A.E. Staley ManufacturingCo. ..........ovveiniieinnnns AA,PA SCF
StandardQilof Indiana. . ...............covii i Ph,PA
Standard Oil of Ohi0. . ... PA
Stauffer Chemicd Co..........coooii PA
Sungene Technological Corp. (1981).. . ...ttt PA
SynbiotexCorp. (1982). ... ..o oi i Ph,AA
Synergen (1981).. . ..ot AA SCF,CCE,Env
Syngene Productsand Research,Inc.. . .................... AA
SYNMEX COMP. . o vttt e Ph,AA
SyntroCorp. (1982).. . ... AA,CCE
Unigene Laboratories, Inc. (1980).. ... .....cocovvvivin.n. Ph,AA
Universal FoodSCOorp. . ...t ie e SCEPA
TheUpjohnCo. ... e Ph,AA PA
WorneBiotechnology, Inc. (1982).. .............co..ooia. PA, CCE Ph,AA,Env,SCF
Xenogen, InC. (1981).. .. ..o i e Ph,PA
Zoecon Corp. (1968). . ... cvvvvv i PA,AA
*Ph: Pharmaceuticals, PA: Plant Agriculture. AA: Amimal Agriculture, SCF: Specialty Chemicals and

i, CCE: Commodity ( and Energy, Env: Enviror 1 (Microbial Enha:iced Oil Ri

ery, Microbial Mining, Pollution Control, and Toxic Waste Treatment), E1:Electronics.

Sour ce: Officeof Technology Assessment
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It should not be assumed that the small number of NBFsin the Eu-
ropean countriesor thelack of NBFsin Japan will retard those coun-
tries development of biotechnology.Varyingstrategies, organizational
differences, and cultural factors contribute to the competitive
strengthsd established companiesinforeign countries. It isimportant
to note, however, that the complementary effortsof NBFsand estab-
lished companiesin the United States have been amgjor factor in pro-
viding the United States with an early competitiveadvantagein the
commercidization of biotechnology.

Although therearefen NBFsoutside the United Statesat present,
some European countriesare beginning to sense that small firmscan
make contributions to innovation, particularly in hightechnology
fields such as hiotechnology. The British and French governments
have aided in establishingsuch small firms as Celltech and Agricul-
tural Geneticsin the United Kingdom, and Transgene, France's |lead-
ing biotechnology venturecompany (OTA, 1984).

Animal agricultureindustry

U.S. companies. The animal agriculture industry encompasses
companiesengaged in the manufacture of products, the prevention
and control of animal diseases, animal husbandry, growth promotion,
and genetic improvement o animal breeds. Approximately 60 com:
paniesin the United Statesare known to be pursuinganimal health-
related appllcatlonsd bi otechnology asshownin Table5. Thirty-four
(56 percent) of these companiesare NBFs. OF specia noteistherole
new firms appear to be playing in three major segments of the
industry —diagnostic products, growth promotants, and vaccines.
However, established U.S companiesare moreinvolved in thedevelop-
ment of animal growth promotants. The market for animal growth
promotantsis the second fastest growing market in theanimal health
fidldand one df the most competitive. Severd established companies,
including American Cyanamid, Eli Lilly, Monsanto, and Norden,
have shown an interest in the field by sponsoring research contracts
" with NBFs, such as Molecular Genetics, Biotechnica International,
Genentech, and Genex. American Cyanamid and Merck have con-
tracted with NBFsfor projectsinvolving bovinegrowth hormoneand
avaccinefor foot-and-mouthdisease.

Severd NBFsarein astrong competitive position relativeto estab-
lished U.S. and foreign companies in animal-related biotechnology.
Most o theestablished U.S companies have madereatively small in-
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vestmentsin thisarea—equal to or lessthan investmentsin animal
health by most of the leading NBFs. Asestablished U.S. companiesin
the animal health field increase their biotechnology investments, the
U.S competitiveposition should strengthen in domesticas well asfor-
eignanima health markets.

Foreign countries. Established U.S. and European companiescon-
trol world animal health product markets. Collectively, however, ef-
fortsof Europeancompaniesto produce new or replacement vaccines
or growth promotants using biotechnology do not appear to be as
strong as the collectiveefforts underway in the United States. On the
bassdf reported research projects, European companiesappear to be
directed toward development of productsfor the animal vaccine mar-
kets, mainly for rabies and foot-and-mouth disease. U.S. companies
dominatethe world market for animal growth promotants. Few Euro-
pean animal health companies have indicated an interest in entering
the growth promotantsmarket.

Japanese companies have shown ratively little commercia inter-
est inthearead anima health, probably because meat does not con-
stitute as large a portion o the diet in Japan as it does in Western
European countriesand the United States. Recently, however, the Jap-
anese chemical company Showa Denko and the US company Dia
mond Shamrock set up a biotechnology joint venture, SDS Biotech
Corporation,in Ohio, exclusvely for animal health research.

Plant agricultureindustry

U.S. companies.The plant agricultureindustry encompasses com-
paniesengaged in R&D activitiesto modify specific plant characteris
ticsor to modify traitsof microorganismsthat could be important to
plant agriculture. The importance of plantsas a food and renewable
resourceand the potential of biotechnology to alter plant characteris
ticshasattracted adiverseset of firmsto the plant agricultureindustry.
In 1984, 30 establishedcompaniesand 22 NBFslistedin Table5 were
applying biotechnology to plants.

Established U.S. companies from industries ranging from oil and
chemicalsto food and pharmaceuticals appear to be dominating the
US. investment in biotechnology R&D in plants. U.S. chemica com-
panies that have made considerable in-house investmentsin plant-
related biotechnology research include American Cyanamid, Dow,
Allied, DuPont, and Monsanto. These companies dready produce
chemical pesticidesand herbicidesand conduct research using plant
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cell and molecular biology techniquesdirected toward increasing the
resistanced crop plantsto thesechemicals.

Someestablished U.S. companieshaveentered the plant agriculture
field through the acquisition of seed companies. Seed companies pro-
videbothanin-placemarketingsystemand high-quality,commercially
successful gene poals, often representing as much as 10 to 20 yearsof
R&D. Through ownership of seed companies, some established com-
panies are assuming active rolesin the modern research impetus for
seed improvement. By assuming stronger rolesin basic plant science
research, U.S companieslike ARCO, Shell, Allied, Monsanto, and
DuPont hope to play a leading rolein developing future agricultural
markets.

Foreign companies. Plant-related biotechnology is becoming com-
mercidized moredowly in the European competitor countriesthan in
the United States. For example, most West German plant tissue re
searchis being conducted in universities. Somed the large European
pharmaceutical companiesarereportedly interested in plant tissuecul-
ture, but only a few have made their interestspublic. Although exce-
lent basic research is conducted in such centers as the Max Planck
Institutefor Plant Research in Cologne, few commercial pursuitsare
known.

Great Britain hassomed the strongest basic researchin interdisci-
plinary plant sciences, and a new firm, Agricultural Genetics, wases
tablished recently by the British Technology Group, to exploit
discoveriesmadeat the Agricultural Research Council.

The Japanese are interested in developing amino acids and high-
vaue compounds by selecting and engineering plant cdls to produce
secondary metabolitesin vat culture. The Ministry for International
Trade and Industry (MITI) hasidentified secondary compound syn-
thesisasamgjor areafor commercidization. Thisaread plant-related
biotechnology research will receive approximately $150 million from
MITI over the next ten years. With their experiencein large-scaebio-
processing, the Japanesearewd| ahead of the United Statesin thisas:
pect of plant biotechnology. Japanese companies have aready
reported repesated successin growing plant cellsin 15,000liter batches.
The upper limit in the United Statesisonly 300 liters(OTA, 1984).

Although biotechnology is not expected to provide foreign coun-
trieswith an ability to reduce U.S dominancein world grain markets,
it may provideforeign countrieswith opportunitiestoseizespecificag-
ricultural markets. In both Franceand Italy, for example, thereare ma-
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jor commercial activitiesin plant tissue culture techniquesfor elimi-
nating virusesand propagating fruit and nut trees.

Factorsimportant tointernational
competitivenessin biotechnoiogyresearch

Withtheincreasingimportanceof high-technologyindustriesinthe
United Statesand the decliningcompetitivenessof U.S goodsin world
markets, it isimportant to beable to assessthe country’s futurein the
commercialization of emerging technologies. The three factors most
important to the commercia development of biotechnology are fi-
nancing and tax incentivesfor firms, government funding of research,
and personnel availability and training.

Financing and tax incentives

Theavailability of venture capital tostart new firmsand tax incen-
tives provided by the U.S government to encourage capital formation
andstimulate R&D in the privatesector areimportant to the develop-
ment of biotechnology in the United States. Since 1976, private ven-
ture capital in the United States hasfunded the startup of more than
100 NBFs. Many o these firms have already obtained second and
third-round financing whileothers, still seeking additional funds, are
relying heavily on the stock market, R&D limited partnerships, and
private placementstofund research and early product devel opment.

Thefuture performance of NBFsnow using the stock market and
R& D limited partnerships extensively for financing may influencethe
availability of financing for other firms seeking capital in the future.
Most NBFsstill have negativeearnings records. If somedf these com-
paniesdo not begin manufacturing soon and generating product reve
nues, investors may lose confidence in the ability of the firms to
commercializebiotechnology.

Venturecapital is generaly moredifficult to obtain in the United
States for later rounds of financing than for initial rounds, partly be
cause venture capitalists are more eager to invest in earlier rounds to
maximizetheir returns. Thedifficulty in getting subsequent financing
for production scaleup could be an insurmountable problem for some
NBFs. Their ability to self-financemay till befiveto ten yearsaway.

Of al thesix competitor countries, the United States has the most
favorabletax environment for capital formationand small firmfinanc-
ing. Tax incentives, morethan direct government funding, are used in
the United States to stimulate businessand encourage R& D expendi-
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tures. Thus, R&D limited partnerships, low capital gains tax rates,
R&D tax credits, and subchapter S provisonsall benefit small firms.

I'n Japan and the European competitor countries, venture capital
has playedaminor partinthecommercializationdf biotechnology,be
causethese countriesdo not have tax provisonsthat promote thefor-
mation of venture capital and investment in high-risk ventures. Asa
consequence, few NBFs exist outsideof the United States. Theestab-
lished foreign companiesthat haveinitiated efforts to commercidize
biotechnology can finance R&D activities through retained earnings
and have access to financingfrom bank loans. Additionaly, the gov-
ernmentsaf Japan, the United Kingdom, Germany, and France have
provided the private sector with public funds for biotechnology re
search.

After the United States, Japan hasthe most financingavailablefor
companies using-biotechnology (OTA, 1984). The Japanese govern-
ment hasmade thecommercializationd biotechnology a national pri-
ority and is financing cooperative interindustry biotechnology
projects. Most of the established companiescommercidizingbiotech-
nology in Japan haveat least one bank asa major shareholder provid
ing the company with low-interest loansfor R&D. Wedthy individual
investors in Japan have also provided some risk capital for new ven
tures.

Government funding of basicand genericapplied research

Theobjectived basic research isto gain a better understanding of
the fundamental aspectsaf phenomena without goals toward the de-
velopment of specific productsor processes. Such research, which is
usudly conducted at universitieswith the usedf governmentfunds, is
critical to maintaining the scientific base on which technology rests
and to stimulatingadvancesin a technology.

Theobjectived appliedresearchisto gain the knowledge needed to
supply a recognized and specified need through a product or process.
Such researchisusually funded by industry.

Generic applied science can be viewed as bridging a gap between
basic sciencedone mostly at universitiesand applied, proprietary sci-
ence done in industry for development of specific products. Such re
searchisaimedat thesolutiond generd problemsassociated with the
used atechnology by industry. Genericapplied research areasin bio-
technology, for instance, include screeningd microorganismsfor po-
tential products and better understanding of the genetics and
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biotechnology of industrially important microorganisms. Support of
basic science and applied generic research is generaly viewed as the
responsibility of government, becauseit ultimately contributesto the
publicgood and becauseit ishigh risk and tooexpensivefor individual
firms.

Of the competitor countries, the United States has the largest com-
mitment to basi cresearchin biological sciences, both in absolutedol lar
amounts and in relative terms. However, this commitment has de-
creased in thelast few years, and the government's commitment to ge-
neric applied research in this area is relatively small. In 1983, the
federal government spent approximately $500 million on basic bio-
technology research, compared with $6 million on generic applied re
search in biotechnology (OTA, 1984). Over the past severa decades,
the government has decreased its commitment to generic applied re
search areas, whileincreasing its commitment to basic research. This
policy hascontributed to a wideningscientificgap between purely ba
sic research funded by the government and short-term, relatively
product-specificapplied research funded by privateindustry. Therela
tively low levd of U.S government funding for generic applied re
search in biotechnology may cause a bottleneck in this country's
biotechnol ogy commercialization efforts.

Germany, the United Kingdom, and Switzerland al so haveastrong
basi csciencebase. Furthermore, thegovernmentsa Japan, Germany,
and the United Kingdom fund a significantamount of genericapplied
sciencein biotechnology. Perhaps because Japan isable to rely on the
United Statesand other countriesto provetheearly feasibility of new
technol ogiesfor commercialization, the Japanese government devotes
more public funding to the solution of generic applied science prob-
lemsthan to basic research. Thisstrategy worked well in the semicon-
ductor industry, and Japan may very well attain a larger market share
in biotechnol ogy productsthan the United States becausedf itsability
to rapidly apply resultsof basic research available from other coun-
tries.

Personnd availabilityand training

Adequately trained scientific and technical personnel are vital to
any country's industrial competitivenessin biotechnology. For the
most part, countrieswith good science funding in afield also have a
good supply of well-trainedpeoplein that field.

Thecommercia developmentof biotechnology will requireseverai-
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specific typesdf technical personnel. Especially important categories
include molecular biologistsand immunologists, microbiologists, bio-
chemists, enzymologists, and cdll culturespeciaists.

The United Statescurrently hasa competitiveedgein the supply of
molecular biologists and immunologists to meet industry needs, in
part becausethefederal government has provided substantial funding
sinceWorld War Il for basiclifesciencesin universities. Thesupply o
Ph.D. plant molecular biologists, however, may be inadequate. Most
d thefundingin lifesciences has been directed to animal and human
research. The plant scienceshave not received an equivalent amount
o attention or funding. That iswhy biotechnology advancesin plant
agriculturewill not besignificant until after the year 2000.

The United Kingdom and Switzerland have funded life sciences
wedll and havea sufficient supply of basic biological scientists. Japan,
the United Kingdom, and Germany, unlike the United States, have
maintai neda steady supply of bothindustrial and governmentfunding
for generic applied microbiology and bioprocess engineering in the
past few decadesand haveadequate personnel in thesearesas. In Japan
and Germany, dight shortagesof molecular biologistsand immunolo-
gistsexist. Japanese companiesare seeking to train personnel abroad.
France appearsto haveshortagesin dl typesdf personndl.

Thetrainingd personnel isimportant to the continuing commer-
cidizationof biotechnology. The United Stateshasgood training pro-
grams for basic scientists, for the most part. Speciaists in plant
molecular biology are currently in short supply, but training in this
area can be more readily achieved with interdisciplinary programsin
biology departmentsin universities. However, the United States does
not have morethan afew training programsfor personnel in the more
applied aspects of biotechnology, nor does it have government pro-
grams, such astraining grants, tosupport training in thesefields.

Other factors

Three factors al'so important to international competitiveness in
biotechnologyareregulation, intellectual property law, and university-
industry relationships.'

'Some arguethat antitrust lawsshould alsobe included. However,antitrust lawsof the United States
and the other major competitors 1n biotechnology are generally Similar in that they protubit restraint of
tradeand monopolization. U.S companiescommer cializingbiotechnol ogy facenomajor antitr ustcompli-
ance problems, becausethelack of concentrationand theabsenceof measurablemarketsmeansthat most
typesof joint researcharrangementswould not be anticompetitive.
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Regulation involves health, safety, and environment. Japan hasthe
most stringent health and safety regulation for pharmaceutical sand
animal drugs, followed by the United States. Switzerland appearsto be
the mogt liberd. The regulatory environment favors the European
companies over those o Japan and the United States reaching their
own domestic marketsfor pharmaceutical sand animal drugs. Watch
for theintroductiond the bovinegrowth hormonein Europe beforeit
isapprovedfor usein the United States. The Food and Drug Adminis
tration has taken the postion that recombinant DNA products with
activeingredientsidentical toingredientsaready approved, or to natu-
ral substances, still need to go throughthe new product approval proc-
ess. However, data requirements may be modified and abbreviated.
Thisappearsnot to bethesituationin the competitor countries. Inall
the competitor countries, thereissome uncertainty asto theenviron-
mental regulation governing the deliberate rdlease of genetically ma
nipul ated organismsinto theenvironment.

Areasd intdlectual property law most relevant to biotechnology
arethosededingwith patents, tradesecrets, and plant breeders rights.
Theseareaswork together asa system. An invention may be protected
by oneor moredf them. If one hasdisadvantages, acompany can look
to another. The U.S intellectual property system appearsto offer the
best protection for biotechnology of any system in the world. This
competitiveadvantageisduelargely to thesystem providingthewidest
choice of options for protecting biologica inventions, the broadest
scoped coverage, and somedf the best procedura safeguards.

university-industryinteractionsarean effectiveway o transferring
technology from aresearch |aboratory toindustry. Interest in the com-
mercid potential of biotechnology has significantly increased
university-industryinteractions,especidly in the United States. Estab-
lished U.S and foreign companies have invested substantially in U.S,
universitiesdoing work in biotechnology. Thereare many advantages
to such interactions, including an increasein the quantity of research
discoveries, universtiesbeing able to retain top-quality scientiststhat
might otherwiseleavethe university for the private sector,and patent
monopoly rights necessary to attract the capital investment needed to
trand atescientificadvancesd universitiesinto commercid redlity.

Despite these advantages there are also disadvantages to such
arrangements— particularly for land-grant universities. These univer-
sities were established by Congress under a unique socid contract.
Technology discoveredin theland-grant system hasto befreely availa-
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ble to dl firmsor individualsdesiring to exploit it. Asa result of this
social contract, land-grant scientists have historically worked in devel-
oping, adopting, and implementing new technol ogieswithout protect-
ing property rights.

It is now possbleto patent virtually al biotechnology discoveries
within.theland-grant system with little regard for its social contract
implications. A variety of arrangementsbetween land-grant univers-
ties, scientists, and private firms have been established. Such private
sector arrangements integrate business,into the university fabric.
Questionsdevelop over who controls the university research agenda.
The dlegiance of ,scientiststo their university employer, the willing-
nessof scientiststo discuss research discoveries having a potentially
patentable product associated with them, and potential favoritism
shown particular companies by the university because o their re
. searchties.

To the credit of the land-grant system, these questions have been
and are being addressed. However, the basic socia contract issue has
not been resolved. The right to use discoveriesof the system is no
longer fredy available. Certain individuas and firms are being con-
ferred exclusve benefitsto the possbledetriment of others. Theeffect
istointernalizethe costsand profitsfrom discoveriesd the predomi-
nantly public-supported system.

Neither Japan nor the European competitor countries have as
many university-industry relationshipsas the United States does, nor
arethey aswdl funded, but varyingdegreesd cooperation doexist. In
Japan, the ties between university applied research departmentsand
industry have aways been close. Additiondly, the Japanese govern
ment isimplementing new policies to encourage closer ties between
basic research scientists and industry. In Germany, the government
hasa history of promoting closecontact between academiaand indus
try and iscosponsoring with industry many projectsimportant to bio-
technology. Switzerland encourages communication between
individual sin academiaand industry. Universitiesin the United King-
domand Francehave had very few tieswithindustry in biotechnol ogy,
but the governmentsdf both countrieshave recently established pro-
grams designed to encourage university-industry relationships.

Conclusons

Continuing, rapid advancesin science and technology promise to
revolutionizeagricultural production for theforeseeablefuture. Inthe
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next 15years, 1.5 percentdf anesimat'ed 1.8 percentannual growthin
production needed to balance world agricultural supply and demand
must come from increases in agricultural yidds—yidds that will be
possible largely through the development and adoption of emerging
technologies—especialy biotechnology. These technologies must be
used if thiscountry isto competein the international marketplace.

The uniquecomplementaritiesbetween establishedand new firms,
the well-devel opedscience base, theavailability of finances, and anen-
trepreneurial spirit have been important in giving the United Statesits
present competitiveadvantagein thecommercializationof biotechnol-
ogy. To maintain this advantage, increased funding of research and
training of personnel in basic and generic applied sciences, especially
plant molecular biologists, will be necessary. The United States may
also need to be concerned with the continued availability of finances
for NBFs until they are self-supporting.

Japan will be the most serious competitor of the United Statesin
commercializationaf biotechnology. Japan hasa very strong technol-
ogy baseon whichto build, and the Japanesegovernment hasspecified
biotechnology as a national priority. The demonstrated ability o the
Japanese to commercidize developments in technology rapidly will
surely manifest itsdlf in biotechnology.

Germany, the United Kingdom, Switzerland, and France lag be
hind the United Statesin thecommercializationd biotechnology.The
Europeancountriesdo not generally promoterisk-taking, either indus
trialy or in their government policies. Also, they havefewer compan-
iescommercializing biotechnology. Thus, the European countriesare
not expected to be as strong general competitorsin biotechnology as
the United Statesand Japan.
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Commentary on

'Enhancing Competitiveness. Research
and Technology in Agriculture"

John 7. Marve

Mike, youwill beglad to know that my colleaguesin St. Louisonly
have one request. They would appreciate your adding a Ph, SCF to
Table5 where Monsanto appears, in recognition o their recent acqui-
sitionaf the GD Searle company. Onamoreseriousnote, youareto be
commended on your analysis, which reflects the benefits of your ef-
fortstobringtogether inacohesveway dl of the OTA panels,advisory
group opinions, and feedback from the March specia report. It will
probably beeasier for the audiencetofollow my comments if | follow
your format o introduction, followed by thefivesectionsyou have di-
vided theanalysisinto. Essentially, al of my commentsareadditivein
natureas | am in substantial agreement with your thesis.

The"biotechnologyandinformation era” will certainly bemore pro-
found than either the "mechanical” or "chemical technology eras” In
Spitedt thisstatement, wemay be underestimating the role biotechnol-
ogy may need to play in agriculture. Thisopinion is based on theim-
pact o biotechnology on human health care. In other words, the
impact o biotechnol ogy should occur in theorder: human healthcare,
animal agriculture; and plant agriculture. Many expect that the im-
pact on healthcarewill bedramatic, leading tosignificantlylonger and
healthier lives. Such a result would havean enormouseffect on world
population and, therefore, on world food supplies.

You have made a point severa times that isworth emphasizingat
thestart of aconsideration of promising areasdf biotechnology for ag-
riculture. The point isthat while both animalsand plants have been
genetically modified—that is, foreign genesinserted.and expressed—
thework withanimalsis progressingat afaster paceand will continue
todoso.
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Thereisagood reason for this. Thefundamental biochemica and
molecular knowledge about plants is lacking. Public and private
spendingon basicresearch related to plantshas probably beenoneone
hundredthdf that spent on basic researchrelated toanimals, including
humans. Thisistrue not only in the United States but also in Western
Europeand Japan. Therefore, | can only agreethat biotechnology will
have its most important influence on animal agriculturefirst, even
though in the long run the impact on plants will likely proveto be of
even greater significance.

Therearefour areaswhere biotechnology will likely impact animal
agriculture: growth promotants,which you haverepresented by bovine
growth hormone; vaccines, o which you have given severa examples;
therapeutics, likeanimal interferons; and gene therapy, which as you
point out isaimed at correcting genetic deficiencies.

It ismoredifficultto categorizeour listsof potential plantimprove
ments because of the very lack of understanding referred to earlier.
However, onecould envision using thesamefour areas: growth promo-
tantsfor new hybrid crops, photosynthateutilization,and nitrogen uti-
lization; vaccines for disease or insect resstance; therapeutics for
resistanceto harshenvironments; and genetherapy for animal protein
production or remova of disease susceptibility. The ligtsin each area
arelongfor bothanimalsand plants, and you havecovered most of the
best-knownexamples.

Thesetechnol ogiesclearly arecapabled impactingproductionina
very significant way. Your projectionson productivity changes until
the year 2000 seem quite reasonable. The only major change that
seemspossiblewould beafaster than expected development of hybrid
wheat. One other interesting note is that the introductiond bovine
growth promotantsin Europe isexpected to reducetheir beef surplus
as, unlikein the United States, a major portion of their bedf supply
comesfrom dairy cattle. Theenvironment for biotechnology research
iscertainly better in the United Statesthan anywhereelsein theworld
at thistime. Thisistruefor both the publicand privatesectors, asyour
estimates document. While | cannot prove your two to three-fold
spendingadvantagedt the privatesector over the publicsector, | share
your view that it isvery likely to bea conservativeestimate.

International competitivenessin biotechnology researchisdifficult
to assesswith great accuracy becauseit isa moving target and, asyou
have accurately pointed out, because the work is carried out under
widdy varyingcircumstancesin different partsof theworld. Whileitis
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quiteaccurateto view present biotechnol ogycommercializationin Eu-
ropeand Japan asoccurringamost exclusively by established compa
nies, we have seen a shift in this pattern recently in Western Europe,
particularly in the United Kingdom, France, Holland, and Belgium,
wherethe venture capital environment is very postive. In fact, many
venture capitalists now are saying that the best opportunity for bio-
technology investment isin Western Europe. While thisshift does not
change your current assessment, it is important to remember that a
disproportionateshare of the world's major "life science” companies
arebasedin Europe, so | think wecan assumethat they will turn every
effort to maintain their position. Indeed, the shift we are observing
may bethe beginningd that effort. It isequally sure, asyou havesaid,
that the Japanese are committed to excellencein biotechnology and
their record of successin priority aressis, needlessto say, impressve.
My only point isthat it is going to be an extraordinarily competitive
field with major international implications.

In considering the factorsimportant to international competitive:
nessin biotechnology ,research,financing-tax incentives, government
funding of research, and personnd availabilityltrainingare certainly
among the most important considerations. However, the private sector
would consider patent protection, property rights, and regulation at
least as critical. The best support for that position is that countries
wherethesefactorsarebest developed are precisely theworldleadersin
biotechnology (orany technology), that is, the United States, Western
Europe, and Japan. Certainly the United Stateshas been the leader in
railsing money for biotechnology,abeit therewill inevitably bea num-
ber of casualtiesdueto an inability tofinancethe very expensivedeve-
opment stagedf new products. As was mentioned earlier, the venture
capital paceappearsto bepickingupin Europeand therearesignsthat
thismay alsooccur in Asa

Yau havealso noted correctly that biotechnology funding tends to
besomewhat obscured in both Europeand Japan because much of it is
going on in established companies. Governmentsd Western Europe,
Japan, and the United States havedl demonstrated a strong commit-
ment to fund basic and applied biotechnology research. In the United
States, | am not sure that we have underfundedapplied biotechnology
research as much aswe may havefalled toensureastrongand healthy
working relationship between practical agriculture and the basic sci-
encedepartmentson our campuses. Becaused thesignificantfunding
availablefor biotechnology research in the United States, thereisin-
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deed agood supply o qualified research personnel, withthe exception
o plant molecular biologistdbiochemistsand biotechnical engineers.
Thelatter will bein increasing demand as new products move toward
manufacture.

It isin the best interest of the public and private sectorsto have a
regulatory systemthat is respectedand credible. It would beincorrect
to concludethat aregulatory system that requiresthelongest timeto
register a product iseither the most stringent or the best system. The
point you havemadedf first sdlesaf bovinegrowth promotantsin Eu-
ropeisacasein point. Another casein point isour microbial test prod-
uct, which was submitted for approva for field tests in the United
States more than a year ahead o other locationsand may wel bein
approved field testsin Western Europe beforeit can be tested in the
United States.

The regulatory process may havea major impact on international
competitiveness. For example, European firms naturally target Euro-
pean marketsas a high priority and, because o the extremdy high
costsd launchinga life science product, the faster clearanced prod-
uctsin Europegivesthesefirmsthe very great advantaged recovering
their costs more rapidly. The European Economic Community is
working hard to propose standard biotechnology guiddinesfor regis
tration at thistime, whileindividual countrieshave recombinant prod-
uctscleared or in the pipdine.

Property rights, like regulation, could bea major factor in interna
tional competitiveness. Property rightshave patent law astheir corner-
stone, but that is by no meanstheend o it. There are serious issues
over productiondf datathat if alowed to be used improperly can and
does lead to piracy followed by illegd production of what were sup-
posed to be protected material sin variouscountriesaround the world.
Wherelegitimate, thereisa need to patent biological systems, includ-
ing seeds. Thereisa need to extend patent lifefor dl productswith a
protected commercid lifethat isaffected by regulation. Thereisa need
to prevent piratesfrom using data the inventor has produced at grest
time and expense from registering the product in another country for
essentially no cost. Thereisaneed for reciprocal tradeagreementsthat
require respect for property rights. Countriesor world areasthat have
these property rightswill havea very significant advantage.

Your observationson university-industry relations have identified
the key issues. My own fedingsare that a strong rel ationship between
academicand industry is probably far more beneficial than harmful if
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properly managed. | havefound to my surprise that both in Europe
and Japan thereis, if anything, acloser relationship between the acar
demic community and industry than in the United States, despite
some o the very large funding programs in the United States. Your
conclusionsare certainly valid based on the current situation. How-
ever, | would adviseanyoneinvolvedin thisfied to keepin mind that
fineold baseball dictum,’lt ant over until its ova." In other words,
run smart, fast, and scared.
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Enhancing Competitiveness.
|nfrastructureand Agriculture

Ray A. Goldberg

In this paper, | broaden the term'infrastructure” to mean the total
support structure of aglobal agribusiness system and the institutions
and arrangementsthat help to coordinate the functions and flows of
the system as well as the functions that are performed in the system.
These functions include input farm supplies, farming, assembling,
transporting, storing, processing and distributing final food and fiber
products to the ultimate domesticand international consumer.

Toaseesshow U.S agribusiness hasused infrastructure and institu-
tional arrangements to compete in globd agribusiness, one has to
placeU.S agribusinessinitshistorical setting.' After World Wer 11, the
objectived U.S.farm policy wasto maintain relatively high pricesup-
portsso that the farmer would not bear the major burden of adjust-
ment asthe U.S food syssem madethetransitionfrom awartimetoa
peace time economy. During this adjustment period, high domestic
price supports enabled farmersto continue purchasing farm supplies
and capital improvements for their farms. Because these high price
supports acted asa priceumbrella for our global grain competitors, the
United States became a residual supplier to the export market. The
government paid a cost differential between the lower world pricefor
U.S farms commoditiesand the domestic high price supports to ex-
portersso they could sl in the world market.

! Agribusiness, asdevelopedat the Harvard BusinessSchool, includesall of the interrelated privateand
public policymaking enterprises, from farm supply, farmrng, and processing through distribution to the
ultimateconsumer —includingall privateand public coordinating mechanismsthat hold the commodity
system together and enablethem toadjust to technological, political, social, and economic change. Agri-
businesscontainslargeand small-scaleparticipants,irrespectiveof theeconomic and political systems in-
volved.
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Even with the PL. 480 Program that shipped some $25 hillion
worth of commodities overseas, surpluses began to build up in the
United States. Thesesurpluses, in turn, resulted inasubsidizedstorage

" program to store the surpluses and a guaranteed occupancy and pay-
ment programfor storageat both theon-farmand off-farmlevels Simi-
larly, both political partiesencouraged farmersto play a more active
role in manufacturingand supplying their inputsand processing and
distributingtheir food products, as wel as makingfull used the gov-
ernment storage program through the improved credit facilitiesof the
Farm Credit Bank for Cooperatives. The domesticstorage programre
sulted in the development of a grain storage capacity largeenough to
hold grain reservesnot only for the United States but for theworld. We
became, in essence, the buffer zone or shock absorber for any change
in the global food system. We could afford to do so in a less volatile
surplusfood production-oriented world, with low interest rates, fixed
exchangerates, and pricesthat, except for wartimeexplosions, varied
lessthan 10 to 25 centsa bushel. Our concessional PL . 480 sdlesand
our contributions to the World Bank were used to build up postwar
economies, especidly those o the developing world. At least 25 per-
cent of these expenditures were for agribusiness projects with major
emphasison infrastructure, such asroads, irrigation, credit, and farm
extensonsystems.

In 1972, when the Soviet Union changed fromaglobal agricultural
commodity exporter to an importer, a global food economy changed
from"buyersmarket”toa" sdllersmarket". Product differentiatedfood
processorsfound that they really were part of an agribusinessvertical
food chain, asdid fast-food operators. Instead o the U.S. government
price support program being a substitute futures market, commodity
futures markets came into their own prominence. Risk management
toolsin theform of long-term futures contracts became critical toal
participantsin thefood system. Just as sourcing becameglobal, sodid
marketing. By theearly 1980s, over 40 countriesimportedone million
tonsor mored grain a year compared with a handful a few decades
before.

Consolidation in the number of firms has occurred in every aspect
o on-farm and off-farm activity at a national levd at the same time
globa competition has increased at every leve. Yau can buy Coca-
Cola and Pepsi-Cola on a global bass. Yau can find McDonalds,
Dunkin’ Donuts, and Kentucky Fried Chicken outlets circling the
globe. Farm machinery, pesticides, and fertilizer firms compete the
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world over, as do processed food companies from Heineken Beer to
Cadbury-Schweppesproducts. Ye thesesalesarea so tied to the same
governmental market access constraints as confront the agricultural
commodity firms.

By 1985, as previous speakers have noted, we once again livein a
surplusfood economy, with those nations and individualsthat need
thefood the most not having the fundsto buy it or the resourcesto
produceit. Not only havewe moved from asellerstoa buyers market,
but the global interdependency o the 1970sand early 1980s hasdevel-
oped market structures and processing capacities to more efficiently
servethat market. We built a totally vertical food system and trading
system around an expanding globa market that not only stopped ex-
panding but went into a decline. The United States, in essence, hasa
decliningmarket shareof adecliningglobal food system (Chart I). Ex-
cesscapacity existsin each vertica structurefrominput farm supplies,
farming, transportation, processing, and distribution. Onceagain ma
jor countriesand economic regions have insulated their agribusiness
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food system from the world food system, with the result that the
United Statesand the developing world becomethe buffer for the sys
tem. Thosethat arein theweakest position to maketheadjustment are
forced into adjustment, namely, the U.S. farmer, the U.S. consumer,
and selected developing country producers and consumers. Many
countriesthat believein global free marketsin expanding marketsand
rising pricelevelsfind it economically, politically, and socially difficult
tomakedownward priceshiftstoworld pricelevelsthat drop suddenly
over ashort period of time.

1985 and beyond

How thendocurrent structuresaffect the U.S agribusinesscompet-
itive position in the future and what actions can private and public
managers take both to restructure U.S. agribusiness and to make it
more competitive? What globa strategies are available to U.S. agri-
businessfirmsand institutions?

In 1985, taking a system's approach to globa agribusiness, one
notesthe overall commercialization of global agribusinesswith an in-
creasein purchasedfarm suppliesandfood processingand distribution
(Tablel). Asmentioned previoudy, thereisalarge carryover of cerea

TABLE1

Global AgribusinessEstimatesfor 1950and 1980
(billionsof current dollars)

1950 1980
Farm Supplies 44 375
Farming 125 750
Processing & Distribution 250 2,000

Source: Author's estimates based on discussionswith USDA economists.

stocks—almost reaching the 1982-83 levels. The United States con-
tinuesto bethemajor inventory holder intheworld. Thesecarryovers,
together with net international transfersfrom the developing coun-
tries, have resulted in a decrease in purchasing power that hasledtoa
decrease in mgjor commodity priceson a globa basis. This has oc-
curred even though global food production per capita hasbeenincreas-
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ingat adecreasing rate (Table2). At the sametime, most nations' food
policy prioritiesaresuch that they prefer to be asself-sufficientas pos
shle.

TABLE 2
Global Feod Production Per Capita
1951-53—1959-61 1959-61—1968-71 1969-71—1979-81
1.42% 0.62% 0.23%

Sources: U.S. Department d Agriculture and FAO

Thishasled toan increasein the commercializationdf agribusiness
in both devel oped and devel opingcountriesas sophisticated input and
process ngoperations have been created. Theinfrastructured the key
players,suchasChina, India, and the USSR, hasalsoincreased. World
agribusinessstill employsabout 50 percent of those employed in the
world and major agribusinesssystemsin major countriesaccount for
26 percentof theworlds GDP. Smilarly, while 48 percentof consumer
. expendituresare still spent on agribusi nessproducts, the commercidi-
zation of agribusinesshas seen this reduced from 69 percent in 1950
(Table 3). Although export marketsare critical for U.S agribusiness,

TABLES3

Agribusinessasa Percent o GDP
Of Selected Mgjor AgribusinessCountries

(weighted average)
1950 1960 1970 1980
4% 34% 21% 26%

Source: U.S. Department d Agricultureand FAO

the industridization of the world economy has reduced agribusiness
tradeasa percentaged total globa merchandisetradeevenduringthe
sellersmarket of 1980 from 46 percent in 1950 to 20 percent in 1980.
Thisisoneindication of why our traderepresentativecan look at agri-
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businessasonly one bargainingchipat theglobal tradetable(Table 4).

TABLE4

AgribusinessTrade asa Percentagedf Tatal
Merchandise Trade of M ajor Exporting Countries

1950 1960 1970 1980

46% 39% 24% 20%
Source: U.S Department of Agricultureand FAO

To becompetitivein thisnew buyersmarket, the global agribusiness
economy becomeseven moredifficult when oneredizesthat onedoes
not make a sale on price aone. Most sales involve long-term agree
mentsand many o the purchasesare made by state trading organiza:
tions (Tables5 and 6). Countrieswant to know not only how thesale

TABLES
Bilateral Agreementsasa Proportionof World Trade
Selected Countries Wheat CoarseGrains
Ranged Percentages
o Average lmports
1979-82
Brazil 12%-47% —
China 89%-100% 100%
Egypt 16% —_
Libya 67% 100%
Mexico 20%-40% 17%
Poland 15% 15%-25%
USSR. 31%-50% 48%-53%
Yemen 67%-83% —_—
World Total 43%-56% 37%-45%
Source: FAO
TABLE 6
Wheat Imports
(percent)
1960 1965 1970 1975 1980
Free Traders 29 27 52 43 32
State Traders 62.6 779 654 75.1 80.9
VariableLevies 345 194 294 20.6 136
Licensing 0 0 0 0 23

Source: US Department of Agriculture
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helpsthem but what type df reciprocal trade agreement can be made
for their productsand what typedf technology accompaniesthe prod-
uct to aid in the development o their country. This, in turn, leadsto
new typesdf firms, institutions,and joint venturesto respond to these
new market needs.

The consolidation of globa agribusiness has aso developed new
typesaf organizationsto servethecustomer onamoredirect bass. For
example, Conagra, through acquisitions, now hasa billion dollar agri-
cultural chemica distribution system in the United States and, with
the recent acquisitionsof a German tradingfirm, cannot hel p but look
at theglobd market in asimilar fashion. It isstriking to notethat one
million farmerseach with over 200 hectaresdf land account for most
of the commercial farm commodity salesin the world, even though
thereareatotal of 140 millionfarmers(Table7). Similar consolidation
isoccurring at every leve o operationin every nation.

TABLE7
Number of Farmsin the World
(millions)
1950 1960 1970 1980
World 92 109 133 140
Under 5 Hectares 72 84 ) 108 118
Over 200 Hectares 0.7 0.9 1.0 1.0

Source World Bank

The competition has become globaized for sourcing and for mar-
kets. Market orientation, product differentiation, service differentia
tion, and financing engineering as wdl as market access, are the
competitivetoolsrequired by every segment o U.S. agribusiness. Our
potential strength in valueadded products has not been fully deve-
oped, partialy because we were lulled to deepfirst by hitorical high
domestic price supportsin the previous buyers market of the 1950s,
1960s, and early 1970s. We were then further lulled to deep by the
slersmarket o 1972-81. That luxury isnolonger availableto us.

In addition to fighting traditional market-oriented battles on a
globa bass, we have to compete with such regions as the European
Community (EC),which have insulated their producersto the point
that they produced surplusesfor their domestic market. They then
turned to processing as an answer that, in turn, shifted the surplus



62 Ray A. Goldberg

from raw commodity to processed product. They then subsidized the
processed product in the international market and the result isshown
in Chart 2. The EC globa shareof theflour market increased from 16

CHART 2
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percent to 67 percent in 1981-82. We haveto place global agribusiness
under thetradejurisdictiondf GATT, with or without the EC’s partici-
pation, tocresteaglobal climatein which thereisa new understanding
of therulesd thegame.

In additionto the new typesdf marketsand new typesaof competi-
tion, our former customersare becoming our competitors, thus mak-
ing a complicated globa agribusinessmarket even more competitive.
India now has 34 percent o its cropland irrigated, using 50 percent
high-yieldingvarietiesin avariety o crops, goingfrom 294,000 tonsadf
fertilizer in 1960 to 7.8 million tonsin 1984. They a so have had credit
availabletotheir producersincreasefrom $286 millionto $2.9 billion.
In addition to this type of infrastructure change, they have created
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Imagi nativeinstitutionssuch asthe Amul Dairy Cooperative, not only
to involvetheir landless labor and small-scale and medium-scale pro-
ducersbut inaway that improved thequality o their dairy and buffalo
herds, their end consumer products,and their byproducts. Amul Dairy
developed brand names of chocolate candies, drinks, and quality
cheese productsas part of a practical market-oriented dairy system—
parallelingin many ways the creative market orientation d successful
U.S cooperatives, such asOcean Spray, that not only develop products
based on their producer's crop but practice "cregtive destruction” by
utilizingother flavors—natural and synthetic—tobroaden the baseof
the market opportunitiesfor their producer-owners.

Similarly, the USSR hasincreased itsinfrastructurethrough an in-
cresseinirrigation, fertilizer, farm machines, and chemicas. Irrigated
land now accountsfor 12 percent o the land on which 25 percent of
their major cropsare produced. The country is making a major effort
to improve roads, storage facilities, and communication to develop
more specialized agribusiness sectors in every maor region of the
country. Thereis nodoubt that firmssuch as Archer DanielsMidland
(ADM), proposing turnkey operationsto the USSR for efficient corn
and soybean processing operationsas wel as drying and-assembling
equipment to cut down waste, are providing services that fit into the
new long-term agribusinessdevelopment of the country. It isconceiv-
able that over the next severd years the USSR will again become a
major exporter of food rather than amajor importer. It isalsotrue that
just as the EC has encouraged agribusinessintratrade within its sys
tem, so hasthe Soviet Union with its partnersin COMECON.

China, too, has made great stridesin freeing up its rural economy,
increasing rural incomeshby 40 percent and ending up exporting corn
and soybean meal aswdl asreducingitsimportsof whest. In addition,
China has welcomed joint ventures between cooperativeand proprie
tary corporationsand provincial governments. Many o these projects
arelong-termin nature, from a 20-year integrated hog operation pro-
ducing over $2 billion o hogsfor the Hong Kong market to an inte
grated vineyard producingwineand brandy for Remy Martin and the
domestic and-export market. China also has benefited from World
Bank |oansthat started out at the $200 million leve and are currently
at the $2 billion level.

In additionto the existing technol ogy being better utilized in many
o the major developing and centrally planned economies together
with the improvement in their infrastructureand the development of
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private-public joint venturesin agribusiness, many of thesenationsare
mogt interested in having their agribusinesssystems legp-frog the de-
velopment process through the use o biotechnology. Incentives are
givenineachd thecountriescited abovetodeveloptheir owninternal
biotechnology and work with other private and public entitiesto ac-
quirethisknowledgethat could be utilizedin specid country problems
from lactose toleration to the improvement of drought, cold, and salt
resistance varieties o seed. Technology and turnkey operations are
pecificwaysd differentiatingthe sellersof other inputsand food and
commodity products to the developing and centrally planned econo-
mies.

Tables8and 9 highlight waysthe $3 hillion biotechnol ogica inves-
ment in the United States may affect agribusiness. US firms have

TABLES8
Entry Pointsfor Biotechnology in Agribusiness
FarmInput  Seeds, fertilizer, disease, pesticides,growth hormones, herbicides,

fungicides, plant growth regulators, feed additives, vaccines,
antibiotics, bacteria

Processing . Low cost processingdf fructrose and aspartame
Distribution  Vege-snacks, milk shakes

Consumption Diagnosticand therapeuticsfor cancer, cell functions

TABLE9
Biotechnological Trends

. Number and typewill grow

. Shorten cycles

. Bread of hybrid managers

. Privateand publiccooperation
. Entrepreneurship

. Market access

O g WDN P

been investingat the rate of $550 million a year; the EC has beenin-
vesting $355 milliona year, and Japan $150 million. Dr. Michael Phil-
lips paper doesan excellent job of setting forth the potential of this
new technology. Thusfar, the scientific projections have erred on the
sded conservatism. Scientistshave been making breakthroughsat a
faster rate than they anticipated. Therefore, | would assumethat the
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application of these findings will also occur more rapidly, from the
growth protein for milk cowsto phenylaaninefrom corn to specialy
created vege-snacksfor consumers. Thistechnology may leadto direct
sdling of sdected agricultural chemical products to large-scae pro-
ducers,aswdl asto joint ventureswith globa grainfirmsto providean
international market intelligencesystem for their technical products.
This technology will shorten production and estrus cydles, lead to
greater privateand public cooperation, and produce a new breed of
management leaders from the technical and R&D sections of many
corporationsand cooperatives.

Implicationsfor US agribusinesscompetitiveness

U.S agribusinessisfaced withafurther declineinitstraditional de
veloped and centrally planned agribusinessmarkets. It will haveto re
new efforts to capture the growth markets of Southeast Asa, Latin
America, Africa, and the Middle East. To capture these new markets
will require bridgeloansfrom the World Bank and othersand a better
understanding and utilizationof thesefinancia institutionsthan cur-
rently existsin many U.S corporationsand cooperatives.

Global competition requires a restructuring of U.S agribusiness
both internally and externally. New aliances are occurring, such as
ADM-Toepfer-Growmark, that encourage domestic sourcing and
global market intelligence. Other alliances,such asContinental Grain
and the A. E. Stdey Co. and American Maize and Quincy Soybean
Company, will become more common to provide product quality dif-
ferentiationin responseto specific market, product,and logisticsneeds
of globa consumers.

Global customersrequireacomplete packagedf goodsand services,
including financial and turnkey engineering. A new joint venture of
the Louis Dreyfus Company and the German metallurgica firm Me
tallgesellschaft Services Inc., provides these services together with
counter-tradethat enabl eseffectivesourcingand market access. Thisis
only oneexampled firmsresponding to these needs.

U.S farmersare not the enemies of farmersin other lands. They
work out joint ventures, such asin thecased U.S.and ECfarmersin
their joint ownership of Toepfer (aGerman trading firm) with ADM,
theother owner. A raspberry farmer in Oregon hasajoint venturewith
a raspberry farmer in Chile, so that together they have seasona over-
lapsto satisfy the raspberry market in the United States.

Successful U.S food processorsuse European technology and Euro-
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pean flavoring to devel op productsfor the U.S. market and for global
markets. In essence, they use the technology of competing firms in
competing marketsjust asothers use American technol ogy to compete
in US markets.

Historically, the U.S agribusinesssystem hasnot had tocompeteon
aglobal basis. We have been order takers, government programsuppli-
ers, or havehad peoplebeat a path toour door for technology. Wemust
now compete as never before. We have to maintain the technological
lead that we have in molecular geneticsand utilize this technology
through the creative managerswe havein thiscountry tosatisfy global
food needsin an imaginativeand market-oriented basis. \We also need
to cooperate with nationsthat want to haveagribusinessplaced under
GATT and abide by new trading rulesto havea common trading sys
tem with or without the EC. Finaly, we have to continue to build on
our managerial strengths in both the private and public sector and
build unique globa institutionsand arrangements that bypassthe na-
tional political pressure groups that keep governmentsfrom working
together moreeffectively toimprovea truly global interdependent ag-,
ribusinesssystem.



5

Enhancing Competitiveness:
U.S. Agricultural Policy

RichardE. Lyng

When thissymposium was being plannedsix or seven monthsago, |
was invited to preparethis paper, to beentitled"U.S Agricultura Pol-
icy.?| was asked to consider particularly the effect of U.S. policy on
agricultural export competitiveness. Sx months ago, this seemed a
challenging but not impossibleassignment. Now, becauseas| prepare
the paper U.S farm policy isstill to bedecided, the task ismore nearly
impossiblethan challenging.

The House d Representatives has suffered through many days of
vigorous debate and has finally approved the Food Security Act of
1985. TheHousehill differssharply in many areasfrom the bill passed
by the Senate Committee on Agriculture, Nutrition, and Forestry.
They cdl their bill the Agriculture, Food, Trade, and Conservation Act
o 1985. Earlier, the administration's farm bill proposals had been al-
most totally ignored and its spokesmen were terming much of what
had passed the committee as unacceptable— so unacceptable, in fact,
that there may bea veto.

W, by thetime | speak at the symposium, wewill know how it al
turned out. If it did turn out, that is. | am submitting this paper on
October 10, as requested. It would have been easier to have waited un-
til Congress, in itswisdom, had completed action. But, unableto wait,
| will makeassumptionsthat will prove how little | wasable to predict
theoutcome.

It isalittlelikeforecastingthe outcomedf the Civil War, knowing
that the battlesdf Antietam and Gettysburgare coming up soon but
not knowingwhicharmy will prevail. Actudly, though, there's nothing
new inthis. Thosed ustalkingabout agricultural policy doso most of
thetimewithout accurateknowledgeof what isgoing to happen. It has

67
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awaysbeen that way.

A golden agefor farm exports

Asthisnation moved from steadily expanding agricultural exports
during the 13 yearsprior to 1982, we paid relatively little attention to
our domestic farm policy. There was no strong reason to spend much
time on farm policy legid ation because so much was moving so fast
that our farm programsplayed an almost insignificant role. A weaken-
ing dollar madefor a period in which, it is now clear, we had a truly
goldenagefor U.S farm exports. Steady, acceleratinginflation during
the 1970s made commodity target pricesand loan levels play very mi-
nor rolesin a happy dramain which there was a sense of everlasting
farm prosperity.

In this cheerful milieu, the need seemed dlight to worry about a
farm policy that would havealong-term beneficial effecton U.S farm
exports. Policymakersand politiciansgavelipservicetoit, but the vast
majority assumed a trend line that would assure the U.S a placein
worldfarm tradeof long-term, steady, profitablegrowth. Threesucces
siveadministrations interrupted our exportswithembargoes. They did
thiswithout apparent concern about long-term consequences. Expan-
sionseemedour birthright. Land would grow ever morescarcein rela
tion to demand. Almost no price was too high to pay for good
farmland. Lenders considered farmland superb collateral and some
urged farmersto borrow up to 80 percent of market value.

In late November 1980, at the U.S. Department of Agriculture’s
57th Annual Outlook Conference, thegeneral conclusionwasthat the
world demand for food was growing so fast that the United States
could nolonger bethe breadbasket of theworld. The Wall Street Jour-
nal reported that 'officids and guest experts described the farm and
food situation in such bleak terms as 'precarious. ‘dangerous. and
‘worse than before?”

Expertson the program said that food in the 1980swould be what
oil becamein the 1970s—scarceand expensive. Onewell known econ-
omist said, "What it getsdown to iswe’ve only got so much grain. Are
consumerswillingto pay morefor their food to keepthegrainat home
than importing countriesare to ship the grain there?"

Thechief economist at USDA predicted that demand for U.S. grain
exports would increase8 percent a year for thefirst half of the 1980s.
Someof those present thought hisestimate too conservative.

In 1981, it wasin thisenvironment, in a nation and a world where
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“food security” had become a buzz phrase, that the new Reagan ad-
ministration and Congress went to work to draw up the Farm Act of
1981.

Domestic farm policy stimulated increased production worldwide

With theclear sharp visond hindsight, it isquiteevident that the
errorsof the 1981 |egidation were numerousand significant. Not only
did Congresserroneoudly antici patecontinuedinflation, but too many
o usalmost totally ignored theincentivethat our commaodity loan lev-
els give other nations throughout the world to produce more corn,
morewheat, morecotton, morerice, morehoney,and on and on, wher-
ever we had loan levelsthat weretoo high.

The result, o course, has been steadily expanding production all
over theglobe. Weactually have, through our farm’policy, established
loan levelsthat are so high they haveforced the United Statesto be-
comethe residua supplier in export markets. Our competitorssmply
price their commodity just a little under our loan levd. When their
stocks are sold, the buyer turnsto the United States. And every year
our salesdipalittle more.

The strength of the dollar made the production of wheat, corn,
other feed grains, cotton, and riceat U.S loan rates|ook likegood bus-
nessin Argentina, Brazil, China, Thailand, the EuropeanCommunity,
India, and dozensd other areas. U.S. exports, which went up'to $43
billionin 1981, will bedown by afourth thiscrop year. USDA forecasts
farmexportsasthelowest inthe past eight years. Thisbad newscomes
atatimed largecropsand already heavy stocks.

U.S farm export volumein 1985 isexpected to be down 20 percent
from 1981, while farm exportsin the rest of the world are up 14 per-
cent. At the sametime, U.S agricultural imports have increased 29
percent sincethe early 1980s.

L ower loan rateswill increase our ability tocompete

All thisiswdl known now. Thefally of keepingloanslevestoo high
is more clearly understood than it wasin 1981. Both Housesdf Con-
gress are supporting lower loan rates, sharply lower loan rates, with
authority for the Secretary of Agricultureto drop them further if the
market requires. Thisactionin 1985 will makethefarm exportsd the
United Statesfar morecompetitiveaswe moveinto the 1986 crop year.

Nolonger will theloan levelsbe thesupport price. Thereis, infact,
no such thing for wheat, corn, rice, cotton, or feedgrains under the
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1985 legidation. In the 1981 Act, our loan levd became the support
pricefor our competitors. Wearegoingtostop that. Thiswill mean, for
example, that if the European Community wishesto continue to ex-
pand itsexports and take our wheat and wheat flour customers away
from us, they will need to reach much farther downin their pocketsto
pay a much larger export subsidy.

If thedollar should weakenin an important amount, that will help
make U.S. farm products morecompetitivethroughout the world. But
the action on the loan levelswill begin to help, regardlessaf the value
of thedollar.

If thisis such a good idea—this lowering of the loan levd —why
didnt wedoit before? Wdll, it costsalot of money, for onething, if you
offsetthedeclineintheloan leve with alarger deficiency payment or a
marketing loan adjustment or "forgiveness'amount. At a time when
farmincomesarefar toolow, it has beenimpossibletolower loan levels
without increasing the government contribution tofarmincome. The
problemis, of course, that theexposurewill begreat for mammoth fed-
eral outlays, even larger than during 1983 and 1985. At atimeof re
cord deficits, the cost of our farm program is not pleasant for the
administration or Congressto accept.

But it has been clearly evident in 1985 that it isimpossiblefor Con-
gress, faced with economicdisaster infarm areaseverywhere, toadopt
afarm policy that doesnot includeat |east someactionsto bolster farm
income.

The Farm Bill of 1985, or whatever it iscalled, will be historicin
establishinga new approach to crop loansand in eliminating a major
impediment to export sales. The United States will definitely be more
competitiveon thecommoditiesfor which the Farm Bill providesloans
and target prices.

Isthis, then, good |egislation?Doesit solvethe problemsaof agricul-
ture? In my view, it most emphatically does not. Aswe moveinto the
five-year period 1986-1990, we will begin to see improvementsin ex-
ports. But wewill seesomeother devel opmentsthat will have negative
impactson long-term agricultural growth.

Theproblem o acreagereduction programs

However necessary it istofreezetarget pricestoensureenoughfarm
income at this depressed time, the incentive for farmers to produce
more than we can use or sall will be strong. We will almost certainly
continue to produce too much. And that means a continuation of
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larger and larger acreage reduction programs—probably more and
moreacreagetaken out and increasing productionat the sametime.

In 1985, even with heavy reductions—210 percent in corn, 30 per-
cent in wheat, 30 percent in cotton, and 35 percent in rice—we are
actualy adding to our inventoriesin dl of these commodities. The
budget busting costsd’ thecommodity programswill causefurther re
ductionsnext year, perhapsto as much as 20 percent in corn, 30 per-
cent in wheat, 40 percent in cotton, and 50 percent in rice. With this
dimension o massve acreage reduction, we will have a serioudy
flawedfarm program. So while we may applaud the reduction d loan
levelsfor making our exports more competitive, the failure to reduce
the target prices that stimulate overproduction—forcing cutbacks—
leavesafar from satisfactory farm policy.

The question issometimesasked, particularly in recent years, " Can
the U.S farmer compete with farmers elsewherein the world?' The
answer is, yes, hecan, in most of our major crops, but only if wealow
farmersto reducetheir costs. To remain competitive, farmersmust be
givenevery opportunity to reducetheir per unit coststothebarest min-
imum possible.

Acreagereduction programstakeaway a big part o thefarmer's op-
portunity to reach pesk efficiency. When afarmer isequipped to grow
acropd riceon 300 acres—when he has the capital invested in trac-
tors, planters, a harvester, trucks, a dryer, and storage facilities—and
heistold,"You can't participatein the target price program unlessyou
reduce your acreage to 150 acres," he knows his cost per ton must go
up. Hisfixed costswill haveto be spread over fewer unitsd output. It
soundsfair tolet everyonesharein producing the ricewe need, but the
sad fact isthat agreat dedl of our efficiency islost.

Now | redlizethat if onetalksabout agricultural efficienciesin any-
thing approaching industrial terms, the door flies wide open to criti-
cism that you areignoring the human equation, that thesmall family
farm is the target o your policy proposd, that you have no heart for
therural areasdf America,and that you threaten basicvaluesthat are
vital and essential inour society, our culture.

When one compares our acreage production cutbacks with cut-
backsin industry, the difference is apparent. Example: Company A
manufacturing widgetsin two factories becomesfaced with a global
widget surplusand a 50 percent cut in demand. What do they do? If
they used the acreage reduction program o our farm programs they
would reduceeach plant's production by half. But if they did that the
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cost per widget would go up. It would befar higher thaniif they closed
down one plant, the least efficient one, and operated the remaining'
plantat full capacity.

Let's further assumethat the company's management, with grest
concern over theemployeesand the communitiesinvolved, decidesto
operateeach plant at 50 percent, thereby spreading the suffering. Sud-
denly, they find that even though their costs are higher, the market
pricefor widgetsgoesdown becausea competitor, Company B, isrun-
ning itsmogt efficient plantsat full tilt, seeking to be the worlds most
efficient. Company A cutsfrom 50 percent to60 percentand soonand
on. Company A may eventually haveto shut down both plantsor addi-
tional inefficienciesareforced.

| agree with the critics. One must not try to develop afarm policy
that would emphasizeefficiency of productionand improved competi-
tiveness without recognizing where the U.S. agricultural community
has been, whereit istoday, and wherewe would likeit to be. In adopt-
ing policiesthat areeven partialy clear asto wherewewould liketo be,
those who would be disadvantagedin the farm factory that is closed
must be considered. But it must also be recognizedthat the most effi-
cient farm may not be the largest and the most inefficient farm may
not be the smallest. There is some evidence to suggest that the small
family farm may be the one that has been and till is being disadvan-
taged by thefarm policieswe havefollowed.

Withstocksaslargeasthey are, and target pricesashigh asthey are,
weare, sadly, going to need to continue to have theseinefficient acre-
agereduction programs. But weshould, | would hope, begintoseethat
thereisa better way. We should phase out acreage reduction programs
and dlow those that can produce more efficiently to do so. Thisin
combination with the new loan policy could, in afew years, pay big
dividendsin restoring our exports and give the economies of rural
Americaa big boost. We must make these changes soon, before our
competitionfurther increasesits market shareand makes U.S. agricul-
turelessefficient.

The 1985 farm hill is once again an omnibus hill with closeto two
dozen titles. It touchessugar, dairy, wool, wheat, feed grains, cotton,
rice, peanuts, soybeans, trade, conservation, farm credit, research, ex-
tension, food stamps, nutrition programs, and it even establishesa Na
tional Agricultural Policy Commission.

A number of thesetitlescontinue programsvery muchasthey have
been in the past. Some changes that should have been made were not
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made. And somechangesthat were madeshould not have been made.
But it wasever thus.

Because this symposium is focused on the world marketplace, |
havenot attempted to talk about those partsaf theomnibusfarm legis
lation that involve the commoditieswe produce largely for domestic
production. Some o these, like our dairy and sugar programs, are
highly protectionist. Others, like honey, open the door to importsand
discourage domestic consumption (though not domestic production)
o the US product. What | havetried to address are policiesfor our
major export crops—whest, corn, cotton, and rice—crops that have,
to one extent or another, lost their competitive edge, partly through
our farm palicies.

Thereare, of course, anumber of other factorsthat importantly af-
fectfarm trade. Other speakers here will addresssuch thingsastheim-
pact of macroeconomic policies and international trade policies,
including teriff and non-tariff barriers. If oneor moredf these policies
arewrongheadedfrom the U.S farmexport pointof view, it will,toone
extent or another, affect the competitivenessdt U.S farm products.

Rdiability: an essential factor

Evenif dl of these mgjor or minor factorswere shaped asfavorably
for exports as we could wish, we would till have a less than perfect
competitivenessif we neglect onefactor important to our buyer. That
is relidbility. Foreign buyersd our farm commoditiesmust be abso-
lutely assured that the deliveriesof what they need will be invariably
and reliably made.

President Reagan cameto an early understandingadf thisin hisfirst
term. He not only ended the Soviet grain embargo' but, on March 22,
1982, he proclaimeda new U.S palicy on agricultural exports. Let me
remind you of his statement that, "In the past eight years, our stop-
and-go export actions have weakened our reputationasa reliablesup-
plier. If weare to takefull advantaged our agricultural resources, we
must establishaclear palicy for the benefit of our farmers, those who
market our crops, and those who buy our commoditiesat home and
abroad."

The President went on tosay, 'For  thisreason, | am presenting to-
day theU.S’s long-term policy onfarm exports. Theagricultureexport
policy of the United Stateswill ensure three essential priorities:

First, no restrictionswill be imposed on the exportation o farm
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products becauseof rising domestic prices. Farm pricesgo up and
farm pricesgo down. High pricessigna market-oriented farmersto
produce more, and they will, if we allow them to competefreely in
export markets. Thisisbest for everyone, fromfarmer toconsumer.

Second, farm exports, as| havealready indicated, will not beused as
an instrument of foreign policy, except in extremesituations and as
part of a broader embargo. Agricultural commoditiesare fungible;
that is, they are easily interchanged for the same commodity from
other nations. For this reason, the embargo of 1980 wasamost to-
tally ineffective. Ye it caused great economic hardship to U.S. agri-
culture. Wewill not repeat such action.

Third, world markets must be freed of trade barriers and unfair
trade practices. We must continue to pursue this objectiveaggres
svely. Worldeconomic healthwill beimprovedand strengthened by
freer agricultural trade. Our great agricultural system must be
turned loose to benefit not only Americans but people throughout
theentireworld."

Thisstatement of policy hasbeenwidely heard. | cantell you that it
has beentranslated into dozensaf languagesand read carefullyall over
the globe. But there is an aged expression that people remember,
"Handsome is as handsome does” To be known as reliable, we must
actually bereliableand keepit upfor alongtime. After al, no national
leader can risk depending on imported foods or fibersif the reliability
of supply isnot absolutely certain. It isvital that everyoneinvolved in
our U.S. policy formation have a clear understanding of the impor-
tanceof reiability.

Do we neglect quality?

Another factor of growing importance isexport quality. More and
morefrequently we hear foreign buyerschargethat U.S. productsare
inferior to those of acompetitor. Someof theseclaimsareinvaid, asis
alwaystruein trade. But | suspectsomearefully vaidand reflectalack
of effort onour part to beasvigorousas possiblein learning what qual-
ity our foreign buyer wants and then providingit for him. It may bein
theraw product itself. Perhapsthefarmer isstill growingaquality that
isnot quite good enough. But has anyone told him what is wanted or
paid himtoimprovehisquality?
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Quality demands are changing at home and abroad at an unprece-
dented pace. U.S. agriculture must sharpen its understanding of this
and moverapidly, at the very least, to keep up with the competition.

Condusion

When | attempt to wrap it al up, to summarize this talk on U.S.
agricultural policy anditsimpact on enhancing our competitiveness, |
come, regretfully, to the conclusion that whilesomed our policy mod-
ifications may improve the nation's competitiveness, there will con-
tinue to be grievous problems that will require attention in the days
ahead. And although our agricultural policy playsamajor role, even if
we were wise enough to designand implement a perfect U.S. palicy, it
would beinsufficient unlessdomesticand international economicand
trade policieswere harmonious.






Commentary on
'Enhancing Comptitiveness.
U.S Agricultura Policy"

Harold E. Breimyer

My commentsconsistof tenobservationsthat | make brieflyand to
the point. For the most part, they do not take issue with Mr. Lyng’s
presentation. | will stress, however, how little is known for certain
about theforeign world wheretrade in farm productsisconcerned.

First, | draw on my longassociation with farm programs, which be-
ganin August 1933 as| workedfor the Agricultural Adjustment Ad-
ministration. Asearly asthe 1930s| heard a number of the objections
to programs that are commonplace today and are included in Mr.
Lyng’s remarks. We were told early that we were pricing ourselvesout
of theworld market, and that our price supports were supporting not
only our own farmers but farmersall over theworld. | do not suggest
that these observations were entirely wrong then, nor are entirely
wrong now. But they becomeasort of chant, alitany.

Second, the bigworld outsideour national boundariescarriesanair
of mystery. We understand trading on our own soil, but that big murky
void'out there"ishard tofathom. Moreover, it isoften thought of asa
big black hole into which al our surpluses can be dumped and our
problemsresolved. George Peek had such anideain 1922. The export
debenture proposal was circulated in the 1920s. 1 even think export-
PIK hasalittledf that philosophyinit—the ideathat theforeignworld
can somehow beinduced to take our surplus products.

Third, wedo not know much about the coefficientsof demand and
supply in world tradein commodities. Any intrepid economistisat lib-
erty to advance hisown estimates, confident that they cannot be re-
futed. A widerangeof figuresisbeing bandiedabout. | am not sureit is
useful evento try tocomputeelasticity estimates. Dataof that kindfit
our market but may havelittle validity on the world scene.
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Fourth, lackingaclear understanding of thetrading world, wedraw
our favoritemental pictures. | am pleased that Mr. Lyng does not use
theterm, "world market." | wincewhenever | hear it. | usethelanguage
of economiststo remind that it is not possibleto extrapolate from the
micro to the macro. The experiencedf the Andersons, Continental,
and Cargill in rivalry for grain salesis germane with regard to current
transactions but does not tell us much about the makeup of, or evolu-
tionary trendsin, world trade. I n the compassof our planet thereisno
"world market" astheeguivalent of the KansasCity Board of Trade.

Fifth, | have becomeimpressed with how politicized world trading
is. Almost every country maintainsacapacity toinfluencethetermsof
trading— buying and selling. Few countries redly trust open market
pricing as a world equilibrating instrument, and certainly not in a
market-clearingsense.

Sixth, Mr. Lyng asks that farm exports not be "used as an instru-
ment of foreign pdicy: then quickly adds an exception. In my judg-
ment, he should add lots of exceptions. We do use export trade asan
instrument of foreignpolicy. Wedeal differently with our goodfriends
than with our lukewarmfriendsor our non-friends. Weare not likely to
offer export-PIK to Mr. Khadaffi. Nor, for that matter, are welikely to
use our power in soybean trade to grind Brazil into the dust, nor our
power in feed grainsto turn the vicetight against Argentina, a nation
struggling with democracy. We would address trade problems more
usefully if wewould be honest about the political element. It isthere.

Seventh, do our price supports impede sales? Sometimes. How
much? No one knows. But for any analysis, we must first convert the
support priceindollarstotheequivalent in theappropriateforeigncur-
rency. In the last few years, support prices have not been the imped-
ment of first importance. That unwelcome status attaches to the
exceptionally high exchange value of the U.S dollar, and to the over-
blownsizeof the 1983PIK program. (I did not object to PIK, but | said
then, and say now, that it wastoolarge.)

Could we Al all our stuff at a sharply reduced price? Only if our
competitors did not reduce priceaongside us. Do we want to start a
worldfiresale?1 do not think so.

My next comment does not quite fit the above sequence but | en-
dorsefully Mr. Lyng’s concern about quality standards. For fiveyears,
| waseconomist for the Agricultural Marketing Service. | remember
vividly how embarrassed | was that my administrator should take so
much heat when he tried to tighten standards for export grades. The
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exporting companies, including cooperatives, violently opposed any
change.

Ninth, my mental pictured world tradeisonedf price leadership.
I'n my judgment, the United Statesexerts price leadershipfor cornand
soybeans. We establish the price. Other countriesonly nibble at the
edge. For rice, my guessisthat we haverdativey littleinfluence. | can-
not decide where we stand with regard to wheat. The wheat trade
seemsto defy rational characterization. This meanswe havea consid-
erablelatitudein pricing policy for feed grainsand soybeans, littlefor
rice, and somedegreed influencein wheat.

Andfinaly,theredly central part of theworld topic—theonegenu-
ine verity—is that makingexport pricing hostage tointernal pricesup-
portsisa major obstacle, and the more so insofar as we try to choose
the pricesupportstoconformtogoasad incomefor farmers. Oneway
todigout of thedilemmaistoend al commaodity pricesupports. That
will not happen.

| must insst that the matter cannot be resolved by legidating sup-
port and release pricesevery four years—or evenevery year. Twoyears
ago, the proposal wasadvanced that an export authority be set up to
play the game o world trading. It would not be tied closdly to price
supports. It would befreeto two-price,and it would requireconsidera
blefunding. The proposa has not been discussed lately, but | regard it
asan ideawhosetimewill eventually come.

With or without an export authority, any program must include
provisonsfor year-to-year carryover stocks. Radical notionsare some:
timesadvanced, calling for an end to al Commaodity Credit Corpora
tion storage. That would be a calamity. Only the government is in
positionto keepareservestock on handasaway of guaranteeingconti-
nuity in our ability to send our farm productsoversess.
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Enhancing Competitiveness.
| nternational Economic Policies

GrahamJ.L. Avery

The United Statesisthe world's leading exporter of agricultural and
food products. The European Community is the world's leading im-
porter of such products, and it isasooned the U.S farmers best cus
tomers. Even in fiscal 1984, with the strong dollar discouraging U.S
exports, the European Community bought $6.7 billion worth of U.S,
farm products and ran a farm trade deficit of $3.6 hillion with the
United States. It is proper, therefore, that a symposium devoted to the
world's agricultural marketplaceshould bring together representatives
from both sdesd the Atlantic to examine the present situation and
prospects.

Thispaper setsout somereflections, from the point of view of a Eu-
ropean, on the issuesthat face us. We both have a dynamic modern
agriculture, enjoying the benefits o technical progress that have
caused rapid increasesin production'in the last decades. Consequently
we are both moreand more dependent on exportsfor the marketingof
our production. But we both face severe difficultiesdf demand on
world markets, resulting principally from dow economicgrowthin the
importing countries. In the case o the devel opingcountries, the lack
of demand stemsnot fromalack of mouths hungry for food, but from
desperateproblemsad indebtednesson the external account andan in-
capacity to pay.

Itfollows, therefore, that the biggest con'tributionwecould maketo
thestimulationdf international demand for food productsis action on
ascalewider than agricultureto create a better economicorder by pro-
moting world devel opment. The prescriptionsd the Brandt report, in-
cludingacombinedeffort by therich countriestostep up devel opment
aid and a reform o the international financial system, remain unful-
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filled. Thisisachallengethat aboveal facesthe United States, Japan,
and the Europeans. We can never solve our problemsof agricultural
tradeby agricultural actionsa one. Weneed, on the part of our leaders,
amuchwider effort of politica will.

In Europe, weareconsciousd a historic precedent, created through
theforesight of the United States. From the ruinsof the war, in which
we Europeansexhausted oursalves politically and economically, the
Marshall Plan helped us recreate our productive capacity. It provided
conditionsin which at last the nation statesof Europe could embark
onthe path of political union—a path wearedtill treading, asin Janu-
ary 1986 Spainand Portugal join theexistingten membersdf the Euro-
pean Community (Germany,France, Itay, Britain, Holland, Belgium,
Luxembourg, Denmark, Ireland, and Greece). For the United States, it
was an act o enlightened sdlf-interest that permitted stability and
growth in Europe and laid the foundationsfor a transatlantic under-
standing that has hel ped us both to meke the world a safer place. It is
for similar reasonsthat, 40 years|ater, the rich countriesdf the North
need toaid our partnersof the South.

Thisreflectionof agloba natureisa necessary prefaceto an exami-
nation of the agricultural aspectsdf the international economicenvi-
ronment. The examinationis presented in this paper in two parts. The
paper itsdlf setsout someconsiderationsof an economicand political
nature concerning the international economicenvironment in which
agricultural trade takes place, the interaction of agricultural policies,
particularly of the United Statesand the European Community, and
possible future scenarios. This paper also containsan appendix of a
statistical and analytic nature concerning the development of world
agricultura trade in the 1970s and early 1980sand the prospectsfor
thefuture, taking account of recent studies, particularly of the cereals
sector.

Theinter national economicenvironment

Two important conclusions may be drawn from the experience of
the last decadein international agricultural affairs: agricultural poli-
cieshavebecome moreand moreopen toinfluencesdaf agenerd nature
and the traditional rulesfor handling international agricultural ques
tions have been lessand lessadequatefor coping with the problems.

Linkagesbetween agricultureand the general economy
Althoughagricultural trade hasincreased lessrapidly than tradein
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manufactures, it hascertainly expanded; and asin the manufacturing
sector, there has been increased specialization. The "mixed farming”
enterpriseis giving way to monocultureor specialized livestock units
with their economiesdf scale. Increased capitalization has involved
thefarm sector withfinancial institutions— tothe point wherein some
parts of the United Statesit is the banks that depend on the farms
rather than thefarmson the banks. The growing dependenceon world
marketsfor disposal of exportablesurpluses—and thishas been theex-
perienced both the United States and the European Community —
has brought agriculture up against the same problemsdf monetary
instability asconfront manufacturers. Findly, thelarge budgetary out-
lays that central government has devoted to support of agriculture
have brought agricultural policy directly into thefiring lineasfinance
ministers grapple with budget deficits.

Theselinkageshelp explain why in the 1970sand 1980sfarm poli-
cieson both sdesdf the Atlantic ran into turbulenceas monetary in-
stability, inflation, and high interest rates accompanied the
deceleration of growth in incomes and employment. The traditional
reaction,toisolatetheagricultural sector fromsuch undesirabl ef luctu-
ations, was neither appropriatenor possble.

O dl thesefactors, onemay perhapssingleout monetary instability
as the most pernicious, in the sense that it showed the policymakers
least abletofind arational solution. In the European Community, the
combination of a common price levd for agricultural support (ex-
pressed by thefixing of pricesin’units of account™)with sharp varia
tionsin thevalued the European currenciesagainst each other led to
thecreation of "monetary compensatory amounts' that act as taxesor
subsidies on farm trade. When these amounts reached the order o
more than 15 or 20 percent, they threatened to destroy the common
market. But thesuccessdf the European monetary systemsince 1979
increatingazonedt monetary stability within Europe—with periodic,
but limited, adjustmentsof our currenciesagainst the European Cur-
rency Unit (ECU)—has much reduced thescaledt the problem.

For the United States, monetary instability has had other effectson
farming in the 1980s. In the 1970s, therewasan enormousgrowth in
U.S agricultural exports, stimulated by awesk dollar. But then govern-
ment deficits, accompanied by the inflow o foreign money, drove up
the dollar, which had the consequences one might expect on trade,
making U.S farm exports lesscompetitive. On the largeshared U.S
farm productiongoingintoexport,it had theeffect of reducing volume
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and receipts. Fromthe point of view o an observer ontheother sded
the Atlantic, thisappeared to beaclassccased the Americansshoot-
ing themselvesin thefoot asregardsagricultural trade palicy. Now that
action has been taken to bring down the rate o the dollar—and this
was to some extent in response to representations from the
Europeans—one could wonder whether we have not done the same
trick.

Deficienciesof theinternational traderulesfor agriculture

The rulesdof the General Agreement on Trade and Tariffs (GATT)
governingagricultural tradecan becategorizedin two parts: rulescon-
cerningaccessfor importsand rulesconcerning competitionin export.

Access. With some risk of overamplification, one may say that
thereisa basicrule regarding access, to which thereisone basicexcep
tion. Thebasicruleisthat acountry can protect itself only by meansof
border tariffsand nothinge'se. The basic exceptionisthat, for agricul-
ture, agovernmentcan apply quotasinadditiontoor in placed tariffs,
on the condition that it restrict its production and import at least a
minimumquantity of goods. Now these conditionsare not difficult to
respect, since nobody has ever determined what exactly constitutesa
production restriction or a minimumquantity.

Furthermore, the biggest and most powerful trading partner in agri-
cultural goodsopted out of the rulesat the time they weredrawn up—
that is, the United States, which obtained a waiver on some o the
major rulesregardingimports. Thiswaiver or exception,although sup-
posedly temporary, wasintroduced in 1955 and still exigts.

Exports. Here again the ruleis fairly smple. Export subsidiesfor
agricultural productsare tolerated on condition that they do not result
in the country that appliesthem having morethan an equitableshare
o theworld market or in undercutting prices. Sincean equitableshare
for one country tendsto appear an inequitableshare for its competi-
tors, and prices by their nature fluctuate, irremediable differencesof
opinion havearisen asto theinterpretationd therule.

These remarks are not intended to decry the existence of GATT.
Winston Churchillsaid of democracy that it wastheworst formaf gov-
ernment, except for dl the alternatives; and so it probably is with
GATT. What isworrying isa Situation whereoneor the other partner
fedsincreasing frustration with its operationand is tempted to take
action to remedy grievancesoutside the multilateral context—in bilat-
eral or even unilateral actionsdamagingto theother partners, whowill
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subsequently and almost inevitably take further countermeasures.
Thisis plainly a reason for including agriculturein a future round of
trade negotiationsin GATT, with a view to making the rules opera
tional in waysthat are acceptabletodl parties.

Interactiond agricultural policies

It is not an exaggeration to state that, among the principa hal-
marksdf the government of an independent nation stateisitswish to
defenditsterritory and tofeed its people. From this basic and honor-
ableambitionflow directly the conceptsdf a defensepolicy and an ag-
ricultural policy that, by an inevitablelaw of economics, lead sooner
rather than later to taxation. To put it another way, thereis no deve-
oped country in the world that does not havean agricultural policy of
some kind, and in the body politicaf the nation, this particular ele
ment is usualy one of the more vital organs. From such a consider-
ationitfollowsthat, in designingand devel opingitsagricultural policy,
acountry generdly gives priority to theinterestsaf itsown people, in-
cluding bothitsconsumersand producersa farm products. Theinter-
estsdf other countriesfigurein asecondary place. Thisremark is not
intendedto be polemic;it isasmpleobservationdf what actually hap-
pens, particularly in democratic countries. Those of us who observe
the progressd the U.S Farm Bill do not serioudy expect it to be de-
signed in thefirst place to meet the needsdf other countries. In the
same way, the reform of the Common Agricultural Policy (CAP)on
whichthe Europeansareembarked must naturally respond to our own
political imperatives, and it would besurprisingif oneimagined other-
wise.

But thisis not to say that farm policy decisonson both Sdesd the
Atlantic are conducted in a crude beggar-my-neighbor fashion. It is
rather to say that trade policy considerations do not normally take
precedence over such objectives as the maintenanced stable prices
andfarmincomesor thelimitationof farm budget costs. It iscertainly
true that trade in agricultural productsis generaly affected more by
domesticgovernmental policiesthan tradein industrial products—not
only because o the specid nature of agricultural markets (variability
of supply and inelasticityof demand).

How then should we view the interaction of agricultural policiesin
theinternational environment?Perhapsthe most positivelined anal-
yssistoconsider what similarity of interestsexist between the princi-
pa actorson the sage—and in this context that means the United
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Statesand the European Community —soas to discern which o the
possible responsesto domestic political imperativesare likdy to frus-
trateor tofurther the shared objectives. One may supposethat suchan
approach ismorelikely to lead to satisfactory conclusionsthan an ap-
proach based on the ideathat the best way to deal with competitionis
totdl it togoaway. Thisapproachisnot unknownamongfarm organi-
zations, whether in Europe or the United States, that may too easily
convincethemselvesthat, if therearedifficultieswith exports, it is be
causetheforeignersare breaking the rules.

If one addressesthe questionsdf similarity of interest, it is rather
striking that the conduct of farm policy at the present time on both
Sdesd the Atlantic appears to be based on the objectivesof a more
market-oriented policy and a limitation of budgetary costs. These, at
least, are the themes that figure most often in public declarations,
though both sidesare faced with the delicate problem of reconciling
such objectiveswith the considerationsaf farm income.

US. agricultural policy

Itiswdl knownthat the Farm Bill currently before Congressfacesa
number of conflicting requirements. To meet budget constraintsand
remain competitive in export markets, support prices should be re
duced. But to avoid large-scale farm bankruptcies, income support
must be provided. Withinarather short spaced time, weshould know
whether the President will veto the package now emerging from the
deliberationsof the Houseand Senate—a package that iscertainly on
the high side in budgetary termsand could have an important influ-
enceontheU.S budget deficitinthe mediumterm. I nthelonger term,
we shall see what effect it has on U.S competitivenessin the world
marketplace through lower prices. Rather less, one suspects, than in
theadminigtration's original concept. But thereare two other consider-
ationsaf a moreshort-term naturethat are of concern to observersin
Europe.

Thefirstisthat, whatever happens, thislegidation will not take ef-
fect until 1986 and will not have much influenceon thedisposa o this
year's harvest. But this year's harvest isdf very immediate interest—
therearelargecarryover stocksand substantial new crops, in both Eu-
ropeand the United States, whilethe Soviet Unionisexpectinga better
harvest.

The second consideration is that, independently of the Farm Bill,
the United Statesisfaced with achoicedt whether to becomearegular
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subsidizerof farm exports. Theadministration's Export Enhancement
Programfor agriculturetook along timeto get off theground—much
tothefrustration of Congresswhichdemandedit—but now it appears
to bein full swing. It cannot be categorized as anything other than a
classcexportsubsidy program;and athoughit islimitedin time, expe
riencesuggeststhat thistyped measure, onceit is put into operation,
hasalot o staying power. Already thereare demandsto improveit by
theinclusondf additional target markets, such as the Soviet Union.
Already thereare demandsto attack not only the European Commu-
nity, but other exporters, such as Canada and Argentina. Already the
Russianshave used the programas an excusefor not buying the mini-
mum quantity of wheat specifiedin the U.S.-Soviet Union long-term
agreement. But theseare the details. The basic question iswhether the
United Statesintendsto continue with thistyped export subsidy and
whether it isfully awared the consegquences.

Thequestion posesitsdf, of course, not only in theagricultural sec-
tor but alsoin other sectorssuch asindustrial goods wherethe Export-
Import Bank is making itsfirst allocationsfrom the administration's
so-called war chest to help exportsof computers, transportation, and
power equipment.

Oned the consequencescertainly has been a downward pressure
on world prices, for the pricesoffered under the Export Enhancement
Program have effectively undercut the European Community in cer-
tain markets. Thisobliged the European Community to follow suit to
maintainitssales. Who benefits, therefore,from thiskind of measure?
And who pays?

Another conseguence has been to mobilize criticism of the United
States not only from the European Community, which wasoriginaly
the principal target competitor, but a sofrom other agricultural export-
ingcountries.-Thechairmanad the Australian\Wheat Board, for exam-
ple, has strongly attacked the United Statesfor its subsidized sale of
wheat to Audrdids number one wheat market, Egypt; he described
the U.S action as'economic lunacy; and said the United Stateswas
hypocritical in claiming to use the Export Enhancement Program to
justify attacking the European Community'sexport subsidies.

Finaly,the U.S. action largely underminesthe credibility of there
cent decisondf President Reagan toinitiate proceedingsunder GATT
against the European Community's whesat exports. It isnot surprising
that the reactionon the Europeanside has been astonishmentthat we
are reproached for having depressed world market prices for wheat,
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and the announcement of our own challengeto the'Export Enhance-
ment Program in GATT.

It isdl the more ironic that these developments come at a time
when analysts on the U.S side are increasingly pointing to factors
other than the European Community as principally responsiblefor the
declinein U.S exports. Eventhe U.S Wheat Associates, in recent testi-
mony tothe House AgricultureCommittee, listed thefollowingfactors
which it considered to havecaused thisdecline.

e Thevaued the US dallar.

 \World economicstagnation.

e Debt problemsin client countries.

¢ World wheat pricesbdow thosed the United States.

* U.S tradepolicy such asembargoesand import restraints.
e Cargo preference.

Common agricultural palicy of the European Community

It is not the object of this paper, however, to examine a catalog of
current United States/European Community disputesin the agricul-
tural sector. The bilateral questions concerning citrus, canned fruit,
wine, or pastaare—we hope— short-term problemsthat canfind dura:
blesol utionsthrough responsibledecisionson bothsides. For wine, the
International Trade Commission has recently defused the issue by re
jecting the complaint of producersagainst wineimportsfrom Europe.
For theanalysisdf the international economicenvironment in which
U.S agriculturehastolive, it is probably moreuseful to describesome
of theunderlyingdevelopmentson the Europeansidethat will havean
influenceon our farm palicy in the medium term.

The European Community has presided over a spectacular success
in the development of agricultural productivity in thelast 25 years. To
what extent thisexplosiondf production,at an annual rated theorder
o 2 percent, has been due to the decisonsaf politiciansor policyma-
kers isamatter of debate. It isprobably the backroom expertsin agri-
cultural researchand devel opment that have madea more profound, if
less publicized, contribution to thesurgedf production. However, it is
certainly thecasethat theframework of pricestability created by CAP
has permitted Europe's agricultureto develop its productive potential
repidly.

But meanwhile our demographicstructure in Europe, with a gen-
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eral declinein birth rates, leadstoan annual increased only about 0.5
percent in domesticconsumptionat best.

These divergent trends have brought CAP to a crisisthat has be
comeincreasingly severein the 1980s. On theone hand, the budgetary
costsof the farm palicy, borne by European Community funds, have
increased at a time when those same funds—the European Commu-
nity's ‘'own resources’—have reached the limits set in existing rules.
Ontheother hand, theincreasingshared the European Community's
production going into world markets has brought usinto conflict with
trading partners.

It has not been easy to persuade the European Community's
decision-making body —the Council of Minisers—to take effective
action to control the situation. The principle has been accepted in re
cent yearsthat, if production exceedsa certain level, then thefarmers
should participatein the cost of disposal o production beyond that
leve; in other words, that the unlimited price guarantees originaly
providediunder CA P should besubject to certaindisciplines. However,
the measures to be taken to apply these disciplines have not proved
essy to put into practice. Thiswas notably the casein 1985, when the
Council of Ministerswas unable to agree on how to apply the reduc-
tionin cereds pricesthat should haveautomatically resulted from the
‘guarantee threshold" for cerealsbeingexceeded. In theend, in theab-
senced adecision, the European Community's executive body —the
European Commisson—wasobliged to stepin to gpply on aninterim
basisa pricereductiond 1.8 percent.

Despitethese difficulties, the European Community has pursueda
restrictiveprice policy under CAP in recent years, with reductionsin
thelevd pricesupport in rea termsafter account istaken of inflation.
It hasal sointroduced a quotasystem for milk production, that ledtoa
declined 5 percentinsuppliesin thefirst year of application. Europe's
farm organizations have not easily accepted these measuresat a time
when milk productionin other countriesisincreasing; they note that
U.S exportsdf subsidized dairy products, especially milk powder, have
expanded rapidly. (Althoughrarely attaining 15 percent of world trade
up to 1982, they now account for morethan 25 percent, and thisgain
has been largely at the expensed the European Community.)

I'n July 1985, the European Commission published a'green  paper”
onthe pergpectivesfor CAPinwhichit underlined the needfor a more
market-oriented policy and set out some d the optionsfor achieving
this pdlicy. From the debate that has taken place on the bass o this
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consultative document —that coversa whole range of themes—two
pointsare worth mentioning.

First, at thelevd o the Council of Ministers—andin thiscase that
meansthe Ministersof Agriculture—thereisavirtual consensusthat
the development of CAP must takeaccount in the future o both the
international constraintsand of the domestic budgetary constraints.
Theexplicitacknowledgmentadf thesetwo elements, whichin the past
havetended to besidelinedin palicy discussions, isan important politi-
cal fact.

Second, at al leves, there is agreement that action is urgently
needed to reform the European Community's cereals policy, whichiis
runningintored problems. Evidently theaction to be takenon cereds
will have important consequencesin the medium and long term for
U.S./European Community relations. While the European Commu-
nity doesnot accept that itsrestitutionsor 'subsdies’ haveresultedin
itstakingan unfair shared world cereals markets, it is consciousthat
the divergence between trends of European cereals production (cur-
rently about 140 million tonsand risng at an average rate of 2 to 3
percent a year) and consumption (around 117 million tonsand rising
much lessrapidly)will lead toexportablesurplusesaf amagnitudethat
neither the world market nor the European Community budget could
realigtically be expected to bear.

The commission is likely to propose, therefore, a package o mea
suresfor cereds, drawingon theelementsaready outlinedin thegreen
paper. Theseincludea regtrictiveprice palicy,a morelimited used in-
tervention on the internal market, revised quality standardsto avoid
the arrival o quantitiesd feed wheat in public intervention stocks,
anda'co-responsbility levy" by which cerealsgrowerswould pay all or
part of the cost of disposal of surplusesbeyond acertain point.

Possiblescenariosfor thefuture

With the prospect of a major international trade negotiation in
GATT in 1986 and for which the preiminary discussonsare already
under way in Geneva, it isessential to look at the possible scenarios
that could evolve. At thisstage, noned the parties have worked out
their position on agriculturein detail. Indeed, in the short term there
are continuing disputes, not least between the United Statesand the
European Community, that are clouding the atmospherein the agri-
cultural sector and alsoin the caseof industrial goods, wherestedl isa
notableexample.



EnhancingCompetitiveness: International Economic Policies 91

Altogether, the United Statesand the European Community share
atwoway bilatera tradeflow of $100 billion. We are each other's big-
gest customers. Only a small proportion o this bilateral trade flow
givesriseto problems, and we must avoid asituation in which they spill
over intoour wider trading rel ationship, withal the damagethat could
be caused. Moreover, on both Sdesd the Atlantic, we know that our
economicwell-being dependson theexistence df open marketsfor our
exports. Togivein—especidly at thisstage—to the protectionist pres
surestowhichour publicauthoritiesare subjected would beadisaster.
It need hardly besaid that a wave o protectionism would be particu-
larly disastrousfor the U.S farm sector, dependent asit ison exports.

That iswhy the European Community has recently taken stepsto
accelerate the tariff reductionsagreed in the last multilateral negotia
tions. That is why we applaud the stand the U.S. administration has
taken against protectionist tendencies in Congress. Two further re
marks, which go wider than agriculture,arealsoin order.

e Progressin the monetary field should be sought in paraliel with
progress in the trade talks, to avoid disruptive currency move
ments that undermineor even negate achievementsin the trade
field. Thereisnot much point in seeking solutions by trade negoti-
ationsto problemswith root causesin the monetary and financial
fields.

e Infuture tradetalks, the cooperationdf the United Statesand the
European Community will continue to be crucia, but a specia
responsibility must fall to Japan, which must show a willingness
toassumeitsfair shared the burdenfor supportingthe open mul-
tilateral trading system, in line with the benefitswhich Japan has
drawnfromiit, particularlyfor manufactured exports.

On thesided the European Community area number of basicas

sumptionsthat are necessary in our approach to negotiationson agri-
cultural trade. Thesearethat they will:

e Maintain its position on world marketsfor import and export of
agricultural products. Wecannot enter a negotiation, for example,
on the basisthat our agricultural sector will be sacrificed in the
interest of other sectorsof economicactivity whichareimportant
for the trade balance.

e Retain a syslem o variableimport leviesand variable export re-
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fundsasamechanismfor stabilizingitsinternal agricultural mar-
ket. Thisdoes not excludeimprovementsand adjustments to the
mechanismsin theinterest of moreorderly world trade, but it does
mean that the European Community, which has paid with con-
cessionsin earlier negotiationsfor theright toapply these mecha
nisms, will defend its rights.

e Keep the concept of '‘Community preference” in the agricultural
sector, that is, thetransposition at the European Community level
of the priority givento domestic produceon national markets.

Within this framework, the European Community accepts very
well that itsexpandingrolein worldtradein agricultural productsgives
it a responsibility toward the world market. It has become the magjor
exporter of dairy produceand beef, the second exporter of cereadsand
sugar, and a leading exporter of wine, spirituous beverages,and proc-
essed products. As regards relations with the United States, however,
thiscallsfor two remarks.

¢ The European Community is not in fact a competitor for most
U.S farm products on export markets. Some 75 percent of U.S
farm exportsare products where competition from the European
Community is either nonexistent or indirect, for example, soy-
beans, cotton, and corn.

* Most U.S. farm exports enter the European Community free of
import charges. In 1984, despite having ample suppliesd itsown
cheap feed wheat, the European Community imported free of
levy or duty one-third of all U.S. soybean exportsand almost half
of al U.S soybean med salesoversess.

Exports

Itispart of the European Community's approach toreformingfarm
policy that our own agricultural producersmust participatein thecost
of disposal of production beyondacertain point. The practical implica
tionaf thisfor exportsof productsfor which wearea principal actor in
the world marketsis that there should be arrangements whereby pro-
ducers themselvescan take over export risks. Schematicaly, this ap-
proach can beexpressedin thefollowingways

¢ Restrictingthe priceand disposal guaranteesgranted by the Euro-
pean Community to specific quantities, beyond which disposal at
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world market priceswould betheresponsibility o producers. This
could beimplemented either by meansdf a quotaon production
or alevy paid by the producers. Although the European Commu-
nity already has production quotasfor sugar and milk;, it would
not be desirable to extend these types of physicd limitationsto
other sectors. Therefore, a levy pad by the producers to cover
someor dl o the export costs (co-responshbility levy) seems the
morelikely course.

¢ | nthelonger-term, fixing European Community support pricesat
levelscloser to thosedf other exporting countries. Thiswould be
logical, especialy for productswhere the world market accounts
foragignificant part of the European Community production.

I mports

When the European Community set up itsimport system 20 years
ago, it opted for a protection basad on variableimport leviesfor the
staplefarm productsand littleor no protectionfor productsfor which
at the timeit wasfar from salf-sufficient. It negotiated thissystem in
GATT, the concession of freedom toimposeimport chargeson certain
productsbeing offset by the reciprocal concession o low or nil protec-
tion "bound" in GATT for other products. Thus, there islittle or no
external protection against imports of vegetable fats, vegetable pro-
teins, and certainenergy productsfor animal feed. Thisnegotiatedsys
tem has had two main consegquencesfor the European Community.

e |t hashad to introducein itsarrangementsfor many productse-
ther consumptionaids(toenabl ethe European Community prod-
uct to compete with corresponding imports) or production aids
(deficiency paymentsto support the farmers incomes). This has
been the casefor oliveail, oilseeds, butter, skimmed milk powder
for animal feed, and certain processed fruitsand vegetables.

e Importsdf productssubject to low or zero protection, especially
variousfeed stuffs, have expanded considerably because o their
price advantageand havediscouraged the usedf European Com-
munity cerealsin animal feed. This, in turn, has contributed to
thesurplusesd livestock productsand ceredls.

Asagricultural output in the European Community hasincreased,
the subsidiesresultingfrom thesefactors have become moreand more
costly for the budget. The imbalancesin our external trade system
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have also contributed to the artificial maintenance of production
structuresand tradeflowsthat owetheir existencelargely to thediffer-
encein pricesfor competing products.

Is there a way of changing this situation? One approach under
GATT rulesmight bea tradeoff between high protection and low pro-
tection, without increasing theaverageleve o protectiond European
agriculture. Thiswould makeit possble to diversfy agricultural pro-
duction and uses o agricultural productsin the European Commu-
nity, achieve budget savings, and reorient the European Community's
price policy in a morerational way.

On the U.S sde, suchan approachal so deservesreflection. It isnot
always recognized that seriousimbalancesexist in the US externa
tradearrangements, which cause distortionswithin the U.S farm sec-
tor and spill-over effectson world agricultural markets. With the bene-
fit of the waiver in GATT concerning U.S imports, high rates of
effective protectionare maintained for severa products.

For example, there is an import quotafor sugar, whose protective
effect has been reinforced by the recent reductionsin the leve of the
guota. Meanwhile, the support for corn isrelatively moderate. Conse-
quently, under the umbrellad the high sugar protection, the produc-
tion of corn sweeteners has developed profitably and rapidly. Thishas
had consequenceson the external tradefront. U.S raw sugar imports
have been reduced from a high point of 5 million tonsat theend of the
1970s to less than 2 million tonsin 1985-86, leading to considerable
difficultieson the international sugar market, which has thus con-
tracted from about 20 million tonsto 17 million tons. There has also
been an increased production and export of corn gluten feed, which
profitsfrom the imbalancein the European Community's own trade
arrangements.

Another exampleisthe highlevd o support givento U.S. milk pro-
duction, combined with the rdatively low pricedf animal feed. This
state of affairs has consistently frustrated the administration's efforts
to control milk production and has led to the accumulation of very
large publicstocksdf dairy productsand subsidizedsaleshy the United
Statesin aworld market already sufferingfrom grave oversupply.

Theforegoingremarksarea long way from the philosophy of free
trade"that iscommonly believedin U.S circlesto bethesovereign rem-
edy for agricultural difficulties. The facts of international life are
rather different, notably becaused the domesticpolitical imperatives
that lead governmentsto intervene in agricultural markets. While it
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may be possibleto demonstratetheoretically that freetradeconditions
would lead to adjustments within agriculture that could yidd eco-
nomicadvantagesin thelong run, thereis noevidencethat democrati-
caly eected governmentsaf the developed countrieswish to makethe
sacrificesthat would be necessary in theshort and medium term.

Nevertheless, a better comprehension by the major agricultural
exporters—including the United States and the European
Community —of thoseobjectivesthey sharein their agricultural poli-
ciesmust lead to better cooperation. Theseobjectivesincludea better
control of production, particularly for productsin oversupply, the limi-
tation of budgetary expenditure, a morerational structured externa
protection, a more market-oriented price policy, and perhapsaboveall
the progressiveintegrationaf agricultureinto the general economy.

The prospect of a new multilateral round of trade negotiations—
against the backgroundd poor prospectsfor expansiond demand on
worldfood markets—mugt raisehopethat tradetensionsin agriculture
will be dleviated. The challengeisto make the trends, which aready
exist in domestic agricultura policies, converge internationally in
termsdf accepted policy aimsand procedures.

Appendix
Thedevelopment of world agricultural trade

I ntroduction

The spectacular progress of world trade has been one of the most
striking developments on the international scene in the last 25 years.
World trade increased in volume by afactor of 3.5 during the period
from 1960 to 1980, that is, at an annual rate of 8.2 percent. Agricul-
tural trade meanwhile increased at a rate of 4.6 percent a year, a rate
that although lessthan that of total tradewas nearly twicetheaverage
rate of increase of world agricultural production (2.5 percent a year)
during the period.

Tablelshowstherated growthin volumed world tradeinagricul-
tural products, broken down by product groups. Productsfor which
tradeincreased most rapidly were, for the most part, sourcesdf protein
for human consumption (meat and dairy products)or constituents of
animal feed (fodder cerealsand oilseeds).
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TABLE1

Rated Increasein Vdumein World Trade
of theMain Agricultural Products, 1960-80

Annual Rate

of Increase
er cent

M eat 6.8
Dairy products 5.4
Cerealsand cereal-based products

for human consumption 4.0
Cerealsfor animal feed 1.6
Oilseeds and derived products 1.3
Fruits 3.2
Vegetables 2.7
Sugar 25
Textilefibers 0.0
Total 4.6

Source: OECD figureshased on FAO statigtics

Table 2 shows the development of world agricultural trade in vol-
ume for the main groups of countries from 1967-69 to 1983. The
group of developed countries, particularly North Americaand West-
ern Europe, more than doubled their agricultural exports, whiletheir
imports grew by scarcely a third. A quite different devel opment took
placeinthecasedf thedevelopingcountries, whoseimports practically
tripled, while their exports increased by little more than a third. The
state-planned economies saw their imports more than double, while
their exports decreased.

Highlightsof the 1970sand theearly 1980s

In the 1970s, world agricultural trade increased more rapidly than
in the 1960s. But despitethisrapid expansion, agricultural marketsex-
perienced greater instability. In fact, five of theeight principal distur-
bances recorded since 1945 took place between 1972 and 1980.

I'naddition, the tradeflowspolarized around three principal linesof
devel opment.

* The increasingly dominant position of certain developed coun-
triesin worldexports, particularly North America. Between1970
and 1982, nearly two-thirds of the additional cereals entering



Developed countries
with market economy

North America

Western Europe
Centrally planned economies

Soviet Union

and Eastern Europe

Developingcountries

Africa

Latin America

Near East
Far East

Totdl

Source Based on FAO statistics

TABLE?2

Devdopmentin Vdume of World Agricultural Trade
Accordingto the Main Regions(1967-69 = 100)

Imports

1974-76 1978-80 1983
121 134 138"
112 116 116
122 137 142
161 216 232
165 205 224
144 225 271
146 241 298
149 248 267
206 337 476
121 156 188
130 161 176

Exports
1974-76 1978-80 1983

152 203 223
159 226 234
160 208 250
9 98 98
97 95 93
109 123 138
100 87 89
112 135 150
100 95 126
121 150 171

128 175
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world trade camefrom thisregion, morethan haf of theincrease
being attributable to the United States.

e Thegrowing dependence of the majority of developingcountries
onfood imported from elsewhere. Thedevel opingcountriesalone
absorbed more than 85 percent of the increasein world cereals
imports between 1972-73and 1982-83.

¢ Theappearance on world agricultural marketsfrom 1972 onward
of a new actor destined to play afundamental rolein theincrease
of trade but alsoin the instability of markets—that is, the Soviet
Union. Followinga seriesof disastrous harvests, the cerealsim-
ports of the Soviet Union went from 4 million tonsin 1971 to 16
million tonsin 1972 and to 24 million tonsin 1973, thenfell to 8
milliontonsin 1974 and increased to 17 million tonsin 1976.

Thisgrowing polarization of trade, particularly for cereals, also ap-
pearsin Table 3, which shows the main changes in the structure of
world trade in cerealsduring the last half-century. Before 1939, only
Western Europe imported more cereals than it exported. Today, West-
ern Europe is, with North Americaand Australia, a net exporter of
cereals. On the other hand, Africa, together with Eastern Europe and
the Soviet Union, who before World War IT were all self-sufficientor
even net exporters, has becomea net importer of increasingquantities.

Since 1960, the market for coarse grains has shown greater dyna:
mism than that for wheat, which evidently resultsfrom the spread of
animal feeding systemsbased on the useof concentrates. World trade
in coarsegrains, such asbarley and corn, has morethan quadrupled in
two decades, first with increased demand in Western Europe and Ja-
pan, and then from the mid-1970s with demand from the centrally
planned economiesand the developingcountries.

But since 1981-82, there has been a distinct dowing down of world
cerealstrade, affectingespecialy the devel opingcountriesand thecen-
trally planned economies. Thisslowing down hasbeen lessmarkedfor
wheat than for coarsegrains.

Another phenomenon of world agricultural trade in the 1970s has
been the considerable increase in imports of cereas, particularly
wheat, by China, especialy since1977. Becaused increased urban de-
mand and the appearance of grain deficitsin rural regions, Chinas ce
reals imports went from 4 million tons in 1975 to 9 million tons in
1980. Severd long-term agreementsfor the supply of cereal shave been
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concludedin recent yearsbetween Chinaand the exporting countries.
However, most obsarversbedievethat theincreasesinimportshby China
areunlikely tocontinue, and it ismore probablethat they will stabilize
around 10 to 15 million tons.

As regards the developing countries, their exports of agricultural
products have increased less rapidly, both in volume and value, and
since 1980 their agricultural trade bal ances have gone from surplusto
deficit. This has aggravated their balanceof-payments problems.
Among thedeve opingcountries, the rapid economicgrowthof OPEC
and the newly industrialized countries has made them the principal
new marketsfor agricultural exportsd the developed world. Thefood
deficit of the Arab region especialy has greatly increased during the
last two decades. In ten years, their cerealsimports have tripled, and
their importsdf oils, eggs, and meat haveincreased even morerapidly.
In thesecountries, the rapid popul ation growth, accel erated urbani za-
tion, and increased incomes have transformed food habits. Combined
with limited local agricultural production, thishasled to asuddenin-
creased imports.

While agricultural tradein the 1970s increased at a steady rate, it
dowed down in 1981 and 1982 with the world economicrecessionand
thestagnation of effectivedemand.

Meanwhile, the structural surplusesin the producing countries be
camelarger and morewidespread becaused thecontinued production
increases. Thus, competition between the main exporting countries
became more acute, which aggravated the depresson o prices on
world markets. Increased commercid aggressvity manifested itsdf in
the development of long-term agreementsoften based on specia mea:
suresfor credit, in the greater use of subsidies, and even in the use of
barter dedls.

Prospectsfor thefuture

Numerousstudies have been madein recent yearso thefuture de-
velopment of world production, consumption, and trade in agricul-
tural products. The following paragraphs mention some o the
principal studiesand summarizetheir resultsin broad quantitativeand
qualitativeterms.

Evidently, noforecast of agricultural trade can be madein isolation
from forecastsconcerning the development of the genera world eco-
nomicand demographi csituation, and the prediction of such macroec-
onomic variables is particularly hazardous in a period of world
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economicrecesson. Moreover, it must be emphasizedthat the results
o such projectionsor forecastsareby no means neutral from the politi-
cal and economicpoint of view. Insofar asthey indicatewhat will hap-
pen in the future if certain hypothesesare fulfilled or if past trends
continue, they can very wdl result in the political authorities taking
decisionsor initiativesthat will modify the resultsdf theforecasts.
Among the principal forecastsdf medium and long-term agricul-
tural developmentsarefour reportsthat aresummarizedin thefollow-

ing paragraphs.

Agriculture, Horizon 2000:  United Nations Food and Agriculture
Organization (FAO)
Thefirst verson of the FAO study wasmadein 1979, and after revi-
sionit was publishedin 1981. It focuses particularly on the devel oping
countriesand on threescenarios.

e A. Morerapid growth (optimisticscenario).
¢ B. Smal improvement in growth (lessoptimisticscenario).
e C. Continuation of present trends (pessmigticscenario).

For the developed countries, the annual ratesaf growthin agricul-
tural productionforecast in both ScenariosA and B arelower than the
trend (1.5 percent). The developing countries, on the other hand,
would haveratesd growthinagricultural productionin both scenarios
higher than the trend (2.8 percent). But these scenariosassumed rates
o growthof GNP in the developingcountries (ScenarioA: 7 percent
and ScenarioB: 5.7 percent), that now appear rather high compared
with the averageratein the 1970sof-5.3 percent.

Table4 showsthesdlf-aufficiency forecastsfor themainagricultural

TABLE4

Sdf-Sufficiency in Agricultural Products
inthe Year 2000 Accordingto the FAO
(net exports(+)or (- in milliontons)

Trend Scenario A Scenario B
Developed Developing Developing Developing
Countries Countries Countries Countries
Ceaeds +213 - 165 -81 -132
Sugar -135 +20.7 +20 +18
Vegetableoils -28 +6.0 18 +7
Meat +12.3 +30 -1 0

Milk +175 -250 na. n.a.
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productsin the year 2000 according to the different scenarios. The
continuation of the trend impliesan increasein surplusesfor severa
productsin the devel oped countries, despitetheincreasein the poten-
tial deficitof the developing countries. Meanwhile, in both Scenarios
A and B, thedeficitsaf thedevel oping countrieswould be much lower.
Asregardscereds, theforecast deficitsdf the devel oping countriesin
the year 2000 (trend: 165 milliontons, Scenario A: 81 milliontons, and
ScenarioB: 132 million tons)should becompared with the historicdef-
icits(1961-65: 17 milliontonsand 1978-79: 53 million tons).

Thegenera conclusiond the FAO study regardingthe cereal defi-
citsd the devel opingcountries—and particularly the most vulnerable
countries—isthat because of their lack of resourcesto financesuch
imports, only amassiveincreasein food aid would alow an increasein
consumptionand in levelsd nutrition.

Global 20000  Report to the President of the United States by the
Council of Environmental Quality and the Depart-
ment of State

The Global 2000 report, published in 1980, studied the long-term
consequencesd present policies. Theagricultural projections, derived
froma USDA mode, were based on three seriesdof hypotheses.

e Variant 1— Continuationd present trends.
e Variant 2—Optimigtic.
e Variant 3—Pessmidtic.

The main conclusion of the report is that the world has the eco-
nomicand physica capacity to producesufficientfood to meet the big
increasein demand by 2000. However, production would havetoin-
creaseat unprecedented ratesmerely to keep consumption per head at
theleve of theearly 1970s.This impliessubstantial productivity gains
and a pressureon natural resources.

As regards cereals, the volume o world trade in the year 2000
would be 220 million tons according to Variant 1, 178 million tons
according to Variant 2, and 240 million tonsaccording to Variant 3,
compared with theaveraged 114 million tonsin 1973-75.

Thereport concludesthat only the most prosperousdt the develop-
ing countries could satisfy their needsfrom the commercial market,
whilethe poorer oneswould rly moreand moreonfood aid.
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Interfutures: Organization for Economic Cooperation and Devel-
opment (OECD)

Thisreport, madein 1979, is based on six scenariosthat aim to de
finethe challengesfacing the member countriesd the OECD in the
year 2000. Asregardscereds, the OECD study forecastsadeclinein
therated increased demand in developed countriesand an increase
in developing countries—mainly as a result of population incresse.
Thereport isoptimisticconcerningthe resourcesavailableto meet the
need forecast for theend o the century, except for some developing
countriesand the OPEC countries. In the long term, the cultivated
areacould beincreased by 50 percent in the developed countries (ex-
cept for Japan and Western Europe) and doubled in the developing
countries(exceptfor South Asia). Theimpliedincreasein yidds(from
50 percent to 150 percent by the year 2000) would not be subject to
biologicd limits, even in Western Europe; the energy requirement
could be moderated by means of technologica progress, alowing
more efficient use, and suppliesdof natural fertilizerswould be suffic-
ient.

[ nternational Wheat Council (IWC)

In 1983, the IWC carried out an independent study of the long-
term prospectsfor world production, consumption, and tradein cere
als. It reckonsthat past trends no longer providea sure indication of
futuredevel opment, becauisetoo many factorsinfluencing production
and consumption have changed in recent years. Accordingto the hy-
potheses usad for popul ationgrowth, economic devel opment,and the
degreeto which different countriesattain their own objectives, world
consumption of wheat would increase by 50 percent in the next 20
years. It would reach 2,180 million tons by the end of the century,
compared with 1,451 million tons in 1980. This increase would be
much dower than in the last two decades. Contrary to past trends,
consumption of cerealsfor animal feed would increase less rapidly
thanfor human use.

Table5 showsthe IWC forecastsfor world trade in ceredls, which
would incresse in the next two decades at a rather dower rate than
recently, reachingaleve of 265 milliontons (27 percent morethanthe
1980levd).It should berecdled that between 1960and 1980t experi-
enced a spectacular legpof 1980 percent.
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TABLES

World Tradein CerealsAccordingto
theInternational Wheat Council

1980 2000
million million
tons percent tons percent
Exports
Six main exporters* 190 91 248 93
Others 19 9 17 7
Total exports 209 100 265 100
Imports
Developingcountries e 33 144 54
Low-incomecountries 23 11 64 24
Others 57 27 80 30
Centrally planned economies 68 33 52 2
Soviet Union, Eastern
Europe, Cuba 54 26 27 10
China, East Asa 14 7 25 10
Developed countries 60 33 52 10
Total exports 209 100 265 100

*United States, Argentina, Australia,Canada, European Community (tenmembers),and South Africa

According to the IWC, the sharesdf world trade taken by the vari-
ous groups Will probably changemarkedly. Contrary to recent trends,
theshared centrally planned economiescould fall from 33 percentin
1980 to 10 percent in 2000, while that of developed countries would
continue tofall, going from 29 percent to 26 percent. The imports of
devel opingcountries would practicaly double, with their sharereach-
ing 54 percent, compared with 38 percent in 1980. The low-income
countries would be largely responsible for thisincrease.

The IWC observesthat the expansion of world ceredstradecould
exceed 265 million tons, if economic growth is more rapid than as-
sumed, but could also be inhibited by other factors, particularly the
difficultiesthat devel opingcountries may encounter in financing their
imports.

The indebtednessd the developing countries is a problem whose
ramificationsgo wel beyond thefield of tradein cereals. Thegrant-
ing o credit facilitiesby the cered sexporting countries would con-
stitute at best a partial and temporary solution. Any significant
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increasein the price o cerealswould result in afurther burden on
the balance of payments of many developing countries. In red
terms, export pricesare now at their lowest levd since the 1930s.
Some exporting countries have taken stepsto reducetheir produc-
tion, which could result quitesoon inashortageof supply. Thecere
al seconomy would thuscommenceanother phaseinitscycle, going
fromsurplusto shortageand back again.

In 1984 the IWC held asymposiumin Ottawaon the prospectsfor
theworld cered stradeat which Professor D. Gale Johnsonaf the Uni-
versty of Chicagoexpressed himsdf pessmisticon the prospectfor the
long-term development of world tradein cereals”but not so pessimistic
asthe USDA or the|WC Secretariat." According to Professor Johnson,
theincreasein worldtradein cerealstothe year 2000is not likey to be
more than hdf o that recorded in the 1970s. The price of ceredson
the international market would continue to decline in red terms, as
supply would continue to increasemorerapidly than demand.

Conclusion

[tisevidentfrom thisrapidsurvey of different projectionsthat fore
castsd thedevelopment of world tradediffer accordingto the hypoth-
eses usad for population and incomes. For example, estimatesof the
ceredls import needs of developing countries by the year 2000 vary
from 30 million tons (Variant2 o the Global 2000 report) to 144 mil-
lion tons (IWC),while another set of forecasts (FAO) puts them be-
tween 81 and 132 million tonsaccordingto different scenarios. For the
centrally planned economies, estimatesvary from 10 milliontons (Var-
iant 20 the Global 2000 report)to 52 million tons (IWC).

Despite these wide differences, the forecastsshow, in general, that
therated increasein agricultural trade up to the year 2000islikely to
dow down, because of the dackening demand in the developed coun-
tries; at the sametime the variability in the food importsdf the cen-
trally planned economies is likely to continue, with destablizing
consequencesfor the agriculture-exporting countries.






Commentary on
'Enhancing Compstitiveness:
| nternational Economic Policies'

D. GaleJohnson

Giventhetimelimitsimposedon me, | do not havetimetotreat Mr.
Avery’s paper as politely asone should treat aguest. So | gpologizeto
Mr. Aveay at the start for somecommentsand criticismsthat may ap-
pear alittlesharpin order to makea point in a brief amount of time.

Mr. Avery has some rather harsh thingsto say about export subsi-
dies, especially when used by the United States. Referringto U.S. ex-
port subsidieshe asksthese rhetorical questions:

"Who benefitsthereforefromthiskind of measure? And who pays?’
But what about European Community export subsidies, which have
involved the following amounts in European Units of Account
(EUAs):

1979 6.44billion
1980 7.60bhillion
© 1981 5.50hillion
,1982 4.70hillion
1983 5.10bhillion
1984 . 5.30billion

Ye the ECisconcerned about acurioudly administered$2 billionfund
to beexpended over athree-year period. Thisfundisnow tied upwitha
cargo preferencerulingissued by afederal judge. Hasthe EC ever con-
Sdered that its use of export subsidiescould go unchallengedforever?

Mr. Aveay discusses U.S. dairy policy and U.S export subsidies,
claiming that the United States captured a large share of the export
market for one dairy product—dry skim milk and that for one yesr,
1982. Let uslook at what has happened to world dairy exportssince
the beginningaof the 1970s.



108 D. Gale Johnson

Essentidly all dairy productsexportedfrom the EC have been subsi-
dized for the past 15 years. It is thus interesting to compare what
changes havetaken placein world dairy trade since 1969-70. The net
exportsd four leading dairy producerswereasfollowsfor the years
indicated (wholemilk equivalent in tons):

1969-70 1982
European Community . Zero net exports 17.0 million
Austraia 3.1 million 1.3 million
New Zealand 6.2 million 6.3 million
United States -1.0million 1.8 million

One might ask, as does Mr. Avay, why the world market suffers
from grossoversupply of dairy products?Thedataseemquiteclear on
this point. Only one o the four major dairy producers substantially
increased dairy exports. One low-cost producer —Audraia—actualy
decreased exports and the world's lowest cost producer of dairy
products—New Zedand—was able only to hold its absolutelevd of
exportsconstant but lost market sharein world dairy trade.

[ found much o hisdiscussond theposition that EC will takeinto
GATT negotiationseither very vagueor very disturbing. These pos-
tionsare enunciated:

e ECwill maintainitspositionfor importand export o agricultural
products. Doesthis mean the status quo is to be maintained with
the EC asan exporter of grainand the world'slargest exporter of
dairy products, beef, and sugar?

e EC will retain a system o variable import dutiesand export re
funds (subsidies)to stabilizeitsinternal markets. Hesaysthisdoes
not preclude improvements in the syslem. But what improve:
mentswould be considered?Basing threshold priceson somerea
tion to world market prices of past three years? Or a stated
reductionin target prices—say 2 percent per year —until somere
lationshiptoworld pricesisreached? 1t is not clear what improve
mentsareenvisaged.

| find quitedisturbingthe comment that the EC will retainvariable
leviesand subsidies because they 'paid  with concessionsin earlier ne
gotiationsfor the right to apply these mechanisms." What was paid?
Actualy what was paid was the binding of tariff dutieson what were
then considered to be insignificant feed products. But the EC hasbe-



Commentary 109

come increasingly unwilling to live up to these commitments. It has
already'weasded" itsway out of itsbindingon maniocflour by negoti-
ating agreementswith weaker trading partnersto limit their export to
the EC. It hastried to tax vegetableails, though not butter, which the
EC producesin large quantities.

The EC has heavily subsidized farm products that compete with
soybeans and other similar products. As Mr. Avery notes, such subsi-
dies, called productionaidsor deficiency payments—for oliveail, oil-
seeds, butter, skimmed milk powder for animal feed, and certain
processed fruitsand vegetables—have been paid for severd years. Isit
possibleby thosemeanslargdly to negatethe'price EC paidfor itsvari-
ableleviesand subsidies?'Isit intended to continuewith these policies
in the EC?Mr. Avey is not clear. Such policies will amost certainly
further reduce EC importsadf agricultural products.

And, inany case, evenif theEC paidalot, isthisa good argument
for continuinga policy of variableleviesand export subsidiesthat may
be counterproductive?

The main hope for the future concerning EC policiesis the state-
ment: 'In the longer term, the support prices fixed by EC could be
fixed at levelscloser to those df other exporting countries." However,
you should not let your enthusiasm run wild—note the qualification,
‘this would be logicad epecidly for those producers where the world
market accountsfor a significant part o EC production.” Does this
mean that maizeor corn would be excluded since EC is not now an
exporter?Or that oilseed support would continueto increase because
theECisalargeimporter of oilseed and vegetablemealsand ails? 1t is
not clear exactly what isintended.

But thisisenough about particular policy measuresin the EC. | will
closeby commentingabout the very seriousproblemthe ECand U.S
agricultural policieshavecreated. Neither Mr. Avary nor Mr. Amstutz
gaveadequateconsiderationto somed the long-run problemsour ag-
riculturesface.

We have created a substantial excess productivecapacity in agricul-
ture that will haunt usfor most of therest of thiscentury. Even if ap-
propriate policies started tomorrow, it would take the EC and the
United States nearly a decade to eliminatethisexcesscapacity and re
turn toasituationin which market priceswould provideadequatein-
centivesfor arenewa o dow output growth.

If we continue with the kind of policies that seem implied by EC
discussionsand thefarm legidation now under discussion in Washing
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ton, we will be haunted by largeexpenditures, competitiveexport sub-
gdies, and increasing tensions between us. What needs to be recog-
nized in both the EC and the United Statesis that our policies have
been respongble for depressing world market prices for most farm
products. The declinesrangefrom 15to 25 percent for wheat, 10 to 15
percent for coarsegrains, by asmuch as50 percentfor dairy products,
aquarter for bef and, currently, by 70 to 75 percent for sugar. While
the availableempirical estimatesattributegreater respongbility to the
EC than tothe United Statesfor thisstatedf affairs, U.S responsibility
is probably greater than these studies indicate. No study has ade-
quately modeled the effects of our target priceson grain and cotton
productionand it has not beer, possible to reflect adequately the im-
pact of our current sugar policy on world demand for beet and cane
sugar.

Twofina points. First, we may not haveseen theend o thedecline
in ratedf growth in international trade. All o the projections| am fa
miliar with project Chinesegrain importsat or abovethe levelsdf the
early 1980s. However, the Chinese economic reforms are working.
Chinaisunlikely to beanet importer of grain by theend of thisdecade.
But even with Chinese grain imports continuing at recent levels and
East European grainimportsat the 19801evd, the projectionsaf world
exportsof agricultural products are projected to grow from 1980 to
2000 at only hdf the growth rate of the 1970s. But East European
grain imports are now only haf what they were only five years ago.
And it is unreasonableto expect further largeincreasesin agricultural
imports by the USSR.

Second, one can only hope and pray that the EC and the United
States,a ong with Canadaand Australia, can recognizetheseriousness
o thesituation that they and their farmersfacefor therest of thiscen-
tury. Thiswill require the EC to take a much less defensve attitude
toward the CAP, to recognizeemotionally and intellectually the im-
pact that the CAP has had on the levd and stability o international
market prices, and to bewillingtoseek alternativewaysd meetingthe
incomeneedsdf the lessdeveloped areasof the EC.

The UnitedStatesmust face uptoitsfailurestofollow aliberd trade
policy in agriculture and a market-oriented policy domesticaly. We
haveto give up the 1955 GATT waiver. We should abolish our quanti-
tative import restrictionsfor beef, sugar, long staple cotton, and dairy
products. Ve need to recognizethat our deficiency paymentsarefirst
o dl asubsdy and indirectly are an export subsidy. Except for our
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effortstodosomethingabout our dairy output —though at best | think
our intentionisonly to reach sdf-sufficiency —we have done not one
thingsince 1981 or since 1977 to makeour domesticfarm policiescon-
sistent withalibera trade palicy.

| agreethat somed thedeclinein U.S exportsd agricultural prod-
uctssince 1981 has been due to the overvaued dollar, our high price
supports, EC export subsidies, and the responsedf somed our com-
petitorsto U.S output restraints, such as those that existed in 1982.
But toexpect that adeclining valued thedollar and asharp reduction
inour pricesupportswill resultinour quickly regainingthe 1981 value
o agricultural exportsisbeingwildly optimistic. | hopel have madeit
clear that the situation U.S and EC agriculture now face cannot be
corrected by merely tinkering with afew policy measuresor currency
realignment. \WWecan produce moreagricultural productsthan canfind
marketsat pricesthat will provideareasonablereturnfor theresources
now engaged in agriculture. Just as we did in the late 1950s and
through most of the 1960s, the United States faces a long period of
difficult adjustmentsin agriculture. It is necessary to reduce the re
sourcesengaged in agriculture. Thismeansthe reductiond labor and
capital sincemost of theland will remainin agricultural use.

The adjustmentsthat would be required of U.S agriculture would
be significantly less painful if smilar adjustments were underway at
thesametimein the EC aswdl asin Japan. Hopefully, the forthcom-
ingrounddf GATT negotiationswill makesome progresson thisscore.
Unfortunately, | am dubiousabout the willingnessd either the EC or
the United Statestoface uptothereditiesof world agricultureand the
need to adjust their farm policies. Thus, | am quite pessimisticabout
the prospectsfor any real change beforetheend of thisdecade.
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Enhancing Compsetitiveness.
National Economic Polides

Manue H.- Johnson

This paper discussesthe broad outlinesof U.S. domesticeconomic
policy in recent years, the resulting effects on economic performance
here and abroad, and the implicationsfor American agriculture. The
paper doesnot attempt to deal with thespecificproblemsof American
agriculture in any detail. Other contributions to this symposium are
designed to meet that need.

[t will probably comeas nosurprisethat weinthe Reaganadminis-
tration fed that the contribution of our economic policies has been
positive. But weal so recognizethat economicproblemsremainandare
intense for some parts of the agricultural community. A disinflation-
ary processisdtill occurring in many primary commodity markets, in-
cluding those for agricultural products, and agricultural land values
are being marked downfrom previoudy inflated levels.

Thesituation isfurther complicatedby itsinternational dimension.
Thesituation of Americanagriculture cannot safely beviewedfroma
purely domestic perspective. American agriculture has becomean im-
portant factor in world marketsand derivessignificant revenue from
exports. Itisclear that Americanagriculture must continueto becom-
petitiveinternationally.

Thereislittle posshility of separating or waling off domestic mar-
ketsfrom international marketswithout suffering heavy losses. Steps
have been taken recently in cooperation with the other Group of Five
countries (France, Japan, the United Kingdom,and West Germany) to
achieve a reduction in the exchange rate of the dollar and stronger
growthabroad. Thisshould gradually be beneficial in reducingsomedt
themoreintenseinternational competitivepressureson U.S. domestic
sectors, includingagriculture.
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It iseasier to identify the cause of some of agriculture’s problems
than to formulatecompletely satisfactory short-run solutions. Ameri-
canagricultureisin thethroesd adifficultadjustment. Thevery diffi-
culty of the processand the personal hardshipsinvolved may account
in part for the tendency of somein theagricultural community tolook
outward to national economic policy in the hope that some modifica
tion therecan solvethe problemsd agriculture.

Itisal toocommontohear that thecurrent problemsof agriculture
somehow result from the unbridled operation of market forces and
could be solved by expanding the amount of governmenta intrusion
intothemarket process. Thethrust of thispaper isjust thereverse. The
Reagan administration believes that maximum reliance should be
placed on a productive privatesector that is responsiveto market sig-
nas. This, in the long run, will bring real benefitsto the entireecon-
omy, including agriculture. During the current difficult period of
transition, targeted financial assistance will haveto beavailableto the
agricultural community. But the long-run solutionfor agriculturewill
befound in market processes, not in government programs.

The Reagan economic program: goalsand accomplishments

Theeconomy inherited by the Reagan administrationin early 1981
was in disarray. Inflation was raging with consumer price increases
reaching the 12 to 13 percent rangein 1979 and 1980. The prime rate
of interest hit a record 21.5 percent by the end of 1980 and financia
marketswereunder heavy strain. Redl interest rateshad been negative
for severd yearsand heavily leveraged operationsin businessand agri-
culture had becomecommonplace.

Productivity growth had turned duggish, averaging lessthan 1.5
percent per year from 1970 to 1980, only one-half of the pacein the
previous decade. To combat soaring inflation and stagnating redl
growth the administrationinstituted a new policy approach, moving
away from the modified Keynesianism that had governed U S eco-
nomic policy throughout the period following World War I1.

The Reagan economic program consisted of four parts.

e Federd spending restraint to return productive resourcesto the
privatesector.

e Margina tax ratereductionand depreciation reformto restorein-
centivesand promotegrowth by loweringlabor and capital costs.

e Rgul & ory relief tolower production costs and encouragecompetition.
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e Gradual restraint and stabilization of monetary growth to reduce
inflation and to restoreconfidence to thefinancial markets.

A new policy emphasis on supply-related factors was embodied in
the Economic Recovery Tax Act of 1981, which reduced marginal tax
rateson both physical and human capital over a three-year period and
thusraised thereal after-tax rate of return on productivity activity. In
addition, it wasexpectedthat monetary policy would provideagradual
reduction in the rate of growth in the money supply (M1) consistent
with the projected targets set by the Federal Reserve Board. This
phased-in restraint on money growth was expected to offset any de
mand stimulusfrom thescheduled tax rate reductionsleavingadecline
in relative pricesfor work effort, saving, and investment that would
encourage productivity growth.

Things did not work out quite that smoothly. The three-stage tax
reduction did not becomeeffectivein any significant way during 1981.
Meanwhile, there was an abrupt deceleration in monetary growth
from a double-digit pace of 13 percent annual rate from January to
April toa negative4 percent annual ratefrom April to June. Over the
wholeyear (fourthquarter 1980tofourth quarter 1981) money grew at
only a5 percent rate. Theresult wasthe 1981-82 recessonand a rather
bumpy transition for theeconomy. Whilethe temporary costsof reces
sion were high (unemployment, lost output, and large budget deficits),
inflation was cut very sharply and the stage was set for a strong eco-
nomic expansion.

Vigorouseconomicexpansion

Theensuing expansion hasgenerally exceeded mai nstream expecta
tions. In 1982 and 1983, most economists predicted that large federal
budget deficitsand high real interest rateswould prevent any strong or
sustained expansion of the economy. Any recovery that did occur
would be stunted and would haveto be led by consumers. The actual
pattern of developments has been quite different. The economy has
expanded rapidly with capital investment rising much morestrongly

' For studiesthat estimatetheimpact of marginal tax ratereductionssince 1981, see Allen Sinai, Andrew
Linand Russdl Robins,'Taxes, Saving. and Investment:Some Empirical Evidence' National 7ax Jour-
nal,September 1983, pp. 1-25; Mack Ott,' Depreciation, Inflationand Investment Incentives: The Effects
of the Tax Acts of 1981 and 1982 Economic Review, Federal ReserveBank of St. L ouis, November 1984,
pp. 17-30; Stephen A. Meyer,'Tax Policy Effectson Investment: The 1981 and 1982 Tax Acts. Business
Review, November/December 1984, pp. 3-14; and JamesGwartney,'The Impact of the 1981-1984 Tax
Cut, Testimony beforethe Joint Economic Committee, April 23, 1985
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than predicted whileconsumer behavior has been roughly in linewith
earlier cyclicd patterns.

Many observersunderestimated the positiveeffectsof the 1981 tax
reductionson the red rate of return to capital and overestimated the
negative effectson investment of high financial market real rates of
interest. Asshownin Charts1and 2, thereappearsto bea much closer
relationshipin recent U.S. experiencebetweenthereal after-tax return
tocapital and investment activity than thereis betweeninvestment ac-
tivity and the redl rate of interest as measured in financial markets.
This conforms with the supply-side perception that after-tax rates of
return exert astrong influence on real economicactivity.

Red growth wasvery strong in thefirst year and a hdf of thecur-
rent expansion, averagingmorethan 7 percent at an annual rate. Last
summer, the economy entered a softer phasewith real growth dowing
toabout a 2.5 percent rateover the past year. Tosomeextent, the s ow-
down was probably a normal response to a more mature stage of eco-
nomicexpans on— after thefastest increasefor any comparableperiod
since the Korean War—and the absence of further supply-side stimu-
lusastheeffectsof the 1981 tax cuts begantofade. Thegrowth dow-
down also reflected tighter monetary conditions. Growth in M1 fell
from about 10 percent during 1983 to lessthan 6 percent during 1984
with M1 virtually flat from Juneto October of 1984.

CHART1

Real Interest Rateand the
Rated Investment

Deviation From 30 Year Mean
Normalized to Largest Positive Value

1.5
10— —
//‘\ ?
[ 1
S Business Fixed / \ / \ —
Inveﬂmmct;\/l-\PsA |I‘ \\ /I \ ,/ Vi l‘
Shareof h
1 Y]
. WA VN Y
1 L BN 4
\/ / V\X_/v \ ,\// \/
/
I\ / II [
-3 \ \ //Nommal 20-Year ! .’ ]
Treasury Bond Rate n
L ess Inflation ¥
—],0 ll|llllllllllllllJllllLLlllllllll

1950 1960 1970 1980



Enhancing Competitiveness: National Economic Policies

CHART 2
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Thecurrent situation and the near-term outl ook

Monetary growth has resumed since late last year at a rddively
rapid pace. The Federd Reserve rebased its monetary targets at the
middledf thisyear but M1 isonceagain above target. Ordinarily, this
might be a matter d growing concern on purely monetarist grounds
but monetary velocity has not behaved in the expected fashion. In-
stead of growing near the 3 percent postwar trend rate, velocity has
falen sharply thisyear at about a 6 percent annual rate through the
first three quartersof the year. A temporary declinein veoaity, for a
quarter or so, would not be unusual as monetary growth accelerated,
but the persstenceand szed thedeclinein veocity has puzzled most
monetary observers. There are, however, no Sgns o recesson, infla
tion is very wel behaved, and there are now somefairly clear indica
tionsthat the pacedt red growthis beginningto pick up.

Theindex of leadingindicatorshasrisen for fivesuccessve months,
April through September, and payroll employment has risen strongly
since midyear, suggesting that the pace d activity is beginning to in-
crease. The third quarter GNP result may not have seemed particu-
larly strongwith real GNP upat a 3.3 percent annual rate, followinga
1.9 percent ratedf advancein thesecond quarter. However, therisein
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GNP was held down by adecreasein inventory investment. Redl final
sdlesgrew at about a 6 percent annual rateduring the quarter. Inven-
tory positions now appear to have been drawn down sufficiently so
that the continuation of growth in demand would mean more rapid
ratesdf advancein real GNP. Inevitably, thereis uncertainty asto the
near-term pace and direction of the economy —economic forecasting
being what it is—but the prospectsfor stronger red growth seem to
haveimproved.

Monetary palicy has been moreaccommodeativethisyear with M 1
risng at more than a 12 percent annual rate during the first nine
months of the year. Interest rates haveshifted lower and by late Octo-
ber were below year-earlier levels by about 250 basis points on the
short end and 150 basis pointson the longend of the credit markets.
With sensitivemeasuresd inflationshowingfew signsd life, the Fed-
eral Reserveisunder no pressureto alter its monetary stance.

The administration has recently published its Mid-Session Review
of the Budget, including its updated economic forecast. Red GNP
growth thisyear isestimated to be 3 percent, measured fourth quarter
tofourth quarter. (Thisassumesgrowth at about a 5 percent annual
ratein the second half, which may still be achieved but will requirea
very strongfourth quarter.) It isexpected that red GNP will riseat a4
percent pacein 1986 through 1988. I nflationisal soexpected toremain
moderate, withannual consumer priceincreasesin the4 percent range
through 1988. The unemployment rateshould till be at about 7 per-
cent by theend o thisyear but is expected to declineto just over 6
percent by theend of 1988.

Theconsensus privateforecast for theeconomy isnot quiteasopti-
migtic asthat of the administration, although the differencesare not
great and are probably within the standard error o anyone's projec-
tions. A comparisond theadministrationand privateshort-termeco-
nomicforecastsisshownin Teble 1.

The pattern of growth

Red growthd nearly 5 percentin thefirst 11 quartersd thecurrent
expansion has been close to the 5 percent average for previous post-
World Wer I cyclicd expansionsthat lasted thislong—exduding the
1949-50 expansion that merged with the Korean War buildup. There
hasbeenan evenfaster pacedf growthin domesticdemand. Real gross
domestic purchases, which adds back U.S outlayson importsand de
ductsforeign outlayson U.S exports, have risen at a 6.3 percent an-



TABLE1
Comparisonof Adminigtration and PrivateFor ecasts
1985 1986 4Qt04Q YeartoYear
1I I v I 1 1985 1986 1985 1986
Red GNP Percent change, annual rate
Data Resources, Inc. (10/85) 1.9 31 23 15 16 19 21 24 2.1
Chase Econometrics (9/25/85) 1.9 2.8 2.5 33 28 19 24 2.3 26
Wharton EFA (9/26/85) 1.9 3.1 34 24 30 12 35 2.4 3.1
Townsend-Greenspan (8/9/85) 1.7 2.2 44 46 39 22 21 24 33
Blue Chip Consensus (10/10/85) 1.9 3.1 35 33 3.0 22 29 2.5 3.1
CBO (7123/85) n.a na. n.a. n.a. n.a. 2.6 34 2.6 36
Administration (7122/85) 1.7 45 5.5 40 40 3.0 40 2.7 4.2
GNPDeflator
Data Resources, Inc. 2.6 30 37 31 30 37 32 3.7 32
Chase Econometrics 2.6 32 31 40 33 3.6 39 36 35
Wharton EFA 2.6 2.9 37 40 37 3.6 40 3.6 3.7
Townsend-Greenspan 2.8 48 42 55 5.0 43 57 39 5.0
Blue Chip Consensus 26 3.1 3.6 39 4.0 38 42 3.7 3.8
CBO ' na. n.a. na. n.a. n.a. 43 43 3.9 4.3
Administration 2.8 40 4.0 43 43 40 43 38 4.1
Civilian Unemployment Rate Percent (averagefor period or 4th quarter)
Data Resources, Inc. 7.3 72 73 73 14 73 76 73 75
Chase Econometrics 7.3 7.2 7.4 75 74 74 74 7.3 74
Wharton EFA 7.3 71 7.0 12 7.0 7.0 6.7 7.2 6.9
Townsend-Greenspan 13 73 7.2 71 7.0 7.2 7.6 7.3 72
Blue Chip Consensus 73 7.2 72 7.1 71 7.2 7.1 1.2 7.1
CBO n.a n.a. - na. n.a. n.a. 71 6.9 7.2 7.0
Administration 7.3 7.2 7.1 7.0 70 71 6.9 72 6.9
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nual ratein contrast to 5.0 percent in thecomparablestage of four pre-
viouspost-World Wer 11 expansions.

Thepattern o growthin thefirst 11 quartersad thecurrent and pre:
vious expansionsis summarized in Teble 2. As shown there, capital
spending has been a much larger factor in thisexpansion than in pre-
vious expansions, accounting for a little less than onethird of red
growth during thisexpansion or more than twice as much as during
comparable periodsin past expansions.” Growth in almost al other
componentsaf domesticdemand hasalso been stronger thistime, but
the net export balance has been a large statistical negative reflecting

TABLE2

GNP ComponentsintheFirs Eleven Quarters
of the Current and Previous Expansions*

Contributionto

Real Growth Total Red Growth
Average, Average,
four past Current four past Current
expansons  expansion expansons  expansion
(Percent,annual rate) (—percentaf totd —)
Real GNP, total 51 49 100.0 100.0
Consumer spending a7 50 57.0 67.4
Durables 10.3 122 159 262
Businesscapital spending 76 115 146 27.3
Structures 40 6.0 32 44
Equipment 9.8 139 114 29
Residentia construction 107 16.8 84 105
Inventory investment na. n.a. 9.7 109
Net exports na. n.a. 28 -282
Exports 8.8 04 10.6 0.7
Imports 78 16.7 -78 -289
Federal purchases -04 41 -11 71
ExcludingCCC n.a. 55 na. 90
State & locd purchases 37 21 85 5.0

*Four post-K orean War expansions, excludingthe 1958-60 expansion that |asted only eight quartersand |
the short-lived 1980-81 recovery. In al cases, expansion is measured from the quarter containing the
NBER referencecycletrough.

The strong cyclical expansion of investment has raised the ratio of grossinvestment to GNP to much
more satisfactory levels. The situation is not quite so favorablein termsof net investment. On this point,
and for a more critical view of the effect of recent policies, sse Barry P Bosworth, Tax Incentives and
Economic Growth, The Brookings Institution, 1984, pp. 1-208.
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theleakagedr demand to overseassuppliers. (Inturn, however, the net
export balance hasbeen the mirror imagedr alargevoluntary inflow of
capital to the U.S. which hassupplemented domesticsavingsand stim-
ulated capital formation.)

Inflationand interest rates

Oned the morestriking featuresa recent economicdevelopments
isthe progressthat has been made in reducing inflation. The record is
summarizedin Teble 3. Asshown there, intermsd the GNP deflator
and the Consumer Pricelndex, inflationhasbeen pulled downtothe4
percent rangeor lessin recent years. Inflationhasbeen virtually elimi-
nated for producer (wholesale)prices. A disinflationary process, partic-
ularly pronounced at early stagesd the production process, has been
continuing even as rea growth has resumed. For example, wholesde
prices o crude materials have now declined for ten consecutive
monthsand are morethan 10 percent lower than a year earlier. While
this has been extremely beneficia in termsadf reducing the overdl rate
o inflation, it hasmeant economicdifficulty for producersaf primary
products—includinglargesegmentsaf U.S agriculture.

TABLE3

Recent ProgressAgaing Inflation
(per centchange, annual rate, for period indicated)

1985
1980 1981 1982 1083 1984  todate
GNP: Implicit Price Deflator 10.2 8.9 43 38 36 38
Consumer Pricendex 124 8.9 39 38 40 32
Producer Price Index 118 71 37 0.6 17 -0.1
(wholesaleprices)

Note: CPIl and PP through September

There havebeen sizabledeclinesin nominal interest ratesduring re
cent years. Chart 3shows the record since 1980 for some key interest
rates. Theprimerated interest hasfalenfromits 215 percent pesk in
late 1980 to 9.5 percent at the time of thissymposium. The 3-month
Treasury bill iscurrently trading near 7.25 percent, down from a.cydli-
cal peak of morethan 16 percent at mid-1981and the 30-year Treasury
bond now yields about 10.5 percent in contrast to more than 15 per-
cent at its peek in late 1981.
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CHART 3

Key Interest Rates
(Monthly Averages)
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Red interest rates havefalen less but seem high mainly in relation
toartificialylow ratesduring much o the postwar period because of
the pursuitof Keynesian demand management policies. Thesepolicies
led to seriousinflation and negative redl rates of interest by the late
1970s. Red interest rates in the U.S throughout the 19th and early
20th centuriesaveragedinthe4to5 percent range, except for theclear
abnormalitiesdf war and depression. > That isnot far from the present
level and tax’rates arecurrently much higher than in theearlier period.
It isvery questionable, therefore, whether U.S. real after-tax rates of
interest are much higher than any redligtic historicd standard.

The point of thisbrief review o recent economic performance has
not been tosuggest that the economy iswithout problems. But the evi-
dence suggeststhat Reagan economic policies have been remarkably

’An interesting historical historical review has been provided by Stephen C. Leuthold, 'Interest  Rates,
Inflation and Deflation: Financial Analyst Journal, January-February 1981, pp. 28-41. For a thorough
discussionof the measurement of red interest rates, See Robert Mundell, 'Inflation and Red Interest:
Journal of Political Economy, June 1963; James Tobin,'Money and EconomicGrowth: Econometrics,
October 1965; and Thomas Sargant, 'Rational  Expectations, the Real Rate of Interest, and the National
Rate of Unemployment: Brookings Paper on Economic Activity, 2, 1973.
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successful. The recent economic record certainly stands in marked
contrast to that of the U.S. economy in the late 1970sand growth has
been morevigoroushere than in most other major industrial nations.

Weare now benefitingfrom strong growth, low inflation, and rising
levelsof employment. Hence, we do not seethat any drastic alteration
in the economic policy setting is required. Quite the contrary, we feel
that we need to continue further along present linesby increasingthe
incentivesfor privatesector activity through a morefavorable tax sys
tem, reducingtherateof growth of federal spending, and enlargingthe
scopefor theoperation of free markets. Thiscan only beaccomplished
if therateof inflation iskept securely under control. Reverson to high
ratesof inflation wouldeventually undercut the progressthat hasbeen
madesincethelate 1970s.

Deficits, interedt rates, and thedollar

Reagan economic policieshave frequently been misinterpreted by
viewing them in Keynesian terms. Large budget deficits after 1982
have been viewed asconsumption-driven fiscal stimulusthat wouldex-
pand aggregatedemand and push up interest ratesand crowd out pri-
vateinvestment. Theactual pattern of resultshas been very different.
Interest rates came down sharply after mid-1982, even while the
budget deficit waswidening. Inflation hasfallen very sharply and re
mained low. Furthermore, the vigorousexpansiond theeconomy has
not been driven by the consumer but hasfeatured avery strong expan-
sion of investment in plant and equipment. Clearly, something has
been happening that traditional demand-oriented theories cannot ex-
plain.

Since 1982, economic growthin the United States hasrun far above
the projections that have been generated from standard macroeco-
nomic modelsand inflation has been much lower than projected. Ef-
fortstointerpret U.S experienceinsimpledemand-management terms
have led many economists to erroneous conclusions and inaccurate
projections. The U.S. economic policy approach has not been purely
demand-oriented, rather it hasemphasi zed supply-rel atedincentivesto
increase red output and monetary policy to reduce and contain the
rate of inflation.

The demand-oriented view has concentrated on the size of the
budget deficit and hasalleged that the U.S. policy mix iswrong, with
fiscal policy toolooseand monetary policy too tight. This, in turn, has
requiredatortuousand obviously unsatisfactory lineof explanation as
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to why the U.S. dollar appreciated steadily in the foreign exchange
marketsfrom late 1980 to late 1984. Large U.S. budget deficits were
viewed asa potent forcedriving up red interest ratesthat pulled infor-
eign capital and strengthened the dollar in the process. Thesameline
o reasoning has been used by many observersin the European coun-
trieswhotendto usethesizeof the U.S. budget deficit asa proxy for all
that they fed iswrong with the international economy.

Thelabored naturedf suchlinesof reasoningisal tooapparent. For
example, acountry that ran alarge budget deficit because of excessve
fiscal stimuluswould find domesticdemand spillingabroadand itscur-
rency depreciating—the exact opposite of what has happened in the
U.S.situation. Itis unredlisticto arguethat there wasa head-on colli-
sion in the capital markets between public and private demands for
credit. The share o federa borrowing in total funds raised in U.S.
credit markets has declined from 39.9 percent in 1982 to 35.5 percent
in1983,27.1 percentin 1984,and an estimated 25.7 percent in thefirst
haf of 1985 and interest rates have come down substantially.

Thefact of the matter isthat the smplebudget deficit theory isde-
fectiveand thedleged systematiclinkagestointerest ratesand interna
tional capita flows are week to nonexistent. In March 1984, the
Treasury Department released a comprehensivestudy dealingwith the
various economic issues associated with the federal budget deficit.*
Probably the most important single conclusionto be drawnfrom that
study isthat there are no smple answers about the effects of federa
deficits. For example, the notion that higher deficits cause interest
ratesto rissand the dollar exchange rate to appreciateis not at al cer-
tain. Thedirectionin whichinterest ratesand exchange rates move as
deficitsincreasedependson acomplex set of factorsof which thefol-
lowing areonly afew possbleexamples.

e Thestate o the businesscycle here and abroad.

“The Effect of Deficitson Pricesof Financial Assets: Theory and Evidence, U.S. Treasury Department,
Washington,D.C.:U.S Government Printing Office, March 1984, pp. 1-83. See also, Manuel H. Johnson,
Testimony before the Joint Economic Committee, October 21, 1983,and before a Subcommittee of the
Joint Economic Committee, September 13,1984. JamesGurota, The Effectsof Federal Deficitson Inter-
est Rates presentedat the American Economic Association M eetings, Dallas, December 1984;and James
Girolaand Manuel Johnson,'Do Deficits Raise Interest Rates?: A Sructural Analysisof Financial Mar-
kets presentedat the\Western Economic Association Meetings, Anaheim, California,July 2. 1985. For an
interesting historical review, see Paul Evans,'Do Large Deficits Produce High Interest Rates?*,March
1985, American Economic Review, Val. 75, No. 1, pp. 69-87.
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e Whether the deficitsare occasioned by tax reductionsor govern
ment spendingincreases.

e Theprevailingpatternof money supply growth and ratesd infla
tion hereand abroad.

e The progpective red rates o return in national markets dis
counted for any anticipateddegreedt political or economicinsta
bility.

Even when all these and similar factorsare accounted for, it isstill
not possible to establish statistically a dependablesystematicrel ation-
ship betweenfederal budget deficitsand interest rates. One reason for
thisisthat over thecoursed the businesscydethereisafairly straight-
forward empirica relationship between budget deficits and interest
rates, butit runsin precisgly theoppositedirectionfrom that which the
conventional wisdom would require. Budget deficits rise in economic
recesson when interest ratesare relaively low and budget deficits nar-
row in economic recovery when interest rates are relatively high.
Therefore, over the business cycle, the largest deficits are associated
with low interest ratesand smaler deficits have typicaly been associ-
ated with higher interest rates. Even after correctionfor such cyclica
effects, the deficit-interest rate relationship is week and uncertain at
best. This basic empirical finding, which has been duplicated again
and again by disinterested academic investigators, stands in marked
contrast totheassertionsaf somefinancial commentators. The persst-
ence d strongly held opinion in the face d contrary evidenceis not
unusual inthefield of economicsbut it iscertainly very pronouncedin
thisparticular case.

Onecan only concludethat the deficit-interestrate relationshipisa
derivative and shifting one. As such, it is not particularly useful in
termsadf explainingcurrent economic performanceor predicting prob-
able future developments. The shortcomings o the deficit-oriented
view o interest rates and economic performance have been clearly
demonstratedin recent years.

The more obvious link has been between economic policies that
haveimproved theinvestment climateand higher after-tax red ratesdf
return on capital spendingfor plant, equipment, and structuresin the
United States. Tax reduction combined with greater freedom o mar-
ketsin this country, open money and capital markets, ana effective
control o inflation has made the United Statesa uniquely attractive
investment outlet, especialy when consideringanemic growth in Eu-
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rope in the last few years and the higher risks associated with third-
worldinvestment.

Thelink between U.S financial market interest ratesand capital in-
flows is taken for granted in many discussions but does not survive
evenelementary empirical testing. Interest differentialsin favor of the
dollar were actually wider in 1980 when the inflow of funds and the
appreciation of the dollar began than they have been recently. Un-
doubtedly, interest rate differentialscan sometimes play a dominant
role in day-to-day exchange rate movements, and they are alwaysone
element inthe picture, but they cannot explainthe continuing net cap-
ital inflowstothe U.S. or thelastingstrength of thedollar.

I'n recent yearsthe U.S. capital account of the balanceof payments
hasbeen thedrivingforceasinvestorshave been attracted by highreal
after-tax ratesof returninthe U.S economy. Thisisan entirely differ-
ent processfrom a demand-oriented expansionthat spillsover ontoim-
ports and must be financed. The budget deficit, on which some
economists placeso much emphasis, has morelikely played a negative
rolein attracting capital to the United States. Foreignersinvest here
despiteour budget deficits, not becauseof them.

The U.S. current account deficit is definitionally equal in amount
but oppositein sign to the position on capital account. Causation has
run from the capital account to the current account since only that
would be consistent with a strong dollar. The current account and
trade deficits, in turn, result from the joint influence of a number of
factors: a higher rateof growth and resultingdemand for imports here
than abroad, reduced U.S exports to LDC countries burdened with
heavy debt, and foreign protectionist measures, aswell asthestrength
of thedollar.

I mplicationsfor agriculture

The nature of these economic developmentsin receit yearshasim:
portant implicationsfor national economic policy and for agriculture
aswell.

Federal expenditure growth needsto becut back. That isthe way to
reduce the budget deficit. Tax cuts helped shape this investment-led
economic expansion and raising taxescould end it. The budget deficit
problem is, in fact, a government expenditure problem. Federa out-
lays,asa percent of GNP, inrecent yearshavesurged uptothe24to 25
percent range, far above previous peacetimelevels. On the other hand,
tax receiptsare about 19 percent of GNP, tracking very closdy with
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previous experience. The tax base remainsintact. The problem ison
theoutlay sded the budget and that is where the solution should be
sought.

The current problemsdf U.S. agriculture havearisen primarily be-
caused thetrangition from high ratesd inflation in the 1970sto low
ratesd inflationin the 1980s. Thislarge adjustment hasimplications
for monetary palicy. It is, of course, crucially important to avoid are
turn to an inflationary environment. It must also be recognized, how-
ever, that a monetary policy that istoo redtrictivefor too long can put
unnecessary upward pressure on the dollar, pull in too much foreign
capital,and unleash protectionistforces.

The recent G-5 actions represent a cooperativeinternational effort
tocopewithsomeof the pressuresinduced by avery strong dollar. The
best way for other currenciesto strengthenagainst the dollar isfor for-
elgn countriesto improvethe performanced their economies, remove
or reduce existing structural rigidities, and raise the rate of return on
their capital when it isemployed at home. In their recent announce:
ment, finance ministersand central bank governorsaf the Group of
Five industrial countries (United States, France, Germany, Japan,
United Kingdom) pointed out that such a process is indeed
occurring—that significant progress has been made in narrowingdis
paritiesin growthand inflation, and in restoring national vitality and
responsiveness. The Group of Five expressed the view that thesere
cent shiftsin the fundamentalsof economic performanceand pros
pects have not been reflected fully in exchange marketsand that a
further appreciation of the main non-dollar currenciesagainst the dol-
lar wasdesirable. Since the announcement, the dollar has experienced
further significant declines.

Condluson

Inthelastanalysis,most of the problemsaf agricultureappear to be
largely transitional and were brought on by the puncturing of the
highly inflationary expectationsdf the late 1970s. It isimportant that
thedisinflationaryprocessnot be pressad toofar or accelerated. That is
oned the important current responghbilitiesdf monetary policy. Nev-
erthel ess, agricultureand other sectorswill haveto adjust to the period
of relative price stability that lies ahead, an adjustment process that
will likdly last for a number of years. The administrationis committed
to helping that adjustment process.

Thestrength o the dollar in foreign exchange marketsis largely a
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reflection of thestrength of theeconomy and itsimproved prospects. It
is not redlistic to assume that the national or agricultural situations
would beimproved by reversingthe policiesaf recent years. Weakening
thedollar by damaging U.S economic performance meansweakening
the overall economy. On the other hand, an appreciation of other cur-
renciesrelativetothedollar, in responseto improved performanceand
prospectsabroad, would bedesirable. Asthisoccurs, U.S. competitive-
nesswill improveand agriculture aswell asother sectorswill benefit.

The wrong directionsare also clearly apparent. Artificially low in-
terest rates, larger budget deficits, higher taxes, preferential credit, and
renewedinflation arenot in thelong-terminterest of thecountry or the
U.S agricultural sector. Ye, theseare the probable resultsof shrinking
away from the necessary adjustment processand trying to meet the
deep-seated problems of agriculture through expanded government
programs. Agriculturewould prosper much morethrough agreater de-
gree of market orientation in a steadily expanding U.S. economy and
open, growing international markets.



Commentary on
" Enhancing Competitiveness,
National Economic Policies’

Robert Z. Lawrence

Beauty, it issaid, liesin theeyesaf the beholder and theaccount of
the Reagan admini stration economic policiesprovided by Dr. Johnson
confirmsthisadage. Viewing through the prism of Rosy-Scenario col-
ored spectacles, Dr. Johnson pronouncesReaganomicsa success. The
Americaneconomy isfinally ontheright track. The modified Keynesi-
anism governing U.S economic policy in the postwar period has been
abandoned. Inflation hasbeen controlled, investment has been stimu-
lated, and individua initiativeunleashed by tax ratereductions.Devel-
opmentssuchasthe high red interest rates, the strong dollar, thelarge
trade deficits, and the large net capital inflowsinto the United States
should not be seen as problemsfor the aggregate economy, but rather
asindicative o the policy's successand likdy to be with usfor some
time. Thus, thelong-runsolution to the problemsthat a strong dollar,
high red interest rates, and low real commodity prices posefor Ameri-
can agriculture lies not in expanding government programs to offset
these developments, but in adjusting to them through market proc-
€SES.

Dr. Johnson sees no reason for drastic alterationsin economic pol-
icy settings. Theeconomy ison atrack that will produce growth rates
between 3 and 4 percent in the foreseeablefuture. He concedes that
the program did not work as smoothly asoriginaly planned, because
the ddaysin phasingin thetax cutsand the excessverestraint by the
Federdl Reserve induced a recesson. But he argues that the ensuing
expangon providesevidenced the policy's success.

Theunusually strong role played by investment in the recent expan-
sionisthekey toDr. Johnson's andysis. Higher after-tax ratesof return
oninvestmentand increased confidencein the U.S economy haveen-
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couraged Americans and foreigners to engage in an unusualy large
amount of capital formation. Theshift in the U.S position from inter-
national creditor tointernational debtor does not concern Dr. Johnson
sincethe borrowingis beingused to build the capital stock necessary to
servicethedebt in thefuture.

My own interpretation differsfrom that of Dr. Johnson in severd
respects. In Kansas City, of al places, we know it is dangerousto pre
dict theWorldSeriesat theend of thefourth game—to do so would be
aCardinal error. Smilarly, | seethe outcomed current policiesasalot
lessrosy and alot moreblue.

| do agreethat, initsfirst few years, the Reagan program achieved
some important gains. Given the Federal Reserves decision to fight
inflation with tight monetary palicy, it was appropriateto provide a
fiscal stimulusto bring the economy out o the 1982 recession. Failing
to raiserevenuesand to reducespending to bring the budget into bal-
ance as the economy moved back to full employment, however, wasa
mistake. The buy-now, pay-later fiscal policiesadopted at the behest of
this administration should not be judged purely on their recent im-
pacts. Thecurrent stanced macroeconomicpolicy isdangerously un-
balanced, with agricultural and other pricesendgtive traded goods
sectors of the economy subjected to unwarranted pressures. If a
stronger exchange rate resulted primarily from foreign capital inflows
tofund red capital formation, these pressuresmight constitutea nec-
essary part o the adjustment process. But the foreign capital inflows
have been absorbed primarily by the government sector tofinancetax
cuts that have gone mainly into consumptionand defense spending.
Unlesswe intend to launch a war of conquest, neither consumption
nor defensewill aid usin thefuturein servicingor repayingour debts.

Dr. Johnson and | disagree over whether thiseconomy has experi-
enced an investment boom or asavingsbust. A deficit in thetradebal-
ancein goodsand servicesindicatesthat the nation's spending exceeds
itsincome; that is, it is borrowing. A changein national borrowing, in
turn, reflectschangesin net private borrowingand/or net government
borrowing. Dr. Johnson arguesthat the dominant reason why thisna:
tion's spending exceeds itsincome liesin the strength o investment.
He, therefore, puts most o the explanation for the current account
deficiton net private borrowing.

In fact, the data do not support this interpretation. Between 1980
and 1984, net lending by the U.S privatesector changed very littleasa
share d GNI?1n 1980, gross private savings (16.5 percent o GNP)
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exceeded gross private investment (15.3 percent o GNP) by 1.2 per-
cent of GNF?In 1984, gross privatesavings (18.4 percent of GNP) ex-
ceeded gross privateinvestment (17.4percent of GNP) by 1.0 percent
o GNP Thus, virtually noneof theadditional national borrowingwas
required net by the privatesector. Indeed, before the advent of supply-
sideeconomicsduring the Carter administration,the United Statesin-
vested Smilar sharesdof grossinvestment in GNP without borrowing
from abroad. On theother hand, U.S. government increased its deficit
by 2.19 percentd GNP, anamount fully reflectedin the growthdof the
overdl tradedeficit asasharedf GNF?

How strong has private investment been in the current recovery?
Hasit beend theappropriatemagnitudeand typeto enablethe nation
to serviceits growing international obligations?Sorting out the evi-
denceisacomplex task. Asasharedf nominal GNP, the pesk of 17.4
percent in 1984for the Reagan yearsresemblesthat of the Carter pesk
o 17.9 percentin 1978 (and 17.5 percent in 1979). Between 1977 and
1980, the years under Carter, investment averaged 16.9 percent of
GNF?Thiscomparesfavorably with the 15.4 percent shareconstituted
by investment between 1981 and 1984.

Measuredin redl terms, however, the recent investment doesappear
unusually strong. Asaresult o declinesin constructioncosts (because
of week wage growth in that sector)and in equipment prices (because
o the strong dollar and technological innovation) investors obtained
about 1 percent moregrossinvestment relativeto real GNP than they
did in 1979. But once depreciation is accounted for, even the red net
national investmentfiguresremainlower thanin the Carter years. Asa
shared red net national product, real net investmentin thisrecovery
(1983:Q1-1985:Q2) of 6.2 percent remainsbelow the 6.7 percent share
recordedin the 1970s. Moreover, very little new investment hastaken
theformof increased purchasesof the specialized machinery required
to maintain the industrial base. According to my colleague Barry
Bosworth,about 93 percentd thegrowthinequipmentspendingsince
1979 occurred in either trucksor office equipment.’ Thus, instead of
increased capital formation in Americas farms, mines, and factories,
theinvestmentisflowingintoitsoffices—scardly theappropriateprep
arationfor servicingour international debt. Although Americansmay
be buying more than usual for their investment dollar, littleevidence

IBarry P Bosworth, Taxes and the Investment Recovery:  Brookings Papers on Economic Activity,
1:1985.
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exists to confirm that they are alocating an unusualy large share of
their incomesto preparefor thefuture tax and interest payment.

To the degree that he sees a problem, Dr. Johnson points only to
excessve government spending. He claimsthat government spending
financed through borrowing hasthe sameeconomicimpact asgovern-
ment spending financed by taxes. Since bonds are financed by future
taxes, all spending requirestax increases. | doubt thisequivalencetheo-
remisvalidin practice. If it were, weshould have seen an increasein
private U.S. savings commensurate with the increase in the U.S. gov-
ernment budget deficitasprivate Americansmake provisionsfor their
future tax payments. They have not as yet made such provisions.

Over thelong run, therefore, | believethat this nation will not have
invested or saved enough to serviceits growing indebtedness. Ameri-
cansin thefuturewill haveto tighten their belts, both by paying more
taxes and by paying higher prices for imports. Assuming that for-
eigners remain confident enough to sustain their capital inflows, the
interest payments eventually are going to accumulate. These interest
rate outflows will in turn weaken the dollar, and by making U.S. im-
ports moreexpensive, they will reduceour living standards. When our
future living standards decline, the legacy of Reaganomics will look
quitedifferent. On theother hand, the U S agricultural and manufac-
turing sectorswill have to providethe goods necessary to serviceand
repay our current loans to foreigners. For that reason, | believe the
medium-term prospectsfor the traded goods sector are much brighter
than Dr. Johnsonsuggests. Thereal exchangeratewill havetofall even
further thanit hasincreased toattract resourcesback intofarming and
manufacturing, not only to restore the trade balancetoitsorigina po-
sition, but alsotoservicethedeclineinour international indebtedness.

Let me suggest, in closing, that this nation would be far better
servedfor thefutureif aninstallment programthat included both reve
nue increasesand expenditure cuts were immediately enacted while
there remained strength in the economy. Such a programwould bring
immediate benefitsto the traded goods sectors of the economy and,
over thelongrun, removethe burdensthat thecurrent stanceof policy
will leaveto thefuture.
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The Challengein Building Market Demand

DaleE. Hathaway

| want to concentrateon an issuethat isvirtually overlookedin our
current discussonsd our agricultural policy. We primarily hear that
amost everything that is wrong is the result of our domestic agricul-
tural programs, which need to be changed dragtically, and that almost
everything that is wrong is the result of unfair competition, which
should be stopped. | believe that these two issues are not the major
caused our problemsand that by concentratingon them we are al-
most certain to be frustrated and disappointed because we will find
that attemptstosolvethe problem througheither of these pathsdo not
bring a satisfactory solution. .

| want to concentrateon what | bdieve to be the central problem:
the state of our markets. | want to step back from individual govern-
ment programs. To the extent possiblefor onetrained asan economist,
| want toavoid the usedf economic jargonand talk about marketsand
what wecan do about them.

This approach makes certain assumptionsthat | think are reason-
able. Oneisthat we are competitiveproducersof awideranged com-
moditiesat thefarm levd and that our internal capability of physicaly
moving productsfrom farm to export is second to none. A second as-
sumptionisthat our ability to process raw productsinto more usable
products—whest toflour, feed to broilers, soybeansto meat and ol —is
unsurpassed. Even so, | will concentrate much of my discussion on
bulk commoditiesbecausethat iswhere thefarm problem"is concen-
trated (Table 1). | say this because the declinein value o exports of
wheat and productsand oilseeds and productsaccountsfor $8.1 billion
o the $8.5 hillion in export vauefrom 1980 to 1985 and cotton for
another $1 hillion. In termsdf volume, 30.6 million tonsdf the 33.8
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million ton decline in export volume are accounted for by grains, oil-
seeds, and oilseed products. In other words, 94 percent o the lossd
vaue and 91 percent o thelossd volume are accounted for by the
grain-oilseed complex. Indicationsare that this trend will continuein
1985-86.

TABLE 1

US Agricultural Exportsby Product Group,
Value and Volume, Fiscal Years1978-85

Fiscal Year

Pr 28

oduct 4978 1970 1030 1081 1932 1933 -1934 1985

Valuein hillion dollars.

Grain and feed 117 136 187 219 176 152 174 143 -4.4
Oilseeds and products 75 87 100 94 97 88 88 63 -37
Cotton 17 19 30 22 22 17 24 20 -10
Tobacco 11 13 13 13 15 15 14 15 +0.2
Fruits, nuts,

and vegetables 1.9 21 2.7 31 2.9 2.7 2.6 2.6 ~0.1
Sugar and tropical

products 06 07 09 14 0.8 0.7 0.8 08 -01
Livestock and products 2.4 32 31 31 32 30 35 33 +02
Dairy 0.2 0.1 0.2 03 04 04 04 04 +03
Poultry 03 04 06 08 06 05 04 04 -01
TOTAL -8 =820 =408 =438 =804 =248 =980 =820 —Gb—

\olumein million metrictons

Wheat and flour 328 322 369 435 453 380 427 314 -55
Feedgrains 555 595 712 691 582 538 556 572 -140
Feed and fodders — 43 56 58 60 6.9 68 65 +0.9
Rice 21 24 29 31 29 23 23 20 -09
Soybeans - 197 202 238 200 255 245 192 166 -7.2
Vegetableails 15 15 18 17 25 24 10 0.8 -10
Oilcake and med 58 6.2 76 6.5 6.5 6.7 51 47 -29
Cotton 14 14 20 13 16 12 15 13 -0.7
Tobacco 0.3 0.3 0.3 03 0.3 0.3 0.2 0.2 -01
Freshfruit 13 28 31 34 31 30 32 27 -04
Anima fat 13 .13 15 15 1.5 14 14 11 -04

TOTAL 1217 1375 1638 1626 1579 1448 1436 1290 -338
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A review of thedtuation

The US farm sector was internationaizedin the 1970sas an in-
creasing proportion o our farm output became dependent on export
markets. The variouscomponentsd the U.S agricultural sysemsre-
sponded beautifully to growing demand for U.S. exportsand our mar-
ket share of a rapidly expanding world market for imports expanded
rapidly aswell. Our exportsgrew by legpsand bounds, measured both
in volume and in value. Both the farm sector and the agribusinesses
that sdll to it and buy from it made investment decisions based on as-
sumptionsthat the export market growth rate of the late 1960s and
early 1970swould continue.

Suddenly al these assumptionswent wrong. Starting in 1981-82,
our exportsbegan tofdl in both volumeand value. And theend o the
fall isnot yet in sight. But our farm output— apart from the decline
induced by weather and Payment-in-Kind (PIK) of 1983—has not
falen. The result has been a major overcapacity problem in both the
farm sector and in the agribusinesses serving it. The overcapacity in
thefarm sector hasbeen manifestedin fallingfarm pricesandincomes,
faling land prices, a farm financial criss, and in sharply risng farm
program costs. The agribusinesssector has seen hugefinancial losses,
spectacular businessfailures, and substantial restructuringdf all kinds
of agribusinessesrom locd farm machinery dederstofarmer coopera
tives.

Thisisal toofamiliar. Asl indicated at the outset, our responsehas
been to blamethe problemon either our farm programsor our compet-
itors. | shall attempt to provethat our problem isprimarily marketsand
that, until and unless something improves in that regard, pursuing
other issueswill provefruitless.

Some market concepts

Sincetermsare sometimesused loosdly and thisleadsto misunder-
standing, | think it is useful to definesometermsthat | believe will be
useful. The concept of market isaconcept that fitsmarket economies
with free consumers able to express their consumption preferences
within the limitsof their purchasing power. However, in the world of
international ly traded goods, especially foodstuffs, thiscannot bemea
sured because there are so many interferences between foreign con-
sumersand U.S exporters, not the least of which are governments.

The best means| think we haveto measurea market is utilization.
The farmer in Illinois who raises corn and soybeans does not care
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whether theworld utilization of feed grainsgoesup becausefarmersin
Japan feed and market more chickens or because the United States
Agency for International Development (USAID) buyscornmeal and
soy oil for foreign emergency food aid. Therefore, | will use utilization
statisticsas a market measureand avoid somed the problemsd cer-
tain other measurements.

Thelink between utilization withinacountry and itsimportsisthat
imports are the difference between utilization and domestic;produc-
tion. Thus, in terms of our export interests, the export market is af-
fected by both what happens to utilization and what happens to
domestic productionin importing countries.

Thus, the key variable to our export markets is world market
growth. World tradein different goodsgrowsas the market growsand
our exportsdo especialy wel when world tradeexpands. Somehow we
tend to believe that our exportsare a direct function of foreign crop
falluresor competitor pricing, but they redly are afunction of trade
growth.

Thereisalsoa matter of pricing involved in marketing. Again, we
tend to think o affecting marketshy varying pricesto consumers, but
in the case of international trade there is often a government or two
between the U.S exporter and the foreign consumer. Therefore, when
wetalk of pricing policy we need to be sure who the price changesaf-
fect. Inal centrally planned economies, whereexportsarea function
o thestateimport agencies, a cut in export price rarely gets passed on
totheconsumer. Sincestate trading isused in many market economies
also, ahigh proportion of the world'sconsumersisisolated from world
market prices, and from the individual country's internal farm prices.

Thereareseverd methodsdf cutting prices, and each hasa different
effectintermsa marketingstrategy. Oneway of cutting pricesistocut
prices to everyone. This is what changing price support levels or
changes in exchange rates does. Another way of cutting prices is
through the offeringdf below-market ratesdf credit to certain buyers
but not to othersor on certain modelsat certain timesd year. A third
typed pricecutting iswheredifferent pricesare charged to different
buyers, as under the BICEP program. This causes resentment among
the buyersthat do not get the lowest prices. In an open pricing system
likethe U.S system,itisclear toeveryonewhoisgettingaspecia price.
Cf course, the ultimatein pricecutting isgrant-typefood aid, whichis
givenon the bassof need of therecipient. In thiscase, the priceiszero
tothe country but not necessarily zero to the ultimateconsumer.
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What hashappened to our foreign markets?

Let usstart withagloba pictureand work backward to major mar-
ketsor typesdf marketsin lookingat thesituation. Indoing this, there
are one or two important things to remember. One is that for most
productsthereare somecarryover stocks, held either by governments
or by the privatesector. Thus, utilization measuresthe state of market
demand and is only constrained by supply in unusual situations. (It
may be constrained by supply in the case of individua countries be
caused government interventionin trade.)

Onedf the surprising facts about world grain utilization is that it
goes upamost every year. Infact, total world grain use hasonly fallen
inthreed thelast 25 years—in 1963-64,in 1974-75,and in 1981-82.
The 1963 declinewas due to a large declinein the Soviet crop, which
was not offset by imports, and the 1974-75 declinewasduetoa major
declinein the U.S output in the absenced amplestocks. Asweshall
see, the 1981-82 declinehad adifferent cause.

Giventherarity of declinesin use, what weareredly lookingat are
ratesdf gainin useand theextent towhich they aretheresult of trade.
Let usexaminefour fiveyear periodsbeginningin 1965 (Table2).

TABLE?2

Changesin Annual Wheat and Coar se
Grain Useby FiveYear Intervals, 1965-85

1965-70 1970-75 1975-80 1980-85

World 147.4 2.4 186.4 113.1
United States 13.9 -9.1 14.7 309
World— UnitedStates 133.5 81.5 171.7 822
Centrally Planned 68.2 313 98.4 286
World— United Statesand

Centrally Planned 65.3 50.2 73.2 50.0
European Community Tota 9.5 4.3 2.1 -1.9
Japan , 5.0 3.6 54 20
Competitor 7.0 1.5 5.4 4.8
All Other 43.8 40.8 60.3 48.7
OPEC 4.5 5.8 12.6 8.8
All Other 39.3 350 70.9 399

Thereare somesurprising resultsin thesefigures. Oneisthat until
recently (the 1980-85 period), the United States had not contributed
to increased world grain use. Since 1980, however, theincreasein US
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grain use has accounted for over one-fourth of the increase in world
use. A second surprise s that the Soviet Union and Eastern Europe
have not contributed to increased world grain use since 1975. China
increased grain usesubstantiallyfrom 1975-80 by increasing imports,
and from 1980-85 use was further increased by expanded domestic
output. The European Community hascontributed littletograin use.
Use has remained stagnant in the European Community since 1975.

In the 1965-70 period, the centrally planned economiesaccounted
for about as much of the largeincreasesin useasdid dl o therest of
the world outside the United States. From 1970 to 1975, thecentrally
planned economiesaccounted for threefifths as much expansion as
the rest o the world. In the 1975-80 period, the centrally planned
economieswere again a source d expanding use, accountingfor haf
thetotdl.

Intermsaf market growth, thishasone very smplestraightforward
meaning. Since 1975 the market growth (outsidedt the United States)
in the world market for grains has been increasing in the developing
countriesdf theworld.

In the period 196570, the centrally planned economieswere one
and one-hdf timesasimportant in growthasthe developing countries.
Thedevelopingcountriesalmost equaled the centrally planned econo-
miesin market growth in the 1970-75 period, and they have become
the dominant factor in thisdecade.

Now let uslook at the last five years, when things have gone badly
for U.S exports, toseeif the market problem can beisolated. First, the
market growth outside the United States, China, and the European
Community is down markedly. Both the China market and the Euro-
pean Community market have beenlost tointernal productionand, to
make mattersworse, both have now becomesignificant competitorsin
the export marketsfor some products. Theinternal market growth of
our traditional competitors (Canada, Australia,and Argentina)alsois
down, leaving exports to absorb more o their production growth.
Therefore, what has happened is that high-growth developing coun-
tries becomeeven morecrucia to usand our export outl ook.

Food and feed use

It iswidely recognizedthat the world market for grain is two mar-
kets that interact—the market for grain for food and the market for
grainfor feed. Somegrainsare used amost completely in thefeed mar-
ket and someothers, notably wheat, are used in both, dependingon the



TheChallengein Building Market Demand 139

price ratios between wheat and feed grains. However, the relationship
between market, incomes, and pricesis different. The grain for food
market is relatively insensitive to price—in other words, food con-
sumption changeslittleover awiderangedf prices. At certain per cap-
ita income levels, it is sengitive to income—the market expands as
income grows. But above certain incomelevelsthe direct use of grain
for food declines asincome rises and a higher proportion of calories
comesfrom poultry, dairy, and meat products.

The market for grainsfor feed is highly responsve to income be-
causealmost all poultry, dairy,and meat productsrequiresomegrainto
produce. Thus, the income-rel ated response to consumption of these
itemsisdirectly reflectedin increased use of feed grains.

If welook at market growth (outsidethe United Statesand the cen-
trally planned economies)in the context of food and feed we seesome
interesting patterns. I n the rapid growth period of thelate 1960s, food
use grew more rapidly than feed use—and almost al o the growth in
food use was in the developing countries but only one-third of the
growth in feed use was there (Table3). That pattern persisted during
the 1970-75 period, except that the developing countries suddenly be-
came the main source o growth in feed use while continuing their
dominancein growthinfood use.

TABLES3

Changesin Annual Used Grain For Feed
By FiveYear Intervals, 1965-85 -

1965-70 1970-75 1975-80 1980-85

World n.a. n.a. na. n.a.
United States 121 -154 79 204
World—United States na. na. na. na.
Centrally Planned na. . na na. na.
World—United Statesand

Centraly Planned 273 23.1 39.7 242
European Community Total 8.7 0.6 0.9 1.9
Japan 4.4 2.6 4.3 1.0
Competitor 43 2.2 42 4.5
All Other 9.4 _ — _
OPEC 0.4 1.5 5.8 8.5

All Other 9.0 : 16.2 248 8.1
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Startingabout 1975, the world grain market suddenly changedina
major way. For thefirst timein two decadesthe world marketsfor feed
use o grain started to grow faster than the marketsfor food use of
grains (Tabled). Thiswasduelargely to thesurgein growth of feed use
in the devel opingcountriesthat, along with China, alsoaccountedfor
amost al o thegrowthin thefood use market.

TABLE4

Changesin Annual Use of Grain for Food
By FiveYear Intervals, 1965-85

1965-70 1970-75 1975-80 1980-85

World na. n.a. n.a. n.a.
United States 1.8 6.4 6.7 10.4
World— UnitedStates n.a. na. n.a. na.
Centrally Planned n.a. na. na. n.a.
World—UnitedStatesand

Centrally Planned 38.1 27.1 335 25.8
European Community Total 0.8 1.6 1.3 - 1.1
Japan 0.6 1.0 1.1 1.0
Competitor 2.1 -0.7 1.2 0.3
All Other 346 —_ _ —_
OPEC 3.3 4.1 6.8 0.3
All Other 313 21.1 23.1 27.3

If we now turn to the period since 1980, we begin to see what has
happened to our markets. The market growth hasdowed appreciably
and amgjor portionaf thedower growth occurredin the feed market.
Thefeed market in the European Community went from dow growth
to negative growth. The growth in the Japanese marketsfel to one-
quarter the levd of the previousfive yearsand was the lowes in 25
years,and thegrowthratein non-OPEC devel opingcountriesfdl dras
ticaly tolevdsabout the sameasthelate 1960s.

That, | think, isthe overall market dilemma. Our marketin the cen-
trally planned economiesessentially stoppedgrowingin thelate 1970s,
except for China. China, however, has been amazingly successful in
increasingdomesticoutput and, thus, infillingtheir needswhilereduc-
ing imports. Thus, the importsdf the centrally planned economies
now depend largely on the extent of the Russian crop shortfall.

The European Community has developed a policy that accom-
plisheswhat ishardtodo. It hasa palicy that hasbrought itstotal grain
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usetoa negativegrowth rate, meaningthat asinternal productionrises
an increasing share of the production must find a market outside the
European Community.

It is not surprising that the rate of growth of food use o grain is
decliningin Japan. It issomewhat moresurprising to find the growth
rateinfeed use decliningtothelowest levd sincethe 1960s. Part of the
answer, however, may betheir increasedimportsof beef, whichdowed
the growth ratesin their domestic beef and dairy industry.

But the biggest declinein market growth for food use isin OPEC,
which had been a significant factor in the growth of world market for
food grains. But most important o dl is the sharp drop in the non-
OPEC market growth of lesser developed countries (LDCs) for feed
grains, which fdl by more than one-half.

Can we get marketsto grow again?

Let usexaminethe major marketsaf theworld, one by one, and see
what might be done to make them grow again. At this point, we will
talk about U.S government policy, about U.S agricultural policy,and
about privatesector U.S. palicy.

The centrally planned economies

In my view, the United Stateshas overrated centrally planned econ-
omiesasagrowth market in recent years, especialy the Soviet Union
and Eastern Europe. Moreover, we vadtly overrateour effect on their
internal policies.

Oned our mistakeswasto believethat the Soviet Union and East-
ern Europe madeafundamental policy change regarding dependence
on outside imports in the late 1960s and early 1970s. In retrospect,
what they actually did wasto useimportsto compensatefor domestic
crop shortfalls, not to increase total grain utilization and mesat con-
sumption substantially. In other words, they have not made used im-
portstoincreasetherated growthinconsumption,asChinadidinthe
last hadf of the1970s.

Chinadid useimportstoincrease domesticconsumptionduring the
1970s but now has replaced imports with domestic output. | would
guessthat as domestic use growsin China, asit will with higher con-
sumer income, China will withdraw from the world feed grain export
market and eventually return to imports to sustain domestic poultry
and livestock expansion.

|t appearsthereislittlewecan do that will causethe Russians, East
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Europeans, or Chinese to change their basic strategiesregarding im-
ports. Pricecutting will savethe Sovietssomeforeignexchange, but it
isunlikely to get them tobuy more. TheoneexceptiontothisisPoland,
which might return toits'import now and default later” policy of the
late 1970s, if the West would provide the creditsfor grain imports.
However, it isnot clear that Polandwould reverttoa policy of domestic
poultry and meat production based increasingly on importedgrain.

Japan

Japan isa case where there is not much we can do to increase our
market, but there are many thingswe can doto hurt it. We could lose
our dominant market sharedf that grain market. Wecan losethat mar-
ket if, asmany now want, weimpose heavy trade penaltieson the Japa-
nese economy to offset our immense trade deficit with them. Thisis
not to say that we should not demand that Japan open its domestic
marketsto U.S products. OF course, in the case of bedf this cuts two
ways, sinceif wesall moreU.S bedf wewill sl lessU.S feed grainsand
soybeans. (Sincethe United Statesis moreefficient in providing beef,
total world demand for grainwill decline.)

Japan does not need either credit or lower pricesto buy U.S farm
products. All that lower grain pricesaccomplishisthat Japan's balance
of paymentsisimproved. Income growth and changes in habits have
driven changesin Japanese food consumption and are likely toin the
foreseeablefuture.

Developing countries

Developing countries have become the main source of growth in
world usedf grainsnow that growth hasfaltered. We must look at the
reasonsand what we might do about thesituation.

Thebasicreasonfor thesharpdeclinein growth ratesof grain usein
developing country markets is the mgjor slowdown in economic
growthin most of those countriesasa result of a seriesof external cir-
cumstances (Table5).

Thestory of developingcountriesissomewhat akin to thestory of
U.S agricultureover thelastfiveyears. It goesback tothemidand late
1970s. The problem started with thefirst oil shock of 1973. Thiscre
ated huge OPEC bal ance-of-paymentssurplusesand threw theforeign
accountsdf theoil-importingdevel opingcountriesinto hugedeficits.

But sincecommercial banks had hugeamounts of OPEC money to
recycle, they were willing to make huge loansto devel opingcountries,



TABLES
Populationand GNP Pear Capita, 1980, and Growth Rates, 1965-84

1980 1980
GNP 1980 GNP )
billions Population Per Capita AverageAnnual Growth of GNP Per Capita (percent)
Country Group dollars) (millions) (dollars) 1965-73 1973-80 1981 1982 1983* 1984+
Developingcountries 2,059 3,119 660 4.1 33 0.8 -0.7 -0.1 2.1
Low-incomecountries 547 2,098 260 30 3.1 2.0 2.8 5.2 4.7
Asa 495 1,901 260 32 3.5 25 34 6.0 53
China 284 980 290 49 4.5 1.6 5.8 76 1.7
India 162 687 240 1.7 1.9 35 0.4 42 20
Africa 52 197 270 1.3 0.0 -17 -26 =26 -5
Middle-incomeoil importers 962 579 1,660 4.6 3.1 -038 -2.0 -16 1.1
East Asaand Pcific 212 162 1,310 5.6 5.7 37 19 4.5 34
Middle East and
North Africa 25 31 830 35 4.3 =25 26 0.5 -13
Sub-Saharan Africa 26 33 780 20 0.5 4.1 -48 -5.4 -54
Southern Europe 214 91 2,350 5.4 29 0.2 0.3 -0.5 0.2
Latin Americaand
Caribbean 409 234 1,750 4.5 29 -4.1 -438 —-4.5 1.1
Middle-incomeoil exporters 550 442 1,240 4.6 3.1 L5 -23 -36 0.1
High-incomeoil exporters 229 16 14,050 4.1 6.2 -1.1 -18 -141 -64
Industrial market economies 7,471 714 10,480 37 2.1 0.7 -1.0 1.5 4.3
*Estimated
tProjected

Source: World Development Report 1985
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and thiscapital flow was usad to offset the non-oil LDC deficits. Non-
oil LDC external debt rosefrom $130 hillionin 1973to $612 hillionin
1982. These new loanswerein dollars, relatively short term, and had
floating interest rates tied to U.S. prime rates or London Inter-Bank
Offer Rate. Then, al o the things that might go wrong did. The
United Statesand Western Europe entered the worst recessonin his
tory and total world tradefdl for thefirst timesinceWorld Wer I1. Red
interest rates rose as the monetary authoritiessdammed on the brakes
to hatinflation. The valued the dollar rosesharply and world com-
modity prices plunged.

Thus, you had huge debtsthat wererisng in non-dollar terms, red
interest ratesrising, and export earningsand debt-servicing ability fall-
ing. Poland wasthefirst toadmit it could not serviceitsdebt in 1981.
Theworldfinancial structuretrembled when Mexico joined in August
1982, followed shortly by Brezil.

Ascountry after country joined thelist of those unableto service
their debts, the nternational Monetary Fund and the bankersholding
the loans began to impose tough economic conditionson these bor-
rowersasthepriced extendingloan periodsand deferringinterest pay-
ments. Those conditions dmost dways included reduced imports,
increased exports, and reduced domestic government spending and
lower budget deficits.

Not surprisingly, this produced recessons and stagnant or faling
real per capitaincomesin countriesthat had enjoyed highratesof red
per capital incomegrowthinthe 1960sand 1970s. And theseareecon-
omiesthat have no safety netsfor the poor or unemployed.

Then, to further confuse the situation, many of the oil exporters
asogot into trouble beginningin 1983, and continuing to today. They
too had goneon a borrowingbingein the heyday of OPEC power, and
when oil markets in the United States, Japan, and Western Europe
contracted, many or most of them began to facethe same problemsas
theoil-deficit countries. Venezuela, Nigeria, and Indonesiajoined the
ligt of countrieswith huge debt problems. The World Bank now esti-
matesthat the total debt of developing countrieswas $895 hillion at
theend of 1984, upfrom $610 billionin 1980.

Givenal o this, it is not surprising that the market growth in feed
grain markets in these countries has dropped sharply. The only sur-
priseisthat the growth in OPEC countrieshas not dowed as much as
might be expected. The food grain market growth in those countries
has continued, but a good sharedf the improvement has been due to
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theincreased output and consumptionin Indiaand thushasnot led to
increased trade.

Thus, the problem with our markets in the developing countries
seems relatively easy to understand but may be very difficult to fix.
Market growth has stopped because red income growth has stopped
and many countriesare having seriousbal ance-of-paymentsproblems.
Both of these need to be considered because each createsitsown prob-
lem.

The balance-of-paymentsconstraint created by the external debt
problem putsa limit on the amount a country can import. That con-
straint hasbeen reduced by the use of CCC export credit. However,
that doesnot removetheinternal incomeconstraint, whichmeansthat
theinternal market for the products may not exist unlesstheimporting
government subsidizesinternal food consumption. But one d the de-
mandsadf the International Monetary Fund andforeign lendersisthat
thesegovernmentsreduceor end their consumer food subsdies. Thus,
additional CCC credit, including intermediate credit, does not solve
the problems unlessthere isexcessdemand for food internally despite
thelower incomes.

This means that the only true solution is to get higher income
growth in these developing country markets. But, that is not so easy
and it isnot entirely within our control. Thereare, however,a number
o thingswithinour control that would help.

e Someadditional approachesto reducing the drag on these econo-
miescreated by their debt burdens. These might include writing
off somed the debt, changing thetermsaof the debt, which also
writesdown itsvaueto thelender, and other measuresto change
itsterms.

¢ Reduction in the valued the dollar. Since the debt islargdly de
nominatedin dollars, thiswould reducetheloca currency costsaof
debt servicing. Moreover, since the price of ail is aso denomi-
nated in dollars, it would cut theloca currency cost o oil imports
for oil-importingcountries.

¢ Reduction in U.S interest rates, which reduces the cost of debt
savicing.

e Maintaining an open market for the exports of these debt-
burdened countries. The recent movesto restrict importsof such
goodsas shoes, textiles, and sted will reducetheexport earnings
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of thedevel opingcountriesand their ability to maintaindebt serv-
iceand grow again.

* Developingmeasures(publicand private)toincreaseflowsdf new
capital to developingcountries.

Someor dl o theseare very complicated economically and, as we
have seen in recent months, even more difficult politically. Thereap-
pears to be increasing agreement that balancing our federal budget
would beamajor stepin bringingdown interest rates, lowering the ex-
change rate, and stopping the drain o world capital into the United
States. However, achievinga balanced budget has proved to be beyond
our politica grasp. Ironicaly,onedf theincreasing strainson our fed-
era budget isthefederd farm programsto offset the adverse priceand
incomeimpactsd our decliningforeign markets.

L ow-incomedevelopingcountries

Most o the market growthwe haveseenin thelast decade has been
in the middle-income devel oping countries—now caled the newly in-
dustrializing economies(NIC’s). But thereis another group of poorer
developing countriesthat have not donewel. Thishasincluded most
o Africasouth o the Sahara. In amost every country in this vast
region—outsdeof Nigeria—red per capitaincome hasdeclined,food
production hasdeclined, and per capitafood supplieshavedeclined.

The continued existence of this painfully obvious situation is
known to usal. It has led some persons to suggest we ought to use
much larger amounts of our surplusgrainsto push forward on a mas
svefood-for-development program. | think, however, that thisview is
mideading becauseit representsa misreading o the conditionsthat
madeit possiblefor some largeamounts of food aid to be used effec-
tively in the 1960sand 1970s.

The USDA now estimatesthat 69 devel opingcountrieswill require
some 114 milliontonsaof food abovetheir normal commercia imports
to maintainconsumptionat current levels!

However, in 1984-85, donor countrieswill ship an estimated 11.7
milliontonsd cerea food aid, surpassingfor thefirst timethe 10 mil-
lion ton target set by the World Food Conferencein 1974. The USDA
also estimates that an additional 19.4 million tons of food would be

'World Food Needs and Availabilities, 1985, Economic Research Service, US. Departmentof Agricul-
ture, July 1985.
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required to bring al of the people in these 69 countries up to a mini-
mum nutritional standard. However, thisfigureisdownsharply froma
year earlier when it was 26 million tons. Much o the declineisdueto
improved conditionsin India.

Thisillustratespart of the problem. Indiawill be a net exporter of
food grainsthisyear becauseitssurplusstocksaretoo high. Yet, there
areclearly still large numbers o people in India with inadequatein-
comeand, therefore, inadequatediets.

We could and should increasethe used foodaid to reduce the still-
widespread malnutrition in many developing countries. But the solu-
tion to the problem is more nearly afood stamp program than a food
aid program. Aswe saw in the 1960s and 1970s, in some countries,
thereisalimit to thefood aid that can be absorbed in a country with-
out destroying local agricultural marketsand incentives. My guessis
that weare pushing closeto that limit in some African countriesnow,
despitethe continued prevaenced hunger and malnutrition.

The concept of food aid as a development tool, as contrasted to
strictly faminerdief, hasworkedin the past. However, it requiressome
conditionsthat do not appear toexist in many o the poorest countries,
especialyin Africa. It requiresastablefunctioninggovernmentwitha
reasonabledegreedf honesty and efficiency. It requiresa minimumin-
frastructureto move productsto and from the popul ation—roads, rail-
roads, and trucks. It requiresan indigenousmanagement'capability to
plan and execute development programs. And it helpsif you have a
disciplined, literate popul ation.

Our two best examplesof food aid contributing to economic devel-
opment are Koreaand Taiwan. They had dl o the above characteris-
ticsand more. Most countrieslack oneor mored thesecharacteristics
and, thus, it isunrealisticto assumethat they will become the Koreas
o the 1990s. This does not mean we should abandon the idea. It
merely means we should view it with caution and approach it on a
caseby-casebasis.

Many o these very poor developing countries also face external
debtsthat are burdensome, but they were too poor to get commercia
loans. Too muchof their debt isowed to bilateral and multilateral lend-
ing institutions. In many ways, this can be handled easier than the
problemsd the NIC's.

Themain need for many o these countriesisan increased flow of
multilateral and bilateral development aid. Development aid is not
very popular these days, either in the United Statesor in other deve-
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oped countrieswrestlingwith domestic budget deficits. Asaresult, de
veloping assistance is declining in red terms at a time when income
growthin poor countriesislaggingand privatecapital fromaround the
world isflowing to the United States to finance our budget deficit.

Thus,insummary, therearealot of poor-countrieswithalot of poor
people, many of them with inadequate diets. Wecould do better onour
food-aid both for emergency and development purposes. But apart
from thecontinuing crisisin Africa, most of thesecountriesneed more
and better capital investment—in people, research stations, transport
facilities, manufacturing, andstructure. Some, but not all of this, could
comefromfoodfor development. But todo that without the necessary
underpinning in other developmentaid invitesother problems.

I know of nogoodestimateof how much moregraincould be used if
we expanded food aid toimprovenutrition and increasedevel opment.
However, it does not even come close to the 18 million tons per year
declinein growth in grain usewe haveseenin the world outside.

Pricecutting and building markets

Cutting prices is a common marketing device. Acrossthe-board
pricecutting can expand the total market and thismay beagood strat-
egy, regardlessof what your competitors do. It is an especially good
strategy if you can pick up market share becauseyour competitorscan-
not or will not match your pricecuts.

There are several methods of price cutting. One is an acrossthe-
board cut, such as we would achievetoday if we sharply lowered our
support prices. However, that may cost total revenuein some markets
wherethey do not respondto price cutsand there may not beenough
market gain elsawhere to keep your income up. Another method of
pricecutsisselectivethrough such devicesassubsidized credit and spe-
cial export pricing. This hasthe advantage of targeting marketswhere
you may both expand total useand pick up market share.

[t isimportant to look at whose priceiscut when you talk of price
cuts. Isit the price to the ultimate consumer or just to a government
import agency that then charges consumers the same? The latter
would bethe casefor the Japanese Food Agency, which buysall Japa-
nesewheat imports. | suspect it would betruein almost every country
that imports through a government agency. Therefore, price cuts will
savethe purchaser'sforeign exchangebut may not expand the underly-
ing real market at all. Therefore, given the structure of world wheat
markets, where 90 percent of the imports are through governments,
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pricecutsare not likdy to expand the market much.

Pricecutsthat actually reach the consumer would probably expand
the feed grain market most if they are passed on to the consumers.
Sincelessdf the worlds feed grain importsare controlled by govern-
ments, we could expect somemarket expansionthere.

Will price cuts-be matched by competitors? | would guess they
would havetobeand that any pickupin market sharewill comedowly
as competitorsfound it less profitableto continue to expand output.
Our own domesticexperiencewithlowering pricesto reducefarm out-
putisnot very comfortingin that regard. You tend tolower land prices
more than output.

Therefore, the best and |east expensiveway to do acrossthe-board
pricecutsisby lowering the value of thedollar. That producesno pain
on the federal budget or on the domesticfarm producers but it hasall
the positiveeffectsyou want abroad in termsdf both marketsand com-
petitors.

If you cannot get the dollar exchangeratedown the next best strat-
egy isto use targeted subsidized credit. It may both expand markets
and improve competitive position in those markets. The BICEP pro-
gram apparently had thissame concept in mind, but it has not beena
smashing successand might even give price cutting a bad name.

Becaused the way both world consumersand world producersare
heavily isolated from international agricultural markets, | would pre
dict that pricecuttingwill proveadisappointment to thosewho believe
it will substantiallyexpand markets. For the record, it should be noted
that the traded red pricesdf whest, rice, cotton, sugar, and corn have
all falenappreciablysince1980, and despiteall this, the U.S useisone
o thefew that hasincreased.

Summary and conclusions

Think how much different thisworld of farm exports, farmincome,
and farm programswould appear today if world marketswere 80 mil-
lion tonsa year higher than they are now and if much of the market
growth that has occurred had not been met from increased domestic
output in China. We would haveafar different view of our domestic
farm programsand, probably, even of our competitors.

Thisloss of market growth hasoccurred in the face of faling redl
pricesd our exported products. Unfortunately, it also has occurred
when both the European Community and our competitors have in-
creased output at rates far exceeding their internal market growth.
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Thus, we have intense competition for nearly stagnant import mar-
kets. Thiscompetition isone in which farm incomesand varioustrea
suriesare both suffering.

We have focused our attention on the competition and have paid
almost no attention to the problemsaf market growth, but asamost
any businesscan tell you, when marketsare shrivelingand overcapac-
ity isgrowing, things are tough.

| believeweshould do moreto stimulate market growth than weare
now doing. It will requireselective pricecutting at least, but mainly it
involvesgetting the economiesof the developing countries and East-
ern Europegrowingagain. Wecannot do much about how they handle
their internal affairs, but we should be able to do something about
ours. How we handle our internal affairs affectsthe world economic
scenewithin which these marketsmust grow. | n thismatter, asin many
others, thefamous saying of the cartoon character Mr. Dooley would
seem to apply: "We have met the enemy and they are us”



Commentary on
The Chalengein Building Market Demand"

OrvilleL. Freeman

Rapid growth in U.S agricultural exports, everyone has agreed, is
essential to revive farmersand the businessesserving them. Thisre
quiresregainingafair shared world tradeby improving U.S. competi-
tiveness, and getting total tradein farm productsto grow onceagain.

U.S government policiescan play key rolesin bringingabout these
improvements. Macroeconomic national policiesare critically impor-
tant, but agriculture cannot rely on these policies alone. Adjusting
pricesupport levels, another issued themoment, will makeU.S. prod-
ucts more competitive, but such a policy has its limitations. So we
cometoathirdset of policies, which can bedescribed asa broad, com-
prehensive program of agricultural trade and development assistance,
wherein thefinal analysis, the only answer can befound. The United
States has abundant agricultural resourcesand a wide range o trade
and devel opment assistanceprogramsthat, if used creetively,can build
new marketsand bring about a major long-term increase in commer-
cial agricultural exports. Weare not now using theseresourcesand pro-
gramsto our best advantage. But we can do so, and we should. This
proposal outlines how we can begin that process. What is needed isa
broad and comprehensive program o coordinated export develop-
ment, and economicand technical assistance to bring developing na
tionsinto the economic mainstreamwhere they can become paying
customers. The historic evidence is clear that economic growth in
poorer nationswill producecustomersfor U.S agriculture.

Of the top ten overseas marketsfor U.S agriculture last year, eight
had at some time recelved food assistance from the United States.
Every year, South Korea spends more dollarsfor U.S. farm products
than the total American food aid to that country over a period of 25
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years. Tawan and Spaincamefrom nowhereto become morethan bil-
lion dollar marketsfor U.S farmers. Other examplesare equally dra
matic.

Therecordisclear. Inthe 1960sand early 1970s, when the middie
income countries were experiencing economic growth of 5 to 7 per-
cent, they became an explosive market for farm products, particularly
grain. Intheyearsbetween 1960-63and 1977-79, they increased their
importsof grain by over 300 percent. Had rapid economicgrowth con-
tinued, we would haveseen an accel eration in purchaseshby the 38 low-
income countriesas well. The result would have been a continuation
o the high levd of agriculturd exportsthe United Statesenjoyed in
the late 1970sand early 1980s. We would not be in the midst of an
agriculture depressiontoday.

U.S agriculture benefitted directly from demand growth in the
1960sand 1970s. A review of 15 devel oping countriesthat experienced
rapid economicexpans on between 1960 and 1983 showsasubstantial
increasein commercid importsaf U.S farm products in those coun-
tries. Importsd U.S grain climbed from 4.7 million tonsto 26.2 mil-
lion tons. Imports d U.S. cotton tripled—from 188,000 tons to
593,000 tons. For most o thosecountries, U.S food and agricultural
aild wasamagjor factor inthe developmentd U.S commercia markets.

The challengeisto identify the next 15 to 20 countriesthat have
great long-termeconomic growth potential and to determinehow best
to hepthem redizethat promise. Based on a preliminary assessment,
itispossbletoconstruct atentativelist, including Colombia, Ecuador,
Peru, Indonesia, the Philippines, Sri Lanka, Syria, Irag, Morocco,
Mexico, Turkey, Jamaica, the Dominican Republic, Venezuela, Costa
Rica, Honduras,and Egypt. Thereare undoubtedly others.

The President’s Task Force on International Private Enterprise
pointsout that the 1983 reduction in U.S grain production achieved
through the Payment-in-Kind program (40million tonsaf cornand 16
million tonsof wheat) would have been "morethan enough to supply
the 33 million tonsof food needed by devel oping countriesto achieve
minimally acceptable nutritional leves" The Task Force concluded
that ‘a better way must be found to harness Americas agricultural
bounty that will provide an appropriate reward to the labors of our
farmers, while addressing thefood needsaf our felow men”

The nation addressed that problem 30 yearsago when a bipartisan
codlition passed PL. 480—the Agricultural Trade Development and
Assislance Act of 1954. That authority and theaid and market devel-
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opment programsthat grew out o it served Americawel throughthe
1960s. Food aid needs continued large in the 1970s, but that was a
growth decadein which government export programswerelessimpor-
tant to U.S trade than favorable exchange rates and an expanding
worldeconomy. Actudly, supply in the 1970swastight. Theworld had
turned, again,fromabuyer's markettoasdler's market. The U.S even
embargoed soybeansand dropped the economic devel opment market-
ing building initiative—carried forward so successfully in the late
1950sthrough 1970. U.S farm exports have been in a rut ever since.
Unfortunately, in the 1980s, the world turned once again back to a
buyer's market and withit cameanother crisisdecadefor farmers—the
most serioussincethe Great Depressondf the 1930s.

Today an informal bipartisan coalition—the Agriculture Export
Initiative—is forming. It includes general farm organizations, com-
modity groups, nongovernment organizations concerned with world
hunger, and a broad crosssectiond the agribusinesscommunity. \We
are proposingafivetotenyear programusing existing resourcesin ad-
dition to new authorities and funding. It would require that certain
existing staffsbe combined or integrated to make maximumuse o re
sourcesthat currently are not being wel coordinated. It would intro-
duceagreat flexibility in the usedf funds. Findly, this programwould
be directed and tailored to countriesas individua markets, not to the
world asa monolith.

The program outlined abovewill requirespecificactionsin both the
legidativeand executive branches.

Firgt: Action by theadminigtration

The administration needs to intensify the current effort to maxi-
mize exportsin the near term, fully utilizing existing authorities, in-
cluding PL. 480, CCC Credit, the new export bonus program, and
Section 416 donation programs. Some additional legidation may be
needed, includingauthority to monetizecommoditiesdonated to feed
hungry people in developing countries and additional messures to
counter unfair trade practicesd competing countries.

The Department of Agriculture needs to be strengthened as the
agency with theleadership rolein agricultureexports. Country exper-
tisewill haveto beexpanded. Thedesgn d export assi stanceand mar-
ket development programs tailored to meet individual country
situations will require an understanding of commaodity production,
trade patterns, the strategiesaf competing exporters, and the develop-



154 OrvilleL. Freeman

ment of strategies and programs that maximize the effectivenessdo
food aid by stimulating economic growth and dealing with balance o
payment problems.

There need be no budget restraintson the useof BL. 480 commodi-
ties. The President's Task Force on International Private Enterprise
documents, based on careful andysis by the Economic Research Serv-
ice in the USDA and the Joint Congressiona Budget Committee,
found a two-to-one benefit cost ratio by using our agriculture carry-
oversrather than'dtting on" growing so-caled surpluses. If thereisa
problem, it isan accounting problem, which alittleimaginationcould
solve, rather than areal budget problem.

The development and technical assistanceactivitiesdf the Agency
for International Development (AID) need to be strengthened. And
greater coordinationamong federd departmentsis needed, especidly
between USDA and AID to ensure maximum thrust and a common
directionfor U.S. development assistancetied to market devel opment.

Theadministration should be prepared to makelong-term commit-
mentsto countriesthat makeafirm, long-term public commitment to
support agreed-on market and economic development strategies and
policies. Thiswill giveimportingcountriesconfidencein the availabil-
ity of U.S food (asa capital and development input) and make them
more willing to make long-term investments and needed policy
changes.

Flexibility must be emphasized. The administration should take a
more flexible approach to funding agricultural export initiatives and
encourageCongresstodo thesame. Thereshould beflexibility in shift-
ing U.S assi stanceamong countries,commodities, and the variousex-
port assistanceprograms.

To execute such a broad and comprehensive agricultural develop-
ment and export strategy, it will be necessary to cut acrosssevera gov-
ernment departmentsand to involve national and international public
and privateorgani zations. I tssuccesswill affect agreat many countries
and thousandsadf privatefirms. A wideranged resources, initiatives,
activities,and goasin both the private and public sectorswill haveto
be tied into logicd and sensible packeges—a challenge far beyond
what is now being performed by any department o the U.S govern-
ment.

Accordingly, a new | eader-spokesmanto articul ateand coordinatea
new agriculture policy (in effect, a new foreign economic policy) for
thisnation, and indeed for the world, is needed. This person should be
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a presidential appointeewith ambassadorial rank, but without line re-
sponghility. Thisleader should havethe completeconfidenceand sup-
port of the President and direct accessto him. With such support, he
couldcoordinate acrosstheentireU.S government and the privatesec-
tor, speaking with one voice on behdf of the President on a range d

issuesand topicsimportantto U.S agriculture. Thispersonshouldalso
mai ntai ndirect contact withforeigngovernmentsof targeted countries
at thehighest levd in concert with theSecretary of State, resdent U.S

ambassadors, the Secretary of Agriculture, and the Administrator of

AID to negotiatesound development and tradeagreements and moni-
tor and measure progressmade toward agreed-ongoals.

Second: Actionshy the Congress

The Food Security Act of 1985 called on the President to appoint
such a Specia Assistant for Agriculture, Trade, and Food Aid. The
Food Security Act al so broadened significantly authoritiesand appro-
priations so that a more aggressive economic development market-
buildinginitiativecan be carried forward.

The development of country expertise within the administration
should besupported throughconsolidationd existingexpertisewithin
USDA, (asfor example, theforeign economic work of the Foreign Ag-
ricultural Service, Organization for International Cooperation and
Development, and Economic Research Service). Funding for Wash
ington and field operations should be expanded and country knowl-
edge within the market devel opment and cooperator programsshoul d
be strengthened.

Congressshould play an active oversght role in the foreign trade
and development areas, meeting with theadministrationat least twice
a year, and possibly quarterly, to review programsand problems. The
Senate and House Agriculture committeesshould have primary re
sponsibility for oversightactivities, recognizingthat coordinationwith
budget and foreign relationscommitteesmay be required.

Thereisconsderableskepticismasto theeffectivenessof PL. 480in
usingour food surplusesin combinationwith other economicdevelop
ment resources to strengthen the economiesd developing countries
thereby building commercial export markets. Mistakes were madein
the 1960s. Soppy administration, poor leadership in the developing
countries, and loosesurveillance by the USDA and AlD meant coun-
terproductive results in some instances. However, on balance, the
resultswere very postive. We havelearnedalot over thelast 25 years.
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In my considered judgment and that of those who make up the
growingagriculture export initiative, it istimeto'do it agan." Such an
initiativeworkedin the 1950sand 1960s, and it will work again. There
ismuch moretowin, than tolose, by trying!



Commentary on
The Challengein Building Market Demand"

Jerrj: M. Hiegel

Dr. Hathaway hasgivenathoughtful and thorough presentationon
the subject o building market demand. | find mysdf in basic agree
ment with the tenor of his presentation.

Dr. Hathaway's paper reminds us that we need to go back to the
basics. He reminds us that the problemsd U.S. agriculturein the
1980s are not the result of our domestic agricultural programs. The
1981 agricultural bill wasnot al that much different from thosein the
1970s. And the problems are not the result of unfair competition,
which redly did not changethat much in adecade. Most o our prob-
lemscan betraced to unusual eventsin the 1970sthat led to considera:
bledisruptiond normal markets. Theoil shocksdf 1973and 1978, the
unusual weather patternsand droughtsin key productionareasduring
the 1970s, theextensiond unusualy liberal loanstoemerging markets
that temporarily spurred demand, our failureto dedl with escalating
inflationat home, and our low and even negativered interest ratesall
played a part in making commodity marketsin the 1970svery volatile
and, in general, unsustainably optimistic. And although this forum
deals primarily with international problems, | bdieve the agricultural
problemsadf the 1980s also have domesticoriginsaswdl and | will re
turn to that topiclater.

Theail shocksdrained liquidity from the Free World and especidly
the developingcountries, leading to excessve bank | oans, recyclingas
it was called. Eventually, thisled to somed om customersspending
part of their availableincomefor debt servicingrather thanfor the pur-
chase o grains and' oil seeds. Defensvely, some o our customers
sought to producemoreof their own grainsand oil seedsinan effort to
reducetheir imports. In thisenvironment, the transfer of production
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technology was grestly accelerated, contributing to increased loca
production in somecountries.

Since some, perhapsmost, of the causesdf our agricultura prob-
lemsaf the1980slieoutsideaf agriculture,it islikely that somed the
solutionsdo also. A more balanced federd budget, lower real interest
rates, and lessvolatilefinancial marketswould help.

We have seen how, despitea seemingly generous 1981 agricultural
bill with considerably higher target pricesand loan rates, that in the
succeeding four years, rel commaodity prices collapsed, incomes of
farmersfrom commercial marketsfell,and land prices plummeted —all
that despitetheinfusiondf severa tensaf hillionsadf publicdollarsinto
agriculture. Theeconomicsoverwhelmed the politics. What happened
in the world and domestic markets overwhelmed what happened in
Washington. We need to get back to the bascs—the expansiondf mar-
kets based on the customer's productivity and ability to buy—and to
our ability to produceefficiently at low cost.

That does not mean weshould not try to changeagricultural policy
or changeand improveagricultural programs. But weshould redlizeby
now that these programswill not dways prevent problems. | have de-
veloped consi derabl erespectfor the markets. To paraphraseDr. Hatha-
way's last sentence, We  havemet the marketsand they are bigger than
any of s"

| congratul ate Dr. Hathaway for hisemphasison marketsand mar-
keting. | have spent nearly 40 professiona yearsin the meat industry
and have lived and managed through an erad rapidly expanding do-
mestic marketsfor red meatsand morerecently an eradf contracting
markets. And | can assure you, many o Dr. Hathaway's statements
rang loud bdlls. For example, in hisconclusion, hestates,We havefo-
cused our attention on thecompetitionand have paid almost noatten-
tion to the problemsd market growth, but asalmost any businesscan
tell you, when markets are shriveling and overcapacity is growing,
thingsaretough?

Dr. Hathaway may have been discussing the export marketsof the
U.S agricultural sector when he penned thoselines, but he could have
been analyzing the U.S. domestic red meat industry. From the time |
started with Oscar Mayer in 1946, | saw the demand for red mest ex-
pand more rapidly than population until the early 1970s. Then, for
many reasonsthat wedo not havethetimetodiscusshere, thedemand
for red meat dowed during the 1970s, and, sinceabout 1979 has been
infull retreat.
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Although thisconferenceand Dr. Hathaway's paper are concerned
with international tradeand international markets, | believethe rgpid
declinein U.S. domestic meat demand that we haveexperienced,espe
cialy since1979, isamuch larger part of agricultural income problems
herein the 1980sthan isgenerdly recognizedand deservessomecom-
ment here. From 1979 to 1984, while personal disposableincomerose
49 percent, spending for all meat at retail increased only 11 percent,
and spending for begf and pork rose less than 8 percent. In only five
years, spendingfor beef, pork, broilers, and turkeysfdl from 4.23 per-
cent of disposableincometo just 3.15 percent. For thefirst hdf of 1985
it was 2.97 percent. To show the magnitudedf that Sx year decline, if
that downwardtrend of 1.26 percentagepointsinsx yearsweretocon-
tinue, therewould be no spendingfor meat by the year 2000.

Thereal demand for beef and pork at retail hasfallen about 20 per-
cent since1979. Ona per capitabass, it hasfalen about 25 percentin
that time. Most o the demand collapse has been exhibited in much
lower redl retail prices. Thiskind of demand declineis unprecedented
inour industry since the 1930s.

And| canassureyou it hashad an effect on our industry. Red sales
in the red mesat industry declined 30 percent from 1973 to 1984—and
24 percentin justfiveyearsfrom 1979to 1984. Red net earningsdf red
meat packersand processorsfel exactly 50 percent from its all-time
highin 1971to 1981, and 41 percentfrom 1979to thelow sofar in the
1980s. Thered net worth of all red meat packersand processorsfdl 42
percent from its pesk in 1973, and in 1984 waslower than at itslowest
level of the 1930s.

However bad thisdecline has been on meat packers, it has been as
bad or worseon agriculture, particularly the agricultured the upper
Midwest. From 1979 to 1984, the gross income derived from cattle,
calves, hogs, sheep, and lambsfell from $45.5 hillionto $41.4 billion.
In redl terms, it fell 33 percent in thosefive years—to the lowest leve
since 1965. In my career, | saw gross income from these animals rise
fromlessthan $31 billion(in1984dollars)in 1956toover $65 hillionin
1973 and back to $41 billionin 1984. And it islikely to belower again
in 1985. These tremendous changes in gross income from meat ani-
maswerelargdy the result of first increases, then decressesin the de-
mand for meat in the market.

The duggishness in the domestic demand for mesat in the latter
1970s was overshadowed completely by the.rapidexpansionin export
marketsfor agriculturedescribed by Dr. Hathaway. But when both the
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export and the domestic markets collgpsed in the 1980s, the agricul-
tural sector, now in a much more leveraged financial position, has
comeon very difficult times.

[t seemsthat Dr. Hathaway isreminding usthat we must look at the
importanced the market, that good marketsmust be built first on redl
incomeand productivity of the purchaser and not onincreased debt of
the latter aone. In addition, there are going to be other competitors,
other suppliers, other sellersin any reasonably open market. He re
minds us that the international market isfar more complicated than
the domestic market. The international market issubject to many po-
litical considerations, foreign currency fluctuations, globa weather
variations, and changesin productivity and technology that have an
impact on supply. Thereare also the variousdemand trendsin al the
many countries that make up the international market. It is a very
complex mechanism.

Weare reminded that the typeaof diet is very important to the total
demand for grains and protein crops. With a subsistence grain diet,
something like 400 to 500 pounds of grain is needed per person per
year. Asones diet changesto includethe consumption of animal and
poultry products, such aseggs, milk, cheese,and meat, the usedf upto
1,500t0 2,000 poundsaf grain is needed per person per year to provide
the diets that are common in the United States, Canada, much of
northern Europe,and the USSR. Typicaly and historically, thesediets
areattained only in higher income, developed countries. Thus, weare
remindedthat it isnot just popul ationsthat make markets, itisalsothe
ability to buy and the desireto buy. Thedevelopmentdf international
markets must begin with the development of sound producingecono-
mies. And as Dr. Hathaway correctly pointsout, a morecomplex and
expendveinfrastructureis needed to support the use and demand for
perishableanimal and poultry based products than is required for a
grain based diet.

The process of building more productive economies that increase
consumer demand generally a soinvolvesprocessesthat alow and per-
hapsencouragetheagricultural producing sectorsin thosesamecoun-
triesalso to become more efficient and productive. Thus, formidable
competitionfor the U.S producer isdeveloped and thegrowingforeign
market may not dwaysyield a new and enhanced outlet for U.S agri-
cultural production. Sometimes, we may be discouraged that we may
assistin building and rebuilding economiesonly to see them become
stronger competitors rather than stronger customers. Such a circum-
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stance must beconsidered asuccessfor humanity, even if it cannot be
considered acommercia success.

Itispossibly outsidethescopeof Dr. Hathaway's paper to comment
ontheroled populationgrowthrateson building market demand. | do
not know what an optimum population growth isfor an underdeve-
oped or a newly developingcountry. However, it appearsthat excessve
population growthin partsdf theworldisinhibitingthe paceat which
some countries can increase their productivity and red income and
thereby become consumers of a significant amount of animal and
poultry productsand thereforesignificant consumersof U.S grain ex-
ports.

| suspect that some basi csapplicablein our domesticbusinessesare
al so necessary toenhanceand build our export markets. We haveto be
areiablesourcewith consistent quality productsyear in and year out.
| beievethat we have the agricultural productive capacity, the trans-
portation, storage, and financial institutions to compete with any
other country in thisregard. We haveto know our customersand con-
sumers, how to do businessin international markets, and when price
reductionswill help make a saleand when they will not.

Likeitor not, at thistimein history,the U.S agricultural production
machineis capable o producing much more grain and protein crops
than the United Statescan consume internally. Recent trends toward
wesker domestic meat demand only magnify thisfact. The momen-
tum of changingfrom red meat consumptionto white meat consump-
tion adds to the excess capacity problem. It takesabout haf as many
acresdf grain to produce agiven amount o poultry mest asit doesto
producean equal amount of choicegrade besf and pork.

Thus, we havetolook outsideour bordersfor customers. Dr. Hatha-
way reminds us how much we need these markets—how important
they aretoour agricultural sector. It isback to the bascs—get our pro-
duction capability and cost structure to the point of efficiency where
wecan competeeffectively in the world market—and find and develop
the marketswith merchandisingskill that issecond to none.
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