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Foreword

C

onsistent water availability is critical to agriculture. Farm production worldwide has evolved, to a significant extent, on the
basis of consistent and reliable water resources, including both
surface water and groundwater.
The water economy has been an area of interest to the Federal Reserve Bank of Kansas City for many years. In 1979, one of our first
economic policy symposiums focused on the theme “Western Water
Resources: Coming Problems and the Policy Alternatives.”
In the years since that event, the demands on our water system
have only increased and the challenges have become even greater. Today, anxieties are growing worldwide about the long-term trajectory of
water availability, presenting global agriculture with a formidable longterm challenge. Recent and persistent extreme weather-related events
have underscored the vulnerability.
The Federal Reserve Bank of Kansas City hosted a symposium
titled “Agriculture’s Water Economy” on July 11 and 12, 2016, to
explore the dynamic link between agriculture and water, the role of
markets and institutions, and the path forward. The ideas captured in
the articles that follow were presented during the symposium. It is my
hope that they will serve to inform those with an interest in the topic
of water scarcity, its connection to agriculture, and the future of global
food production.

Esther L. George
President and Chief Executive Officer
Federal Reserve Bank of Kansas City

Challenges and Policies
for Global Water
and Food Security
By Mark W. Rosegrant

W

ater is essential for growing food; for household uses including drinking, cooking, and sanitation; as a critical input into industry, for tourism and cultural purposes; and
in sustaining the earth’s ecosystems. But this essential resource is under
threat. Growing water scarcity in much of the world poses challenges
for national and subnational governments and for individual water users. The challenges of water scarcity are compounded by soil degradation in irrigated areas, the increasing costs of developing new water,
overpumping and depletion of groundwater, water pollution and degradation of water-related ecosystems, and the wasteful use of already
developed supplies encouraged by subsidies and distorted incentives
that influence water use (Rosegrant).
Growing water scarcity and water quality constraints are a major
challenge to future food security, especially since agriculture is expected
to remain the largest user of freshwater resources in all regions of the
world for the foreseeable future despite rapidly growing industrial and
domestic demand. As non-agricultural demand for water increases, water will be increasingly transferred from irrigation to other uses in many
regions. In addition, the reliability of the agricultural water supply
will decline without significant improvements in water management
Mark W. Rosegrant is director of the Environment and Production Technology
Division at the International Food Policy Research Institute. This article is on the
bank’s website at www.KansasCityFed.org.
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policies and investments. The intensifying sectoral competition and water scarcity problems, along with the declining reliability of agricultural
water supply, will put downward pressure on food supplies and continue to generate concerns for global food security.
Ringler and others project future water stress, showing that in
2010, 36 percent of the global population—approximately 2.4 billion
people—live in water-scarce regions. In addition, 22 percent of the
world’s gross domestic product (GDP)—$9.4 trillion at 2000 prices—
is produced in water-short areas (Figure 1). Moreover, 39 percent of
global grain production is in water-stressed regions. In China, India,
and many other rapidly developing countries, water scarcity has already
started to materially risk growth—in these two countries alone, 1.4 billion people live in areas of high water stress today.
Business-as-usual (BAU) levels of water productivity under a medium economic growth scenario will not be sufficient to reduce risks
and ensure sustainability. Under BAU, 52 percent of the global population (4.7 billion people), 49 percent of global grain production, and 45
percent ($63 trillion) of total GDP will be at risk due to water stress by
2050 (Figure 1). These risks will likely influence investment decisions,
increase operation costs, and affect the agricultural competitiveness of
certain regions (Ringler and others).
Section I summarizes projections for BAU outcomes for food security, showing that under the BAU scenario, increasing water scarcity
and other factors are projected to slow agricultural growth and raise
food prices. Section II provides evidence on the effect of water scarcity
on economic growth, and Section III summarizes the relationship between climate change and water resources. Section IV deals with the
policies, management, and technologies and investments that can lead
to a better future for water and food security. Section V examines an
alternative scenario to see whether plausible increases in water and crop
productivity can provide significantly better outcomes for water and
food security.

I.

Water and Food Security

With declining water availability and limited land that can be profitably cultivated, expansion in area will contribute very little to future
production growth. Slow growth in investment in agricultural research,
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Figure 1

Projected Water Stress to 2050 under Business-as-Usual Scenario
By 2050

Water Stress
Population
Grain production
Global GDP

36%
39%
22%

52%
49%
45%

Total population living in
water-scarce areas

4.7 Billion people
90%

Today
Total population living
in water-scarce areas

2.5

Global GDP generated in
water-scarce regions

U.S.$ 63 trillion

Billion people

Global GDP generated
in water-scarce regions

570%

U.S.$ 9.4 trillion

Source: Author based on Ringler and others.

irrigation, and rural infrastructure in developing countries is likely to
dampen productivity growth; climate change will reduce the rate of
productivity growth as well. These supply factors, coupled with growing population (mainly in Africa and South Asia) and rising income, are
projected to raise food prices and slow improvements in food security
under BAU conditions, as shown in Charts 1 and 2. International prices
of grains are projected to increase by 20 percent even without climate
change. With climate change, across a range of general circulation models, the mean price increase from 2010 to 2050 is projected to be approximately 50 percent. Meat prices are projected to increase by 20 percent
as well, with a slight decline in prices after 2040 as developed countries,
China, and Brazil reduce their per capita meat consumption (Chart 1).
Other food prices are projected to increase in the range of 10–30
percent. These higher food prices also lead to slow reductions in hunger. Although Chart 2 shows projected reductions in the population at
risk of hunger both with and without climate change, these reductions
are far smaller than the targets in the United Nations Sustainable Development Goals, which call for ending hunger in 2030. With climate
change, even by 2050, 155 million people are projected to be at risk of
hunger in sub-Saharan Africa, 140 million in South Asia, and 530 million across the developing regions.

8

FEDERAL RESERVE BANK OF KANSAS CITY

Chart 1
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Chart 2

Projected Population at Risk of Hunger in 2050
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Note: Chart shows projected population at risk of hunger in 2050 with and without climate change, using shared
socioeconomic pathways 2 and representative concentration pathway 8.5.
Source: Author from IMPACT results.

II. Water and Economic Growth
In addition to their effects on agriculture and food security, water
scarcity and water-related investments can increase economic productivity and growth. Sadoff and others summarize much of the evidence
for this relationship. They conclude that the connection between water
security and economic growth is intuitively clear, but that the empirical
evidence of this relationship is scarce. More recent econometric analyses
have considered variability in precipitation in addition to mean levels.
Brown and others (2011), cited in Sadoff and others, show that rainfall
variability, floods, and droughts have a statistically significant negative
and detrimental effect on different measures of economic growth in
sub-Saharan Africa. Brown and others (2013) find that anomalously
low or high precipitation has a negative economic effect, thereby providing evidence that variability in precipitation can hinder growth.
Using an econometric model, Sadoff and others show that runoff
has a statistically significant positive relationship with growth, indicating that greater water availability has a significant and positive causal
effect on economic growth. Drought is shown to have a statistically
significant negative effect on economic growth as well. On average, a
major drought (affecting 50 percent or more of a country’s area) is
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found to reduce economic growth (as measured by per capita GDP) by
about half a percentage point in that year. Flood extent likewise has a
negative effect on per capita GDP growth. Simulations that determine
the benefits of reduced drought demonstrate that the effect of droughts
may compound over a long time period. Sadoff and others also find
that the effects of hydro-climatic variables on growth are strongest in
poor countries and countries with high human water stress, high dependence on agriculture, or both.
The World Bank (2016) simulates the effect of water on economic
growth using a Computable General Equilibrium (CGE) model that
captures how changes in the water sector affect the rest of the economy.
The economic consequences are highly unequal, with the worst effects
in the driest regions. The expected global damage is small relative to expected global GDP in 2050. But global damage is a highly misleading
estimate, because significant variations exist between regions. Western
Europe and North America, where much global GDP is produced, experience negligible damage in most scenarios. The bulk of losses are in
the Middle East, the Sahel, and Central and East Asia, and the magnitude of the losses is largely driven by the water deficit. Specifically, the
GDP loss in 2050 under a water-constrained scenario amounts to −7
percent in East Asia, −7 percent in Central Africa, −11 percent in Central Asia, −11 percent in Sahel, and −14 percent in Middle East (World
Bank 2016).
Economic feedback effects and adjustments can limit the damage
from water shortfalls. Apart from the direct effect of water shortages
on yields and crop areas, macroeconomic outcomes are similarly affected by prices and international trade. Liu and others, also using a
CGE model, find that even countries experiencing negative output
shocks due to reduced irrigation availability may gain from the higher
commodity prices caused by the shocks. Regions can take advantage of
trade to adjust the composition of agricultural income and specialize
in more beneficial commodities. These adjustment effects, which are
mediated by markets, reduce the initial effect of reduced water availability in farming.

III. Effects of Climate Change on Water
Climate change is projected to substantially change mean
annual streamflows, the seasonal distributions of flows, the melting of
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snowpack, and the probability of extreme high- or low-flow conditions. The effects of climate change on water resources include changes
in the timing of water availability due to changes in glaciers, snow,
and rainfall; changes in water demands due to increased temperatures;
changes in surface water availability and groundwater storage; an increased number and intensity of extreme climatic events (droughts and
floods); changes in water quality; and sea-level rise (Rosegrant, Ringler,
and Zhu). World Bank (2010) shows that most regions will experience
more intense and variable precipitation, often with longer dry periods
in between (Burke and Brown; Burke, Brown, and Christidis). The effects on human activity and natural systems will be widespread.
The ultimate outcome of climate change and its effects on water
availability is difficult to project. Unknowns include geographic location, direction of change (less or more precipitation), degree of change
in precipitation (low or high), change in precipitation intensity (low or
high), and timing (within the next five years or over multiple decades).
Shifting precipitation patterns and warming temperatures could increase water scarcity in some regions, while other areas may experience
increased soil-moisture availability that could increase opportunities for
agricultural production (Malcolm and others). But as the World Bank
(2010) notes, these uncertain changes will certainly make it harder to
manage the world’s water. In addition, people will feel many of the
effects of climate change through water. Climate change will make flexible water allocation more important to adjust to extreme events and
changes in the timing of water availability, water demands, and surface
water availability.

IV. Water Policies and Investments
Meeting the challenges of climate change and water availability will
require action on many fronts. This section summarizes critical priorities to enhance water use efficiency and productivity.

Investing in crop breeding for yield per unit of water and land
The first step to better water use productivity is not directly part
of the water sector: productivity gains for both irrigated and rainfed
agriculture. Cai and Rosegrant find that while both increases in crop
yield and improvements in basin efficiency contribute to increases in
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water productivity (crop yield per meter of applied water), the larger
contribution comes from increases in the crop yield. Moreover, improvements in rainfed crop yield per hectare and unit of water would
reduce pressure on irrigated crops. Plant breeding can improve plant
biomass per unit of water through transpiration rates and can improve
the efficiency of biomass growth per unit of transpiration. Although
improvement in crop yield per unit of water use is a challenging breeding goal, it continues and has further potential (Richards and others
1993; Richards and others 2002; Ortiz and others). Diverse genes are
essential for effective breeding for drought tolerance and other traits
to get more yield per unit of water. To support a broad and targeted
gene pool, the tools of biotechnology should be employed, including
marker-assisted selection, cell and tissue culture, and gene editing, even
if countries elect to forego transgenic breeding (Morison and others;
Christensen and Feldmann).

Adopting new irrigation technologies and farming systems
Improved irrigation technologies, such as drip and sprinkler irrigation; and crop and water management, such as enhanced water harvesting, conservation tillage, and precision farming that optimizes application of water and other inputs within the field; can improve yields and
enhance rural and farm incomes. However, because of the interconnected nature of water supplies, with runoff from one water user often
being available to other users through return flows, different outcomes
are possible when a new technology is put in place. For example, new
technology can save water that would otherwise evaporate unproductively, providing net system benefits; divert water that would otherwise be used downstream by others, shifting benefits between farmers,
rather than generating new benefits; or induce increased water use by
increasing the profitability of irrigation for individual farmers rather
than saving water (World Bank 2010). Farmers have many reasons to
adopt advanced irrigation technologies, including increased income
from higher value crops, convenience, labor-saving, and lower pumping costs; however, real water savings are more difficult to achieve and
often limited (Perry and others).
The potential benefits of new technologies and farming systems are promoted by a water allocation system that recognizes these
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hydrological realities. Well-specified water rights and allocations have
the potential to significantly improve water and food security and tap
the potential gains of new technologies.

Establishing water rights and water trading
Water rights are the cornerstone of efficient and equitable water
management. Secure and well-defined water rights provide incentives for
investment in more efficient technology; making those water rights tradable provides additional incentives to optimize the economic value of
water. Moreover, a properly managed system of tradable water rights provides incentives for water users to internalize the external costs imposed
by their water use, reducing the pressure to degrade resources (Easter
and Huang; Rosegrant and Binswanger). Young lays out a blueprint for
establishing water rights and trading based in significant part on the experience in the Murray Darling River Basin in Australia. The conditions
for effective water rights should include a perpetual right to a proportion
(share) of all allocations made in the river basin or system. The actual
allocation made in any season should be specified as a share of the total
water available determined in a transparent process and accounting for
system evaporative losses and environmental outcomes, including water
quality and flows to the sea (Young; Young and McColl).
Establishing water rights that create incentives for efficient water
use as well as trading systems to optimize economic returns has proven
very difficult even in developed countries. In developing countries, the
high costs of measuring and monitoring water use where infrastructure
and institutions are weak and irrigation systems are often large and service many small farmers can also be a major constraint to implementing water rights and trading. Adding to the difficulty of reform, both
long-standing practices and cultural and religious beliefs have treated
water as a free good, and entrenched interests benefit from the existing
system of subsidies and administered allocations of water (Rosegrant,
Ringler, and Zhu 2009). Well-defined water rights and trading in developing countries would be enhanced by improved irrigation technology
for conveyance, diversion, and metering; institutional improvement in
the management of irrigation systems; and in many cases, community
organizations to manage water allocation. Developing well-specified
water rights and trading is likely to be a medium- to long-term process
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in most developing countries. An initial focus on realistic allocation of
water on a seasonal basis—along with registration of rights based on
shares—would be a major first step.
Groundwater use in much of the world has increased very rapidly
in a short period of time, particularly in Asia, where cheap pumps are
available and energy and water are often subsidized. While expanding
groundwater use has been highly beneficial, overdrafting is excessive
in many instances, causing land subsidence, salinization, and other
degradation of land and water quality in the aquifer. The principles
of groundwater management through water rights and trading are essentially the same as described above, but are even more complex than
surface systems due to the invisibility of the resource, the lack of data
on safe yield or availability, and groundwater movement. Elements of
successful groundwater management include recognized user rights,
monitoring processes, means for sanctioning violations, and procedures
for adapting to changing conditions. Again, institutional capabilities
to establish such systems are lacking in most developing countries, but
measuring groundwater and establishing clear rights would be an important step forward.

Capital investment in irrigation and water
Because new investments in irrigation and water supply are increasingly expensive and politically sensitive, hard infrastructure investment
has a reduced role globally compared with past decades, when dambuilding and expansion of irrigated area drove rapid increases in irrigated area and crop yields, particularly in developing countries (Rosegrant,
Ringler, and Zhu). Still, some regions of the world have substantial potential for irrigation expansion. The World Bank’s Africa Infrastructure
Country Diagnostic (AICD) study concludes that Africa has the potential to add at least 16 million hectares of profitable large-scale irrigation
(You and others). Xie and others show an even greater potential for
profitable smallholder irrigation expansion in sub-Saharan Africa: the
authors identify area expansion potential up to 30 million hectares for
motor pumps, 24 million hectares for treadle pumps, 22 million hectares for small reservoirs, and 20 million hectares for communal river
diversions. The technologies can benefit between 113 million and 369
million rural people in the region, generating net revenues of $14–22
billion depending on technology.
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Finally, large additional investments in water treatment and sewage
disposal plants will be required. Various estimates exist for the necessary investments to improve sanitation standards, especially in the
developing world. In a study commissioned by the World Health Organization, Hutton and Haller estimate that access to improved water
and sanitation services for all would cost around $22.6 billion per year,
and access to both regulated, in-house piped water supply with quality
monitoring and in-house sewerage connection with partial treatment
of sewage would require a total investment of $136.5 billion per year.

V.

The Effects of Improved Water Use Efficiency
and Productivity

Can implementing the measures described above significantly improve water and food security compared with the outcomes in the BAU
scenario? Rosegrant and others (2013) simulate an alternative scenario
for water and food security that combines water use efficiencies in the
domestic, industrial, and irrigation sectors to reflect direct water-saving
effects, higher crop productivity growth per unit of water consumed,
and the resultant higher GDP growth stimulated by higher agricultural productivity. The authors use the International Model for Policy
Analysis of Agricultural Commodities and Trade (IMPACT): a partial
equilibrium, multicommodity, multicountry model that generates projections of global food supply, demand, trade, and prices as well as water supply and demand (see Rosegrant and others 2012 for a detailed
description of IMPACT). The CGE model GTEM is used iteratively
with the IMPACT to generate the multiplier effects from agricultural
and water sector productivity growth to GDP growth (Ahammad and
Mi). The efficiency gains for industrial and residential water use are
taken from the WaterGAP model (Ozkaynak and others). The underlying drivers for water use efficiency gains, as described in the Global
Environment Outlook V (GEO5) report, include stringent efficiency
measures taken in industry and residential water use. They also include
climate policies that lead to reduced demand for thermal cooling in
power generation, as fossil-fuel-powered plants are partly replaced by
renewable energy sources. For agriculture, Rosegrant and others (2013)
estimate the basin water use efficiency gains based on more efficient
transpiration (including drought resistant varieties and other advances
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in research as described above), reduced non-beneficial evapotranspiration (ET), and reduced losses to water sinks (for example, due to waterconserving irrigation and crop management technologies and reduced
evaporative losses during conveyance). The average efficiency gains for
global, basin-level water use are 8.8 percent by 2030 and 14.5 percent
by 2050 compared with the BAU scenario (Rosegrant and others 2013).
The simulated improvements in efficiency result in an improvement
in irrigation water supply reliability (IWSR), defined as the annual ratio
of irrigation water supply to demand. The degree of improvement varies
by country and regions, but globally, IWSR is 0.619 under the BAU
scenario and 0.726 under the higher efficiency and productivity scenario. This improvement results in higher reliability than in the 2000
base year while accommodating significant increases in irrigated area
(Rosegrant and others 2013).
With higher crop yield growth and larger crop production under
the more efficient scenario, prices for most crops, including rice, wheat,
maize, and oils decline relative to the BAU scenario despite the higher
income growth generated under the more productive scenario. Price
declines are generally in the range of 10−20 percent in 2050 compared
with the baseline. Prices for meat, fruits, and vegetables increase slightly, reflecting the effect of higher income on these commodity markets.
Per capita food demand increases as a result of higher income growth
and lower agricultural commodity prices.
Rosegrant and others (2013) also project the number of people facing the risk of hunger in the different regions of the world. With higher
water and productivity growth expanding the food supply and pushing down food prices, and with improving GDP growth to boost per
capita food consumption, fewer people will be at risk of hunger. In the
projected alternative scenario, the number of people at risk of hunger
declines significantly for all developing regions. The two regions with
the most severe hunger issues gain the most sub-Saharan Africa has the
biggest percentage drop in hunger, with a 44 percent reduction in the
population at risk of hunger in 2050 compared with BAU, reducing
the number of hungry people by 66 million in 2050 relative to BAU.
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VI. Conclusions
Water scarcity is projected to increase in much of the world, and
together with climate change and other factors will likely slow growth
in agricultural productivity and slow progress in the reduction of hunger. But a plausible scenario for water and crop productivity growth—
predicated on a set of water allocation reforms, new water technologies
and farming systems, investment in crop research to increase yield with
respect to water, and selective new investment in irrigation and water sanitation and sewage—can significantly improve water and food
security outcomes. The precise mix of water policy and management
reform and investments—and the feasible institutional arrangements
and policy instruments used to achieve them—must be tailored to specific countries and basins and will vary across underlying conditions
and regions, including levels of development, agroclimatic conditions,
relative water scarcity, level of agricultural intensification, and degree of
competition for water. These solutions are not easy, and they will take
time, political commitment, and money.
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Long-Term Trajectories:
Crop Yields, Farmland,
and Irrigated Agriculture
By Kenneth G. Cassman

T

he specter of global food insecurity, in terms of capacity to
meet food demand, will not be limited by water or even climate
change but rather by inadequate and misdirected investments
in research and development to support the required increases in crop
yields. The magnitude of this food security challenge is further augmented by the need to concomitantly accelerate the growth rate in crop yields
well above historical rates of the past 50 years during the so-called green
revolution, and at the same time, substantially reduce negative environmental effects from modern, science-based, high-yield agriculture.
While this perspective may seem pessimistic, it also points the way
toward solutions that lead to sustainable food and environmental security. Identifying the most promising solutions requires a robust assessment of crop yield trajectories, food production capacity at local to
global scales, the role of irrigated agriculture, and water use efficiency.

I.

Magnitude of the Challenge

Much has been written about food demand in coming decades:
many authors project increases in demand of 50 to 100 percent by 2050
for major food crops (for example, Bruinsma; Tilman and others). The
preferred scenario to meet this demand would require minimal conversion of natural ecosystems to farmland, which avoids both loss of natural
Kenneth G. Cassman is an emeritus professor of agronomy at the University of NebraskaLincoln. This article is on the bank’s website at www.KansasCityFed.org
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habitat for wildlife and biodiversity and large quantities of greenhouse
gas emissions associated with land clearing (Royal Society of London;
Burney and others; Vermuelen and others). While efforts to reduce food
waste and meat consumption can modestly decrease future demand for
crop commodities, progress on those fronts requires significant modification of human behavior and reorganization of food systems that remain
to be seen. Therefore, the prudent target for policymakers responsible for
food security is to ensure crop yields increase at a rate that would meet
the projected increase in food demand on the current agricultural land
base, which for food crops is about 1.5 billion hectares.
The goal of meeting food demand on existing farmland, however,
does not mean that no non-agricultural land will need to be converted
to crop production due to urban sprawl. Seto and others project a global
urban expansion of 130 million hectares by 2030. Because most cities
are located in areas surrounded by farmland, meeting food demand in
2050 would therefore require converting upward of 100 million hectares of non-agricultural land to crop production.
In addition to producing sufficient quantities of food to meet demand, production systems must also greatly reduce current negative
effects on the environment and human health (for example, Horrigan
and others) and alleviate pressure on natural resources (Green and others; Scanlon and others; Lawrence and others). Intensive, high-yield
systems that account for the majority of global crop production require
large external subsidies of energy, water, nutrients, and pesticides. In
general, the efficiency with which these inputs are used to produce food
is relatively low; greater efficiency could reduce negative environmental
effects if such reductions can be achieved while also supporting continued growth in yields.
Hence the grand challenge is achieving a 50–100 percent yield increase on the existing area of cropland while also making substantial
improvements in the efficiency with which inputs are used—a process
called ecological intensification (Cassman). The remainder of this paper
evaluates several key components of this challenge.

II. Are Current Yield Growth Rates Fast Enough?
Achieving a 50 to 100 percent increase in crop yields by 2050
requires 1.2 to 2.0 percent annual exponential yield growth rates.
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Chart 1

Global Yield Trends of the Major Cereal Crops
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However, aggregate global rates of yield growth for major food crops
have followed a decidedly linear path for the past 60 years: relative rates
of gain (the ratio of the linear rate of increase to the yield in a given
year) fell from 2.5 to 3.0 percent in 1965 to 1.2 to 1.3 percent in 2011
(Chart 1). If current linear trajectories are maintained, relative rates
of gain will fall below 1.2 percent by 2020 for all three major cereal
crops—maize, rice, and wheat—which means current rates of increase
are much slower than required to meet projected demand by 2050.
Instead, rates of gain must accelerate well above their trajectories of the
past 50 years if food demand can be met without massive expansion of
global crop area.
Evaluations of aggregate global yield trends mask important differences among countries. Using a robust spline regression approach,
Grassini and others recently documented that yield growth rates of
major cereals have stagnated or declined significantly in countries that
account for 31 percent of total production. Stagnant yields are evident
for rice in China, Korea, and California, and for wheat in most of western and northern Europe and India. The cause of this stagnation—and
whether yield trends in other major crop producing countries will follow suit—is less clear.
Because yield growth is not keeping pace with food demand, there
is increasing pressure to expand crop production area. In fact, harvested
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Chart 2

Trends in Global Harvested Area, 1965–2011
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crop area has been increasing at an annual rate of 10 million hectares
(Mha) since 2002, which is faster than at any time in human history
(Chart 2)for the 10 major staple food crops. About 60 percent of this
increase is due to increased production area of maize, rice, and wheat.
When soybean, oil palm and sugarcane are also considered (data not
shown), these six crops account for about 85 percent of the total increase. Unless rate of growth in crop yields accelerates well above historical trajectories shown in Chart 1, large-scale conversion of land to
crop production will likely continue.

III. Biophysical Yield Limits and Farm Yield Trajectories
Several factors can contribute to stagnating yields or even yield decreases. One such factor is political disruption, as occurred in Russia
and several central Asian countries for several years after dissolution
of the Soviet Union in 1989. Stagnation can also result from economic turmoil or poor agricultural policies that restrict affordability and
access to production inputs or that decrease prices farmers can expect
for their crops. Strict regulation of input use, such as nitrogen (N)
fertilizer or transgenic crops (also called “genetically modified crops”
or GMOs) could also reduce the rate of yield gain.1 In addition, climate change and associated temperature increases may negatively
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affect yields, though to date, a clear signal of these negative effects is
muted because the magnitude of the temperature rise is not large and
farmers can adjust management practices to both attenuate negative effects and take advantage of opportunities warmer temperatures present.
Examples of opportunistic farming with warmer temperatures include
earlier planting with longer-maturing cultivars and planting two crops
per year where only one was planted previously.
Another reason for yield stagnation is that average farm yields have
approached the biophysical yield ceiling determined by climate and rainfall—factors not modified by management. For irrigated crops with adequate water to avoid deficits, the biophysical yield ceiling is called yield
potential (Yp) and is governed by temperature regime, which determines
the length of the growing season, and the amount of solar radiation during the growing season. For non-irrigated crops, hearafter called rainfed
crops, potential yields (Yw) are water-limited and thus additionally depend on the quantity and timing of rainfall and the capacity of soil to
store it. The yield gap is the difference between Yp or Yw and actual field
yield (Figure 1).
For a given length of growing season, both Yp and Yw are largely
determined by rates of photosynthesis and respiration, which together
govern biomass accumulation. The leaf photosynthetic rate is governed
by temperature, solar radiation, and plant water and nutrient status. Although there has been tremendous genetic improvement against yieldreducing factors through greater insect and disease resistance and herbicide resistance to improve weed control, there has been relatively little
improvement in maximum rates of photosynthesis or in respiration efficiency to support maintenance and growth (Hall and Richards). As a
result, Yp and Yw of maize and rice have remained little changed over
the past 50 years (Duvick and Cassman; Peng and others) while the
genetic yield ceiling of wheat has improved modestly (Cassman).2
At the field level, farmers can sometimes increase Yp or Yw by
lengthening the growing season through earlier planting or use of a
later-maturing cultivar. All else equal, this tactic increases the yield ceiling by prolonging the period for capture of sunlight and conversion
to biomass. But a longer growth period carries risks: a greater chance
of damaging weather events (wind and hail storms, early frost) and,
in temperate climates, greater costs for grain drying. Achieving earlier
leaf canopy closure by raising seeding rates can also give higher yields
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Figure 1

Yield Potential, Yield Gaps, and Their Determining Factors
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in some cases, though high seed costs and a greater risk of lodging and
disease in dense plant stands give diminishing returns.
Indeed, farmers do not strive to achieve maximum yields and instead try to maximize profit. Maximum profit is obtained at a yield level
below Yp or Yw due to the diminishing returns from additional inputs
such as fertilizer, water, seed, labor, and pest control measures as yields
rise toward the yield ceiling. Therefore, average yields begin to plateau
for a population of farmers when their average yield reaches 75 to 90
percent of the Yp or Yw yield ceiling (Cassman; Cassman and others).
The relative yield at which stagnation occurs reflects the risks associated
with obtaining a return on investment from additional inputs and the
price ratio of inputs versus grain (Lobell and others).
The hypothesis that farm yields stagnate as they approach Yp or
Yw can be tested by estimating ceiling yields with a robust crop simulation model and actual weather and soil data. Using this approach for
irrigated rice in China suggests yield stagnation occurs at 82 percent of
Yp, whereas yield stagnation of wheat in Germany occurs at 80 percent
of Yw (Van Wart and others). For irrigated maize in central Nebraska,
stagnation is beginning to appear at 80 percent of Yp (Chart 3). In
that study, a Yp of 15.4 megagrams per hectare (Mg/ha)—equivalent
to 15.4 metric tonnes per hectare, or about 250 bushels per acre—is
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Chart 3

Yield Trends of Irrigated Maize in Nebraska
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Notes: Irrigated maize yields achieved by farmers in central Nebraska (open circles) with yield potential (Yp)
estimated in two ways, both based on actual weather data for each year: (1) with current management practices
used by farmers for sowing date, seeding rate, and hybrid maturity (closed circles and line), and (2) optimal
management to maximize yields as discussed in the text (dashed line). Suggested yield stagnation since 2001
occurs at a yield that is 80 percent of yield potential with current management.
Source: Grassini and others (2011a).

estimated based on current management used by farmers in terms of
sowing date, seeding rate, and hybrid maturity. Modified management
that includes earlier sowing, higher seeding rate, and a later maturing
hybrid could increase Yp by 14 percent to 17.4 Mg/ha. But there is
little barrier to adoption of these options, which means that Nebraska
farmers choose not to adopt such practices, most likely due to higher
costs of seed and grain drying, and nearly doubling the risk of early
frost during grainfilling (Grassini and others 2011a). These findings are
consistent with the proposition that farmers strive to maximize profits
with an acceptable level of risk and do not seek to maximize yield.

IV. Estimating Food Production Capacity at Local
to Global Scales
Recent advances in computing power, crop simulation models, and
spatial analysis—coupled with steady improvements in availability and
access to spatially explicit databases on climate, soils, and crop area extent—now make it possible to estimate crop production capacity on every hectare of existing farmland. To this end, the Global Yield Gap and
Water Productivity Atlas has completed detailed yield gap assessments of

80% of Yp
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major crops in 30 countries with aspiration for complete global coverage.
In contrast to previous assessments that use relatively coarse spatial data
for current and potential yields, soils, and climate with a “top-down”
scaling approach (such as Licker and others; Mueller and others), the
Global Yield Gap and Water Productivity Atlas relies on local primary
data to the extent possible coupled with a robust “bottom-up” scaling technique that provides yield gap estimates at local to global levels
(Grassini and others 2015; van Bussel and others). Use of long-term
weather data at specific locations selected for their representation of
large crop production areas and well-validated crop simulation models
provide estimates of both potential yields and yield stability (Map 1).
All of the analyses and most underpinning data are available for download from the Atlas website.
Recalling that the yield gap (Yg) is calculated as the difference between irrigated (Yp) or rainfed (Yw) yield potential and actual yield, estimating Yg for a given country provides information about its capacity
to meet future national food demand from existing farmland, assuming
farmers can achieve a yield that is 80 percent of yield potential. Such
analyses are essential for strategic planning about future food security.
Some countries may find they cannot produce sufficient quantities of
staple crops on existing farmland and then make plans to ensure adequate, reliable, and affordable supplies. Options include expanding
production area, imports, or both. The reliability of the food supply
is especially important for low-income, food-deficit countries, as seen
during the global 2008 food crisis. Estimates of yield instability (see
the coefficient of variation in Map 1) provide a quantitative estimate of
supply reliability of national or regional production.
In some cases, a country or a region (such as West Africa) may have
sufficient production capacity to meet projected demand on existing
rainfed farmland or by expanding production area, but the reliability
of that supply may be erratic due to highly variable rainfall. Indeed,
most of sub-Saharan Africa (SSA) relies heavily on rainfed crop production because only 4 percent of its current crop area is irrigated. Despite
relatively high annual rainfall in much of SSA cereal areas, Yg analyses
from the Atlas identify yield stability as a major problem: the coefficient of variation in cereal Yw is similar to that in the westernmost U.S.
Corn Belt, where temporal yield variability is also high (Chart 4). Low
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Map 1

Screenshots from the Global Yield Gap and Water Productivity Atlas

Note: Screenshots A and B show rainfed maize yield potential. Screenshots C and D show the coefficient of variation due to yearly variation in weather shown as a percentage of yield potential. Data are mapped at two spatial
scales: climate zones (A and C) and country (B and D). The data are also available from the Global Yield Gap and
Water Productivity Atlas website at the local scale of individual weather stations shown as black dots located in
regions with the greatest crop production area.
Source: Global Yield Gap and Water Productivity Atlas.

stability in SSA cereal yields despite generous rainfall reflects warmer
temperatures, greater transpiration demand, and shallower soils than in
the U.S. Corn Belt. Expanding irrigation would help stabilize national
and regional production if sustainable water resources were available to
support it. Two recent reports suggest that food security in SSA is likely
to depend in part on the expansion of irrigated farmland (You and others; Cassman and Grassini). Moreover, hydrological evaluations indicate adequate ground and surface water resources to support substantial
expansion in irrigated farmland in some regions of SSA (for example,
MacDonald and others).
Yield gap assessments identify other countries with production capacity
for one or more staple food crops that exceed projections of future demand
based on population and income growth. These countries can consider

30

FEDERAL RESERVE BANK OF KANSAS CITY

Chart 4

Relationship between Yield Instability and Grain Yield
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Notes: Chart shows relationship between yield instability (quantified by the coefficient of variation in yield) and
average grain yield (2001–10) from maize-producing counties in Iowa and Nebraska. A rainfall gradient from
western Nebraska (low and highly variable rainfall) to eastern Iowa (high and reliable rainfall) accounts for the
observed range in yield and yield stability for rainfed crops. Analysis from the Global Yield Gap and Water Productivity Atlas- documents that much of rainfed maize production in West and East sub-Saharan Africa have average
yields and yield instability within the dashed box.

leveraging that capacity through investments in infrastructure and education to support increased production and to remain competitive in global
markets. Argentina, for example, has substantial capacity for increased crop
production on existing rainfed farmland—in fact, a recent yield gap analysis
by Merlosa and others found current farm yields to be 59 to 68 percent
of Yw (Table 1). By raising average yields to 80 percent of Yw, Argentine
farmers could produce an additional 7.4, 5.2, and 9.2 million metric tonnes
(Mt) of soybean, wheat, and maize on the existing crop area, representing 9
percent, 4 percent, and 9 percent, respectively, of current global exports of
these commodities.

V.

Irrigated Agriculture and Food Security

On a global scale, irrigated agriculture supplies about 40 percent
of our human food supply on less than 20 percent of farmland (FAO).
In addition to the quantity of food produced, irrigated agriculture provides “ballast” to local, regional, and global food supply in several ways.
First, irrigated cropland is much higher yielding than rainfed cropland, especially in semiarid and subhumid climates. For example, in
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Table 1

Current and Potential Crop Production in Argentina
Crop

Current yield
(tonnes per
hectare)

Yield potential
(tonnes per
hectare)

Yield gap
(tonnes per
hectare)

Current yield
as percent
of yield
potential

Crop area
(million
hectares)

National
production
capacity
(million
tonnes)

Soybean

2.7

3.9

1.2

68

17.6

55

Wheat

3.0

5.2

2.2

59

4.5

19

Maize

6.8

11.6

4.8

59

3.7

34

Note: Production capacity is estimated at 80 percent of yield potential.
Source: Merlosa and others.

central and western Nebraska, where both irrigated and rainfed maize
are produced, irrigated maize yields currently average about 12 tonnes
per hectare, which is nearly double or triple the yields from rainfed
maize. Second, yield stability is substantially greater in irrigated systems.
The coefficient of variation for rainfed maize in central and western Nebraska ranges from 30–60 percent, which is four to eight times greater
than the coefficient for irrigated maize in the same region (Chart 4).
Third, high and reliable yields from irrigated systems attract supporting investments in local infrastructure, agricultural equipment manufacturing, seed and input suppliers, crop consultants, and value-added
enterprises such as food processing, livestock feeding operations, and
slaughterhouses. It is worth noting that in 1819, Major Stephen Long
was sent by President James Monroe to explore the Louisiana Purchase
along the Platte River watershed in central and western Nebraska. In
his reports, Major Long famously described the area as a “Great American Desert.” Today, because of its irrigated agriculture and associated
livestock and biofuel industries, Nebraska has the highest per capita
agricultural gross domestic product of any state in the nation.

VI. Is Irrigated Agriculture Sustainable?
High yields from irrigated crop production reduce pressure to
expand crop area. Nonetheless, as irrigated agriculture appropriates a
large portion of global fresh water withdrawals, many believe that irrigated agriculture is not sustainable. However, food prices would rise
dramatically if irrigated agriculture were greatly scaled back, and meeting projected food demand without irrigated agriculture is simply not
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feasible. Hence, the long-term viability of irrigated agriculture and its
future contribution to food security will depend on the answers to two
questions. First, is it possible to maintain the current area of irrigated
production while also accommodating other demands on surface water
supplies and maintaining aquifers without overdrafting? And second,
how much can increased water use efficiency contribute to expanding
irrigated production area without increasing or in some cases decreasing, total water withdrawals?

Future trends in irrigated crop area
A comprehensive evaluation of global water supplies for irrigated
agriculture is beyond the scope of this paper. But there is clear evidence
and widespread agreement that most of the world’s major aquifers and
river basins are currently overappropriated by a large margin (Wada and
others; Hoekstra and others). Coupled with concerns about water scarcity and the negative environmental effects of reduced stream and river
flow from water diversion for irrigation, a significant increase in irrigated area is unlikely (Scanlon and others; Pfister and others; Rosegrant
and others). Instead, expansion in some regions may offset reduction in
others where overdrafting and competition with non-agricultural uses
are prominent. As previously mentioned, SSA has substantial potential
to increase the irrigated area. And recent experiences with irrigated agriculture in California, Nebraska, and Texas provide important insights
into future global trends.
California’s Central Valley is a region with intense competition for
water between agriculture and other sectors, and total irrigated area has
been in decline (Table 2). Aquifers are overdrafted, and environmental
regulations and extended drought have reduced water supplies for irrigation (Scanlon and others). In 2015, the fourth consecutive year of
severe drought, about 7 percent of irrigated land was fallowed due to
restricted water supply. Additional areas received substantially less water
than normally allocated. In response, California’s farmers focused limited
water supplies on the highest value crops and invested in new wells and
technologies to increase irrigation efficiency. The result was a relatively
small reduction in yields and a decrease in total crop value of less than 3
percent (Howitt and others). With normal rainfall in 2016, most major
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Table 2

Changes in Irrigated Crop Area, 1997–2012
State

Irrigated crop area (million hectares)
1997

2012

California

3.60

3.18

Nebraska

2.84

3.36

Texas

2.33

1.82

Source: USDA.

reservoirs in California have sufficient storage to meet normal irrigation
water commitments, though it will take many more years of above-average rainfall to replenish aquifers that were heavily overdrawn.
In contrast to California, irrigated area in Nebraska continues to increase, and Nebraska now has more irrigated crop area than any other
state (Table 2). This increase has occurred without overdrafting the northern High Plains Aquifer that sits under much of Nebraska (Scanlon and
others). The High Plains Aquifer is the state’s primary water supply for
irrigated cropland. Proactive policies and a robust regulatory framework,
as applied by the state’s Natural Resource Districts (NRDs), are in large
part responsible for this outcome. Each of the 23 NRDs represents a watershed or part of a watershed, and they have both taxing and regulatory
authority to implement state laws governing conjunctive use of surface
and groundwater and to implement federal and state laws governing water quality (Bleed and Hoffman). When aquifer levels fall below predetermined thresholds, NRDs have the authority to regulate water use accordingly until aquifer withdrawals and recharge return to balance. The
success of this approach can be seen in well monitoring data over many
decades, which document no depletion in all but a few areas. Water use
in those few areas remains under tight regulation until water resources are
in compliance. In contrast, the water level in the southern High Plains
Aquifer under Texas has seen substantial decline (Scanlon and others),
and irrigated area in that state has decreased by 22 percent between 1997
and 2012 (Table 2). Unlike Nebraska, policies and regulations regarding
use of groundwater are not under a system of local control and have not
been as rigorous in avoiding overappropriation.
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Opportunities to improve irrigation water use efficiency
In a world with rising competition for water resources, achieving
greater water use efficiency is necessary, but not sufficient, to support
the long-term viability of irrigated agriculture. Effective policies and
regulations are also required to ensure water resources are not overappropriated. Assuming effective regulations are in place, improving the
efficiency with which irrigation water is converted to economic yield
is a powerful tool to maximize productivity of a limited water supply.
In general, however, irrigation is relatively inefficient worldwide
because both water and energy were inexpensive during the 1950–90
period when most large-scale irrigation systems were designed and developed. Typical irrigation systems installed during that period relied
on surface irrigation, which is the most inefficient method of water
application due to difficulties in achieving uniform water distribution.
The rise in energy prices since the 1990s and development of pivot and
drip irrigation systems provided both incentive and opportunities for
substantial efficiency improvements.
For a given crop, water productivity (WP) is a useful metric for evaluating water use efficiency of both irrigated and rainfed crop production. WP is calculated as the ratio of economic yield to total water supply. Total water supply includes stored soil moisture at time of sowing of
annual crops or the beginning of the growing season in perennial crops,
rainfall during the crop growth period, and applied irrigation. For a
given crop species, there are robust, generic WP benchmarks that relate
yield to total water supply under optimal growth conditions for all factors other than temperature and solar radiation in irrigated production,
and for all factors other than temperature, solar radiation, and rainfall in
rainfed production (Chart 5, Panel A). Whereas the WP frontier boundary represents the maximum WP that maize can achieve in years with
the most favorable weather for crop production, the mean WP function represents the average WP expected across year-to-year variations
in weather (Grassini and others 2011a). Under irrigated production,
variation in WP due to weather is caused by differences in temperature
and solar radiation during the growing season. For example, in a year
with a short-term spike in temperature above 35° Celsius (95° Fahrenheit) in the critical three-day pollination period, the number of grains
per ear will be reduced, leading to below-average yields even though
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Chart 5

Relationship between Grain Yield and Water Supply
Panel A: Simulated
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Notes: Panel A shows the relationship between simulated maize grain yield and seasonal water supply (available soil
water at sowing to 1.5m depth, plus sowing-to-maturity rainfall and applied irrigation), modified from Grassini
and others (2009b) as simulated over a 20-year period at 18 sites across the U.S. Corn Belt. Dashed and solid
lines are the boundary and mean WP functions, respectively (slopes = 27.7±1.8 and 19.3±0.4 kg ha−1 mm−1,
respectively; x-intercept = 100 mm). Panel B shows actual grain yield and water supply data from field studies in
the western U.S. Corn Belt that are managed to produce yields without limitation from nutrients or pests under
rainfed (■), irrigated-sprinkler or pivot (p) or subsurface drip irrigation ().
Source: Grassini and others 2011b.
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season-long water requirements may be average: this gives WP below the
mean WP function line. Likewise, a year with cool night temperatures
and warm sunny days during grainfilling results in a larger seed size and
above-average yields, which gives WP above the mean WP function line.
Under rainfed production, observed variation in WP is mostly due to
variation in rainfall distribution during the growing season and, in particular, rainfall deficits during sensitive reproductive growth stages such
as early seed differentiation, pollination, and grainfilling.
The most appropriate WP benchmark for a population of farmers
is the mean WP function line as shown in Panel A of Chart 5 for two
reasons. First, this function accounts for expected variation in weather.
Second, it has been rigorously validated across a wide range of environments in carefully managed field studies that utilize agronomic management practices that explicitly seek to minimize yield loss from all
production factors other than water supply (Chart 5, Panel B).
The WP framework can be used to evaluate the WP of an individual field (Chart 6) or a population of farmer’s fields in a watershed
or region. In both cases, performance can be compared with the benchmark functions to determine the potential for increasing WP. Options
for an individual field, for example, can be evaluated in terms of increasing WP by raising yields through use of improved agronomic practices.
In this case, WP increases because of higher yields without a change
in water supply. Likewise, WP can be improved with higher water use
efficiency—for example, through modifications that improve irrigation
timing, amount, and application method (such as pivot versus surface
irrigation). In most cases, the most cost-effective option for obtaining
higher WP involves improvements to both agronomic management
and irrigation method. This evaluation is robust because it requires
only yield and irrigation water application amount data from farmers;
data on stored soil moisture at planting and rainfall can be obtained
from several nearby weather stations for each field (Grassini and others
2011a, b).
Evaluating farmer-reported data on maize yields and irrigation water application over a three-year period in the Tri-Basin NRD in central
Nebraska provides an example of WP performance for a population of
farmers in a watershed (Chart 7). In the Tri-Basin NRD, farmers are
required to install a high-quality flow meter on all irrigation wells and

ECONOMIC REVIEW • SPECIAL ISSUE 2016

37

Chart 6

Water Productivity of an Individual Field versus Benchmarks
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Notes: Chart shows performance of an individual farmer’s field ( ✩ ) relative to WP benchmark functions and
options for increasing WP by better management to give higher yields with the same total water supply through
improved agronomic practices (arrow a, including choice of cultivar, sowing date, stand establishment, and reduced
yield loss from insects, disease, weeds, and nutrient deficiencies), improved irrigation efficiency (arrow b), or both
(arrow c). WP benchmarks here are the same as in Chart 5, converted to English units for yield (bushels per acre)
and water (depth in inches).

to report both irrigation water use and yield on an annual basis. The
NRD uses this information to inform compliance options. Evaluating
these data provides quantitative insight into factors governing WP and
the most cost-effective options to improve it. When combined with additional farmer-reported data on irrigation system type, crop rotation,
and tillage method, results identify a number of options to increase WP
(Grassini and others, 2011a). The most promising include conservation
tillage (no-till or strip-till), improved irrigation timing, and switching
from surface to pivot irrigation, which facilitates better irrigation timing
and irrigation water use efficiency through improved spatial uniformity
of applied water. Taken together, adopting all identified options by all
farmers in the NRD would reduce NRD irrigation water requirements
by 33 percent without a significant reduction in yield (Grassini and
others, 2011b).
Farmer-reported data over several years, which includes a large
number of observations, provides a powerful tool for evaluating WP
and factors affecting it because of the strength of statistical tests and
the resulting high degree of confidence in identified options that give
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Chart 7

Relationship between Maize Yield and Seasonal Water Supply
Based on Farm Data
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Notes: Panel A shows relationship between farm grain yields and seasonal water supply from 777 field-years of
farmer-reported data from the Tri-Basin Natural Resource District (NRD). Average rainfed yields for the three
counties in this NRD were obtained from USDA-NASS (2005–07). Data within shaded area are shown in Panel
B disaggregated by irrigation system type or, in Panel C as actual yield and simulated yield with optimal irrigation
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a subset of 123 fields. The dashed and solid lines are the boundary and mean WP functions from Chart 5. Note
scale differences for axes in Panel A versus Panels B and C. Horizontal dashed lines indicate average simulated yield
potential (Yp) with current crop management in the Tri-Basin NRD (15.4 milligrams per hectare).
Source: Grassini and others 2011b.
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higher WP and associated water savings. For example, while fields with
surface or pivot irrigation obtained equivalent yields, applied irrigation
was 41 percent less in pivot-irrigated fields (Chart 7, Panel B). Fields
under conservation tillage received 64 millimeters (2.5 inches) less irrigation water than those conventionally tilled. The reason for such large
water savings with conservation tillage is that crop residues left on the
soil surface reduce evaporation and hold winter snowfall in place rather
than blowing off into snow drifts along field borders and roads. This
results in much more snow melt infiltrating into soil. Such snow melt
capture would also be expected in rainfed systems. Additional water
savings could be realized by rotating maize with soybean, as maize has
a larger irrigation water requirement. Finally, using crop simulation to
estimate Yp based on current grower practices for sowing date, hybrid
maturity, and plant population shows that a majority of farmers applied
more water than needed to reach the biophysical yield ceiling, although
about 25 percent of farmers achieved high WP and were within 10 percent of the mean water productivity function line (Chart 7, Panel A).

VII.		 Genetic Improvement to Increase Water Use Efficiency
Public and private investment in genetic crop improvement over
the past 60 years has resulted in hybrids and cultivars that show steady
increase in yields. Most of the increase has come from increases in overall stress resistance rather than from raising the biophysical yield ceiling through improvements in photosynthesis or respiration efficiency
(Duvick and Cassman; Peng and others; Hall and Richards). Steady
improvements result from a “brute force” breeding approach based on
thousands of on-farm strip trials across target environments that compare promising lines over several years and select those for commercialization that give highest yields with greatest yield stability. Such selection picks out hybrids and cultivars that are resistant to the wide range
of stresses that occur in the target environment; lines that perform well
only under a limited set of conditions and stresses are rejected. While
biotechnology and bioinformatics can help accelerate the selection
process, they have not yet significantly improved drought resistance.
Indeed, current state-of-the-art genetic engineering allows the manipulation of single genes, and greatest success has come from modifying
plant traits under single-gene control. Resistance to a single disease,

40

FEDERAL RESERVE BANK OF KANSAS CITY

insect pest, or herbicide are all traits that can be governed by a single
gene. It is therefore no wonder that commercialization of transgenic
(GMO) cultivars and hybrids have thus far only involved such singletrait genes. In contrast, complex traits like yield potential, photosynthesis, respiration, nitrogen fixation, nitrogen fertilizer efficiency, and
drought are all controlled by scores or even hundreds of genes, each
under finely tuned regulation to optimize performance across a wide
range of environmental conditions. Modifying and improving on such
fine tuning using biotechnology is currently a bridge too far.
Evidence in support of the above proposition comes from recent
efforts and enormous investments by large seed companies to improve
maize drought resistance. One major seed company focused its investments on a single-gene approach involving an RNA transcription factor (Nelson and others 2007). Another major seed company focused
resources on a “turbo-charged,” conventional, brute-force breeding
program that involved precision phenotyping, genomics and molecular technologies to evaluate genetic architecture, and genetic prediction
methodologies using crop simulation (Cooper and others 2014). Both
programs have been underway for at least a decade. So far, the singlegene engineering approach has not resulted in the release of commercial
hybrids with significantly improved drought resistance (at least, none
that have been documented by peer-reviewed results based on rigorous,
large-scale field evaluation). In contrast, the turbo-charged, conventional brute force approach has led to the release of hybrids with improved drought resistance (Gaffney and others 2015). The magnitude
of improvement is a modest 6.5 percent, which is in the range of what
would be expected from a large investment in a modern, conventional,
brute-force breeding. It is, however, an important contribution and
continued incremental progress should be expected.

VIII. Summary and Conclusion
Meeting food demand while conserving natural resources is perhaps the single greatest challenge facing humankind. Addressing this
challenge requires a substantial acceleration in the rate of gain in crop
yields on existing farmland while minimizing the conversion of natural
ecosystems for food production. While there is tremendous potential
to close current yield gaps on existing farmland, doing so will not likely
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prevent expansion of crop production area without well-coordinated
national policies regarding land use change and perhaps marketplace
incentives to discourage sourcing crop commodities from expansion
into biodiverse and environmentally sensitive regions. Likewise, there is
enormous potential to improve the water use efficiency of irrigated agriculture; however, effective policies and regulations are needed to ensure
water resources are not depleted or degraded.
Future improvements can be expected from continued innovations in both agronomic practices and genetic improvement. However, current seed company business models are in question, given
a rush to merge among the major multinational seed companies.3
Likewise, appropriate business models have yet to be developed to
take full advantage of “big data” composed of farmer-reported data
on crop management, high resolution spatial data on soils and climate, and advances in computing power, remote sensing, communication technologies, and crop simulation models.
Increased investment in agricultural research and development
(R&D) is needed, as well as improved prioritization to increase the effectiveness and efficiency of that investment. In particular, there is urgent
need for ruthless focus on the dual goals of accelerating crop yield gains
while concomitantly reducing negative environmental effects. Unfortunately, such an explicit focus is not currently in place in the United States
or within the international agricultural R&D community. Lack of such
a focus and adequate funding to support it are the two greatest impediments to ensuring global food security in coming decades.
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Endnotes
For rice and wheat, however, stagnating yields cannot be due to lack of access to
transgenic crop varieties: to date, none have been approved for commercial production.
2
Other authors suggest there has been greater progress in raising crop yield
potential than suggested here. Much of the difference can be explained by differences in definitions and assessment methods with greater reliance on trends from
historical varietal yield trials and contest-winning yields (see, for example, Fischer
and others).
3
Of the five largest international seed companies, DuPont and Dow Chemical are proposing to merge and then spin off their seed divisions (Pioneer International and Dow-Elanco) into a single company; Bayer is attempting to buy
Monsanto, which tried (unsuccessfully) to merge with Syngenta in 2015; and
ChemChina is attempting a buyout of Syngenta.
1
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Water Linkages beyond
the Farm Gate: Implications
for Agriculture
By Bonnie G. Colby

T

his article provides an overview of water scarcity challenges in
economic sectors beyond the farm gate that may affect agricultural water access and costs. The relative importance of other
large, water-using sectors varies by region but includes municipal, energy
and industrial uses. Energy-intensive sectors in particular need careful
consideration due to the water consumption embedded in energy use.
Changes in water demand in other large water-using sectors can
affect agricultural water access and water costs. Analyses of competition
for agricultural water need to consider not only physical availability
and use patterns, but also water costs to users in the form of price paid
per unit (if any), pumping, conveyance and treatment costs, and other
charges related to water use. Climate change alters both water demand
and supply through changes in precipitation, timing and quantity of
runoff, and temperature effects. As a result, examining past use patterns
and availability is instructive but not predictive of future patterns.
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Changes in water costs can have a significant effect on regional water use patterns. Responsiveness to changes in costs varies across regions
and sectors. Water prices and other costs paid by water users often are
not under the direct control of policymakers and can be politically difficult to alter. However, well-functioning water markets send a signal
of water’s value to water users, which facilitates voluntary trading and
helps regional economies adapt to scarcity.
Incentive-based agreements to trade water, money, and exposure
to risks of shortage play a crucial role in implementing and paying for
regional adaptation to drought and climate change. Such agreements
mitigate high costs, conflict, and uncertainty over scarce water. The agricultural sector, the largest water-consuming sector in most regions of
the world, can play a leadership role in regional adaptation to scarcity.
A proactive stance will not only make the agricultural sector more resilient but also help buffer regional economies from disruptions linked
to water scarcity.
Section I explores water use and scarcity. Section II considers competition for water across sectors. Section III outlines adaptation mechanisms to water scarcity. Section IV discusses potential effects on the
farm sector.

I.

Water Use and Scarcity

Climate change alters water demand and supply through numerous
mechanisms and has differing effects in different regions (IPCC; Dettinger, Udall, and Georgakakos). Future demand and supply patterns
cannot reliably be projected based on past data. Nevertheless, examining data on water use trends provides a starting point for considering
adaptation to an uncertain future.

Water use data—withdrawals versus consumptive use
In examining water use among sectors and considering competition for water, it is important to distinguish between water withdrawn
for a particular use and water consumptively used. Water consumptively used is no longer available in the watershed in which the use
is occurring because it has been evapo-transpired or otherwise made
unavailable for reuse.
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The figures in this article refer to withdrawals, because that is the
only data available over a series of years at global and national scales.1
Water withdrawals data are useful to an extent, but do not provide a
clear picture of the effects of one sector’s water use on other sectors.
Much of the water withdrawn for household use and for some industrial uses (such as power plant cooling) returns to streams and aquifers
and is used again multiple times. When farmers irrigate crops, a portion
of the water removed from rivers and aquifers is “consumptively used”
(evaporated or taken up by plants) and no longer available for other
nearby uses. The portion of irrigation water that is not consumptively
used (called return flows) seeps back into surface and groundwater at
varying rates and becomes available for reuse (Brauman).
Figures on consumptive use would provide a more accurate picture
of “water use” by sector than data on withdrawals, particularly in assessing the effects of water conservation efforts. “Conservation” by cities,
farms, and industries does not necessarily reduce consumptive use and
“save” water for other uses. The effect of various water conservation practices on consumptive use needs to be evaluated on a case-by-case basis.
Figure 1 illustrates this principle. Water-saving devices and practices can
reduce the amount of water withdrawn without changing the amount
consumed and without improving downstream flow levels (Brauman).

Water withdrawals by sector
Globally and within the United States, water withdrawals for crop
irrigation far exceed water withdrawals for industrial and municipal
purposes. This is the case for every continent except Europe, where water withdrawals for industry exceed those for agriculture (Maupin and
others; FAO 2014). Figures 2 and 3 show water withdrawals by category for the world and for the United States.
Map 1 shows Federal Reserve Districts, which include multiple
states. Figures 4 and 5 show water withdrawals by category in two western Federal Reserve Districts. The proportion of urban water withdrawals is much higher in the westernmost Twelfth District, which includes
highly urbanized states such as California and Arizona, than in the midwestern Tenth District. Agricultural withdrawals account for the vast
majority of water withdrawals in Arizona and California, even though
90 percent of the population lives in urban areas and most of the states’
economic activity occurs outside of the agricultural sector.
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Figure 1

Water-Saving Devices and Practices May Not Reduce
Consumptive Use
Water use (rivers, streams, aquifers)

Withdrawal
Return flow

Water consumption

Water savings

Reduced
withdrawal
Reduced return flow

Consumption unchanged
Note: Graphic adapted from Brauman.
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Figure 2

Withdrawals by Category in the World, 2007
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Figure 3

Withdrawals by Category in the United States, 2010
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Federal Reserve District Map
Seattle

Portland

1
Helena

9

Boston

Minneapolis

Detroit

San Francisco

Salt Lake City

Cleveland 3

4

Chicago

Omaha

Cincinnati

Denver

Kansas City

12

10

Los Angeles

Oklahoma City

5

St. Louis

Louisville

8

Charlotte

Nashville
Memphis

Little Rock

Atlanta

6

11

El Paso

New Orleans

Jacksonville

Houston
San Antonio
Miami

Source: Board of Governors of the Federal Reserve System.

New York
Philadelphia

Baltimore

Board of Governors

Richmond

Birmingham

Dallas

Pittsburgh

2

54

FEDERAL RESERVE BANK OF KANSAS CITY

Figure 4

Withdrawals by Category in the Tenth District, 2010
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Figure 5

Withdrawals by Category in the Twelfth District, 2010
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Chart 1 shows global water withdrawal data by category over the period 1900 to 2010 alongside world population. The chart shows the energy sector is a significant source of water withdrawals. However, a high
proportion of this sector’s withdrawals are for power plant cooling water.
Most of this water is returned to the hydrological system; only a small portion is consumptively used. Consequently, the thermoelectric sector has
a smaller effect on water availability for other uses than Chart 1 suggests.
Chart 2 shows total water withdrawals within the United States
from 1900 to 2010, with per capita use included for reference. The
decline in U.S. water use per capita, indicated in Chart 2, is driven by
many factors, including changes in per capita municipal and industrial
use (shown in Chart 3).
By some measures, the United States has experienced significant increases in economic productivity per unit of water withdrawn over time
(Chart 4). Donnelly and Cooley define economic productivity of water
as “Gross Domestic Product (GDP) generated per unit of water withdrawn,” measured on an annual basis and indicated in Chart 4. This
measure has increased steadily and significantly over time, indicating that
the United States is producing more GDP per unit of water withdrawn.2

II. Competition for Water across Sectors
Changes in nonfarm sectors can affect the amount of water available for agriculture, the conditions of its availability, and its cost
through multiple pathways. This article considers the urban sector, the
energy sector, and other large industrial sectors. These sectors account
for the largest water withdrawals (after crop irrigation) globally and in
the United States. Changes in water demand or water supply for any of
these large water-use sectors have the potential to affect agriculture by
increasing regional competition for water.
Another pathway linking water-using sectors involves forward and
backward economic linkages through provision of inputs to agriculture
and processing of agricultural outputs.3
Forward and backward-linked sectors affect agricultural demand
for water through their effects on agricultural profitability (for example,
changes in the cost of fuel or prices paid by processors to farmers affect
farm profitability and thus affect farm demand for water).4 Moreover,
these sectors consume water and so compete directly with farms for
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Chart 1

Global Population and Withdrawals by Category, 1900–2010
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Chart 2

Total Water Use (Freshwater and Saline Water)
by Sector, 1900–2010
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Chart 3

Total and Per Capita Water Use for the Municipal and Industrial
Sector, 1900–2010
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Chart 4

Economic Productivity of Water, 1900–2010
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water. These linked sectors consume more water in the same time periods when agricultural water demand is high, thus exacerbating regional
competition over limited water.
When agricultural production is more profitable, other factors remaining equal, the value of agricultural water rises and overall agricultural water demand in a region increases. Depending on a region’s
water allocation mechanisms, higher agricultural demand may cause
water prices to rise or conflict over water to escalate. Regional markets
in which water can be leased and purchased serve as a “pressure relief
valve,” providing an alternative to political and legal wrangling over
water access.

Economic perspectives on water scarcity, demand, and supply
From an economic perspective, scarcity arises when water is not
available to satisfy demand at current costs paid by water users. In common usage, water “demand” refers simply to patterns of water use and
“supply” to the physical availability of water. However, when considering competition for water across sectors, it is important to adopt an
economic perspective on demand and supply.
Regional water demand functions are temporally and spatially specific, varying across seasons, years, and locations. A demand function
indicates how the quantity of water used varies with costs paid by users.
The responsiveness of quantity used to cost (price is a component of
cost) is measured by “price elasticity of demand.” In regions facing reduced supply due to drought, if water costs paid by users do not rise to
bring supply and demand back into equilibrium, then excess demand
will occur at prevailing prices and other (non-price) allocation mechanisms will be invoked to determine how much water various groups
can use. Examples of non-price mechanisms include mandatory curtailment by an administrative agency and legal battles over water access.
Water supply functions capture the relationship between the price
water providers receive per unit they supply and the amount of water
they supply (price elasticity of supply).5 The supply function thus conveys changes in the cost per unit of water to those seeking additional
water. In regions where growing cities and water-strapped industries
look to the agricultural sector to acquire additional water, the net returns per unit of water consumed in growing crops influence the costs

60

FEDERAL RESERVE BANK OF KANSAS CITY

other sectors will have to pay to lease and purchase agricultural water
(Schuster and others). For example, when hay prices are higher, prices
paid to lease water from farmers are higher (Pullen and Colby). Agricultural profitability per unit of water consumed shapes the water supply
function for other sectors seeking water from the agriculture sector.
Renewability is an important consideration for a region’s water supply. In some locations, precipitation regularly replenishes groundwater.
In other regions, such as central Arizona, groundwater reserves were
formed eons ago and are not significantly recharged by precipitation.
Recent findings indicate that groundwater provides a significant portion of surface flows, estimated at over 50 percent in the Colorado River Basin (Miller and others). Analyses of water scarcity need to consider
whether water supplies are renewable or non-renewable.

III. Adaptation Mechanisms to Water Scarcity
Regional adaptations to water scarcity take many forms: altering
water rates, facilitating water trading, restricting outdoor water use in
cities, mandating conservation practices, and curtailing customary agricultural and industrial uses.

The key role of incentives
While water prices may be the first type of incentive that comes to
mind, economic incentives take numerous forms. Some of these incentives are direct and can be used as policy instruments to influence water
use—for example, water rates charged to customers of an urban water
provider. Other incentives are directly linked to the cost per unit of
water used but are not easily altered by policymakers, such as a farmer’s
cost to pump groundwater from a private well.
Still other incentives operate indirectly. Some of these may be influential but uncertain, such as a potential fine for an irrigation district exceeding its water allotment or a looming court ruling that may
impose penalties for failing to provide water for endangered fish. An
even more uncertain, yet still influential, set of incentives relates to
public values for water to provide recreation opportunities and habitat protection. These values are partially expressed through support for
public agency restoration of rivers and wetlands and through successful
non-governmental organization (NGO) fundraising for programs that
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acquire water for environmental needs through leases and purchases
and through litigation and lobbying (Water Funder Initiative; Environmental Protection Agency 2015).
To the dismay of economists, water prices charged to urban, agricultural, and industrial water users are not yet widely used as a mechanism to reflect changes in water scarcity. Even when water prices are under the control of municipal policymakers, there is a political reluctance
to raise prices for urban water customers.6 For agricultural and industrial water customers, the costs per unit of water used can be difficult
to alter. Water costs paid by farms or industrial users may be based on
groundwater pumping and are thus primarily determined by prevailing energy costs. Surface water costs paid by farmers in many areas of
the western United States are set under long-term contracts with the
Bureau of Reclamation.
In regions where water costs do not vary to reflect changes in
demand and supply and where active water trading occurs, signals
generated by active water trading are a particularly crucial incentive
mechanism. The signal of value transmitted by well-functioning water
markets incentivizes water users of all types to consider whether they
could reduce their own consumption and earn more by making water
available for lease or purchase. Other types of direct incentive signals
include rebate programs and cost sharing for water-efficient practices
and technologies. In the absence of voluntary reallocation pathways
such as rebates and water trading, pressure builds for water-short parties
to pursue water access through the courts and administrative processes.

Adaptation mechanisms for urban water use
As Chart 3 indicates, U.S. water use per capita has been dropping
since the 1980s due in part to a shift from water-intensive manufacturing to a services sector economy and in part to advances like waterefficient appliances and changes in plumbing codes (Pottinger 2015).
However, there is still much room for improvement in outdoor water
use, indoor efficiency, water recycling and storm water capture and use.
Urban water use per capita is significantly higher in older neighborhoods due to housing with old water-wasting fixtures. Outdoor landscape patterns are changing as programs give homes and businesses incentives to replace lawns with low water use landscaping. In addition,
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improved measurement and monitoring down to the household use
level is growing, though not yet widespread. Smart meters, for example,
give households real time information to help adjust their water use in
response to incentives.
Although municipal officials are reluctant to raise water rates, many
U.S. cities have adopted higher rates and new types of rate structures to
generate sufficient revenues to cover their costs in the face of declining
per capita use. A recent analysis in California indicates water providers
that levy drought surcharges are generally in better financial condition
than water agencies that charge flat rates per unit used. The energy sector in California has separated the raw costs of energy itself from the
costs of providing energy to customers, and some leaders in the urban
water sector are considering how to do this too (Pottinger 2016).
Recycling urban wastewater and capturing and reusing storm water
can stretch existing urban supplies. However, capital costs are significant. Loan programs assist in furthering this approach. For example,
the California State Water Board facilitates loans for recycled water programs to move the state toward its policy goal of recycling 1 million
acre-feet annually by 2020. (Pottinger 2015). Streamlining the permitting process for recycled and storm water projects is another helpful
urban adaptation mechanism (PPIC 2015). Referring to Figure 1, it
is important to note that not all urban conservation efforts reduce the
consumptive use of water in the urban sector and create a net water
savings available for other uses. One clear strategy for reducing urban
consumptive use is reducing outdoor landscape consumption, a strategy pursued by a growing number of cities that pay households and
businesses to remove lawns (Pottinger 2015).
Urban adaptation in the future may include innovative wastewater
treatment technologies that generate energy from captured methane to
power the water reclamation process as a net zero-energy wastewater
treatment system (Pottinger 2016). A zero-energy approach reduces the
amount of water consumed in energy production and use.
Smart water-trading platforms are not currently widespread in the
United States but can facilitate investment and innovation in water efficiency improvements. For instance, a “smart market” would allow a
large industrial user that invests in water recycling (and thus requires
less of the high-quality water in their area) to readily lease or sell their
“saved water” to other users in the smart market system.
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Adaptation mechanisms for industrial and energy sector water use
A large portion of energy used worldwide is consumed capturing,
treating, and conveying water to customers and in the course of water
use by farms, businesses, and households (Liu and others). In California, the water sector accounts for nearly 20 percent of the state’s electricity demand (EI Consultants and Navigant Consulting 2010a and
2010b). Moreover, large amounts of water are consumed in generating
energy through electric power plants and petroleum refining. The complex set of feedback between water and energy is sometimes referred to
as the water-energy nexus (Fisher and Ackerman). For the purposes of
this article, it is sufficient to emphasize that many programs that reduce
energy use also reduce water consumption, with specific water savings
varying by location and energy conservation practice.
Thermoelectric power plants, the largest withdrawers of water in the
United States, use both freshwater and saline water and vary tremendously in the intensity of their water use. An average plant in Arizona
uses 0.4 gallons per kilowatt per hour (kWh), while a plant in Rhode
Island uses 75 gallons per kWh. The type of cooling system these plants
employ determines the difference (Donnelly and Cooley). Overall, the
intensity of water use in thermoelectric power production has fallen by
over 40 percent in the past three decades. Further improvements can
decrease the water withdrawals thermoelectric plants require further.
However (harkening to Figure 1), their consumptive use of water will
not decrease accordingly and may even increase as higher proportions
of power plant withdrawals are used up in the plant cooling process.
Replacing conventional energy sources with renewable energy (wind
and solar) has the potential to reduce energy-related water consumption,
but this determination needs to be made on a technology and locationspecific basis. Moreover, comparisons of water consumption across energy sources need to consider the whole life cycle including construction
of facilities and manufacture of equipment, household and business use,
and end-of-cycle disposal (Christian-Smith and Wisland).
In addition, hydraulic fracturing (“fracking”) to extract oil generates massive demand for water and has become an influential factor in
water demand in the regions in which it occurs. Each oil well requires
3 to 5 million gallons of water, and most of this fracking water cannot
be reused due to its high salt content. This large, new water demand
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has caused water trading prices to increase significantly in some regions
(Freeman).

Regional water banks and temporary and intermittent water trading
Water banks help ease the effects of water shortages in many areas
around the world, including the western United States. Thoughtfully
designed water banks provide a way for water users to adapt quickly
and cost effectively to changing water supply and economic conditions.
Water banks are generally formed through dialogue among stakeholders
and water agencies to address specific problems within a well-defined
geographic area. Consequently, they typically do not confront the same
degree of legal and political obstacles as proposed changes in national
or state laws regarding water transfers.
A water bank is a legally authorized entity that facilitates transfers
of water on a temporary or intermittent basis through voluntary transactions. Water banks in the United States provide water users with a
more reliable water supply during dry years (through voluntary trading) and a means to acquire water when their customary access is curtailed due to regulatory restrictions. In addition, water banks ease the
regional economic burden of complying with legal requirements such
as interstate compacts or mandatory instream flows for fish and wildlife
(Colby 2015). Water banks range in geographic scale from neighboring
water users to broad regions that cross state lines (the Arizona Water
Bank, for instance, also serves parts of Nevada and California). Water
banks in the United States are operated by a wide range of organizations
including local, state, and federal government agencies; by NGOs; and
by for-profit businesses.
The seasonal and temporary water trading facilitated by a water
bank can significantly reduce economic losses due to supply curtailment, thus mitigating the effects of water shortages on regional economies. Specifically, a water bank reduces economic losses that occur
when junior rights are curtailed to protect senior entitlements by giving
curtailed water users a cost-effective and convenient way to lease water
from seniors willing to accept payment for forgoing their water use.
Parties enter into water bank transactions voluntarily after weighing the
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pros and cons. A well-designed water bank makes these arrangements
timely and cost effective. Water banks help preserve local water user
control and provide choices when external forces such as drought or
litigation curtail junior entitlements (Colby 2015).
Water banks can administer various specialized trading arrangements including contingent contracts. Contingent contracts—also
called option contracts or dry-year reliability contracts—improve supply reliability for the party paying (the option holder) farmers to fallow
cropland under pre-specified shortage conditions. When the contract
is triggered, the option holder pays enrolled farmers to temporarily fallow land or to suspend irrigation on land already planted. Some programs pay the irrigation district that supplies water to farmers to cover
district-level costs of accommodating a fallowing program. The magnitude, timing, and split of payments between irrigation districts and
their member farmers are all determined by negotiations.7 Contingent
contracts are useful in improving supply reliability for junior water users while maintaining a typical agricultural base in average and aboveaverage water supply years. The intermittency of irrigation reductions
reduces third-party economic effects as compared with the permanent
purchase and retirement of irrigated lands.
Water banks operate in many western U.S states and vary with the
regional problems they were created to address. In California, water
agencies have actively stored groundwater for local water users for decades to enhance supplies of surface water. Water banking there now
also involves storing water underground for more distant parties. Some
southern California water banks built up reserves of several million
acre-feet, and the large quantities of water they supplied during the
drought of the late 2000s dwarfed quantities provided to ameliorate
drought effects through other voluntary trading mechanism (Hanak
and Stryjewski).
In most U.S. water banks, water is provided through reductions in
agricultural consumptive use. Farmers and agricultural districts are key
participants in designing and implementing water banks. Native American governments hold quantified senior water rights in many parts of
the western United States and participate in water leasing and banking
(Colby and others; Thorson and others).
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IV. Potential Effects of Competition for Water
on Agricultural Water Access and Cost
To recap, competition for water can affect farm water availability
and costs. This occurs through multiple pathways, including voluntary trading (with market price signaling changes in water’s value) and
forced changes in farm water costs and access as a result of administrative and legal processes.
In the United States, legal and political considerations limit the
circumstances under which farmers can be required to relinquish water entitlements to make water available for other users. However,
court rulings and administrative proceedings sometimes do reduce the
amount of water available for on-farm use (McClintock; Zaffos). The
pressure for involuntary reallocation intensifies during periods of extended drought and during conflicts over water for endangered species,
water quality protection, and reliable urban supplies.
Regional water trading systems provide an important “pressure relief ” mechanism to reduce reliance on litigation as a strategy to reduce
water available for farming. Policies that provide mechanisms for water to be purchased or leased from farms and irrigation districts and
transferred to urban and environmental needs provide an alternative to
high-cost and high court battles over water. In some regions, extended
litigation and administrative proceedings over water allocation still occur alongside water market transactions. Nevertheless, well-designed
water trading mechanisms provide flexible, transparent, and cost-effective ways to move water in response to drought, changing economic
circumstances, and special needs.
Regional water trading allows farmers and agricultural districts to
benefit directly from rising water values by leasing and selling their water entitlements. They also are exposed to higher costs if they need to
enter the market to lease or purchase water. Given that agricultural
interests hold large senior entitlements in many areas of the western
United States, agricultural entitlement holders will more commonly
participate in trading as potential sellers/lessors of a valuable asset rather
than as buyers/lessees. The record of water transactions in the western
United States demonstrates that agricultural sellers and lessors typically
command a price that far exceeds the net returns of on-farm water use
(Wichelns; Colby 2015).
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Changes in water transaction prices in regions with active markets
Examining past patterns of change in water values indicates how
competition for water across sectors can affect agriculture. Statistical
analyses of water transaction patterns indicate water demand in other
sectors can affect the agricultural sector in several different ways. First,
farmers and agricultural districts seeking to lease or purchase water face
prices influenced by other sectors. Second, the opportunity cost of water used in agriculture is tied to the prices at which water is traded in
regional markets. As market prices signal a higher value per unit of
water, farmers with tradable entitlements weigh the returns they can
earn from leasing or selling water against the returns they expect to earn
growing crops.
Loomis and others examine water market transactions specifically
for environmental purposes in the western United States over the period 1995 to 1999. They find that lease values were similar to values
estimated for instream flows using non-market valuation techniques
and that environmental values exceeded agricultural values for water in
specific locations. Brookshire and others analyze statistical patterns in
water trading in sub-regions of Arizona, New Mexico, and Colorado.
Their econometric analyses find that population change, per capita income, and drought indices have a statistically significant effect on the
price at which water is traded, with higher trading prices in drier years.
Bjornlund and Rossini examine the price and quantity of water allocations traded in parts of Victoria, Australia. Results indicate that the
most important determinants of water price and volume are seasonal
allocation levels, rain, and evaporation. The authors find that irrigators
make good use of water markets to manage their variable water supply.
Brown’s econometric model of western United States water transactions examines water sales and leases and includes transactions for
municipal, urban, or environmental purposes in 14 western states. The
results suggest higher lease prices occur in drier time periods, in counties with larger populations, and for municipal and environmental uses.
The results for water sales suggest that higher sales prices are related to
municipal use, surface water, smaller county populations, and smaller
volumes of water traded.
Pullen and Colby’s statistical models identify water right seniority
and factors influencing agricultural profitability (such as hay prices) as
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key influences on transaction prices. Jones and Colby analyze hundreds
of water leases across four western states (Arizona, California, New
Mexico, and Utah) over a 29 year period. Statistically significant variables influencing lease price include per capita income, drier weather,
and population growth.
Basta and Colby’s econometric models of hundreds of western U.S.
water transactions over 1987 to 2010 include urban housing price indices, urban area population, and drought indices. Although each regional model is unique, the urban housing price index is positive and
statistically significant in all models. The volume of water involved in a
transaction and urban population change is significant in all models as
well. While the influence of drought on transaction price varies across
areas, drought in the area of a city’s water supply origin has a more
consistent influence on transaction price than drought in the urban
area itself. Hansen, Howitt, and Williams develop econometric models
encompassing thousands of western U.S. water sales and leases and find
that agricultural production levels and land values influence market activity, as do measures of drought and water supply variability.
Although water trading in the western United States is limited in
geographic scope, analyses of areas with several decades of active transactions suggest the potential effect of trading is increased competition
for water in agriculture. Drought, changes in urban economic activity,
population changes, and changes in farm production and profitability
all influence water transaction prices and thus the water value signals
transmitted to farmers.

V.

Conclusions

This overview article introduces themes raised in the complex interrelationships between agriculture and other water-using sectors and
between climate change, the energy-water nexus, water scarcity, and
competition and adaptation mechanisms.
The agricultural sector has a unique opportunity to shape adaptation to water scarcity. Taking a position that the best defense is a
proactive offense, agricultural organizations and water districts are
developing collaborative partnerships and risk-sharing arrangements
with other large water users. Farmers and agricultural organizations
fruitfully propose and support state and federal policy reforms that
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establish water banks and other innovative forms of water trading that
address agriculture and other sectors’ water needs and equitably consider potential effects on third parties (Family Farm Alliance; Colby
2015). Agricultural districts are key players in water banks and other
innovative mechanisms to adapt to water scarcity (Marshal and others;
Colby 2015). These efforts further water trading as a regional pressure
relief valve and reduce the impetus for legal and political maneuvers to
curtail agricultural water access.
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Endnotes
It is possible to calculate consumptive use by sector for specific regions using
detailed region-specific data and models, but this is not within the scope of this
overview paper.
2
GDP has been criticized as a measure of economic output for neglecting
to include changes over time in natural capital such as water and air quality and
habitat. This indicator of water’s economic productivity could usefully be refined
(with considerable work) to reflect a broader spectrum of economic considerations and to reflect consumptive use by sector rather than water withdrawals.
Nevertheless, this indicator shows significant change over time in patterns related
to U.S. economic production and water use.
3
Backward-linked sectors provide inputs to agriculture such as fertilizer, seed,
farm equipment, fuel, and water. Forward-linked sectors purchase crops and livestock and add value to farm outputs through processing and distribution. Examples include cotton gins, feedlots, textile mills, and grain-processing facilities.
4
Due to the brief and non-technical nature of this article, the focus here is on
competition over water rather than on specific forward and backward linkages.
5
Many water providers cannot provide additional amounts when users’ willingness to pay per unit provided increases due to long-term contracts (as with
Bureau of Reclamation water projects) and other restrictions. Consequently, a
regional water-supply function may appear as a series of upward rising steps with
each step representing a quantity of water provided by a specific provider at a
specific price to users.
6
Recently, however, many U.S. cities have had to significantly increase water
charges to ensure revenue sufficiency in the face of declining use (Walton).
7
For examples of these types of arrangements, see O’Donnell and Colby;
Colby 2015.
1
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Investing in Adaptation:
The Challenge of Responding
to Water Scarcity
in Irrigated Agriculture
By Susanne M. Scheierling and David O. Treguer

W

ater scarcity is increasingly acknowledged to be a major risk
in many parts of the world (World Economic Forum). Projections indicate that water-related problems may significantly worsen over the next several decades due to rising water demands
as a result of demographic, socioeconomic, and technological changes,
and due to the effects of climate change (World Water Assessment Program; Jiménez Cisneros and Oki). Significant advances in water management and more integrated policymaking, including increased investment
in adaptation measures, will be necessary to reduce the risk of dramatic
consequences for economic growth and environmental sustainability.
The need for water-related adaptation measures will probably be
most critical in the agricultural sector, especially in irrigated agriculture.
Irrigated agriculture accounts for about 70 percent of total freshwater withdrawals worldwide (Molden and Oweis). Water use in agriculture, especially in semi-arid and arid regions, tends to be closely linked
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to water scarcity, and improvements in agricultural water management would have large implications for overall water management. In
addition, water use in agriculture tends to have relatively low net returns compared with other uses (Young 2005). Thus, as water becomes
scarcer and supply augmentation more expensive, other users tend to
turn to agriculture as a potential source of water. At the same time,
agriculture is expected to increase production—and concomitantly agricultural water use—to meet the likely demands from a growing population with changing diets (Alexandratos and Bruinsma). The effects of
climate change will further increase the need for water-related adaptation measures and add layers of complexity for agriculture (Pachauri
and Reisinger; Jiménez Cisneros and Oki). Freshwater resources will be
affected due to altered amounts and frequencies of precipitation—especially in semiarid and arid areas that often already experience water
scarcity. Due to more intense precipitation and prolonged dry periods,
rainfed cropland may need to be irrigated. Crop growth more generally
will be affected not only by changes in precipitation but also by changes
in temperature, evapotranspiration, and soil moisture.
To at least partially respond to these challenges, the agricultural
sector is considering and increasingly applying a wide range of waterrelated adaptation options (Noble and Huq). Adaptation investments
can occur at different scales, from the field and farm levels to the policy and institutional levels (Porter and Xie). Given the complexity of
the challenges, adaptation measures may have one or more of three
different objectives (Scheierling and Treguer). The two key objectives
are maintaining or increasing agricultural production, in some cases
without worsening water scarcity, and conserving agricultural water in
response to pressures to reallocate water to other uses such as the environment or coping with water scarcity. A third objective that may be
linked to the other two is increasing, or at least maintaining, agricultural net revenues. However, in many cases, the objectives of adaptation
investments are not clearly stated and their broader results not closely
assessed. This adds to the constraints facing adaptation measures, limits
their effectiveness in implementation, and may even lead to unintended
or counterproductive outcomes. This article aims to further shed light
on these issues.
Section I highlights some of the unique characteristics of water that
complicate responses to water scarcity in irrigated agriculture. Section
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II illustrates the links between irrigated agriculture and water scarcity
with data at the global level. This is followed by a discussion of two
broad categories of adaptation measures. Section III examines engineering and technical measures, which are probably the most common
adaptation measures and usually applied on-farm with private investments and often supported with public subsidies or technical assistance.
Section IV focuses on policy and institutional measures. While both
types of measures may pursue any or all of the three key objectives, engineering and technical measures tend to contribute to the first and, in
particular, the third objective; policy and institutional measures have an
important role to play in achieving, in particular, the second objective.
Section V presents recommendations going forward.

I.

Characteristics of Water Important for Considering
Adaptation Measures

Water has unique characteristics that distinguish it from most other
resources and commodities and pose significant challenges for selecting
appropriate adaptation measures (and for designing water policy in general). Based on Young (1986; 2005), who provides a full discussion of
these characteristics, this section focuses on the features that may be most
important to keep in mind when considering adaptation measures.
A key physical attribute of water is its mobility. Typically found
in liquid form, water tends to flow, evaporate, and seep as it moves
through the hydrologic cycle. This makes it a high exclusion cost resource, implying that the exclusive property rights, which are the basis
of a market or exchange economy, are relatively difficult and expensive
to establish and enforce.
Water supplies, although generally renewable, also tend to be relatively variable and unpredictable with regard to time, space, and quality. Local water availability usually changes systematically throughout
the seasons of the year and over longer cyclical swings, with climate
change now affecting both short- and longer-term supply trends as well
as the extremes of the probability distributions—specifically, floods and
droughts. Due to these supply variations, as well as variations in local
demand, water-related problems are typically localized, and interventions, such as adaptation measures, often need to be adapted to the
local context.
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The physical nature of water, combined with supply variability,
causes unique interdependencies among water users that become more
pervasive and complex as water scarcity intensifies. Water is rarely completely “consumed” in the course of human consumption or production activities. In irrigated agriculture, for example, it is not unusual for
half of the water withdrawn from a water source to be returned to the
hydrologic system in the form of surface runoff or subsurface drainage
(an even larger proportion is typically returned from municipal and
industrial withdrawals). Other users, particularly downstream users, are
thus greatly affected by the quantity, quality, and timing of releases or
return flows of upstream users.
These interdependencies among water users have several implications, especially for on-farm adaptation measures. They make it difficult to derive water-related insights from what is observed on the field
or farm level for the overall effects at the basin level. They lead to externalities (or uncompensated side effects of individual activities) where
the full costs of the activities are not incorporated in individual users’
decisions and outcomes for society are suboptimal. Thus, there is a need
for public policy to complement individual activities and orient them
toward more desirable outcomes from a social point of view.

II. Irrigated Agriculture and Water Scarcity:
A Global View
Establishing a link between irrigated agriculture and water scarcity
is difficult due to a number of factors. Among them are not only the
special characteristics of water discussed in Section I, but also the definition of water scarcity as well as the availability of data related to current and projected agricultural water use, especially at the global level.

Central role of water use in agriculture
As a first step, it is useful to keep in mind the global trends in agricultural water use. Based on data from Shiklomanov and Rodda and
the Food and Agriculture Organization of the United Nations (FAO
2016a), Chart 1 shows the development in agricultural withdrawals,
total water withdrawals, and consumption since 1900.1 The agricultural sector has continually accounted for the largest share of total water
withdrawals. From 1900 to 1995, the agriculture share decreased from
89 percent of total water withdrawals to 66 percent; more recently, it
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Chart 1

Global Trends in Agricultural and Total Water Withdrawals
and Consumption
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Sources: Authors’ calculations based on Shiklomanov and Rodda; FAO 2016a.

increased to 70 percent (FAO 2016a). Almost all of total water consumption has been agricultural consumption, with the share slightly
decreasing from 97 percent in 1900 to 93 percent in 1995. Agricultural
consumption as a share of agricultural water withdrawals increased from
63 percent to 70 percent over the same period. Overall, both total and
agricultural water withdrawals have increased dramatically since 1900,
but since about 1980, their rates of growth have declined. Contributing
to this outcome is that in most Organisation For Economic Co-operation and Development (OECD) countries, total and agricultural water
withdrawals have tended to remain stable or decrease (OECD 2013).
Table 1 presents data on the 10 countries with the largest annual
agricultural water withdrawals based on the latest available data from
FAO (2016a; 2016b). These countries are also responsible for the largest total withdrawals. The 10 countries are among those with the largest
areas equipped for irrigation and among the 17 most populous in the
world (World Bank Group).2 Except for the United States and China,
the 10 countries’ percentage of total water withdrawals allocated for
agriculture is larger than the worldwide average of about 70 percent.
When dividing the amount of agricultural water withdrawals by the
area equipped for irrigation, half of the 10 countries are shown to withdraw an irrigation depth of 1 meter or more for their respective area
equipped for irrigation. The lowest value of 0.5 meter is shown for China, followed by 0.7 meter for the United States.
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Table 1

Countries with the Largest Agricultural Water Withdrawals
Country

Agricultural
water withdrawals
(billion cubic
meters)

Total water
withdrawals
(billion cubic
meters)

Agricultural water
withdrawals as
percent of total
water withdrawals
(percent)

Area
equipped for
irrigation
(million
hectares)

Area
equipped for
irrigation as
percent of
agricultural
area

Agricultural water
withdrawals
per area equipped
for irrigation
(meters)

India

688

761

90

67

37

1.0

China

358

554

65

69

13

0.5

United States

175

486

40

26

6

0.7

Pakistan

172

184

94

20

75

0.9

Indonesia

93

113

82

7

12

1.3

Iran

86

93

92

10

19

0.9

Vietnam

78

82

95

5

42

1.6

Philippines

67

82

82

2

13

3.4

Egypt

67

78

86

4

100

1.5

Mexico

62

80

77

7

6

0.9

Sources: FAO 2016a and FAO 2016b.

When considering all countries with agricultural water withdrawals, a close relationship can be established between agricultural water
withdrawals and total water withdrawals as well as area equipped. According to Panels A and B of Chart 2, agricultural water withdrawals are highly correlated with total water withdrawals; specifically, an
increase of 1 cubic meter in total water withdrawals is associated with
an increase of 0.74 cubic meter in agricultural water withdrawals. According to Panels A and B of Chart 3, agricultural water withdrawals are also highly correlated with the area equipped for irrigation; an
increase in 1 square meter of area equipped for irrigation is associated
with an increase of 0.77 cubic meter in agricultural water withdrawals.

Linking irrigated agriculture and water scarcity
Various definitions of water scarcity have been proposed and different indicators applied (UNEP). One widely used indicator is based
on a comparison of total water withdrawals and total renewable water
resources at the national level.3 A country is considered to experience
“scarcity” if total water withdrawals are from 20 to 40 percent of total
renewable water resources, and “severe scarcity” if this value exceeds 40
percent. Map 1 displays this indicator based on the latest available data
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Chart 2

Agricultural Water Withdrawals and Total Water Withdrawals
by Country
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Chart 3

Agricultural Water Withdrawals and Area Equipped for Irrigation,
by Country
Panel A
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from FAO (2016a). Countries in the Middle East and North Africa
(MENA) are all shown to experience severe water scarcity. In other
parts of the world, including most countries in South Asia and Central
Asia, water is also considered scarce or severely scarce. Some countries’
water withdrawals are even higher than their total renewable water resources. Saudi Arabia is the most extreme case, withdrawing almost
10 times the amount of renewable resources available and thus relying
mostly on nonrenewable groundwater.
To illustrate the link between water scarcity and irrigated agriculture, we modify the indicator and, instead of total water withdrawals,
compare agricultural water withdrawals to total renewable water resources (Scheierling and Treguer). Map 2 shows the data for the modified indicator. The astonishing result is that the classification of countries with “scarcity” and “severe scarcity” is almost the same as in Map 1,
even though only agricultural withdrawals are considered. This shows
the central role of irrigated agriculture in assessments of water scarcity
at the national level. The most extreme cases are in MENA: in Saudi
Arabia, water withdrawn for irrigated agriculture alone is more than
eight times the amount of total renewable water resources; in Libya, it
is about five times, in Yemen one and a half times, and in Egypt slightly
more than the amount of total renewable water resources.
Some caveats apply to both indicators. On the one hand, they may
underestimate water scarcity: since they refer to the national level and
apply annual water data, they do not indicate water scarcity situations
that may occur at the regional or local levels (especially in large countries such as China) or during the year. They also do not consider water
quality issues or water requirements for the environment. On the other
hand, they may overestimate water scarcity, since data on withdrawals
would include the reuse of return flows that can be substantial in many
cases (such as along the Nile in Egypt).
The available data do not allow for an analysis of how changes in
agricultural water withdrawals have affected water scarcity over time.
However, a look at historical data on area equipped for irrigation can
provide some insights (FAO 2016b). Globally, the area equipped for
irrigation increased from 164 million to 324 million hectares (ha) over
the past 50 years. Chart 4 shows the trends by geographical region
(excluding high-income countries) from 1962 to 2012. The biggest
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Map 1

Total Water Withdrawals as Percent of Total Renewable
Water Resources

Source: Authors’ calculations based on FAO 2016a.

Map 2

Agricultural Water Withdrawals as Percent of Total Renewable
Water Resources

Source: Authors’ calculations based on FAO 2016a.
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Chart 4

Trends in Area Equipped for Irrigation by Region, 1962–2012
Region
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Source: Authors based on FAO 2016b.

growth occurred in South Asia, followed by East Asia and the Pacific.
Only Europe and Central Asia have seen a reduction in area equipped
for irrigation since the 1990s, mostly due to reductions in the countries
of the former Soviet Union.
The largest percentage increase in area equipped for irrigation of
any country occurred in Saudi Arabia (from 0.3 to 1.6 million ha),
followed by Libya (from 0.1 to 0.5 million ha) and Yemen (from 0.2
to 0.7 million ha). These three countries are now experiencing some of
the most severe water scarcity. Large area increases, in both percentage
and absolute terms, also occurred in India (from 26 to 67 million ha),
a country now considered water scarce, and in China (from 45 to 68
million ha).

Projected trends
Agricultural water withdrawals will continue to be a major factor
shaping the water situation worldwide, particularly given the expected
need for an increase in irrigated area due to rising demand for agricultural
products. Projections vary depending on the models employed and the
assumptions and scenarios used. For example, projections by the FAO
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indicate that agricultural production in 2050 would have to be 60 percent higher than in 2005/2007, and irrigation water withdrawals would
need to increase from 2,761 to 2,926 billion cubic meters per year to
meet the likely demand (Alexandratos and Bruinsma). Considering the
historic data in Chart 1 and rapidly growing water demands, especially
from the municipal and environmental sectors, this projected increase—
which is based on rather optimistic assumptions—is quite worrisome.
Projections become even more dire—and more uncertain—when
the effects of climate change are taken into account (Elliott and others).
Such projections suggest that by the end of this century, renewable water
resources may allow a net increase in irrigated agriculture in some regions
(such as the northern and eastern United States and parts of South America and Southeast Asia), while in other areas (such as the western United
States, China, MENA, and Central and South Asia), the previous expansion from rainfed to irrigated agriculture would need to be reversed.

III. Investing in Engineering and Technological
Adaptation Measures
Probably the most common adaptation investments for responding
to water scarcity in irrigated agriculture are engineering and technological measures. These measures are usually applied on-farm and financed
with private investments, often supported with subsidies or technical
assistance. They include more capital-intensive irrigation technologies,
improved seeds, and precision farming to help optimize the use of water
and other inputs tailored to local conditions. As water scarcity or the
variability in supplies increase, large private and public sector investments are being made in many countries for such adaptation measures.

Conversion to more capital-intensive irrigation technologies
as a popular measure
One popular and widely adopted measure is the conversion to
more capital-intensive irrigation technologies. These technologies
increase the “efficiency” of irrigation water on a field by reducing
evaporation and losses from surface runoff or subsurface drainage. The
implicit assumption is that a switch to such technologies will allow
farmers to maintain agricultural production with less water withdrawn
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and applied to a field while at the same time conserving water for reallocation to other uses.
In pursuit of the objective of water conservation, farmers in both
advanced and emerging market economies often receive financial and
technical assistance from the public sector to help them convert to more
capital-intensive irrigation technologies. For example, the U.S. Department of Agriculture has long provided such assistance to farmers under
the Environmental Quality Incentives Program first authorized in the
1996 Farm Act (USDA). The Incentives Program provides cost-sharing
of up to 75 percent to help farmers install more capital-intensive irrigation equipment such as sprinklers and pipelines, with the aim of
conserving ground and surface water resources. Subsidies of over $10
billion have been provided under the program for technology adoption, including for water conservation (Wallander and Hand). Similarly, Morocco is currently implementing the National Irrigation Water
Saving Program, launched under the government’s Green Moroccan
Plan in 2008 and supported with planned public investments of $4.5
billion. The Moroccan program aims to conserve irrigation water by
helping convert about 550,000 ha of agricultural land from surface to
drip irrigation by 2020, with subsidies of up to 100 percent for farmers’
on-farm investments (Badraoui).

Effect on water scarcity when return flows are important
In many contexts, on-farm investments in “irrigation efficiency”
contribute more to the objective of maintaining or increasing agricultural net revenues (and, frequently, to the objective of maintaining
or increasing production) than to the objective of conserving water
for alternative uses. For the United States, an increasing number of
studies show that while such investments may reduce on-farm water
applications, they do not necessarily provide real water savings and thus
may not have much effect on water scarcity. In contexts where return
flows matter to downstream uses, real water savings (that is, a “new
supply” of water for reallocations) would require a reduction in water
consumption. In many instances, the conversion to more efficient irrigation technologies may have the counterproductive effect of increasing
consumption, thus worsening water scarcity.

88

FEDERAL RESERVE BANK OF KANSAS CITY

Furthermore, in some situations, the introduction of more efficient
irrigation technologies may even lead to increases in the amounts of water withdrawn and applied. In energy economics, this is known as the
rebound effect, or Jevons paradox, whereby efficiency increases in the
use of a resource result in more being demanded (Alcott). In the field of
water management in agriculture, the rebound effect is increasingly being discussed—usually in connection with the risk of increasing water
withdrawals and applications (Chambwera and Heal; OECD 2015a).
However, the rebound effect can also be observed—and may be even
more prevalent—for consumption.
Hartmann and Seastone were among the early water economists
who drew attention to the interdependencies among water users and
the resulting externality problems. They pointed out that only part of
the water withdrawn from a river is used consumptively, whereas the
non-consumptively used part typically returns to the stream as runoff
or percolates into the underlying groundwater deposits and becomes
available for pumping. Using a simplified river system as an example,
they illustrated that any change in these return flows (in magnitude,
timing, or quality) may affect downstream users. Huffaker and Whittlesey (1995) and Whittlesey (2003) use similar examples to show that
improvements in on-farm irrigation efficiency reduce withdrawals and
applications, but that in the presence of significant usable return flows,
this effect does not produce additional water. If the “saved” water is
used to increase irrigated acreage, consumption may even increase.
Subsequent studies based on normative models show that by converting a larger share of water applications into consumption, more efficient irrigation technologies reduce the effective cost of consumption.
Farmers optimally respond to this cost change by increasing consumption and irrigated acreage, all else equal. Furthermore, these changes
may decrease or increase the demand for applied water (Whittlesey).
Scheierling, Young, and Cardon (2006) show that a subsidy policy may
increase consumption even in places where an expansion of irrigated
land beyond the original land to which a water right applies is not
permitted, such as under Colorado’s prior appropriation system. This
would occur when farmers find it profitable to alter the crop mix or
change the irrigation schedule. Ward and Pulido-Velazquez analyze the
effect of subsidies by applying an integrated basin-scale programming
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model to the Upper Rio Grande Basin and find that while water applied
to irrigated lands may fall, overall consumption increases. Where return flows are an important source of downstream water supplies, water
right holders that depend on these flows would be negatively affected.
Contor and Taylor show more generally that whenever an improved
irrigation technology reduces the non-consumed part of applied irrigation water, consumption will increase at any non-zero marginal costs
for water.
In a study based on an econometric approach, Wallander and Hand
use farm-level panel data from national samples of irrigators to estimate
the effects of the Environmental Quality Incentives Program on water
conservation—in particular, changes in water application rates and irrigated acreage. Results suggest that for the average farm, payments may
have reduced water application rates but also may have increased total
water use and led to an expansion in irrigated acreage.

Effect on water scarcity when return flows are not important
In river basins, where return flows constitute a considerable part
of the downstream supplies, a reduction in consumption is the appropriate measure for water conservation; the measure may be different,
however, in cases where return flows are less important. For example,
return flows would be less important in a region irrigated from a deep
aquifer, such as the Ogallala beneath the Great Plains, where return
flows to the aquifer are minimal and very slow. Water conservation may
then be appropriately measured by reductions in withdrawals. Studies
have shown that the switch to more efficient irrigation technologies in
such a situation may increase or decrease withdrawals depending on the
context; empirical analysis is required to determine the effect.
Various approaches to generating empirical estimates have been
used for the Ogallala region, not least because of the relatively good
availability of water-related data. For example, Peterson and Ding apply a risk-programming model to corn production on the Kansas High
Plains and find that even under simplifying assumptions, the effect of
an efficiency change on withdrawals is ambiguous. Their results suggest that a conversion from flood to subsurface drip irrigation would
decrease both irrigation application per acre and the volume of groundwater withdrawn. A conversion from flood to center pivot, on the other
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hand, would increase irrigation applications per acre but decrease the
overall volume pumped, because fewer acres would be irrigated. The
latter conversion would also be cost-effective.
In an econometric evaluation, Pfeiffer and Lin use panel data
from over 20,000 groundwater-irrigated fields in western Kansas from
1996–2005, when farmers converted from flood irrigation or traditional center pivots to more efficient center pivots with drop nozzles—
supported by subsidies from state and national sources, including the
Environmental Quality Incentives Program. They find that with the
conversion, the amount of groundwater pumped and applied to fields
increased. This is because farmers tended to shift toward a crop mix
with relatively more corn—a more water-intensive crop than the traditional wheat and sorghum—and apply more water per acre. Farmers
also irrigated a slightly larger proportion of their fields, and were less
likely to leave fields fallow or plant rainfed crops.
These considerations, such as the local context and the relative importance of return flows—illustrated above using the example of more
efficient irrigation technologies—are likely to be similarly important in
determining the effect of other engineering and technological measures
applied on-farm on water scarcity. However, there will also be exceptions. In the case when returns flows are important and the focus is on
reducing consumption (while at the same maintaining agricultural production), this would include adaptation measures that directly aim to
either decrease evaporation (for example, the application of mulching
techniques or conservation tillage) or transpiration (for example, the
switch to crop varieties with shorter growing season length).

IV. Investing in Policy and Institutional
Adaptation Measures
As water scarcity grows, investments in policy and institutional adaptation measures become increasingly important. These investments
may range from raising awareness and fostering innovations to applying economic instruments for balancing water supplies and demands
(Noble and Huq). While supply-side measures such as investments in
water storage infrastructure and alternative sources of water supplies
(for example, desalinized water or treated wastewater) may continue
to play a role, the emphasis on demand-side measures is increasing
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(OECD 2015a). As engineering and technological adaptation measures
applied on-farm are often focused on maintaining or increasing agricultural net revenues and production, policy and institutional measures are
essential to contribute to the objective of conserving agricultural water
for reallocation to other uses or for coping with water scarcity. Policy
and institutional measures also need to promote and ensure private adaptation investments are aligned with this objective.

Measures for facilitating reallocations
Arrangements for water allocation (the apportioning of water
among users within and between sectors) can be grouped into pricebased or quantity-based measures. With increasing water scarcity, water allocation arrangements need to facilitate transfers of water use (a
change in type of use, location, or point of withdrawal) while also protecting affected interests (Young 1996).
Price-based measures—in particular, price incentives involving
higher costs of irrigation water—are increasingly considered as a potential tool for reducing water applications. Price measures could encourage farmers to use water more efficiently and make water available for
other uses. An economic measure often used to assess the effectiveness
of price increases is the price elasticity of the derived demand for irrigation water, indicating the proportional change in water demand for
a given change in price. Most studies present price-inelastic demand
estimates (Scheierling, Loomis, and Young), and caution against pricing
policy. The common argument is that even small reductions in irrigation water applications would require large price increases, which, in
turn, would cause large negative effects on agricultural net returns.
Yet as long as farmers have a range of adjustment options (such as
changes in crop mix, irrigation scheduling, or irrigation technology),
even a price-inelastic demand does not necessarily imply water applications cannot be substantially reduced as the price starts to rise (Scheierling, Young, and Cardon 2004). Even if water prices rose significantly,
however, they would not be very effective in reducing consumption. In
contexts where return flows are important, volumetric charges would
therefore not generate much real water savings. In such situations, it
would be more appropriate to encourage farmers to switch to crops
with lower seasonal consumption or to dryland crops, possibly with
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subsidies. Theoretically, irrigation water pricing could be an effective
policy instrument if volumetric charges were imposed on consumption.
However, to our knowledge, this has so far not been attempted, possibly because the cost of measurement and administration would be even
higher than for charges on water applications or withdrawals.
Quantity-based measures, or quotas, can be designed to minimize
externalities and to ensure security of tenure and consistent enforcement—and, in principle, to achieve efficient allocation (Young 1995).
A number of difficulties, however, including variations in water supply, need to be addressed. An example of a quota system is the priorappropriation doctrine of “first in time—first in right” in the western
United States that assigns entitlements in terms of water withdrawals.
An alternative to this concept of “release sharing” is the concept of
“capacity sharing” that assigns entitlements as shares of stored water.
Capacity sharing has recently been introduced in Australia in response
to increased water scarcity.
Exchangeable quotas allow reallocations through water markets.
These reallocations may involve permanent or temporary transfers, including water-supply option contracts in which transfers occur only
during contractually specified drought conditions. Water markets provide price signals that encourage the movement of water from lower- to
higher-valued uses, thus enhancing economic efficiency (Young 1995).
As water scarcity increases, more countries are experimenting with water trading (Griffin and Peck). A number of challenges to water trading
need to be overcome: addressing externalities and protecting the entitlements of potentially affected third parties, considering non-efficiency
goals (such as ensuring access to a certain amount of water per person
per day), safeguarding instream benefits (for example, for environmental or recreational purposes), and reducing information and transaction
costs for market participants (Young 1986; Griffin and Peck).
Water markets have mostly been observed so far in countries with
strong legal, institutional, and regulatory arrangements. In many
emerging market economies, other reallocation mechanisms dominate
(Scheierling). These mechanisms include transfers of informal rights
(such as farmer-to-farmer transfers), transfers made by legal means
(such as when legislation establishes priorities at times of drought),
transfers by formal administrative decisions (for example, by national,
provincial/state, or basin entities), and informal transfers by stealth (for
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example, when expanding cities encroach on irrigated areas). While
farmers are compensated in the case of water markets, and compensation may be paid in the case of administrative decisions (for example, if
farmers giving up water supplies are readily identifiable and can bring
political pressure to bear on decision makers), farmers are not usually
paid in the case of transfers by stealth (although later complaints can
trigger measures after the fact). Only limited information is available
on many of these transfers and their effects—not just on water scarcity
but also on efficiency and equity. Much could be done to shed more
light on these reallocations and help improve them.

Measures for promoting and aligning private adaptation investments
While many of the adaptation investments will be carried out by
the private sector, the private sector alone may not provide the desirable
level of adaptation (for example, due to cost considerations). Private
adaptation investments also focus on protecting and enhancing production systems and possibly supply lines and markets—they may not
align with broader social objectives such as water conservation without
public interventions, including incentives, coordination, and regulation (Chambwera and Heal; Noble and Huq).
One illustration is the conversion to more capital-intensive irrigation technologies. While farmers using groundwater to grow high-value crops may find it profitable to switch to drip irrigation, this may
not be cost-effective for others. If public subsidies are to be provided
to encourage further conversions in response to water scarcity, the
objective(s) of such investments should be clearly stated. In addition,
context-specific assessments should be carried out to avoid unintended
or counterproductive outcomes with regard to irrigation water use—as
well as uncompensated third party effects and related conflicts. In areas where return flows are important, care should be taken that farmers’ consumption will (at least) not increase. A necessary, though not
sufficient, rule should then be that the irrigated area not increase. In
advanced water rights systems such as Colorado’s, legal provisions
specify the area to which an agricultural water right may be applied.
Remote sensing via satellites can help enforce such rules. In areas without
well-specified and enforced water rights, farmers should be informed if
and to what extent reallocations are planned in connection with the subsidy program to allow them to adjust their practices accordingly.
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More generally, care should be taken to ensure that a conversion program and the associated changes do not increase farmers’
water-related (and other) risk exposures (OECD 2015a). A switch to
more “efficient” irrigation technologies may provide incentives to farmers to follow a path toward more specialized production involving higher-value crops that may be more susceptible to a periodic lack of water,
for example.
Improved groundwater management, not only in areas with deep
or nonrenewable aquifers, will be necessary to make any significant
progress with water conservation efforts in irrigated agriculture. In large
parts of the world, groundwater irrigation remains largely uncoordinated and unregulated. In many instances, groundwater entitlements
are linked with land property rights, which does not necessarily encourage water conservation or the consideration of externalities imposed on
other aquifer users (OECD 2015b). If strong legal provisions exist, they
often apply to irrigated areas with conjunctive water use and aim to
prevent groundwater pumping from affecting stream flows and surface
water rights or violating interstate water agreements (such as along the
Platte River in eastern Colorado and Nebraska).

V.

Going Forward

As water scarcity intensifies in many parts of the world, the need for
adaptation investments from both private and public sectors in irrigated
agriculture will increase. While engineering and technological adaptation measures are important, urgent progress will have to be made with
policy and institutional adaptation measures. Such progress will include
raising awareness on the severity of the water situation and its link to
agricultural water use, but also on the complexities of designing adaptation measures for water resources compared to other resources or commodities. Progress will also require a much greater emphasis on research
and development for fostering innovations not only in the traditional
area of technologies, but in new policy and institutional arrangements
to provide a framework for their effective implementation (Dinar).
Many adaptation measures in irrigated agriculture are currently not
well explored, due in part to the lack of data on key water measures (including water withdrawn, applied, and consumed) and how they may
change as a result of different interventions. An increasing number of
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studies are being carried out in advanced economies such as the United
States, but due to the localized nature of many water problems, their
insights are not readily transferrable to other situations. Since adaptation measures often need to be designed with the local context in mind,
many more pre-implementation assessments should be carried out to
estimate the costs and benefits and the associated risks of different investment options—incorporating, among other issues, hydrological aspects as well as the likely behavior of farmers and other affected parties.
In addition, more emphasis should be given to post-implementation assessments that evaluate the implementation processes and results in line
with the underlying objectives. These assessments would help inform
decision makers in both the public and private sectors.
Adaptation investments related to irrigation water will increasingly
have to take into account, and be integrated within, the wider policy
framework, including in the agricultural and energy sectors. For example, subsidies that encourage crops with high water consumption
may distort incentives for addressing water scarcity. Similarly, subsidies
for cheap electricity or for solar-driven pumps may exacerbate groundwater exploitation.
As ever larger shares of total renewable water resources are being
withdrawn and consumed for agricultural and other purposes—and as
the level of interdependencies among users increases—even relatively
minor shortfalls in water supplies may create unexpected economic,
social, or environmental crises that currently applied adaptation measures will not be able to address. Planning for such events must attract
increasing attention.
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Endnotes
Data from FAO (2016a) on agricultural water withdrawals include the
annual quantities of water withdrawn for irrigation, livestock, and aquaculture
purposes. Data from FAO (2016a) on total water withdrawals include the annual quantities of water withdrawn for agricultural, industrial, and municipal
purposes. In-stream uses, such as recreation, navigation, and hydropower are not
considered. Consumption, or evapotranspiration in the case of agriculture, is the
amount of water actually depleted by the crops—that is, the amount of water lost
to the atmosphere through evaporation from plant and soil surfaces and through
transpiration by the plants, incorporated into plant products, or otherwise removed from the immediate water environment.
2
Data from FAO (2016b) on the area equipped for irrigation include areas
equipped for full and partial control irrigation, equipped lowland areas, pastures,
and areas equipped for spate irrigation. They do not necessarily represent the area
that is actually irrigated. The available data from FAO on the area actually irrigated are too limited for further analysis.
3
Total renewable water resources comprise internal renewable water resources
(specifically, the long-term average annual flow of rivers and recharge of aquifers
generated from endogenous precipitation) and external renewable water resources
(such as surface and groundwater inflows from upstream countries).
1

ECONOMIC REVIEW • SPECIAL ISSUE 2016

97

References
Alcott, Blake. 2005. “Jevon’s Paradox.” Ecological Economics, vol. 54, pp. 9–21.
Alexandratos, Nikos, and Jelle Bruinsma. 2012. “World Agriculture Towards
2030/2050: The 2012 Revision.” ESA Working Paper No. 12-03, June.
Badraoui, Mohamed. 2014. “The Green Morocco Plan: An Innovative Strategy of
Agricultural Development.” Arab Forum for Environment and Development,
September 12. Euro-Mediterranean Information System on Know-How in
the Water Sector (EMWIS). Available at http://www.emwis.org/thematicdirs/
news/2014/12/green-morocco-plan-innovative-strategy-agricultural-development.
Chambwera, Muyeye, and Geoffrey Heal. 2014. “Economics of Adaptation.” In
Christopher B. Field and Vicente R. Barros, eds., Climate Change 2014: Impacts, Adaptation, and Vulnerability. Part A: Global and Sectoral Aspects, pp.
945–977. Working Group II Contribution to the Fifth Assessment Report
of the Intergovernmental Panel on Climate Change. New York: Cambridge
University Press.
Contor, Bryce A., and R. Garth Taylor. 2013. “Why Improving Irrigation Efficiency Increases Total Volume of Consumptive Use.” Irrigation and Drainage,
vol. 62, no. 3, pp. 273–280. Available at https://doi.org/10.1002/ird.1717.
Dinar, Ariel. 2016. “Dealing with Water Scarcity: Need for Economy-Wide Considerations and Institutions.” Choices, third quarter. Available at http://www.
choicesmagazine.org/choices-magazine/theme-articles/theme-overview-waterscarcity-food-production-and-environmental-sustainabilitycan-policy-makesense/dealing-with-water-scarcity-need-for-economy-wide-considerations-andinstitutions#sthash.tKdQ79MR.dpuf.
Elliott, Joshua, Delph Deryng, Christoph Müller, Katja Frieler, Markus Konzmann, Dieter Gerten, Michael Glotter, and others. 2014. “Constraints and
Potentials of Future Irrigation Water Availability on Agricultural Production under Climate Change.” Proceedings of the National Academy of Sciences
(PNAS), vol. 111, no. 9, pp. 3239–3244. Available at https://doi.org/10.1073/
pnas.1222474110.
Food and Agriculture Organization of the United Nations (FAO). 2016a. AQUASTAT Main Database. FAO. Accessed June 1, 2016.
———. 2016b. FAOStat. FAO Statistics Division. Accessed June 1, 2016.
Griffin, Ronald C., and Dannele E. Peck. 2013. “Introduction: Myths, Principles
and Issues in Water Trading.” In Josefina Masestu, ed. Water Trading and
Global Water Scarcity: International Experiences, pp. 1–14. New York: RFF
Press.
Hartmann, L.M., and D.A. Seastone. 1965. “Efficiency Criteria for Market Transfers of Water.” Water Resources Research, vol. 1, no. 2, pp. 165–71. Available at
https://doi.org/10.1029/wr001i002p00165.
Huffaker, Ray, and Norman Whittlesey. 2003. “A Theoretical Analysis of Economic Incentive Policies Encouraging Agricultural Water Conservation.” International Journal of Water Resources Development, vol. 19, no. 1, pp. 37–53.
Available at https://doi.org/10.1080/713672724.
Jiménez Cisneros, Blanca E., and Taikan Oki. 2014. “Freshwater Resources.” In
Christopher B. Field and Vicente R. Barros, eds. Climate Change 2014: Impacts, Adaptation, and Vulnerability. Part A: Global and Sectoral Aspects, pp.

98

FEDERAL RESERVE BANK OF KANSAS CITY

229–269. Contribution of Working Group II to the Fifth Assessment Report
of the Intergovernmental Panel on Climate Change. New York: Cambridge
University Press.
Molden, David, and Theib Y. Oweis. 2007. “Pathways for Increasing Agricultural
Water Productivity.” In David Molden, ed. Water for Food, Water for Life: A
Comprehensive Assessment of Water Management in Agriculture, pp. 279–310.
London: Earthscan and International Water Management Institute.
Noble, Ian R., and Saleemul Huq. 2014. “Adaptation Needs and Options.” In
Christopher B. Field and Vicente R. Barros, eds. Climate Change 2014: Impacts, Adaptation, and Vulnerability. Part A: Global and Sectoral Aspects, pp.
833–868. Contribution of Working Group II to the Fifth Assessment Report
of the Intergovernmental Panel on Climate Change. New York: Cambridge
University Press.
Organisation for Economic Co-operation and Development (OECD). 2015a.
Policy Approaches to Droughts and Floods in Agriculture. Joint Working Party on Agriculture and the Environment, September. Trade and Agriculture
Directorate and Environment Directorate. Available at http://www.oecd.
org/officialdocuments/publicdisplaydocumentpdf/?cote=COM/TAD/CA/ENV/
EPOC(2014)43/FINAL&docLanguage=En.
———. 2015b. Drying Wells, Rising Stakes: Towards Sustainable Agricultural
Goundwater Use. OECD Studies on Water. Paris: OECD Publishing. Available at https://doi.org/10.1787/9789264238701-en.
———. 2013. Environment at a Glance 2013: OECD Indicators. Paris: OECD
Publishing. Available at https://doi.org/10.1787/9789264185715-en.
Pachauri, Rajendra K., and Andy Reisinger, eds. 2007. Climate Change 2007: Synthesis Report. Contribution of Working Groups I, II, and III to the Fourth Assessment Report of the Intergovernmental Panel on Climate Change (IPCC).
Geneva: IPCC.
Peterson, Jeffrey M., and Ya Ding. 2005. “Economic Adjustments to Groundwater Depletion in the High Plains: Do Water-Saving Irrigation Systems Save
Water?” American Journal of Agricultural Economics vol. 87, no. 1, pp. 147–
159. Available at https://doi.org/10.1111/j.0002-9092.2005.00708.x.
Pfeiffer, Lisa, and C.-Y. Cynthia Lin. 2014. “Does Efficient Irrigation Technology Lead to Reduced Groundwater Extraction? Empirical Evidence.” Journal
of Environmental and Economic Management, vol. 67, no. 2, pp. 189–208.
Available at https://doi.org/10.1016/j.jeem.2013.12.002.
Porter, John R., and Liyong Xie. 2014. “Food Security and Food Production Systems.” In Christopher B. Field and Vicente R. Barros, eds. Climate Change
2014: Impacts, Adaptation, and Vulnerability. Part A: Global and Sectoral Aspects, pp. 485–533. Contribution of Working Group II to the Fifth Assessment Report of the Intergovernmental Panel on Climate Change. New York:
Cambridge University Press..
Roy, Joyashree. 2000. “The Rebound Effect: Some Empirical Evidence from India.” Energy Policy, vol. 28, no. 6-7, pp. 433–438. Available at https://doi.
org/10.1016/s0301-4215(00)00027-6.
Scheierling, Susanne M., Robert A. Young, and Grant E. Cardon. 2006. “Public Subsidies for Water-Conserving Irrigation Investments: Hydrologic,

ECONOMIC REVIEW • SPECIAL ISSUE 2016

99

Agronomic, and Economic Assessment.” Water Resources Research, vol. 42,
no. 3. Available at https://doi.org/10.1029/2004WR003809.
———. 2004. “Determining the Price-Responsiveness of Demands for Irrigation
Water Deliveries versus Consumptive Use.” Journal of Agricultural and Resource Economics, vol. 29, no. 2, pp. 328–345. Available at http://ageconsearch.
umn.edu/bitstream/31107/1/29020328.pdf.
Scheierling, Susanne M. 2011. “Assessing the Direct Economic Effects of Reallocating Irrigation Water to Alternative Uses: Concepts and an Application.”
Policy Research Working Paper no. 5797. Water Anchor Unit of the World
Bank. Available at http://dx.doi.org/10.1596/1813-9450-5797.
Scheierling, Susanne M., and David O. Treguer. 2016. “Enhancing Water Productivity in Irrigated Agriculture in the Face of Water Scarcity.” Choices, third
quarter. Available at http://www.choicesmagazine.org/choices-magazine/themearticles/theme-overview-water-scarcity-food-production-and-environmentalsustainabilitycan-policy-make-sense/enhancing-water-productivity-in-irrigatedagriculture-in-the-face-of-water-scarcity.
Scheierling, Susanne M., John B. Loomis, and Robert A. Young. 2006. “Irrigation
Water Demand: A Meta-Analysis of Price Elasticities.” Water Resources Research, vol. 42, no. 1, pp. Available at https://doi.org/10/1029/2005WR004009.
Shiklomanov, I.A., and John C. Rodda, eds. 2003. World Water Resources at the
Beginning of the 21st Century. International Hydrology Series. Cambridge:
Cambridge University Press.
United Nations Environment Programme (UNEP). 2012. Measuring Water Use
in a Green Economy. A Report of the Working Group on Water Efficiency to
the International Resource Panel. United Nations Environment Programme
(UNEP). Available at http://www.unep.org/resourcepanel/Portals/24102/Measuring_Water.pdf.
United States Department of Agriculture (USDA). 2014. Environmental Quality Incentives Program Fact Sheet. Natural Resources Conservation Service
(NRCS). Available at http://www.nrcs.usda.gov/wps/PA_NRCSConsumption/
download?cid=stelprdb1247889&ext=pdf.
Wallander, Steven, and Michael S. Hand. 2011. “Measuring the Impact of the
Environmental Quality Incentives Program (EQIP) on Irrigation Efficiency
and Water Conservation.” Paper presented at the Agricultural and Applied
Economics Association’s 2011 AAEA & NAREA Joint Annual Meeting,
Pittsburgh, PA, July 24–26. Available at http://purl.umn.edu/103269.
Ward, Frank A., and Manuel Pulido-Velazquez. 2008. “Water Conservation in
Irrigation Can Increase Water Use.” Proceedings of the National Academy of
Sciences (PNAS) vol. 105, no. 47, pp. 18215–18220. Available at http://www.
pnas.org/content/105/47/18215.
Whittlesey, Norman K. 2003. “Improving Irrigation Efficiency through Technology Adoption: When Will It Conserve Water?” In Abdulrahman S. Alsharhan and Warren W. Wood, eds. Water Resources Perspectives: Evaluation, Management and Policy, pp. 53–62. New York: Elsevier.
World Bank Group. 2016. World Development Indicators 2016. Washington, DC:
International Bank for Reconstruction and Development/World Bank.

100

FEDERAL RESERVE BANK OF KANSAS CITY

World Economic Forum. 2015. Global Risk 2015: 10th Edition. Geneva: World
Economic Forum. Available at http://www3.weforum.org/docs/WEF_Global_
Risks_2015_Report15.pdf.
World Water Assessment Program. 2012. The United Nations World Water Development Report 4: Managing Water under Uncertainty and Risk. Paris: UNESCO.
Young, Robert A. 2005. Determining the Economic Value of Water: Concepts and
Methods. Washington, DC: Resources for the Future.
———. 1996. “Water Economics.” In Larry W. Mays, ed. Water Resources Handbook, 3.1–3.57. New York: McGraw-Hill.
———. 1986. “Why Are There So Few Transactions Among Water Users?” American Journal of Agricultural Economics, vol. 68, no. 5, pp. 1143–1151. Available at https://doi.org/ 10.2307/1241865.

Water Allocation in the West:
Challenges and Opportunities
By Mike Young

W

hen considering the role of water in an economy, it is
useful to reflect on the “Diamond-Water Paradox” made
famous by Adam Smith: “Nothing is more useful than
water: but it will purchase scarcely anything; scarcely anything can be
had in exchange for it. A diamond, on the contrary, has scarcely any
use-value; but a very great quantity of other goods may frequently be
had in exchange for it.”
This paper explores the proposition that water management could
be one of the U.S. economy’s undiscovered jewels. It searches for opportunities to increase water’s contribution to the economy without
compromising environmental or social objectives.
Section I gives an overview of Australia’s successful water reforms.
Section II discusses water markets and allocations. Section III identifies
10 opportunities to improve water use in the United States. Section IV
considers how the United States could proceed with water reform.

I.

Water Reform in Australia

In 1986, when former Prime Minister Paul Keating was Australia’s Treasurer, he famously said, “If this Government cannot get the
Mike Young is a professor and research chair in water and environmental policy at the
University of Adelaide and a visiting fellow at Duke University’s Nicholas Institute
for Environmental Policy Solutions. This article is on the bank’s website at www.
KansasCityFed.org.
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adjustment, get manufacturing going again, and keep moderate wage
outcomes and a sensible economic policy, then Australia is basically
done for. We will end up being a third rate economy … a banana
republic.”1
At the time, Keating was worried about the significant number of
government practices holding back opportunities for economic development and national prosperity. One of the practices that came to his
attention was the way in which Australian states and territories managed water. Keating was worried that the systems used to manage water
were acting as a barrier to economic progress.
If he were invited to the United States today and asked to review
opportunities for improving this country’s domestic economy, I am
confident it would not take Keating long to suggest that it is time to
look carefully at the management of water. Given the complex suite
of arrangements in place, I also suspect it would not be long before he
drew attention to the fact that the water right and management systems
used in the United States evolved in a different era and in response to
conditions that no longer exist. In the early 1990s, similar statements
were being made about water management in Australia.
As prime minister, Keating went on to lead the implementation of
a National Competition Policy that included a plan to transform water
management throughout Australia. At the time, the Council of Australian Governments (comprising the prime minister, state premiers,
territory chief ministers, and the head of local government) observed,
“while progress is being made on a number of fronts to reform the water industry and to minimize unsustainable natural resource use, there
currently exists within the water industry … impediments to irrigation
water being transferred from low value broad-acre agriculture to higher
value uses in horticulture, crop production and dairying.”
Noting also that there was “widespread natural resource degradation which has an impact on the quality and/or quantity of the nation’s
water resources,” the Council committed Australia to the “clarification of property rights, the allocation of water to the environment, the
adoption of trading arrangements in water, institutional reform and
public consultation and participation.”
In the case of rural water services, the Council stated that the proposed new framework was “intended to generate the financial resources to maintain supply systems should users desire this and through a
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system of tradeable entitlements to allow water to flow to higher value
uses subject to social, physical and environmental constraints. Where
they have not already done so, States are to give priority to formally
determining allocations or entitlements to water, including allocations
for the environment.”
Note that the emphasis in this statement is on determining water entitlements and allocations in a manner that enables markets to
emerge. As a result, there has been a dramatic improvement in the economic efficiency of water use and, through this, significant innovation.
The policy insight, which has yet to be grasped in the United States,
is that if a nation is interested in using water-trading arrangements to
manage scarcity and produce economic benefits, it should focus on
transforming the constellation of legislative arrangements that have historically been the basis for managing water.
These initiatives were followed by a countrywide agreement to a
National Water Initiative and then, following a change in government
and the appointment of Australia’s current prime minister, Malcolm
Turnbull, as the minister for Water Resources, an agreement to prepare
a new Murray-Darling Basin Plan and establish a new Murray-Darling
Basin Authority. The National Water Initiative’s roots lie in a commitment to ensuring water use makes the best contribution possible to the
economy, revealing to all the costs of supplying and managing water
and ensuring use is kept within sustainable limits. In the detail, one
can find requirements to convert all water licences to perpetual or continuing shares, to meter use, and to facilitate low-cost trade including
surface water trade across state borders. The Murray-Darling Basin Plan
applies these same concepts by putting in place a small, independent
six-member authority responsible for ensuring that the Murray-Darling
Basin’s surface and groundwater systems are managed as a single integrated system.
The agreements resulted in massive benefits for rural communities,
for the economy, and for the environment. Among other things, the
value of water rights in the Southern Connected River Murray System
increased by well over 15 percent per year (Chart 1). In the United
States, water reform is seen as a zero-sum game—in essence, a fight for
a bigger share of the cake. The Australian experience would suggest,
however, that it is possible to increase the contribution water makes to
an economy and thereby make the cake much bigger.
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Chart 1
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achievable from holding a portfolio of Australian shares.
Source: After Bjornlund and Rossini.

Chart 1 only gives one perspective. Water reform increased gross
regional domestic product during part of the last major drought by
AUD 4.3 billion (2006–11) (NWC). Despite a greater than 70 percent
decline in Murray-Darling Basin irrigated surface water, water trade
possibilities meant that the adjusted gross value of irrigated production
fell by just 10 percent (Kirby and others).
In addition to these economic benefits, water trading has resulted
in positive environmental outcomes for the Murray-Darling Basin. The
downstream trade of water during drought, for example, led to improved summer flow patterns and reduced system stress (Wheeler and
others 2014). The development of water trading in Victoria produced
a 20 EC reduction in the concentration of salt at Morgan at no cost to
the government (Young, Shi, and Mcintyre).2 Prior attempts to achieve
the same outcome using expensive drainage schemes had only been able
to achieve a 6 EC reduction. Surveys have found that water trading
is now widely used by irrigators as a risk-management strategy (Zuo,
Nauges, and Wheeler; Nauges, Wheeler, and Zuo).
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II. Understanding Water Markets and Allocations
When water resources are scarce and facilitating reallocation is beneficial, governments face two options. They must either claw back water
from existing users or allow users the opportunity to trade. Taking water back from existing users is politically difficult; hence, there is rising
global interest in developing opportunities to trade.
When asked to talk about water markets and allocation arrangements, I normally start by pointing out the big difference between water
markets and water trading. Markets typically involve many buyers and
sellers all seeking to profit from ever-changing opportunities. However,
few water systems are sufficiently connected and have storage capacities
large enough to make establishing a true market possible. There are,
however, many benefits from opening up opportunities to trade water
entitlements and allocations.
The second observation I normally make is that two types of trading occur within well-defined water entitlement and allocation systems:
allocation trading and entitlement trading.
In allocation trading, allocations normally take the form of a specific volume of water that may be taken from a system within a nominated period of time. In entitlement trading, entitlements need to be
defined unambiguously and, if efficient investment is the goal, are best
defined as a perpetual entitlement to a share of all allocations made
(Young 2014).
In Australia, these two different forms of trading are often called
temporary and permanent trading. They are possible, however, only
when the entitlement, allocation, and use management systems are
fully unbundled and the governance, accounting, and enforcement systems that surround them are robust. When robust water allocation arrangements are missing, water users are reluctant to invest and governments are forced to revert to less efficient ways to influence water use.
In Australia, the leasing of water rights is rare and fallowing agreements
unheard of because it is so easy to trade allocations. In much of the
United States, however, there is no metering of water use and, hence,
these inefficient practices are common.
The third observation I normally make is that the Australian experience suggests that rather than focusing on the development of water
markets, greater progress will be made if the focus is on establishing a
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suite of institutional conditions that make it possible for water entitlements and allocations to be traded at low cost. When institutional conditions create a sense of confidence, water users will seek opportunities
to trade water entitlements and allocations whenever it is possible to
gain from doing so. When the costs of trade or the institutional risks
are high, they will seek other ways to make money.
Fourthly, I think it is important to focus on the narratives we employ when discussing opportunities to improve the way water is allocated and used. Many debates in the United States are presented as an
argument about the need to recut that cake. But when the narrative is
framed as a cake-cutting exercise, stakeholders tend to spend an inordinate amount of time fighting in an attempt to make sure their share of
the cake is protected. The alternative narrative focuses on finding a way
to grow the cake and make everyone better off. Win-win solutions become possible. Presentations that start by searching for ways to increase
the contribution water can make to the economy, to communities, and
to the environment are much more likely to gain stakeholder interest.
Irrigators are likely to be less fearful of change if the discussion begins
by focusing on ways to improve the value of the opportunities available
to them.
Fifthly, words also matter. In this paper, the term “water right” is
used cautiously. Discussions about transitioning to a new system become easier when the language used is new and no term has an old
meaning. Early in Australia’s water reform process, those responsible
for ensuring the process worked developed a new glossary of terms.3
Discussions about rights were replaced with discussions about access to
entitlements, shares, and allocations.

III. Opportunities to Improve Water Use
in the United States
Water trading in a variety of forms is well-established in some parts
of the United States and is expanding. Even though impressive progress
is being made in some water management districts, overall progress is
patchy. Reports summarizing the extent of overuse, resource depletion,
and inefficient use are common. To facilitate a transition to more sustainable and efficient practices, the Western State Governors Association (2012) has recommended the increased use of water market and
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trading arrangements but has not yet come up with guidelines to
achieve this goal.
To catalyze interest in building upon the Australian experience, last
year, the Nicholas Institute developed a blueprint for water reform in
the western United States (Young 2015). This blueprint builds upon a
more generalized framework for the design of robust water abstraction
regimes and seeks to assist U.S. water managers in avoiding Australia’s
many water reform mistakes by identifying their solutions. Box 1 summarizes the results as a set of lessons. Box 2 contains an Organisation
for Economic Co-operation and Development (OECD) checklist designed to enable anyone to assess the health of their water entitlement,
allocation, and management regime.
The search for opportunities to improve water entitlement, allocation, and sharing systems is context-specific. As a result, it is difficult to
write about in a way that will seem relevant to all. However, four concepts
do seem to prevail. These are the benefits of unbundling, improving, and
validating existing water rights; the benefits of establishing robust water resource plans; the benefits of transitioning toward decision-making
structures characterized by trust, efficiency, and rigorous enforcement;
and the merits of assigning water entitlements to the environment.
These broad concepts, however, hide many of the opportunities to
reduce risk and ensure that water everywhere is put to best use. In the remainder of this paper, I wish to draw attention to 10 opportunities worthy
of consideration by those interested in improving water’s contribution to
the U.S. economy, to community development, and to the environment.
It is stressed that markets are very good at recognizing the extent of risk and
the lack of certainty. As risks increase, asset values decrease.

Opportunity one: establish centralized water-right registers
An outsider might expect that when state laws are used to create
and issue water rights, discovering who holds these rights and what
the holders of these rights are allowed to do would be relatively easy.
Throughout much of the United States, however, there is considerable uncertainty as to which people hold which rights, even in regions
where the water resource has been adjudicated. This uncertainty can
arise when rights are either defined by statute but not documented or
defined using a paper trail that is complex and not well maintained.
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Box 1
Lessons from the Australian Experience in the Development
of Water Trading and Marketing Arrangements
Lesson 1.

Lesson 2.

Lesson 3.

Lesson 4.

Lesson 5.

Lesson 6.

Lesson 7.

Lesson 8.

Lesson 9.

Unless carefully managed, the legacy of prior licensing
decisions can result in markets causing overallocation
problems that erode the health of rivers, aquifers, and the
water-dependent ecosystems associated with them.
Transaction and administrative costs are lower when
entitlements are defined using a unit share structure and
not as an entitlement to a volume of water.
Market efficiency is improved by using separate structures
to define entitlements, manage allocations, and control
water use.
Early attention to the development of accurate license
registers is critical and a necessary precondition to the
developing low-cost entitlement trading systems.
Unless water market and allocation procedures allow
unused water to be carried forward from year to year,
trading may increase the severity of droughts.
Early installation of meters and conversion from area-based
licenses to a volumetric management system are necessary
precursors to developing low-cost allocation trading systems.
It is difficult for communities to plan for an adverse climate
shift and develop water sharing plans that deal adequately
with a climatic shift to a drier regime. Robust planning
and water entitlement systems that facilitate autonomous
adjustment are needed.
The allocation regime for the provision of water necessary to
maintain minimum flows, provide for conveyance, and cover evaporative losses needs to be more secure than that used
to allocate water for environmental and other purposes.
Unless all forms of water use are accounted for, entitlement
reliability will be eroded by the expansion of unmetered
uses, such as plantation forestry, farm dam development,
and increases in irrigation efficiency.
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Lesson 10. Unless connected ground and surface water systems are
managed as a single integrated resource, groundwater
development will reduce the amount of water available to
allocate to surface water users.
Lesson 11. Water use and investment will be more efficient if all users
are exposed to at least the full lower bound cost and preferably the upper bound cost of supplying their water. One
way of achieving this outcome is transferring ownership of
the supply system to these users.
Lesson 12. Managing environmental externalities using separate
instruments is important to ensure the costs of creating
externalities are reflected in production costs and to
provide an incentive to avoid incurring these costs.
Lesson 13. Removing administrative impediments to interregional
and interstate trade is difficult but necessary for the development of efficient water markets.
Lesson 14. Markets will be more efficient and the volume of trade will
increase if entitlements are allocated to individual users
rather than to irrigator-controlled water supply companies
and cooperatives.
Lesson 15. Equity and fairness principles require disciplined
governance so that all people have equal access and
opportunity to profit from allocation decisions and policy
announcements.
Lesson 16. Water markets are more effective when information about
the prices being paid and offered is made available to all
participants in a timely manner.
Lesson 17. Developing a brokering industry can avoid government
involvement in the provision of water broking services.
Lesson 18. When introducing a new policy framework, adopting a
suite of new terms is helpful so that differences between
new and old concepts are easily understood.
Sources: Adapted from Young (2010) and Young and Esau.
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Box 2
A Checklist for Assessing the Capacity of a Water Resource
Entitlement, Allocation, and Management Regime
Check 1.

Check 2.
Check 3.

Check 4.
Check 5.
Check 6.
Check 7.
Check 8.
Check 9.
Check 10.
Check 11.
Check 12.

Check 13.

Are there accountability mechanisms in place for the management of water allocation that are effective at a catchment or basin scale?
Is there a clear legal status for all water resources (surface
and ground water and alternative sources of supply)?
Is the availability of water resources (surface water, groundwater, and alternative sources of supply) and possible scarcity well-understood?
Is there an abstraction limit (“cap”) that reflects on-site requirements and sustainable use?
Is there an effective approach to fairly and efficiently manage the risk of shortage that ensures water for essential uses?
Are adequate arrangements in place for dealing with exceptional circumstances (such as drought or severe pollution events)?
Is there a process for dealing with new entrants and for
increasing or varying existing entitlements?
Are there effective mechanisms for monitoring and
enforcement with clear and legally robust sanctions?
Are water infrastructures in place to store, treat, and deliver
water in order for the allocation regime to function effectively?
Is there policy coherence across sectors that affect water
resources allocation?
Is there a clear legal definition of water entitlements?
Are appropriate abstraction charges in place for all users
that reflect the abstraction’s effect on resource availability
for other users and the environment?
Are obligations related to return flows and discharges properly specified and enforced?
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Check 14. Does the system allow water users to reallocate water
among themselves to improve the allocative efficiency of
the regime?
Source: OECD drawing upon Young (2013).

As a result, it is difficult in most states—if not all—to discover who
owns what, let alone manage properly what states believe they have
on record. Given this difficulty, the first opportunity to improve water
management in the United States is to offer all water right holders the
opportunity to convert their existing water right into a “new” water
right recorded on a central register of guaranteed integrity. Building
on well-established Torrens Title record-keeping principles, legislation
should provide that the only way a person can own a “new” water right
is by having their name recorded on the new state water register (Young
and McColl).4
When rights are recorded on a central register of guaranteed integrity, it becomes possible to trade these rights at very low cost and minimal
legal risk. As a result, the value of new system rights tends to be significantly greater than the value of the old system rights they replace. The
value of these new water rights can be increased further by making it
possible to register a financial interest in these rights and by guaranteeing to only allow their sale with the consent of all registered mortgagees.
Note that the process to establish such a new right requires only
that the old right be validated. It does not require a full U.S.-style adjudication process. During the Australian water reform process, described
above, all states established new water entitlement registers. As a result,
banks became much more interested in funding investment in new
water technology. On average, the validation of a New South Wales
water right required only about one person-hour per water user (Young
and Esau).
Moreover, the above process can be presented as a process of conversion and validation of existing rights designed to reduce legal risk
and, thereby, increase opportunities to trade. Care needs to be taken to
ensure conversion is not seen as an underhanded way to extinguish existing rights. The process need not be threatening and can be commenced
independently of a decision to pursue a broader water reform agenda.
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Opportunity two: unbundle water entitlement, allocation, and use
management
During the process of reforming water management in Australia,
nearly all water “licenses” were partitioned into their component parts
in a manner that enabled each component to be managed separately.
The result significantly reduced administrative costs and, as entitlements
and allocations become fungible, increased opportunities to trade.
Unbundled water entitlement and allocation arrangements borrow
administrative structures and processes used by corporations to define
ownership, by banks to track deposits and withdrawals, and by the Federal Open Market Committee to increase confidence in the U.S. economy. Applied to water, these concepts suggest that water rights should be
defined as shares so that it is clear that no allocation can be guaranteed;
that allocations should be made via a formal announcement in the same
manner as dividend announcements are made; that allocations should
be made by crediting each shareholder’s water account; and that all
site-specific water-use conditions should be moved to a separate permit.
The result is a structure that makes it clear that all water supply
systems involve risks that have to be managed. The best that can be offered is a guarantee to a share of allocations made and, where necessary,
the establishment of share classes of high and low reliability. Low-cost
transactions can then be achieved by establishing banklike accounting
systems and formal announcement systems similar to those used in the
corporate world to announce and pay dividends. Transaction costs are
kept low by making both shares and allocations as fungible as possible.
In practice, this is achieved by separating location-specific use controls
from the systems used to track share ownership and the volumes of
water that may be taken from a water resource.
The third part of the unbundling process—a separate policy instrument to control use—requires issuing a permit that nominates the
water account from which to deduct use, states how water use will be
measured, and stipulates the conditions under which water may be
used at a specific location.
The last of these requirements is particularly important. In many
parts of the United States, if a water entitlement is not put to a beneficial use, the entitlement is at risk of curtailment. In an unbundled
structure, beneficial use conditions only kick in when water is taken
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from a resource. That is, there is no obligation to “use” a water entitlement or to use water in a water account. Use approvals operate like a development approval and allow the efficient management
of third-party objections to a proposed change in water use. In an
unbundled water entitlement and allocation system, there is no beneficial obligation to use every drop of water allocated. The result is a
structure that gives each and every water account holder an economic
incentive to save water.
Unbundling has one further benefit of immense importance to the
improvement of water management in the United States. In an unbundled regime, third-party effects are managed through the conditions
in a use approval and in water resource management plans. If a person
is concerned about the likely effects of water use at a location near
or upstream of them, then they may seek to stop the use approval or
change an exchange rate. They cannot, however, stop allocations being
made or transferred from one account to another. The result is an arrangement that, in particular, requires third parties to pay attention to
the decision-making rules set out in water resource management plans.
At the same time, unbundling opens up opportunities for more efficient investment. An aspiring almond grower, for example, can secure
all the development and water use approvals without having to secure a
drop of water. This can be left until it is time to secure the water needed
and done as fast as the almond trees grow. The result ensures much
more efficient use of capital in irrigation.
Note also that in fully unbundled water entitlement and allocation
systems, robust management planning processes are used to determine
how much water can be allocated to shareholders. As in the corporate
world, water—like dividends—is never allocated until managers are
confident they can make the allocation.

Opportunity three: statutory water resource plans
In 2014, California passed legislation requiring the appointment
of groundwater sustainability agencies which, once appointed, will
be required to prepare plans for the “sustainable” management of the
groundwater resources these agencies’ boundaries overlie. The legislation also permits these agencies to specifically regulate, limit, and suspend groundwater extractions to achieve the sustainability goals put
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forth in the agencies’ plans. This opens up the opportunity to improve the way opportunities to use groundwater are defined, allocated,
and managed. Nevada has similar legislation that authorizes its state
engineer to require the preparation of a management plan for any water
resources that is in a critical state.
The first question that needs to be asked is what form should each
of these plans take? If the aim is to increase the contribution water resource plans make to an economy and establish ground rules for water
allocation, then these plans should be drafted in a manner that reduces
the potential for legal argument. This can be achieved by making it
clear that the rules in the plan are binding and may be changed only
through due public process.
The robustness of these management plans can be strengthened
further by drafting them in a manner that resembles a decision-making
guide and deliberately leaving out detailed descriptions of the resource
and the reasons why decisions have been made. By way of example, it
is better to legislate a 0.9 exchange rate for the transfer of water allocations from location A to location B than to legislate that such transfers
occur only in a manner that has no adverse effects on third parties.
Many parts of the United States take the opposite approach; as a consequence, many attempts to transfer water end up in extremely expensive
court cases, and many transfers are never contemplated.
In Australia, the risk of legal challenges is minimized further by making water resource plans statutory. That is, each local agency’s water resource plan is presented to the legislature for final approval and thereby
gains the same legal standing as any other approved legislation. The result
is a framework that makes it possible for local boards and water masters to make allocation decisions as quickly as water supply conditions
change. Confidence in the constellation of administrative arrangements
used is such that an allocation trade can be completed in the MurrayDarling Basin without any legal risk in 40 minutes.5 In addition, as the
costs of a trade are low, trading is common and routinely contemplated
by all irrigators. Trading occurs in the United States, but as the costs are
so high and the legal risks considerable, only large-scale farmers tend
to contemplate trades. Water use would be much more efficient if all
irrigators, including those with relatively small farms, were exposed to
processes that reveal the marginal opportunity cost of water use.
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Plans also need to avoid concepts that are scientifically contestable
and be devoid of complex assessment of climatic risk. As a result of interest in the Blueprint we have developed, the Diamond Valley community
in Nevada is considering basing its allocation decisions upon changes in
the average depth to groundwater at four wells. If the average depth to
groundwater declines, allocations per share in the following year should
be reduced by between 2 percent and 6 percent. Simple rules like this are
much easier to explain and much harder to contest in a court of law than
decision-making approaches that rely upon complex models.

Opportunity four: replace prior appropriation with a small number
of security pools
Figure 1 sets out a generic framework for developing a robust water-sharing arrangement to allow the efficient use of water. In practice,
base flows and floodwaters are managed under management rules and
the rest according to priority-sharing rules.
In many western U.S. water allocation systems, rights are defined
using a prior appropriation arrangement that gives each water right priority according to the date on which a holder’s right was issued. This
means that every water right is unique in terms of its seniority and has
a different value. For surface water systems, the alternative approach
used in Australia is to establish several security pools and issue shares in
each pool.
When several security pools are established, allocations are made to
the high-security pool until its maximum allocation volume is reached.
Allocations are then made to the general security pool and finally to the
most junior, low security, pool.
When several sharing pools are in place, the resulting structure enables both the efficient management of supply risk and, because of the
fungibility of shares, efficient price discovery. Moreover, because each
share is identical, third parties cannot object to a sale of shares from one
person to another. Note also that as supplies become scarcer, the value
of high-security shares can be expected to increase.
In passing, it is worth noting that a specialist in the design of such
regimes will recommend that the maximum size of each pool be defined
using a moving average of all allocations made, so that if a long dry
period emerges, the fact that it is getting wetter or drier is signaled to
all water users.

116

FEDERAL RESERVE BANK OF KANSAS CITY

Figure 1

Developing a Water-Sharing Arrangement that Enables
Efficient Risk Management
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Statutory plans and the legislation authorizing their preparation
can be used to assign responsibility for managing risks in a transparent
manner. Under Australia’s National Water Initiative, for example, full
responsibility for adapting to climatic variability and change is assigned to shareholders, while responsibility for managing changes in
environmental preference are assigned to the government acting on
behalf of society.

Opportunity five: giving the environment an entitlement
More by accident than good design, Australia has discovered the
benefits of a sophisticated approach to the pursuit of what are often described as environmental objectives. This came about because the government decided to restore some systems to environmental health by
purchasing water entitlements for the environment from willing sellers. When the federal government began purchasing water entitlements
(shares) for the environment, Treasury officials were not prepared to sur-
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render this new asset. As a result, the shares so purchased came to be held
in trust for the environment.
Assigning water rights to the environment, rather than treating it as
something to be awkwardly managed through complex administrative
processes, has produced many benefits. First and foremost, the environment as a shareholder receives allocations in the same way as all other
shareholders. In the past, overuse and overallocation led to significant
degradation of water-dependent ecosystems. Under the new regime,
the environment—just like all other shareholders—receives an allocation every time allocations are made. The trustees appointed to manage these allocations have to decide what to do with them. As a result,
environmental water use has become more efficient, and a new cadre of
environmental water managers has emerged. Instead of spending their
time trying to influence others, these new managers are much more
interested in maximizing environmental benefits per acre-foot of water
made available to them.
In the past, those interested in the environment never considered
the need for efficiency in the way they manage water assigned to the
environment. Now, they do. Along the way, these managers discovered
the benefits of countercyclical trading. Countercyclical trading involves
the environmental trustees selling environmental water allocations to
irrigators during a drought, then using the revenue received to purchase
more shares or fund investments in environmental infrastructure.

Opportunity six: trusted governance
Transitioning from an old to a new water management regime
requires consultation and administrative processes that gain community
trust, especially when the prior regime was dysfunctional. When searching for ways to build trust, there is tension between the desires for a
representative versus an expertise-based governance. Tensions also exist
between top-down centralist approaches and bottom-up local approaches. Finally, there is a need to ensure adequate and full engagement.
From a market perspective, one other consideration needs to be put
on the table. In any situation where a market operates and information
about the state of the resource and likely future decisions are privileged,
insider trading risks have to be managed. As a result, there is a strong
case for assigning responsibility for the development, implementation,
and enforcement of water resource plans to expertise-based boards and
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limiting representative governance processes to the appointment of
board directors. As is the case in the corporate world, if shareholders
are appointed to such a board, they should not be able to trade in the
same manner as any other shareholder. The Nicholas Institute Blueprint recommends that western states in the United States consider appointing small, expertise-based boards who are responsible for developing and managing a water resource on the condition that they consider
the advice of appropriately constructed stakeholder reference panels. If
shareholders are appointed to a board and have either a direct or indirect interest in water shares, then they should not be allowed to trade
when allocation decisions are being made or policies are under review.
If robust water trading and marketing arrangements are to become
the norm in the United States, then those tasked with their implementation must be trusted. When trust declines, as is the case in the
corporate world, the composition of the board must change quickly.
Among other things, it is critical that board decisions are supported
publicly by all of its members. If a member, having been involved in
a decision, wishes to express public dissatisfaction with that decision,
then that member should resign. Otherwise, a board should be seen to
be unanimously making decisions in the best interests of all shareholders as guided by the rules set out in the agency’s water resource management plan.

Opportunity seven: nested planning hierarchies
One of the more serious mistakes Australia made as it began its
water reform program was focusing on surface water systems and not
bringing groundwater systems into the same process. Several U.S.
states appear to be making the same mistake. The obvious solution to
managing connections between water resources is bringing them together under one integrated management system.
In large systems, typically a high-level basin plan or its equivalent
requires establishing a separate authority. Under these “basin plans,” allocations are made to each defined ground or surface water resource and
then distributed to shareholders by the decision making board or manager responsible for the day-to-day implementation of that resource.
Note that for efficient management, allocations need to be managed
on a resource-by-resource basis in a “nested” manner that allows individual users to transfer water allocations between, for example, ground
and surface water systems. When this is done, shareholders have an
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incentive to invest in groundwater storage, carry forward unused water
allocations from year to year, and generally optimize the management
of stocks and flows.
Australian experience suggests that as knowledge about system interconnectivity tends to be imperfect, a considerable degree of pragmatism is required. Recognizing that it is better to be approximately
right rather than comprehensively wrong, initial plans need to set limits on the amount that can be taken from each resource and develop
system-wide accounting systems that can be improved. One of the
more difficult decisions, which requires a considerable degree of pragmatism, is setting transmission exchange rates in unregulated streams
developing effective ways to shepherd water from one river reach to
another. Determining the amount of water to be set aside to prevent
seawater intrusion is another consideration. Solutions to each of these
problems are known, but this paper is not the place to discuss them.
With such structures in place, surface water users can be given
credit for transferring surface water to a groundwater system and viceversa by setting and periodically revising exchange rates and storage loss
adjustments as knowledge improves. The result increases the value of
shares in both resources and builds resilience.
Decisions about how many water resource plans to prepare are context-specific and need to be made carefully. Australia has a single plan
for all the ground and surface water resources in the Murray-Darling
Basin and a suite of regional plans for each ground and surface water
resource. Most groundwater resources and most surface water resources
are zoned. As a guiding rule, shares are issued on a zone-by-zone basis.

Opportunity eight: simplification by adopting gross rather than net
water accounting regimes
When water use is inefficient, a considerable portion of the water
taken from an aquifer, for example, drains back through the soil and
ultimately becomes available for use by someone else or makes a contribution to the environment. Known as return flows, this biophysical
reality has to be managed. Otherwise, as water use efficiency (in a technical sense) increases, the amount of water that returns to the system
decreases, and there is a total increase in water consumption.
Conceptually, there are two ways to manage the return flow issue.
The first option is to run a net accounting regime, as is done in much of
the United States, and require changes in water-use efficiency to be ac-
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counted for on a case-by-case basis. The result, however, is administratively expensive. The second option, commonly used in Australia, is to
run a gross accounting system and commit to a regime that reduces allocations per share as the average efficiency of irrigation increases. Both
approaches have hydrological integrity. When a gross accounting system is introduced, however, transaction costs are much lower, as there
is no need to track land use and make adjustments to water accounts at
the individual level.
As a general rule, the value of water entitlements will be greater under a gross water accounting regime, as transaction costs will be less. In
some cases, a mixed accounting system may be appropriate, especially
when there are strong connections between ground and surface water
resources and some users consume 100 percent of the water they take
while others return a significant volume. One of the more common
examples of a water user who uses 100 percent of the water allocated to
them is someone who pumps the water they use out of a basin. A flood
irrigator, on the other hand, may only consume 50 percent of the water
they pump from a water resource. In practice, the challenge is keeping
the accounting system simple and affordable. Again, it is better to be
approximately right than comprehensively wrong.
Note also that technology is changing. It is likely that in some regions and for some types of water use, it may soon be cheaper to account for net water use via satellite imagery than to rely upon data taken
from flow meters and assumptions about return flow.

Opportunity nine: tagged entitlement trading
When water users seek to transfer water from one region to another,
the transaction can be completed either by surrendering the entitlement
in one water district and issuing a new entitlement in another district or
by allowing the purchaser to “tag” an entitlement with a guarantee that
any allocation made to this entitlement will be transferred automatically to another region at the current exchange rate.
In Australia, the latter approach is known as a tagged trade and has
become popular as it assigns 100 percent of the exchange rate risk to the
buyer and enables downstream users to reduce supply risk by holding
entitlements in different parts of a river system. Tagged trading increases the value of entitlements in areas that are climatically different. Value
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is increased further by developing a process that reduces transaction
costs and risks to third parties. Under this arrangement, third-party
effects are managed by revising exchange rates as knowledge about the
nature of flows and connectivity improves. As noted earlier, however,
investment confidence should be such that in the long run, there is no
need to apply for a guarantee that a governance regime will not reverse a
decision to allow the transfer of water between regions or set capricious
conditions on such transfers.

Opportunity 10: allocating rights to individual users
In many parts of the United States, as was the case in Australia,
water users are encouraged to trade water allocations and entitlements
within a district. Deals to trade water between districts, however, tend
to be negotiated by district managers and allowed only when it does
not threaten the viability of the district as a whole. This discourages district managers from continuously improving the way they manage their
system. The alternative approach, used in Australia, is to allocate water
entitlements to individual irrigators and require all districts to allow
both the permanent and temporary trade of water out of their districts.
If applied without considering the effect of such an arrangement on
the costs of an operating district’s infrastructure, this approach could
discourage the efficient management of water supply and delivery arrangements. To remove this disincentive, Australian districts are allowed to charge a termination or exit fee. At present, the maximum fee
is set at 10 times the annual fixed charge per water share (ACCC 2008).
The result is an arrangement that forces inefficiently-managed districts
to review the efficiency of their operations and search for more efficient
ways to provide water to their customers.6

IV. Toward Improved Water Allocation and Management
The preceding set of 10 opportunities to improve institutional
arrangements used to manage water in the United States is far from
comprehensive. Moreover, efforts are already underway to put many of
them in place. Water trading is not new to the United States. In some
regions, transition to full implementation of the type of regime outlined
above is relatively simple. In others, transition may be more protracted
and cannot be implemented by simply tweaking one or two features.
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As a well-known Australian land administrator, Sir William Payne,
said in 1960, “new precedents are waiting to be born.” If a paper like this
were written at the time he wrote these words, almost everyone would
have thought it impossible to transition to the water management regimes now used throughout Australia. With the benefit of hindsight, it
has been demonstrated that transformation is possible. I think that the
time has come for the United States to consider investing in the processes
that would enable it to make such a transition but to do so in a manner
that does not repeat Australia’s many mistakes.
One way to start would be to enable the establishment of water right
registers in a manner that enables seasonal allocations to be made and
then build water accounts that record precisely the number of allocations
that each user has not yet used. The latter requires metering or its satellite-based equivalent and developing robust governance arrangements.
Such a transition need not come from a top-down decree at a state or
national level. In most states, however, the transition will be easier if
enabling legislation is put in place. As stated earlier, the arguments can
be built around the economic benefits, not the need for greater control.
Arguably, transition is easier in water districts and regions in a critical condition. Transition will be easier, too, in states where the administrative leadership has the experience, understanding, and capacity to
assist district leaders and water resource managers in transitioning to
a new regime with minimal controversy. As set out in the Nicholas
Institute Blueprint, one option is to begin with a number of pilots that
demonstrate it is possible to convert from a “first-in-time, first-in-right”
water management regime to a robust water-sharing regime.
Irrigators in Nevada’s Diamond Valley are already pioneering this
journey. Other water resources are now searching for a similar opportunity. In particular, and as a result of the Sustainable Groundwater Management Act, several of California’s groundwater management districts
have shown interest in pursuing the first-mover opportunity that will
pass to those committed to finding a new way to manage their water
resources so as to maximize opportunity and minimize risk.
The conversion of land and water titles from an old to a new system suggests that old and new systems can be run side by side with one
another. One option is to assign responsibility for the setting up of new
water entitlement registers to Land Title Offices.
At the national level, an outsider may be tempted to observe that
too much attention is being given to stressed water resources. There is
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a strong case for moving ahead of the game and acting before problems
emerge. The return on investment from moving ahead of the game and
avoiding the very high costs of having to resolve overallocation problems could be substantial.
A recent report for the governments of England and Wales suggests
that all water resources should be closed when permitted use reaches 70
percent of potential (Young 2012). Upon closure, 70 percent of all the
shares to be issued would be allocated to existing users and the remaining 30 percent issued to the government. It would then be up to the
government of the day to decide how many of the remaining shares to
issue to the environment, how many to hold in reserve, how many to
give away, and how many to auction.

A role for the U.S. federal government?
Is there a case for federal involvement in water reform? The economic case for encouraging U.S. states to transition to the development of robust water-sharing arrangements is strong, especially when
the cost to society of ongoing mismanagement and litigation is considered. It also needs to be recognized that reform takes time. While
Australia started its water-reform journey in the 1990s, the full repair of
the Murray-Darling System is not expected before 2023. Learning from
the Australian experience may enable the United States to move faster,
but it should also expect the process to take at least 20 years.
The first federal opportunity I can identify is to make money available to assist districts willing to pilot test and demonstrate the benefits of
moving to robust water-management arrangements. Early investments
could include paying for the costs of developing new water registers,
new water accounting systems, and installing smart water meters that
link to water accounts. Federal involvement might enable the development of systems that work efficiently across state borders.
The second federal opportunity is to search for efficient ways to
pass the governance of overlapping federal and state interests in water to
single, integrated management systems. Ultimately, the U.S. economy
will be best served if a way can be found to rely upon robust water resource management plans and water-sharing systems to determine how
much and where water is consumed. As a demonstration of good faith
in areas where pilot-testing is occurring and about to occur, federal gov-
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ernment agencies could, for example, show willingness to convert their
rights into shares, agree to work under the conditions set out in water
resource management plans, and accept decisions made by an independent expertise-based board.
A third, more sensitive, opportunity is to show willingness to enable the efficient management of environmental considerations such
as endangered species. In an ideal world and in regions where a water
resource management plan has been approved by a state, it should not
be possible for a court to do more than order the review of a management plan. This process could be facilitated through federal government involvement in the purchase and management of water rights for
the environment. In Australia, it is now expected that the Commonwealth Environmental Water Holder, acting on behalf of all, will end
up holding well in excess of 20 percent of shares in the Murray-Darling
Basin Plan system. Imagine what would happen if a similar structure
existed in the Colorado River System and if environmental water users
were free to move water among states on a daily basis.

Costs and benefits
As far as I am aware, no cost-benefit analysis of the merits of resolving many water-related environmental challenges facing the United
States has been conducted. In the process of preparing the Murray-Darling Basin Plan, several such analyses were conducted; they played an
important role in convincing Australia’s political leadership to support
this transition. The effects of the Millennium Drought, the merits of
validating registers, and an understanding of the merits of building an
institutional structure that enables rapid, low-cost water trading across
state boundaries led to bipartisan support. As a result, Australia has
much experience to share.
Assessing the merits of shifting to a new, robust water resource
sharing arrangement requires models that can test policy alternatives.
Wittwer (2015), for example, converts a computable general-equilibrium model for Australia into a model that can track the regional
implications of severe drought in California’s Central Valley under a
drought scenario requiring a 40 percent cut in water availability. Under
the current administrative regime, the value of farm output is reduced
by 10 to 20 percent. Under unfettered Australian-style allocation trad-
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ing conditions, farm output is reduced without water trading after
accounting for substitution away from water. In this scenario, farm
output in the Central Valley drops by only 5.4 percent. That is, transition to a regime consistent with the framework suggested in this paper
might halve the effect of a drought and do so without adversely affecting groundwater supplies.
In Nevada, the state engineer has declared the Diamond Valley
Groundwater resource to be in a critical state. As a result, in 10 years,
he must curtail the use of all water rights issued after 1960. Most farms
hold a mixture of pre-1960 “senior” and post-1960 “junior” rights, a
few farms only hold “senior” pre-1960 rights, and a few only hold “junior” post-1960 rights. It is our expectation that moving to a sharing
systems is likely to produce significant economic benefits and also significant social benefits to the community that, as a result of conversion,
does not become embroiled in an ugly political and legal fight.
Much more analysis of the merits of improving the water entitlement, allocation, and management arrangements in the United States
is needed. The benefits of moving to more robust water management
regimes are likely to be substantial in terms of avoiding the adverse
costs of ongoing mismanagement and also in terms of the increased
economic and environmental benefits.
At the highest level, the majority of the gains will come from transitioning to a relatively simple regime devoid of the many legal and
administrative arrangements that so often impede progress or make it
unbearably costly. With these arrangements in place, speedy, low-cost
trading will become possible; investment and innovation will significantly increase; and known environmental challenges will be resolved
at much less cost than otherwise would be the case.
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Endnotes
Speaking to John Laws on Radio 2UE, May 14, 1986.
Electrical conductivity, or EC, is the standard measure of water quality.
3
The blueprint contains a draft list for consideration by those interested in
improving U.S. water policy.
4
The Torrens Title system operates on the principle of “title by registration”
(granting the high indefeasibility of a registered ownership) rather than “registration of title.” The system does away with the need for proving a chain of title
(specifically, tracing title through a series of documents). The state guarantees title
and is usually supported by a compensation scheme for those who lose their title
due to private fraud or error in the state’s operation. For more information, see
https://en.wikipedia.org/wiki/Torrens_title.
5
Tom Rooney (Waterfind Australia) in an email to the author September 2016.
6
In Australia, when this arrangement was introduced and as a transitional
arrangement, one state was allowed to set a 10 percent limit on the permanent
transfer of water shares out of a district so that there was time to reconfigure delivery infrastructure and generally improve service delivery.
1
2
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Conference Themes
and Policy Responses
By Richard Howitt

T

he central theme that emerged in the conference papers was of
the growing scarcity of water, both physical and economic, coupled with increasing uncertainty about how and where this water scarcity will affect society. The uncertainty of future water demands
and supplies is nonstationary and ever-changing due to the effects of
climate change, which will accelerate during the first half of the century.
Five main factors are driving increased water scarcity on both the
demand and supply side: increased food demand driven by population growth, increased demand for animal protein in developing economies, reductions in water supply as some critical groundwater basins
are forced into stabilization, changes in the intensity and location of
precipitation due to climate change, and changes in the ability to store
seasonal water due to increased ambient temperature.1
Adaptation mechanisms to respond to this increased scarcity include agricultural productivity growth, changes in irrigation technologies, changes in water allocation institutions such as markets, narrowing the yield gap on food crops, and providing cheap and improved
information with which to manage water.
Section I summarizes conference papers that address alternative adaptation approaches to water scarcity. Section II discusses papers that
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reviewed the potential for technological and institutional solutions to
water scarcity. Section III discusses three topics that were not deeply
addressed in the conference—namely, the application of communitylevel endogenous institutions for water management, the importance
of maintaining water quality for domestic use and agriculture, and the
potential effect of emerging methods for remotely measuring resource
information for water management in both developing and developed
agricultural economies.

I.

Adaptation to Water Scarcity

Susanne M. Scheierling and David O. Treguer’s paper develops a
global perspective of water scarcity which they measure as the difference
between total withdrawals and total renewable flows. Their data show
that in many basins, agricultural withdrawals alone are already larger
than total renewables. Scheierling and Treguer show that when measuring water scarcity as withdrawals as a percent of total renewable water,
resource scarcity varies from over 100 percent in the Middle East and
North Africa to as low as 10 percent in several other regions. Kenneth
G. Cassman also raises the problem of persistent overdraft in several
major aquifers. He notes that much of the overdraft is due to poor governance institutions, but even with good governance, the overall extraction rate will have to be reduced. In contrast, in many parts of Africa
and some parts of Latin America, there seem to be opportunities to expand irrigation well use and efficiency. Cassman concludes the current
global irrigated area can be maintained but is unlikely to be increased.
Bonnie G. Colby’s paper also addresses the difficulties of establishing efficient institutions on a national and international scale when
there are significant linkages with other important sectors of the economy such as energy, municipal and industrial use, and environmental
values. She shows how consumption by these different sectors differs
significantly across regions of the United States. She cites some situations in which traditional community values are at odds with market
signals, probably due to incomplete definition of the property rights to
the resource. She concludes with a review of water trading that shows it
to be a robust scarcity adaptation and shows how the quantities traded
in Colorado River basin states changed from 1987 to 2010.
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Several authors note a lack of consistent data on net water use and
the value of water productivity. The data showing the dominance of India
and China in irrigated water use and area implicitly draw attention to the
importance of the sustainable groundwater extraction in both of these
regions. In contrast, in her comments on the paper by Scheierling and
Treguer, Quiqiong Huang stated that unsustainable groundwater use was
concentrated in certain parts of northeast China, while other regions were
essentially using groundwater in a sustainable manner.
Despite the concern from several conference participants (Rosegrant, Scheierling, Cassman, Gruere, Huang and others) about depleting
aquifers in different parts of the world, we did not see a quantitative measure of groundwater overdraft in critical groundwater-using regions such
as the Indo-Gangetic plain and northeast China. This information has to
be calculated before truly comprehensive water balance for the future can
be projected at a global scale. Attempts to do this using remote sensing
by Richey and others are briefly reviewed later in this paper.
On the demand side is the slowing but ever-present growth in
population. Mark W. Rosegrant’s paper characterizes the complex relationship between agriculture, water, food, and population and diet
using the comprehensive International Model for Policy Analysis for
Agricultural Commodities and Trade (IMPACT) developed by the International Food Policy Research Institute (IFPRI). The results show
an improving but not rosy future with reductions in the number of
hungry world citizens and improvements in many diets. The extent to
which current trends of income and meat consumption can be maintained is a pertinent question, as is the effect of biofuel production on
food supplies. Rosegrant examines the effects of droughts and floods
and the general linkage of water to economic growth using both the
Impact modeling suite and results from a computable general equilibrium model. The results show a sharp increase in the price of cereals
and potential decrease in the price of meat, with moderate increases
in fruits, vegetables, and pulse crops. Using model projections out to
2050, the results show significant reductions in the world population
at risk of hunger in Southeast Asia, South Asia and sub-Saharan Africa.
The Middle East North and North Africa show small increases in the
population at risk of hunger.
Rosegrant also surveys adaptation to increased water scarcity and
new technology, plant breeding, farming systems, and institutional
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changes in water rights. The model shows there is still some potential
for capital investment in irrigation water supplies. In particular, Central
Africa has potential for 16 million additional hectares of large-scale irrigation and 50 million hectares for small-scale farms. These scenarios
show a significant percentage change in cereal production and consumption and, consequently, a reduction in the risk of hunger. Like
many of the speakers, Rosegrant projects a relatively slow growth in
agricultural productivity and some progress in reduction of risk of hunger. Under a plausible scenario, the model shows a significant improvement in water and food security outcomes. However, Rosegrant notes
that the model predictions fall short of the optimistic United Nations
Sustainable Development Goals of eliminating hunger by 2030.
In contrast, Cassman’s analysis of yield gaps in many major food
crops and the potential to close these gaps through genetic improvements is more somber. He emphasizes the role of risk and decreasing
returns on yield gaps in both developed and developing economies. He
notes that growth in yield advances has been stable in recent years and
finds no evidence that the exponential rate of gain in yields needed to
close the production gap in many developing countries is forthcoming.
the Global Yield Gap and Water Productivity Atlas, which includes both
the mean crop yield and its coefficient of variation, show the distribution of crop yield gaps. Cassman also shows the effect of irrigation and
rainfall on maize production in Nebraska and Iowa and draws parallels
using the mean and coefficient of variation of maize yields in parts
of Nebraska and rainfed maize-growing environments in sub-Saharan
Africa. The effect of irrigation on simultaneously increasing mean yield
and reducing the variation in yield is striking. Cassman proposes measures to evaluate the productivity of irrigation applied to maize in terms
of water productivity measures. While he expects significant improvements in yields and productivity from innovations and agronomic and
genetic practices, Cassman feels we have yet to use the true potential of
big data on crop management, soils, and climates.
In his comments, Patrick Westhoff attributed much of the growth
in grain demand to biofuel use and growth in per capita consumption
in China. He argued that both of these trends will moderate. Rosegrant’s paper presents a less optimistic view in a graph plotting per capita
meat consumption against gross national income per capita. This is a
reminder that food tastes as well as population numbers are shifting:

ECONOMIC REVIEW • SPECIAL ISSUE 2016

133

the trend of increased animal protein in the diet implies a strong upward shift in water demand despite a stable population.

II. Technical and Institutional Change
Technical change in irrigated agricultural production can be grouped
into hydrologic technology changes, agronomic technology changes, and
genetic technology changes. All three technologies can change the critical
relationship between water use and agricultural production; however, the
papers stress significant differences in how they influence fundamental
water productivity between developed and developing countries. Hydrologic technology usually focuses on the field efficiency of irrigated
production, defined as the ratio of applied water to the quantity of crop
produced. Several speakers stressed that in developing countries, improvements in field efficiency often do not reduce net water use due to
rational behavioral responses by farmers, who increase the area of irrigated production or shift crops to take advantage of the new efficiencies.
This is an example of the Jevons paradox, which has changed the perception of the value of subsidizing field efficiency to induce water savings, a
widely adopted water policy in developed and developing economies. In
contrast, in her discussion of the paper by Scheierling and Treguer, Qiuqiong Huang stated that government-sponsored programs to improve
field efficiency in China have been very effective in reducing net water
use. She concluded that this is due to the small-scale and intensive nature
of Chinese agriculture that prevents farmers from increasing water use in
other crops or areas and undermining the gains in productivity from the
improved field efficiency.
Cassman’s paper emphasizes agronomic technology shortfalls expressed by the gap between potential yield and realized yield. He shows
this yield gap is rarely less than 20 percent due to the increased risks
and decreasing rates of return when farmers increase input use per acre
much beyond this. One solution to this yield gap might be subsidized
index insurance to shift some of the risk of closing the yield gap from
farmers to national agencies. Another interesting finding is that much
of the growth of yield realized in developed countries can be attributed to improved agronomic practices and mechanization rather than
changes to the fundamental genetic stock.
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The potential for substantial shifts in irrigated productivity due
to genetic improvement was presented from two different perspectives. Cassman was not optimistic about the potential for genetically
modified organisms (GMO) or clustered regularly interspaced short
palindromic repeats (CRISPR) technologies based largely on data from
developed countries’ irrigation productivity. He was unable to find
any dramatic gains in productivity resulting from these new approaches to plant breeding compared with advances due to new agronomic
technology. In addition, many developing countries are reluctant to
adopt GMO crops, as these crops may reduce their ability to export
crops to some developed countries.
The paper’s discussant, John Hamer, presented a contrasting view
from the perspective of private industry. Hamer stated the current developments of both drought-resistant characteristics and significantly
improved productivity from changes in genetic stock were proceeding
rapidly and successfully. He cited examples where information from
small start-up companies was leveraged by Monsanto and other companies. A critical factor for future crop adoption that came up in discussion was whether the new CRISPR gene technology will be characterized by the same stigma that currently impedes GMO technology.
There was no consensus on this question.
Institutional changes to adapt to increased water scarcity also differ
tremendously between developed and developing countries. In the context of developing countries, the conference papers on institutions focus almost exclusively on the optimal ways to implement water markets
under different institutional circumstances. Mike Young’s paper on the
development of water markets in Australia presents a strong case for a
wholesale modification of water property rights from the standard usufructuary water rights such as “prior appropriation” to those based on
shares of the existing system. He stresses that there needs to be a clear
demarcation between permanent rights as shares in a system and the
annual allocations to those shares. His paper demonstrates dramatic changes in the net value of water in Australia over the last 10 years
and emphasizes the importance of low transaction costs and a clear title
to water. In addition, it is important to establish environmental water
rights that can be traded on the same basis as other uses. In his comments on Young’s paper, Nicholas Brozovic discussed the adoption of wa-
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ter markets in the United States and stressed the “path dependency” of
institutional adoption. While he agreed with the principles that Young
uses to define tradeable water rights, he was less sanguine about the difficulties of adopting a system similar to the Australians in the United States.
Despite these caveats, there is no question that the commoditization
of both ground and surface water is a strong trend in many developed
economies. Given the experience with other commodities, it seems that
this trend toward pricing as an allocation mechanism for agricultural
water and environmental uses will advance steadily and take the form
of different institutional systems. Growing scarcity is driving the realization that despite significant environmental and social externalities associated with water use, water has all the fundamental characteristics of a
commodity. The commodity properties are that it is highly substitutable
across uses and locations, that a particular location of supply does not
have unique characteristics despite the labels on bottled water, and that it
can be stored without serious deterioration in quality.
One interesting exception to the market-based focus of the papers
on water institutions in developed countries is the success of Natural Resource Districts (NRDs) mentioned by several conference participants. These districts have been established in Nebraska since 1972.
There are 23 NRDs that control groundwater extraction by balancing
artificial and natural recharge on a regional basis. The improved natural recharge of aquifers in Nebraska significantly helps the success of
NRDs. Simple controls govern pumping within the districts, and most
importantly, there is local control of pumping, monitoring, and enforcing simple control rules. Part of the success of Nebraska’s NRDs may
be that they are consistent with the principles of self-governing institutions proposed by Elinor Ostrom and discussed in the next section.
Local control and enforcement is perhaps the most important principle
of self-governance. Qiuqiong Huang’s comments on Chinese irrigation institutions provided a counterpoint to the emphasis on markets
in developed countries’ economies. In China, the current emphasis is
on subsidized technology in command-and-control systems for water
allocation. Huang told us that water markets allocate groundwater in
China, but there are mechanisms to restrict excessive pumping.
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III. Some Omitted Topics in the Symposium
Despite the comprehensive topic coverage in the formal papers, I
think that three topics important to understanding an agricultural water economy were underrepresented in the presented material. These
topics are endogenous institutions, water quality degradation, and remote sensing methods for water and land use. A brief overview of these
topics follows.

Endogenous local institutions
A significant omission from the discussion of institutions in conference papers is the work of Elinor Ostrom, the only person to receive
the Nobel Prize in economics for work in resource economics. Ostrom’s
seminal work studied how small, self-governing, participatory institutional mechanisms arose from collective action in traditional societies.
In particular, she focused on the management of common property
resources which originated in the story of competitive water pumping
from groundwater basins around Los Angeles area in the early 20th century and then was extended to analyze common property institutions in
many other countries.
Ostrom developed eight principles for the collective choice management of resources under common property situations. She emphasized
the need for consistency between appropriation and allocation rules, a
point Mike Young makes in his paper on Australian water markets, and
the benefits of locally based monitoring, measuring, and enforcement
with graduated sanctions. Ostrom’s work has made many contributions
to both the design of optimal market mechanisms for water and, more
importantly, the principles that will allow community-based management of common property resources. In developing countries, the clear
and tradable property rights needed for water markets may be socially,
physically, and economically impractical. By defining the community
as the minimal management unit, the transaction costs of management
can be greatly reduced. Rather than direct management of water allocations, the government can indirectly manage these water resources by
providing information on village-level resource use and financial support for the village-level monitoring and enforcement of local rules.
A potentially practical institution for water management in developing countries is one where control is decentralized to local units that
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may follow the process of community management based on Ostrom’s
principles. This combination of local control and centralized provision
of information was raised by several speakers at the conference in the
context of the system of Resource Management Districts in Nebraska.
Resource Management Districts seem to have strong parallels with
Ostrom’s principles in that they rely on information on groundwater systems provided by state agencies but set and enforce their own
management rules. Additional discussion of the implementation and
principles behind Ostrom’s work can be found in Cox and others.

Water quality for domestic consumption and agriculture
While the conference discussed managing water quantity extensively in a very wide range of aspects and levels of development, water
quality, which is inextricably linked with water quantity use, was not
discussed in any of the papers or questions from the audience. It may
be no exaggeration to state that in several parts of the world, the degradation of groundwater quality by salinity, nitrate, and heavy metal
accumulation is a greater threat to future use of that water resource
than overdrafting. As we are often reminded, salinization has caused
the collapse of many ancient traditional irrigation societies. Given the
inevitability of saline concentration from the process of irrigation and
evapotranspiration from external water supplies, agricultural irrigation
systems cannot achieve a steady-state saline level without sources for
external drainage and flushing of salts from the root zone. The need to
flush excess salts from the root zone contradicts the fundamental nature of improving irrigation field efficiency. On the other hand, more
efficient irrigation systems reduce the deep percolation and thus the
transport salts into the online groundwater aquifer. For steady-state irrigation, one needs to strike the optimal balance between the minimal
leaching fraction to maintain a salt-free root zone and that required for
maximum efficient use of available water supplies.
Another source of degraded groundwater quality due to agricultural irrigation is excessive nitrate leaching. Given the high level of nitrate
application in many irrigated crops, it is unusual for much more than
50 percent of the applied nitrates to be removed in the crop material,
leaving the remaining nitrates to leach down through the root zone
(although some of them are transferred to the air by volatilization).
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The quantity of nitrates leaching into the groundwater is a function
of the rate of nitrate applied to the crop and the time nitrate resides in
the root zone, which is determined by the method of irrigation and the
leaching fraction that results from it. More efficient irrigation methods,
such as drip, reduce the nitrates leached into the groundwater, as they
allow a greater residence time of the water and dissolved nitrates in the
roots. Thus, a greater proportion of nitrates is taken up by the plant and
removed as vegetative matter. The same relationship between application and water efficiency applies for the source of other groundwater
contaminants, namely, heavy metals and pesticide residues.
While salinity is a major concern since it decreases crop yields, the
level of nitrate pollution of groundwater has substantial public health
costs, most particularly if young children are exposed to it through a
supply of drinking water. Nitrate poisoning in young children is often
known as blue baby syndrome. In many rural irrigated regions in both
developed and developing countries, nitrate levels above safe drinking
water levels persist. However, many rural water sources still have to
rely on contaminated groundwater, which imposes costs and risks on
a population sector that is least able to offset these risks with other
sources of water or move to other locations. Clearly, nitrate and pesticide contamination leaching into groundwater is a major problem in
many irrigated areas.

Emerging information systems for improved water management
Many of the water management institutions discussed and criticized in the conference papers are forced to manage using proxy variables due to the cost and difficulty of precisely measuring water use
on a scale suited to management. This is one area in which substantial
and recent breakthroughs due to better information technology systems
may have a real chance of changing the precision with which water can
be managed while simultaneously reducing transaction costs. Two different systems using remote sensing promise to measure surface water
evapotranspiration and changes in groundwater volume with greater
precision than currently available. The first system is the Metric (Sebal) method, which uses an energy balance measure from the Landsat
satellites and climate data from local ground-based sources to calculate
evapotranspiration (ET) for each 40 x 40 meter pixel every one to two
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weeks depending on cloud cover and satellite passes. The second system uses data from NASA’s Gravity Recovery and Climate Experiment
(GRACE) systems to estimate changes in groundwater stocks over
large, basinwide geographic areas.
The Metric ET method has been extensively tested over the past 15
years and found under many conditions to have a high level of accuracy
compared with standard field lysimeter-based ET measures. (Allen and
others). In Idaho, where most of the pioneering work on this method
has been done, Metric is accepted as reliable information on which to
base the settlement of water rights in the Idaho courts. This ability to
accurately measure net water use on a field, farm, or basin scale enables
users and managers to calculate the net withdrawals from groundwater
as long as surface water supplies are relatively accurately measured. In
addition, using the Metric system to estimate water use shows considerable savings in transaction cost over conventional methods. A comparison in Idaho shows that conventional metering costs $119 per well
per year, while comparable estimates using Metric cost $32 per field per
year. When Metric is more widely used, additional economies of scale
should be achievable. Estimations using Metric are now being used for
water management in several other western states.
Groundwater stocks can also be measured by remote sensing.
Richey and others use the GRACE satellite system to measure changes
in groundwater stocks on a global basis. Currently, the GRACE system
is normally aggregated at a scale that precludes its use for individual basin management but presents an invaluable method of assessing changes in groundwater stocks on a consistent and accurate basis worldwide.
Richey and others measure groundwater stress in 37 of the world’s major basins. They use a general measure of renewable groundwater stress
(RGS), which, similar to Scheierling and Treguer’s paper, is defined as
the ratio of use to estimates of availability. Richey and others use the
trend in subsurface storage anomalies over the study period to quantify
the change in groundwater by accounting for withdrawals, capture, and
changes due to natural factors such as drought. Their results show that
eight aquifers are overstressed based on RGSGRACE, and 13 of the study
aquifers are variably stressed based on RGSGRACE. Seven of these systems
are in the low stress category including the Ganges, where there is a
high rate of mean annual recharge. Thirteen aquifers are characterized
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as unstressed: these are mainly located in remote forested areas and
rainfed regions with an absence of irrigated agriculture.
Famiglietti and others apply GRACE measurements to depletions
to aquifers in California’s Central Valley over a 78 month period. Their
results show a greater rate of groundwater depletion (which may well be
unsustainable) than other methods, with potentially dire consequences
for economic and food security.

IV. Summary
The conference presented a series of provocative and challenging
papers that ran the gamut of interactions between water and agriculture
in developing and developed economies. The key consensus throughout the conference was the increasing scarcity of water due to both
supply reductions (due to climate change and overdrafted aquifers) and
a strong increase in demand (due to increasing populations and shifts
in diet). While there is not clear agreement among the speakers, there
was a consensus that continuous advances in both institutional and
technological responses to increased water scarcity would be forthcoming in developed and developing agricultural economies. In developed
countries, irrigated agriculture will continue to increase productivity.
At the same time, developed countries will respond to ever-increasing
environmental requirements by adopting more of a market orientation
toward water allocation to redistribute scarce water resources over time,
location, and economic sectors.
Developing countries face a more challenging situation due to
the twin problems of a growing population and shifts in diet toward
greater meat consumption. In addition, developing countries probably
face similar constraints on future groundwater extraction due to the
current level of unsustainable overdrafting. Some speakers noted that
institutional change toward a market orientation may not work as well
in developing countries due to problems of property rights, transaction
costs, tradition, and enforcement. However, several speakers show that
there is significant potential to improve irrigated agricultural production in developing countries.
Finally, I apologize to those speakers whose views I may have misrepresented and
to those whose prescient insights I may have overlooked. Any omissions are entirely my fault, with my only excuse being the pace and intensity with which this
successful conference evolved.
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Endnote
Basins that are currently severely overdrafted are in the Middle East, the
Indo-Gangetic plain, the Ogalalla foundation under the U.S. High Plains, California’s Central Valley, and parts of northeast China.
1
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