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Dear Mr. Chairman:

The momentum for change in U.S. agricultural policy began with the
passage of the 1985 farm act, when efforts were made to make federal
farm programs more market-oriented and to reduce the amount of support
that the government guarantees producers for their commodities. The 1990
and 1996 farm acts continued to build on these efforts and introduced
additional changes.

However, the Congress retained a number of income- and price-support
provisions as a safety net for producers. In particular, nonrecourse loans
with marketing loan provisions continue to be available for a number of
commodities, including upland cotton (hereafter referred to as cotton),
rice, wheat, feedgrains, and oilseeds. Through nonrecourse loans,
producers pledge their commodities as collateral and upon forfeiture
receive guaranteed minimum returns based on prices known as loan rates.
The marketing loan provisions, which allow producers to repay their loans
at alternative repayment rates that are lower than the loan rates, were
added to nonrecourse loans, in part to prevent the loan rates from serving
as price floors while protecting producers’ income from the effects of low
market prices. In addition, for cotton, peanuts, and sugar, other
mechanisms are in place to help support producers and related industries.
Under the cotton program, domestic mills and cotton exporters receive a
payment—known as the step 2 payment—to help defray the higher cost of
U.S. cotton and make it more competitive in world markets. Similarly, the
peanut and sugar programs have price-support features. For example, the
peanut program has domestic marketing restrictions and the sugar
program has a tariff-rate import quota.

Concerned about how these remaining support provisions affect U.S.
commodity prices in comparison with world prices, you asked the
following questions: (1) Do marketing loan provisions prevent loan rates

I'Two major types of cotton are produced in the world: upland and extra-long staple. About 98 percent
of the cotton grown in the United States is upland cotton.

°The tariff-rate import quota permits a limited level of imports at a low tariff rate, set at 0.625 cent per

pound. Any additional imports beyond that level are assessed a higher tariff rate that makes imports
prohibitively expensive.
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Background

from acting as price floors and do they allow U.S. prices to fall to levels
that are closer to world prices? (2) What effect would lower loan rates
have on the relationship between U.S. and world prices? (3) How would a
lower loan rate affect step 2 payments for cotton exports and what impact
have recent changes in the timing of payments had on the program’s
effectiveness? (4) What steps could be taken to make the peanut and sugar
programs more market-oriented?

Nonrecourse loans have long been the government’s major price-support
instrument and provide operating capital to producers of commodities,
including cotton, rice, wheat, feedgrains, and oilseeds. Producers store
their commodities under loan until later in the marketing year, when
prices are usually higher than they are at harvest. Producers have the
option either to repay their loans with interest at any time or, at the end of
the loan period, to forfeit their commodities to the government and have
their interest payments forgiven. The government has “no recourse” but to
accept the commodities as payment. In the past, when market conditions
would have led to U.S. prices falling below the loan rates, the loan rates
supported U.S. prices.? This happened because producers preferred to
forfeit their commodities to the government rather than sell them at lower
market prices that would have given them less than the face value of the
loans. Under these market conditions, U.S. prices were supported and the
government accumulated large and costly stocks.*

For cotton, rice, wheat, feedgrains, and oilseeds, the Congress added
marketing loan provisions to nonrecourse loans® to eliminate the price
floors created by the loan rates while protecting producers’ income from
the effects of low market prices. The intent was to minimize loan
forfeitures and the accumulation of government stocks and to lower U.S.
prices to levels closer to world prices. The marketing loan provisions
allow producers to pay back nonrecourse loans at alternative repayment
rates when these rates are lower than the loan rates.

3For this review, when we refer to U.S. prices, we mean the prices that producers receive when selling
their commodities in local cash markets.

“Before the 1996 farm act, once commodities were forfeited to the government, they typically remained
off the market for a long time, thereby supporting prices. The government was not allowed to sell the
commodities it had acquired unless U.S. prices rose to statutorily established release prices. The 1996
farm act eliminated the release-price restrictions on the sale of government-held commodities, which
could have the effect of limiting the price-supporting ability of nonrecourse loans.

SMarketing loan provisions have been available for rice and cotton since 1986, for oilseeds since 1991,
and for wheat and feedgrains since 1993.
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To establish alternative repayments rates, the U.S. Department of
Agriculture (UsbA) first determines a proxy for the world price for each
commodity. These proxies for world prices are based on price data
obtained from international markets for cotton and rice and from major
U.S. terminal markets for wheat, feedgrains, and oilseeds. Next, USDA
adjusts the proxies for world prices (these proxies are hereafter referred
to as world prices) for quality differences and for transportation costs® to
arrive at the relevant alternative repayment rates. For cotton and rice
loans, the alternative repayment rates are set weekly and are known as
adjusted world prices. For wheat, feedgrain, and soybean loans, the
alternative repayment rates are set daily and are known as posted county
prices. For minor oilseeds, (such as flaxseed, sunflower seed, and canola)
these rates are set weekly and are known as regionally calculated prices.

When alternative repayment rates are below the loan rates, producers can
repay their nonrecourse loans at these lower rates. Because producers
keep the difference between the loan rate and the alternative repayment
rate, which is known as a “marketing loan gain,” they should be able to sell
their commodities at market prices and receive a total return—market
price plus marketing loan gain—that is at least equal to the loan rate.”
Alternatively, producers who do not take out loans may still receive
government payments equal to marketing loan gains. These amounts are
called loan deficiency payments. (See app. I for more information on how
program benefits are calculated.)

For some commodities, certain program factors have kept U.S. prices
higher than world prices. These factors vary by commodity program, and
we have reported on them for cotton, peanuts, and sugar.? For example,
several features of the cotton program, such as import restrictions and the
availability of government-paid storage when the adjusted world price is
below the loan rate, reduced producers’ incentives to sell cotton to the
market and thereby kept U.S. prices above world prices. High U.S. cotton
prices, coupled with import restrictions, adversely affected cotton

SFor cotton, world prices are adjusted for transportation costs from a designated central location in
the United States to Northern Europe. For rice, world prices are adjusted for transportation costs from
the United States to selected Asian markets. For wheat, feedgrains, and oilseeds, world prices are
adjusted for transportation costs from the county where the commodity is grown to the terminal
market.

"Producers’ total return will be less than the loan rate only if they sell at a market price that is below
the alternative repayment rate.

8Cotton Program: Costly and Complex Government Program Needs to Be Reassessed
(GAO/RCED-95-107, June 20, 1995). Peanut Program: Changes Are Needed to Make the Program
Responsive to Market Forces (GAO/RCED-93-18, Feb. 8, 1993). Sugar Program: Changing Domestic
and International Conditions Require Program Changes (GAO/RCED-93-84, Apr. 16, 1993).
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Results in Brief

exporters and domestic mills that had to purchase higher-priced U.S.
cotton. Consequently, the 1990 farm act included a provision for step 2
payments to be made to exporters and domestic mills to offset higher U.S.
prices. These payments were continued in the 1996 farm act. USDA recently
changed its procedures for making step 2 payments. Under the new
procedures, exporters will receive the step 2 payment rate that is in effect
during the week the cotton is shipped instead of the week in which cotton
sales were contracted. For peanuts and sugar, the programs’ price-support
features, such as domestic marketing restrictions for peanuts and the
tariff-rate import quota for sugar, have continued to keep U.S. prices high.
The Congress changed these programs in the 1996 farm act to help lower
U.S. peanut and sugar prices, decrease the government’s costs, and reduce
production and consumption inefficiencies created by the programs’ past
features.

When alternative repayment rates, which are derived from UsDA’s proxies
for world prices, are near or below the loan rates, the marketing loan
provisions may prevent the loan rates from serving as price floors. For
example, during the last 10 years, when marketing loan provisions were in
effect for rice, the price data suggest that when the adjusted world price
was substantially lower than the loan rate, the marketing loan provisions
prevented the loan rate from serving as a price floor, and the U.S. price fell
below the loan rate. For cotton, the price data are inconclusive, and,
therefore, it is less certain whether the marketing loan provisions have
prevented the loan rates from acting as a price floor. For wheat,
feedgrains, and most oilseeds, since marketing loan provisions went into
effect, U.S. prices have generally been higher than the loan rates. As a
result, the price data needed to assess the effectiveness of the marketing
loan provisions are limited, which makes it difficult to test whether the
marketing loan provisions are preventing the loan rates from serving as
price floors. However, even if the marketing loan provisions allow U.S.
prices to fall below the loan rates, U.S. prices will remain higher than
adjusted world prices for some commodities, such as cotton and rice. This
is because the marketing loan provisions cannot overcome the effects of
other program features and market factors that have kept U.S. prices
higher than adjusted world prices. In contrast, when U.S. and adjusted
world prices are above the loan rates, as they have been in recent years,
producers would not use marketing loan provisions, and these provisions
therefore would have no effect on U.S. prices. According to UsDA’s 1996
forecast, these market conditions could continue for some commodities
over the 7-year duration of the 1996 farm act.
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Lowering the loan rates has little if any effect on U.S. prices when
alternative repayment rates are above the loan rates. However, when
alternative repayment rates are near or below the loan rates, the effect on
U.S. prices of lowering the loan rates differs by commodity. For cotton and
rice, the availability of nonrecourse loans, in combination with other
program and market factors, keeps U.S. prices significantly higher than
adjusted world prices. Therefore, lowering the loan rates is likely to allow
U.S. prices to fall to levels that are closer to adjusted world prices. For
wheat, feedgrains, and oilseeds, most experts assert that the marketing
loan provisions will work as intended to overcome the price-supporting
effects of the nonrecourse loans. For these crops, lowering the loan rates
would have little if any impact on U.S. prices. On the other hand, a few
experts assert that the marketing loan provisions may not work as
intended and U.S. prices will continue to be supported by the loan rates. In
this case, lowering the loan rates may have some downward effect on U.S.
prices.

To the extent that a lower loan rate results in lower U.S. cotton prices,
step 2 payments would be reduced but not eliminated. Step 2 payments
would continue to be made because the marketing loan provisions have
not been able to overcome the cotton program’s other features—such as
government-paid storage—that help keep U.S. cotton prices higher than
adjusted world prices. However, because of recent changes in how USDA
makes step 2 payments to exporters, these payments may no longer
directly offset higher U.S. prices and therefore may be less effective in
enhancing exports.

Further changes can be made to make the peanut and sugar programs
more market-oriented. While the 1996 farm act changed the peanut and
sugar programs to help make them more market-oriented, U.S. prices will
continue to be higher than world prices because some income- and
price-support features remain. Additional reductions in the quota support
price for peanuts will lower U.S. prices and increase economic efficiency.
An increase in the tariff-rate import quota for sugar (allowing more sugar
to be imported at the lower tariff rate), or its elimination entirely (no
import restrictions), would result in lower U.S. prices. Once prices fall to
the level of the loan rate, reductions in the loan rate would be necessary to
reduce prices further.
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Marketing Loan
Provisions May
Eliminate Price
Floors, but U.S.
Cotton and Rice
Prices Will Remain
Higher Than Adjusted
World Prices

When alternative repayment rates are near or below the loan rates, the
marketing loan provisions may prevent the loan rates from serving as price
floors. In the past, these market conditions have occurred for some
commodities, and producers received marketing loan gains or loan
deficiency payments. Although the historical price data’ were inconclusive
or limited for cotton, wheat, feedgrains, and oilseeds, the data for rice
suggest that the marketing loan provisions have prevented the loan rate
from serving as a price floor when the adjusted world price was
substantially lower than the loan rate. (See app. II for our detailed
analyses of the impact of the marketing loan provisions on U.S. prices for
each of these commodities.)

For rice, during the last 10 years, when the marketing loan provisions were
in effect, the adjusted world price was below the loan rate in 81 months.!°
During 21 of these 81 months, when the adjusted world price was
particularly low, the U.S. price was also below the loan rate. This suggests
that the provisions worked as intended, and the loan rate did not act as a
price floor for rice. While uspa officials generally agreed that the historical
price data support this view, they stated that it is hard to separate out the
effects of other changes made to the rice program during this period (such
as the acreage reduction program) that may also have had an impact on
lowering U.S. prices.

For cotton, the price data are inconclusive on the effectiveness of the
marketing loan provisions in preventing the loan rate from serving as a
price floor because the adjusted world price has not fallen significantly
below the loan rate since the marketing loan provisions went into effect.
Until market conditions cause the adjusted world price to drop
significantly below the loan rate—low enough to overcome the effects of
other program features and market factors that keep the U.S. price above
the adjusted world price—it cannot be conclusively determined whether
the loan rate will still act as a price floor for cotton under the marketing
loan provisions.

In commenting on a draft of this report, UsDA officials told us that there is
substantial evidence that the loan rate for cotton has not served as a price

“We recognize that one limitation of using historical data is that some programs (such as the
farmer-owned reserve and acreage reduction programs) that affected U.S. prices in the past have been
eliminated by the 1996 farm act.

WWe did not include as part of our analysis the period from January 1986 through October 1987
because over this period the government was releasing excess rice stocks that it had accumulated in
previous years. This excess supply drove U.S. prices below the loan rate. The 81 months occurred from
November 1987 through July 1996.
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floor since the marketing loan provisions went into effect. They base their
view on a comparison of loan forfeitures and the accumulation of
government stocks both before and after the marketing loan provisions
went into effect, for those times when the U.S. price was only a few cents
per pound above the loan rate. We agree that the data on forfeitures and
stock accumulation merit consideration in determining whether the loan
rate is serving as a price floor, but we found that forfeitures have
continued to occur in some years, although the quantity forfeited is lower,
since the marketing loan provisions went into effect. Therefore, we believe
that it is necessary to observe what happens to U.S. prices during a period
when the adjusted world price falls significantly below the loan rate in
order to confirm that the marketing loan provisions prevent the loan rate
for cotton from serving as a price floor, despite the effects of other
program features and market factors that keep the U.S. price above the
adjusted world price.

For wheat, feedgrains, and oilseeds, the historical data are limited because
during the short time that these provisions have been in effect, U.S. prices
and alternative repayment rates have generally been above the loan rates.
Even if additional data were available, they might be inconclusive because
of the way in which the alternative repayment rates are set. (This issue is
discussed in more detail in app. II.) Nevertheless, many USDA officials,
including agricultural economists, and other agricultural economists we
spoke to expect that the marketing loan provisions for wheat, feedgrains,
and oilseeds will prevent the loan rates from serving as price floors when
alternative repayment rates fall below the loan rates. They base this
position on both theoretical expectations of producers’ profit-maximizing
behavior and experience with the generic commodity certificate program
in the past,!! which was similar in concept to the marketing loan
provisions. However, a few agricultural economists and commodity
analysts offered several reasons why the loan rates may at times provide
some price support for these commodities despite the marketing loan
provisions. (See app. II for additional details on these views.)

Even if the marketing loan provisions allow U.S. prices to fall below the
loan rates, some program features and market factors will keep U.S. prices
higher than adjusted world prices for some commodities, such as cotton
and rice. The program features include (1) import restrictions that reduce
foreign competition in the United States, (2) the availability of the

UThe 1985 farm act authorized USDA to issue generic commodity certificates to make in-kind
payments to producers participating in government commodity programs. Producers receiving
certificates could exchange them at the posted county prices for commodities placed under loan,
exchange them for government-owned commodities, or sell them for cash.
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The Effect of Lower
Loan Rates on U.S.
Prices Will Vary by
Commodity

nonrecourse loan, and (3) for cotton, government-paid storage that makes
it easier for producers to hold cotton off the market while waiting for
prices to rise. The market factors include quality, reliability, and
transportation advantages that allow U.S. producers to receive higher
prices than some foreign producers. To the extent that higher U.S. prices
are due to market factors that reflect the desirability of U.S. cotton and
rice, then higher U.S. prices do not necessarily impede the marketability of
these commodities. Therefore, adjusted world prices will typically be less
than U.S. prices because (1) the marketing loan provisions cannot
overcome the effect of all program features that support prices and (2) in
setting the adjusted world prices, USDA does not fully account for all the
market factors that result in higher U.S. prices. (See app. II for a detailed
discussion of these factors.)

According to UsDA’s 1996 forecast, U.S. and world prices are expected to
remain above the loan rates for some commodities, as they are now, for
the 7-year duration of the 1996 farm act. This forecast suggests that for
these commodities the marketing loan provisions will have no effect on
U.S. prices or how they compare with world prices. Under these
conditions, producers would not use the marketing loan provisions to
repay their loans at the higher alternative repayment rates. Instead, they
would repay their loans at the loan rates. However, some agricultural
economists have suggested that over the next several years U.S. and world
prices might be below those in UsDA’s 1996 forecast. If market conditions
change and alternative repayment rates fall below the loan rates,
producers may use the marketing loan provisions when redeeming their
loans.

For all commodities, when U.S. prices and alternative repayment rates are
above the loan rates, lower loan rates will have little if any effect on U.S.
prices because producers can earn more by selling their commodities on
the market than by forfeiting them to the government.'> However, when
alternative repayment rates are below the loan rates, the effect of lowering
the loan rates on U.S. prices will vary by commodity.

For cotton and rice, when adjusted world prices are below the loan rates,
lower loan rates are likely to have some downward effect on U.S. prices.
This is because producers who use nonrecourse loans with marketing loan
provisions have the option to hold their commodities under loan while

2In the long run, lower loan rates may increase producers’ risks and decrease their expected returns,
which could lead to reduced production and higher domestic commodity prices.
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waiting for prices to rise. This option has a value, known as the option
value of the loan, which varies among producers at any given point in time
and varies for any individual producer over time. Unless producers are
offered a premium price that compensates them for giving up their option
to keep their commodity under loan, they have little incentive to take the
commodity out of loan. The option value is one of several factors that
cause U.S. cotton and rice prices to be higher than adjusted world prices.!?
To the extent that a lower loan rate reduces the option value of the loan
because it reduces producers’ guaranteed minimum returns upon
forfeiture, a lower loan rate will have some downward effect on U.S.
prices, thereby bringing them closer to adjusted world prices. However, a
lower loan rate will not by itself eliminate the price premium paid for U.S.
cotton and rice, and U.S. prices will continue to remain higher than
adjusted world prices because of other program features and market
factors. For example, for cotton, a lower loan rate, combined with the
elimination of government-paid storage, would result in a larger
downward effect on U.S. cotton prices.

For wheat, feedgrains, and oilseeds, USDA officials, including agricultural
economists, and many other agricultural economists told us that lower
loan rates will have little if any impact on U.S. prices when alternative
repayment rates are below the loan rates. According to these UsDA officials
and economists, when producers use the marketing loan provisions and
sell their commodities earlier in the marketing year, they generally benefit
by saving on storage costs. The potential savings from avoiding storage
costs are relatively greater than the option value of the loan. Consequently,
these officials told us that lowering the loan rates will have little if any
effect on U.S. prices because marketing loan provisions will keep the loan
rates from supporting prices.

In contrast, a few other agricultural economists and commodity analysts
told us that the option value of the loan may be a significant factor in
producers’ marketing decisions and that this and other market factors may
cause the loan rates to continue providing price support despite the
marketing loan provisions. According to these experts, if the loan rates are
supporting prices, lowering the loan rates may have some downward
effect on U.S. prices. The degree to which prices will drop depends on

3The 1996 farm act reduced the maximum time that producers could keep their cotton under loan,
thereby reducing the option value of the loan in the future. (See app. II for additional discussion.)
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how the option value of the loan compares with the potential value of
avoiding storage costs while receiving marketing loan benefits.'*

In commenting on a draft of this report, UsDA officials disagreed that lower
loan rates would reduce U.S. prices. Their detailed comments and our
response are presented at the end of this letter.

Lower Loan Rate
Would Not Eliminate
the Use of Step 2
Payments, and Recent
Changes to the Timing
of Step 2 Payments
May Diminish Their
Effect on Exports

U.S. cotton prices have historically been higher than world prices, in part
because of import restrictions and other program features that the
marketing loan provisions have been unable to overcome. Higher U.S.
prices made U.S. cotton less competitive on the world market, to which
the United States exported its cotton as a residual supplier when world
supplies were low. To help keep U.S. cotton competitively priced in world
markets, the 1990 farm act added a subsidy in the form of step 2 payments
to exporters and domestic mills. Exporters use the step 2 payment to
reduce the price of U.S. cotton offered to foreign buyers, and domestic
mills use the step 2 payments to offset the cost of purchasing higher-priced
U.S. cotton. Step 2 payments are made when two conditions are met for 4
consecutive weeks: the (1) adjusted world price is less than or equal to

130 percent of the loan rate and (2) U.S. price in Northern Europe exceeds
the average price in Northern Europe by more than $0.0125 per pound.
The payment per pound is equal to the difference between the U.S. price in
Northern Europe and the sum of the price in Northern Europe (average
across five countries) and $0.0125. Figure 1 shows a hypothetical example
of how the step 2 payment is calculated.

UTransaction costs associated with using the marketing loan provisions may also influence a
producer’s marketing decision.
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Figure 1: Calculation of the Step 2
Payment

Condition 1:

Loan rate $0.50/pound
Adjusted world price $0.55/pound
130 percent of the loan rate $0.50 x1.30 = $0.65

In this example, the adjusted world price ($0.55) is less than 130
percent of the loan rate ($0.65). This condition must be met for 4
consecutive weeks.

Condition 2:

U.S. price in Northern Europe $0.63/pound
Average price in Northern Europe $0.60/pound
The difference between the U.S. $0.63 - $0.60=%$0.03

price in Northern Europe and the
average price in Northern Europe

In this example, the difference ($0.03) is greater than $0.0125. This
condition must also be met for 4 consecutive weeks.

Step 2 payments to be made in the 5th week:
$0.63 - ($0.60 + $0.0125) = $0.0175/pound

Note: Step 2 payments are not made during those times when special import quotas are in effect.

USDA made a total of $701 million (in 1995 dollars) in step 2 payments from
fiscal years 1992 through 1996. Currently, the adjusted world price is
sufficiently above the loan rate to preclude the use of step 2 payments. If
the adjusted world price drops to within 130 percent of the loan rate in the
future, step 2 payments may be used again. As discussed previously, when
the adjusted world price is below the loan rate, a lower loan rate is most
likely to have some downward effect on U.S. prices. To the extent that U.S.
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prices decrease because of a lower loan rate, step 2 payments will be used
less often and the payment rate will also be reduced. However, since other
program features (such as government paid-storage and import
restrictions) and market factors contribute to making U.S. prices higher
than world cotton prices, lowering the loan rate alone will not eliminate
the use of step 2 payments.!®

Recent changes in the timing of USDA’s step 2 payments to exporters may
diminish this tool’s effectiveness in enhancing exports. In the past,
exporters received the step 2 payment rate that was in effect during the
week they contracted for cotton sales.!® As a result, exporters could use
step 2 payments to reduce the price of U.S. cotton offered to foreign
buyers. An unintended consequence of the step 2 provision was that many
contracts for future sales were made during weeks with high payment
rates. This practice was known as “bunching,” and many of these sales
represented internal transactions between U.S. firms and their foreign
affiliates. Bunching increased the cost of the step 2 provision to the
government and placed domestic mills and exporters without foreign
affiliates at a price disadvantage. To prevent bunching, usbA changed step
2 procedures so that exporters receive the step 2 payment rate that applies
during the week the cotton is shipped instead of the week in which the
sales are contracted. Consequently, when exporters agree to a sale, they
do not know what step 2 payment rate, if any, will be in effect during the
week the cotton is shipped. Step 2 payments have not been made since
UsDA changed its procedures. This change should reduce the occurrence of
bunching but could also make it more difficult for exporters to reduce the
higher price of U.S. cotton when it is offered for sale to foreign buyers.

Peanut and Sugar
Prices Will Remain
Above World Prices
Despite Recent
Program Changes

As we have reported in the past,'” the peanut and sugar programs have not
been market-oriented because they have kept U.S. prices higher than
world prices and resulted in production and consumption inefficiencies.
As aresult, these programs have cost users of peanuts and sugar and the
government hundreds of millions of dollars annually. The Congress made a
number of changes to both programs through the 1996 farm act to reduce
U.S. prices and some of the economic inefficiencies in order to make the

5This conclusion assumes that the loan rate is not lowered so far that the adjusted world price
exceeds 130 percent of the loan rate.

5Domestic mills receive the step 2 payment rate in effect during the week they open the bales of
cotton.

"Peanut Program: Changes Are Needed to Make the Program Responsive to Market Forces
(GAO/RCED-93-18, Feb. 8, 1993). Sugar Program: Changing Domestic and International Conditions
Require Program Changes (GAO/RCED-93-84, Apr. 16, 1993).
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programs more market-oriented. However, these changes did not eliminate
the difference between U.S. prices and lower world prices because the
domestic marketing quota for peanuts and the tariff-rate import quota for
sugar continue to restrict supply. As we recommended in the past, greater
market orientation could be achieved through (1) further reductions in the
support price for peanuts and (2) a reduction in the loan rate for sugar and
an increase in the tariff-rate import quota. These changes would help
lower U.S. prices and increase economic efficiency, but one tradeoff
would be a potential reduction in producers’ revenue.

Peanuts

The peanut program controls the domestic supply and protects producers’
income by (1) setting a national poundage quota that determines the
amount of peanuts that can be sold domestically and (2) restricting
imports. The national poundage quota is set at a level based on the
estimated quantity of edible peanuts used in the United States at the
support price. Prior to the 1996 farm act, the quota could not fall below
1.35 million tons.!® Generally, only producers holding a portion of the
assigned quota may sell these “quota peanuts” domestically. Quota holders
who choose not to grow peanuts can sell or lease their quota within the
county it was assigned or return it to UsDA for redistribution to other
producers. Producers without assigned quota and those who exceed their
quota cannot sell these peanuts in the domestic edible market except
under certain conditions, but they may export them as “additional
peanuts.”

The program protects producers’ incomes through a two-tiered system
that sets minimum support prices for both quota and additional peanuts.
The support price for quota peanuts guarantees producers a price in U.S.
markets that is higher than world prices. Prior to the 1996 farm act, the
quota support price was adjusted upward annually when the cost of
production rose but was left unchanged when the cost of production fell.
(This adjustment was known as the “escalator clause.”) The support price
for additional peanuts is generally set lower than the world price and plays
a limited role in domestic peanut marketing.

18[n this report, tons refers to “short” tons. A short ton equals 2,000 pounds.

YUnder a provision known as “buy-back,” additional peanuts, which are usually exported or crushed
for oil and meal at prices lower than the quota support price, can be purchased for use in the domestic
market if U.S. prices start to rise significantly. However, buyers of these additional peanuts must, at a
minimum, pay the higher quota support price plus other mandated fees.
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Higher U.S. prices result in increased costs to consumers. The world price
for peanuts in 1995 averaged $415 per ton,?’ while the support price for
quota peanuts was $678 per ton. Therefore, U.S. consumers paid more for
items containing peanuts than they would have if U.S. processors had
purchased peanuts at the lower world price. In addition, higher U.S. prices
could create a consumption inefficiency because the quantity of peanuts
purchased at the higher U.S. price is less than what would have been
purchased at the lower world price—the price that would have occurred if
there were no program.

The government also incurs costs when producers cannot sell their
peanuts at a price greater than or equal to the support price and instead
forfeit them to the government at the support price. The government pays
to have these peanuts crushed and sells them at a price lower than the
support price. To prevent forfeitures, USDA strives to set the annual quota
at a level that does not exceed the expected quantity that would be
demanded at the support price. If usba sets the quota too high, the
government will incur costs from forfeitures. For example, in fiscal years
1995 and 1996, the government incurred costs of $124.7 million and

$127.4 million, respectively, because the legislatively set minimum quota of
1.35 million tons was greater than the quantity of peanuts demanded at the
support price in those years. On the other hand, if USDA sets the quota too
low, forfeitures will not occur, but U.S. prices will rise because the supply
marketed under the quota is not adequate to meet the quantity demanded
at the support price. In order to share program costs with the government,
producers and buyers of peanuts pay a fee to the government, known as a
marketing assessment, per ton of peanuts sold.?!

The government also incurs indirect costs when it purchases higher-priced
peanuts and peanut-containing products for its food assistance programs.
In 1993, we reported that UsDA paid the quota support price, instead of the
lower world price, for peanuts and peanut-containing products that it
purchased, leading it to incur greater costs than without the peanut
program.

The 1996 farm act made several changes to the peanut program to reduce
its costs and make the U.S. peanut industry more market-oriented. One
change in particular will help make U.S. peanut prices somewhat closer to

2The world price is derived from the price quoted for U.S. peanuts in Rotterdam, adjusted for the cost
of shelling and transportation back to the United States.

2IThe 1996 farm act set the marketing assessments for peanuts at 1.15 percent of the loan rate for the
1996 crop and 1.2 percent of the loan rate for the 1997-2002 crops.
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world prices—a lower quota support price. Under the 1996 farm act, the
peanut quota support price was reduced from $678 to $610 per ton and
fixed through the year 2002—the remainder of the life of the farm act. As a
result of this change, the quota support price is no longer linked to the
cost of producing peanuts and will not increase with inflation because the
escalator clause has been eliminated.

In addition to reducing the quota support price, the 1996 farm act made
other changes to the peanut program to increase economic efficiency.
These changes included eliminating the minimum level to which the
national poundage quota could fall, authorizing marketing assessment
increases, eliminating provisions allowing the carryover of unfilled quota
from year to year (undermarketings), redefining the peanut quota to
exclude seed peanuts, limiting disaster transfers requested by quota
holders whose commodity is damaged, and adding marketing
requirements to maintain program eligibility. These changes should enable
USDA to better control the quantity of peanuts marketed at the quota
support price, thus reducing government costs associated with the
program. Moreover, people who live outside of the state in which the
quota is allocated or who are not peanut producers, as well as government
entities, can no longer hold quota; and the annual sale, lease, and transfer
of quota is now permitted across county lines within a state, up to
specified amounts of quota. These changes will improve the equity and
economic efficiency of the peanut program. (See app. III for additional
details on these changes.)

Although the lower quota support price of $610 will help reduce U.S.
peanut prices, it is still substantially above the average U.S. cost of
producing peanuts and world prices. In 1995, the average cost of
producing peanuts in the United States was $369 per ton and the world
price was $415 per ton,?? while the support price was $678 per ton. In 1993,
we recommended that the quota support price be reduced so that over
time U.S. prices would more closely parallel the cost of producing peanuts
and world prices. Lowering and fixing the quota support price at $610 per
ton was a good first step. This price could be reduced further, which
would result in lower U.S. prices that would be closer to world prices and
would also result in reductions in government costs. While UspA officials
agreed that a lower quota support price will lower U.S. prices and
government costs, they pointed out that it will also reduce producers’
revenues.

2This estimate of the cost of production was derived from a USDA estimate of variable production
costs per acre. This estimate however, does not include fixed costs of production, such as the cost of
land.
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Sugar

The sugar program guarantees producers (growers and processors) a
minimum price for domestic sugar through the nonrecourse loan program
and controls the domestic supply of sugar through the use of a tariff-rate
import quota. The nonrecourse loan program sets a guaranteed minimum
price for domestic sugar through the loan rate. However, the 1996 farm act
restricts the availability of nonrecourse loans to times when the tariff-rate
import quota is at or above 1.5 million tons. USDA adjusts the tariff-rate
import quota on the basis of the (1) estimated domestic production and
demand and (2) level of supply needed to maintain domestic prices at
levels high enough to discourage forfeitures.?® Prior to the 1996 farm act,
under certain market conditions, USDA could also limit the domestic
marketing of sugar by assigning marketing allotments to processors to
maintain the support price.?* uspa assigned marketing allotments twice, in
fiscal years 1993 and 1995.

The 1996 farm act made the following changes to the sugar program to
reduce U.S. sugar prices and some economic inefficiencies of the program:

Loans are to be recourse under certain circumstances. When the tariff-rate
import quota is established below 1.5 million tons on the basis of
estimated domestic production and demand, loans are issued as recourse
rather than nonrecourse to eliminate potential forfeitures. If loans are
recourse, then there is effectively no price support and U.S. prices could
fall below the loan rate.

The loan rates were fixed. The loan rates were fixed for refined beet sugar
at the 1995 level of 22.9 cents per pound and for raw cane sugar at 18 cents
per pound. USDA has maintained the loan rate for raw cane sugar at 18
cents per pound since 1981, although in the past it had the authority to
raise the rate. A fixed rate means that over time the real value of the loan
rate, and therefore the real value of government support, will fall because
of inflation.? If prices fall near the loan rates, inflation-adjusted market
prices may be lower.

%In the past, the sugar program was designed to operate at no net cost to the government, which,
according to USDA, meant no forfeitures of sugar to the government. USDA adjusted the tariff-rate
import quota to prevent loan forfeitures. However, the no-net-cost provision only applied to the direct
costs of operating the sugar program, not to other indirect costs incurred by the government when it
bought food products for its food assistance programs.

2Under the 1990 farm act, foreign sugar producers and domestic cane refiners were ensured that
estimated imports of lower-priced sugar would not fall below 1.25 million tons. If estimated imports
were less than 1.25 million tons for the fiscal year, USDA was required to activate marketing
allotments, which limit the domestic marketing of sugar.

#To the extent that over time there are productivity gains in sugar production, the real cost of
producing sugar will also decline.
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o The no-net-cost requirement was discontinued. In the past, the sugar
program was designed to operate at no net cost to the government. The
1996 farm act did not renew the no-net-cost provision of the program, and
therefore this provision is no longer operative. Without the no-net-cost
provision, USDA could in the future choose to set the tariff-rate import
quota at a higher level to allow greater imports, which would result in
lower U.S. sugar prices. However, it is not yet clear whether UsDA will
choose to increase the tariff-rate import quota and increase the chance of
forfeitures under the nonrecourse loan program.

» Marketing allotments were eliminated. The 1996 farm act eliminated USDA’s
authority to use marketing allotments, which may result in a more efficient
allocation of resources in the sugar industry. More efficient producers will
no longer have to limit their level of production and marketings in favor of
less efficient and higher-cost producers. Any reductions in the costs of
production because of increased efficiency may be passed on to users in
the form of lower sugar prices.

o Penalties were imposed on forfeitures. The 1996 farm act required that
sugar processors be assessed a 1-cent penalty on every pound of raw cane
sugar and a 1.07-cent penalty on every pound of refined beet sugar
forfeited to the government. This penalty will reduce the effective
guaranteed price that processors receive from the government. Because of
this penalty, USDA can now support the price of sugar at a level that is 1
cent lower than under the prior farm act without causing processors to
forfeit.

The 1996 farm act did not eliminate the tariff-rate import quota, which
continues to be the key mechanism by which total domestic supply is
restricted and U.S. sugar prices are supported. As long as USDA continues
to use the tariff-rate import quota as it has in the past to restrict imports
and support U.S. prices above the level necessary to prevent forfeitures,
the 1996 farm act’s changes (such as limits on the availability of
nonrecourse loans) will have little if any impact on U.S. prices. However,
these changes could result in lower U.S. prices if there are significant
increases in domestic supply (or similarly large decreases in domestic
consumption) that prevent UsDA from maintaining a tariff-rate import
quota of 1.5 million tons while supporting prices at their current level. In
commenting on a draft of this report, Uspa officials pointed out that such
an increase in beet sugar production occurred in fiscal year 1995. If a
similar increase in domestic supply occurred under the 1996 farm act, USDA
could either (1) keep the tariff-rate import quota at or above 1.5 million
tons, which would result in lower sugar prices because of increased
supply, or (2) set the tariff-rate import quota below 1.5 million tons, which
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would result in producers not being eligible for nonrecourse loans, and
which could result in lower U.S. sugar prices.

If uspA’s implementation of the sugar program continues to insulate the
U.S. sugar market from the world market, U.S. prices are likely to remain
higher than world prices.?® For fiscal years 1991 through 1995, the average
annual world price of raw cane sugar ranged from 9.22 to 13.86 cents per
pound, and the average annual U.S. price ranged from 21.39 to 22.76 cents
per pound. In addition, according to some sugar analysts who are familiar
with trends in world sugar prices, world prices are expected to decline in
the short run and, because of the sugar program, U.S. sugar users will
continue to pay premium prices. Finally, by supporting the price of U.S.
sugar, the sugar program also indirectly supports the prices of other
sweeteners, such as high-fructose corn syrup.

There is considerable controversy about the size of the premium paid for
U.S. sugar and, therefore, the total cost of the sugar program to domestic
sweetener users. The size of the premium is controversial because it is not
a simple difference between current U.S. and world sugar prices. Instead,
the size of the premium depends in part on assumptions about how much
the world price would rise if the United States did not have a sugar
program. The premium could also be based on an estimate of what the
world price would be if all countries eliminated programs that support
their sugar industries. Nevertheless, as we and others have shown, higher
U.S. sugar prices result in increased costs of hundreds of millions of
dollars per year to U.S. sweetener users.?” UsbA has not officially
determined the size of the premium that users pay for U.S. sugar.
However, in a 1995 report,?® Uspa stated that for every 1-cent-per-pound
premium paid for U.S. sugar, the cost to consumers is $178 million (in 1995
dollars).

Higher U.S. sugar prices also result in a production inefficiency—the cost
of shifting resources from other economic sectors to pay for more

2Tn this report, the world price for sugar refers to the Number 11 contract price as traded on the New
York Coffee, Sugar, and Cocoa Exchange, (f.0.b. Caribbean) for raw cane sugar.

2TWhile we recognize that the cost of the program varies from year to year, we estimated in our 1993
report that the sugar program cost domestic sweetener users an average of about $1.4 billion per year
(in 1991 dollars) between 1989 and 1991. This estimate was based on an estimated long-run,
free-market world price of 15 cents per pound for raw cane sugar. Although USDA officials disagreed
with our methodology and assumptions, they told us that they used an approximation of our
methodology and estimated that the costs to sweetener users averaged about $900 million annually (in
1991 dollars) for 1992-94. In addition, other studies using different assumptions and methodologies
have estimated that the sugar program results in substantial costs to U.S. sugar or sweetener users.

*Lord, Ron. Sugar: Background for 1995 Farm Legislation (USDA/ERS, Washington, D.C., Apr. 1995).
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Agency Comments

expensive domestic production instead of importing lower-cost sugar. A
consumption inefficiency also arises when the quantity of sugar purchased
at the higher U.S. price is less than the quantity that would have been
purchased at the lower world price.

The government incurs indirect costs of millions of dollars a year as a
result of the sugar program when it purchases higher-priced sugar and
sweetener-containing products for its food assistance programs. On the
other hand, the government receives marketing assessments from sugar
processors on each pound of sugar that they market.?

In order to reduce U.S. sugar prices, we recommended in our 1993 report
that the loan rate be reduced gradually and the tariff-rate import quota be
adjusted accordingly. Changes made in the 1996 farm act should help
reduce U.S. prices if there are significant increases in domestic supply or
similar decreases in domestic consumption. However, if domestic market
conditions do not change, reductions in U.S. prices could be achieved only
by increasing the tariff-rate import quota or eliminating it (no import
restrictions). Once increases in the tariff-rate import quota result in U.S.
prices dropping to the loan rate, reductions in the loan rate would be
necessary to reduce prices further. However, one tradeoff of an increase in
the tariff-rate import quota and a lower loan rate would be a reduction in
U.S. producers’ revenues. Moreover, according to an official of the
American Sugar Alliance, making these changes would adversely affect the
long-term viability of the U.S. sugar industry because U.S. sugar
production would be replaced by lower-priced imports, most of which
receive some form of government support, such as export subsidies. Other
sugar industry officials told us that further reductions in domestic sugar
production will result in the deterioration of the specialized
infrastructure—processing mills, machinery, seeds, and
chemicals—necessary to support a domestic sugar industry.

We provided copies of a draft of this report to UsSDA for review and
comment. We met with officials of the Department, including USDA’s
Deputy Chief Economist; the Farm Service Agency’s Assistant Deputy
Administrator, Economic Policy Analysis Staff, and 10 other officials
representing various commodity divisions within this agency; and an
official representing the Commercial Agriculture Division of the Economic

2The 1996 farm act increased marketing assessments on processed raw cane sugar from 1.1 to
1.375 percent of the raw cane sugar loan rate, and for refined beet sugar from 1.1794 to 1.47425 percent
of the raw cane sugar loan rate.
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Research Service. These officials expressed concern with our findings in
the following five areas:

UsDA officials told us that in their opinion the marketing loan provisions
have prevented the loan rates from acting as price floors in the past and
will be similarly effective in the future if market conditions warrant their
use. They base this position on (1) the strong theory behind the concept of
the marketing loan provisions; (2) USDA’s past experience with the generic
certificate program, which they said was similar in concept to the
marketing loan provisions; and (3) the data that are available for
sunflower seeds and cotton. We disagree with UsDA that a conclusion
about the effectiveness of the marketing loan provisions for all
commodities is warranted. While we agree that the marketing loan
provisions appear to have prevented the rice loan rate from serving as a
price floor, we believe that the evidence is insufficient to reach similar
conclusions for the other commodities. For cotton, we disagree that the
data on forfeitures and stock accumulations, along with theoretical
expectations, are sufficient to reach a conclusion. For wheat, feedgrains,
and soybeans, the provisions remain largely untested because U.S. prices
and alternative repayment rates have generally been higher than the loan
rates; and for minor oilseeds, the data necessary to analyze the provisions’
effectiveness are unavailable or, as UsbA acknowledges, “anecdotal.” For
cotton, wheat, feedgrains, and oilseeds, we believe that more price data
are needed to confirm that the marketing loan provisions prevent the loan
rates from serving as price floors.

UsDA officials were also concerned about our reliance on historical data in
analyzing the effectiveness of the marketing loan provisions and projecting
to the future, particularly when major program changes were made in the
1996 farm act to increase the market orientation of U.S. commodity
programs. They stated that in the future there will be a different
combination of domestic government commodity programs and a different
mix of international trade policies. Therefore, if the effectiveness of the
marketing loan provisions are analyzed using historical data, these results
should not be projected to the future. In our report, we have added
language to recognize that one limitation of using historical data is that
some programs that affected U.S. prices in the past have been eliminated
by the 1996 farm act. In addition, our report recognizes that marketing
loan provisions may prevent the loan rates from serving as price floors in
the future, only under certain market conditions.

uUsDA officials were concerned that our draft report implied that higher U.S.
prices always meant that U.S. commodities were not competitive on world
markets. They said that price premiums are justifiable if they reflect the
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desirability of U.S. commodities over foreign commodities in world
markets; they acknowledged that price premiums deriving from program
provisions that keep U.S. prices artificially high and pose an impediment
to free trade are undesirable. We agree that some price premiums resulting
from market factors may be justifiable and do not indicate a lack of
competitiveness. Throughout the report, where appropriate, we have
changed any reference to “making U.S. prices more competitive” to
“lowering U.S. prices to levels that are closer to” alternative repayment
rates or world prices.

usDA officials disagreed that lower loan rates would reduce U.S. prices.
They stated that lowering the loan rates would have little if any effect on
reducing U.S. prices when the marketing loan provisions are available.
While they did not disagree that loans have an option value, they told us
that if prices fall to levels significantly below the loan rates, the option
value of the loans will have at best a marginal impact on U.S. prices. The
option value will only influence the seasonal variation of prices, with no
significant effect on annual average prices. Furthermore, they told us that
if producers obtained commercial loans instead of government loans,
producers would still be able to keep their commodities off the market for
some period of time. Specifically, for cotton, officials told us that the
option value of the loan will be less of a factor in the future because the
1996 farm act eliminated the 8-month loan extension, which in the past
allowed the loan to span 2 crop years. For rice, officials stated that the
level of the loan rate is irrelevant to producers’ decisions to plant; instead,
the main factor is the high cost of rice production. Because of this, Usba
officials stated that lowering the loan rate for rice will have little if any
impact on U.S. prices. For wheat, feedgrains, and oilseeds, usba officials
hold the view that marketing loan provisions will prevent the loan rates
from serving as price floors and therefore lower loan rates will have little
if any impact on U.S. prices.

Despite UsDA’s disagreement, we continue to believe that for cotton and
rice, when adjusted world prices are below the loan rates, lower loan rates
will likely have some downward effect on U.S. prices. This is because the
option value of the loan may be a significant factor affecting U.S. cotton
and rice prices. For cotton, while we agree that eliminating the 8-month
extension reduces the option value of the loan, we believe that the
availability of government-paid storage and import restrictions continue to
play a role in affecting the option value of the loan and keeping U.S. cotton
prices higher than adjusted world prices. To the extent that lowering the
loan rate for cotton reduces the loan’s option value, there will be some
downward effect on U.S. prices. For rice, although the price data suggest
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that the marketing loan provisions have prevented the loan rate from
serving as a price floor, U.S. rice prices have remained higher than
adjusted world prices. To the extent that these higher prices are caused by
the availability of nonrecourse loans, we believe that lowering the loan
rate for rice will reduce the loan’s option value and will have some
downward effect on U.S. prices.

For wheat, feedgrains, and oilseeds, we do not take a position on the likely
effect of lowering the loan rates on U.S. prices. The report recognizes that
most experts expect the marketing loan provisions to work as intended
and prevent loan rates from serving as price floors. In this case, lower loan
rates will have little if any impact on U.S. prices. However, if marketing
loan provisions do not prevent the loan rates from supporting prices, as
some others have suggested, then lowering the loan rates may have some
downward effect on U.S. prices.

UsDA officials expressed their strong disagreement with our estimates of
the cost of the sugar program to domestic sugar users as reported in 1993
and cited in this report. This is in contrast to UsDA’s official comments on
our 1993 report, in which UsDA stated that our report was reasonable and
had no major data problems. At that time, USDA stated that the costs and
benefits derived using assumptions of hypothetical policy alternatives
were well within the range of most research. However, in commenting on
a draft of our current report, usbA officials told us that since our 1993
report was issued, they have changed their position and now strongly
disagree with our 1993 estimate of the average annual cost to users of
$1.4 billion. They stated that the 1993 report did not adequately consider
the complexities and dynamics of the U.S. and global sugar markets. They
said that the report overestimated the cost of the sugar program to U.S.
users, some data were used incorrectly, and important sugar market issues
were not considered. Furthermore, they said that using our methodology,
different welfare cost impacts could be obtained by selecting prices in
different time periods. We continue to believe that our 1993 report
provided a reasonable estimate of the cost of the sugar program to U.S.
sugar users for the period analyzed. More importantly, we believe that
while the precise level of price premium is subject to debate, the program
and policy problems that we identified in 1993 are still relevant.

UsDA officials also suggested a number of technical revisions to our draft.
Where appropriate, we have incorporated these revisions into the report.
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In conducting our review, we interviewed UsDA officials from the
Commodity Credit Corporation, Economic Research Service, Farm Service
Agency, Foreign Agricultural Service, National Agriculture Statistical
Service, Office of the Chief Economist, and county offices. We also spoke
to officials of the World Bank, academic experts, industry and trade
representatives, and agricultural commodity consultants. We also obtained
data from USDA, and we reviewed various economic and international trade
studies conducted by universities, management consulting groups, USDA,
and international agencies. We did not independently verify the data used
in this report. We conducted our review from July 1996 through

January 1997 in accordance with generally accepted government auditing
standards. A detailed discussion of our overall scope and methodology is
provided in appendix IV.

We are sending copies of this report to the Senate Committee on
Agriculture, Nutrition, and Forestry; the House Committee on Agriculture;
other interested congressional committees; the Secretary of Agriculture;
and other interested parties. We will also make copies available to others
on request.

If you or your staff have any questions about this report, please contact me
on (202) 512-5138. Major contributors to this report are listed in appendix
V.

Sincerely yours,

gt O i

Robert A. Robinson
Director, Food
and Agriculture Issues
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