
Agricultural
Free Trade

and the
Southwest

For several year:;, the United
Slates has worked to 0l~n

foreign agricultuf'JI 1l13rkets and
remove domestic subsidies that
distort prices. A multilateral agree­
ment with many countries is
currcmly under negotiation through
the General Agreement on Tariffs
and Trade (GATf). (See tbe box
titled "Will GA Tr Talks Opell
"!i"c/{.Ier ) Tot:llly free !melt: in
:lgriculturc will not be obtained
quickly. but the GAlT is taking
steps toward this g03!.

Free trade in agriculture would
mean an increase in consumer
prices for most agricultural prod­
ucts. Yet, free trade in Hgriculture
would benefit the United SWles.

Why? Aggregate world OUlpllt and
income would rise, on net. despite

higher world commodiry prices.
The rise in agricultural prices
would be smaller than the reduc­
tion in taxes currently used for
agricultural subsidies. This gain
would occur because free tr.:lde
implies the reallocmion of produc~

tion toward its most emdent
locations. Only the most efficient

fanns would survive because
markets would not be protected
from competition. But the low-cost
producers would increase OUlpul.

The resulting increases in
production and income would not
benefit everyone. however. Many
f:mners who are subsidized or
protected from competilion­
including some Southwestern pro­
ducers of rice, sugar. cotton and
gr.:lins-would lose money if they
continued to produce their crops in
a free market.

TIle Cost of Protection

r-.'lany governments have created
domestic programs and trade
barriers to subsidize their agricul­
tur.:ll sectors and protect them from
foreign competition. These pro­
gr.:11l1S are an expensive Wety 10
1r.l1lsfer income from consumers
and taxpayers to agricultllr:J1
producers.

Faml subsidies lower domestic
prices below world prices, encour­
aging domestic consumption rather
th:lll trade. This effecl-along with
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Chart 1
Estimated Change in U.S. Consumer Prices Resulting from Multilateral Trade Liberalization
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Will G.'Tf Talks Open Trade?

Agricultural trade libern1iZ;l1ion b the fOCll point of the curren!
round of the Geneml Agreement on Tariffs and Trade (GATT).
The GAlT. which includes mOTC Ih::m 100 countries. was cremed
at the end of World War II to provide an international rOnlm 10
advOCate less go\'crnm~nt interference in all international trade.
The GArr is working to increase world economic growth by
rt-'ducing governmental protection and lrade.-dislOrting ,>ubsidies.

111C cumml round of negotiations, oiled the Uruguay Round
because it was started in Cruguay. is !.he most ambitious and
complex CWT undertaken by GAlT. The L'rugU3y Round almost
collapsed last year afler four year.; of negoti.'uion. Agricuhural
issues provoked such disagreement thai negotialors. in effect.
risked sacrificing agreements in other areas, such as services and
foreign inveMment. 10 induce ~m agreement on agriculture.
Wilhout a GATT agreement, the current u.s. fann hill will allow
incre-ases in U.S. agricultural support and tr.lde barriers.

The origin:ll U.S. proposal to GAlT did not include the lotal
trade libcmlizHtion discussed in the accompanying ankle. lnslead,
lhe United Slales and lhe Cairn's Group. a coalition of 13 nmions
exporting agricullural commodities. proposed a 9O-percem cuI in
export subsidies :llld a 7;-perccm CUI in imemal supports over 10
yea~. 11lb proposal was bold in comparison wilh lhe one from
the Europc:ln Community, which recommended ;l 3O-percem cut
in subsidic~

TIle l'nilcd Stales is nOi likely to remove trude barriers without
a commitment by other coumries to open their markeLs. Remo\'­
ing only U.s. bafflers would flood U.S. markets with foreign
produCl'> wilhout increasing lhe demand for domestically pro­
ducc..."d gOO<.l". U.S. agricultural prices would decre-.lse more than if
all coumries removed trade distortions. And producers' income
losses would be greater bec:Ill"e increased output would not help
compensate for price decreases.

E.ven if GA1T fails, the United Stales may see freer Irade. The
United States has armnged a free tr.lde agreement with Canada
and is negotiating agreements with several other nations, includ~

ing ;\Iexico. Wilh such agf("'ements, U.S. produce~ would ha\'e 10
make adlustments similar to thosoe memioned in the accomp3ny~

iog aniclc, although in much "malleI" magniludes.

'Taxpayers may cboose to

conlimte to transfer

resollrcesfrom the lion/ann

sector to thefcmn sector, but

tI more ejficient approach

simply would be to write

cbecks directly 10

agricultural producers."

more blatant trade barriers. such as
quotas and t:lriffs--provides
incentive for Illany of the world's
bigher<ost producers to produce.
Iksources that could he used to
meel conSUlller demands in other
sectors are attracted instead to
commodilY production because of
go\'emment support. This distortion
lowers national efficiency.

111e U.S. Departlllent of Agricul­
ture (USDA) estimates that in 1986
inefficiencies caused by agricultur.ll
subsidies reduced U.S. income by
59.2 billion in :lddition to the taxes
spent on fann progmms and
consumers' extr:.l expenditures
required 10 pay artificially high fann
product prices.

Taxp3re~ 1ll:IY choe>:se to
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Chart 2
Estimated Change in U.S. Producer Prices Resulting trom Multilateral Trade Liberalization
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continue to transfer resources frol11
the nonfarm sector to the farm
sector, but a more efficient ;11'­
proach simply would be to wrile
checks directly to agricultUl~11

producers. Such ;1 pkln could
achieve the S:lll1e farm income gO:ll
while increasing over:.l!! output ~tnd

income. Most currell! tl~lde liber:.ll­
izmion proposals include lump-sum
transfers to low-income producers.

Free Trade Increases O\'erall
U.S. Outlmt and Income

Free trade in :lgriculture would
require the elimination of all trade­
distorting ~tgricultural policies,
including subsidies. With free !r:Jdc.
national policies would h;lve no
trade effects and agricultur:.d
product 111;lrkets could funCtion as
if countries had no borders.

Domestic producers would face
\vorld prices. This competition
would encour::tge the world's low­
cost agricultural producers to
increase OUlput. while high-cost
awicultural producers would likely
transfer their resources into Olhl.'r
uses.

\X'ithoUl lrJde barriers, each
count I)' would specialize in pro­
ducing the goods, whether fann or
nonfaml, in which it is compara­
tively more efficient th:m other
countries. Countries would then
tmde for commodities for which
they are comparatively less efficient
producers. Resources would be
channeled from low-productivity
uses to high-productivity uses.
pcmlilling higher levels of COll­
sumption and investment.

Under free tr::lde, a U.S. producer
of rice or sugar, for eX:llllple, may
find production unprofitable
without subsidies. This producer
would then transfer land, invest­
ment lind management lalent into a
more profitable business. l11e
producer's resources would be
used more efficiently, and the U.S.
Treasury would save the cost of the
subsidy.

Taxpayers benefit from agricul­
tur::L1 tf:.Lde liber:.llization. The USDA
estimates that in 1986 eliminating
government agriculmml progr::tms
would h:;lVe saved the Treasul)'
$30.9 billion. Producers' income
would have declined $16.2 billion.



Chart 3
Estimated Change in U.S. Agricultural Output Resulting Irom Multilateral Trade Uberalization

while higher f<XXI prices would
have n..>duced consumerl)' dispos­
able income by $1.2 billion. The
:.a\·in~ 10 the Treasury could more
than compensate producers and
slill incn..":'bC taxpayers' nel income.
Full compens:uion 10 producer">
would leave a $14.- billion S:1\'ings
for the Treasury.

Free Trade Generall}' Reduces
U.S. Agricultural Income

Worldwide lrade libcmlizmion
would not significantly change
world dcm:llld for :lgricuhural
products. However, whal would
change is where agricultural
commodities are produced, and
trade between countries would
increase significanlly. A USDA
sludy suggests thai lrade IiberaIi7..a­
lion would improve lhe U.S.
balance of lrade in agriculture :lOd
increase U.S. farm exportS by
nearly 2; percent.

The elimination of gO\'cmment
'iuppon would increase prices for
mml domcstiC'J.lIy produced
agricuhural commodilk'S (Cbart n.
Consumer price incre:I:>Cs would Ix:
grc:ltcsi for lamb and corn. Sugar
and dairy product prices would
decline, however, bec:lusc current
government policy holds their
prices artificially high to help pay
the producer subsidies.

Rc:.'tiuced agricultural support
would also decrease the prices
pr<Xlucers receive for most prod­
ucts (Chart 2). Producer price:'> for
more heavil)' subsidized products,
such as '>ugar and rice, would
decline lhe most. The producer
prices of COlton, com. wheal :lOd
Olher coarse grains would also
dl.'Cline subst3nlially. Liveslock
prices would increase because of
expandl.--d export demand. Live­
sux:k production curremly receives
\'cry little government ,>uppon, :md
the lo:.s of ir..s subsidy would have
liule efft:<:I.

Although ovt':mll U.s. agriculluml
OlJlpUt would remain virtually
unchanged, the composition of
production would change markedly

wilh freer lrade (CblIl13). Outpul
would increase for produet5 wilh
rising producer price~ and would
fall for commodities wilh declining
producer prices.

Fulltr.lde liberalization, Wilh
total elimin:uion of go\'crnment
support, would reduce gross U.S.
agricllltllr.J1 income. Higher con­
sumer prices would increase
producer income from the sale of
faml producis. Producers would
also benefit from a lower cost of
production 1x.""C"".Iusc of reduced
adminislr.ltive COSIS and grealer
emciency. But for mOSI producers,
declining production costs and
increased consumer prices would
not rompcns~Ue for the loss of
government support (Chart 4).
Income would decline for mosl
crops. Producers of C()(lon, sugar.
rice. wheal. corn and Olher coarse
grains would have the brgest
income losses bcCluse lhese crops
are heavily subsidi'7.ed. Free tr:ldc,
however, would r:lise the income
of li\'estock producers. Increased
foreign dem:llld for beef. pork and
lamb would hoost liveslOck prices.
These increases would more than

-_...........
...

Poultry and EotJI

, "

"Full trctcle liberalization,

with toWI elimination oj

govemmem Sllpp011, llIould

reduce gross U,s. agn'cliltural

iNcome. "
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Chart 4
Estimated Change in U.S. Agricultural Gross Income
Resulting from Multilateral Trade Liberalization
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compensate for rising feed grain
prices.

TrJde liber:llization also would
affeci production of fresh fnlits and
vegetables. Freer trade could cause
major shifts in tr:lde patterns of
fresh fmits and \"egelahles.

[n the United Slaws, fruit
producers probably would fare
beller than vegetable producers
because in winter months fruit
producers f:iCe less foreign eom­
pctilion Ih:m vegetable producers.
Relaxed trade barriers also would
increase opportunities to export
U.S. fruit. Prices and production of
U.S. fnlit might incre:lse slightly. if
they changed at all. I-Io\\·e\·er. fruit
:llld vegetable growers receive
little government support. so
:ldjustmcllls in thest: markets
would nOt be as gre:l\ as thost' in
m:lfkels for other commodities.

Lower expected agricultural
profits would decrease agricultur:11
bnd values. The price of farmland
renee!s its potenti:ll income. which
currently includes profits that are
artificially high because of farm
support progr:UllS. Moreover. f:ml1
progr:II11S ha\'e removed agricul-
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tural land from production, boost­
ing bnd prices by reducing the
supply of farmland.

The elimination of progr:lI11s
that restrict output would return
unused agricultural bnd to pro­
duction. As a result. the total
supply of agricultural bnd would
increase, and farmland prices
would decrease.

The effects of liberalized agricul­
tuml trade will reach beyond farm
pnxluction. Some nonagricultural
sectors of the economy will suffer.
but most will benefit. (See lbe box
{(fled "!iffeels of Free Trade 01/

NOl/agricultural Seclors of tbe
t::collomy. ")

Trade Uberalil.ation and
Southwest Farmers and Ranchers

For each region. the effects of
free trade would depend on the
level of current government
agricultur:ll SUppOI1 and the relative
efficiency of cOlllmcxlity produc­
lion. States receiving larger
amounts of agricultural subsidies
would be hurt more than stntes
receiving lower subsidies. Stmes



Effects of Free Trade on Nonagricultural Sectors of the Economy

Free trade in agriculture would also affect nonagricultuml
sectors of the economy. For most sectors, free trade would
incre:lse income because resources that had been atlracted to
agriculture through sub:o;idics and protection would be divened
elsewhere. But the nonagricultllml sectors that benefit from
agricultural subsidics would be hurt by the elimination of protec­
tion and subsidies.

More than 35 percent of the effecL<; of farm subsidies aCCnle to
nonagricultural sc<:tors of the economy through the lower cost of
subsidized commodities. For example, agricultural subsidies hold
down input COsts for the food processing and apparel industries.
The tr"ansportalion. warehousing. insurance and retailing sc<:tors
abo benefit from subsidi%ed commodity prices and the anificially
high production they encour::lge. Fn..--e trade would increase input
costs for some industries and reduce demand for other industries.
Income would decline for either type of industry.

For eX:llnple, :1 manufacturing finn whose inputs include
agricultural commodities would face higher input prices for some
commodities under free trade. 111cse increased costs would IC<ld
to slight declines in output and income for many food processing.
canning. app:lrel and textile finns. Ikduced agricultural output
would lower demand for services and wholesale and retail tmde,
as well as for banking and insurance firms that focus on agricul­
tural ll1;1rkets.

Freer trade would have a marc positive elTect on producers
using livestock byproducts :IS an input. The increased supply of
livestock byproducls :lnd the fall in their prices would boost
output and in<.:ome for these producers. Tr:mspoltalion of live­
stock would incr~ase. <llthough transponalion of crops would
decline.

Despite losses in specilk sectors, freer trade would have a
positi\'c effect on the U.S. economy beC'AUSC the gross natiomll
produci would increase as resources are divclted [0 more produc­
tive actiVities.

"The economy, both in the

United States and the

Southwest, would bene/it

because resources would be

reallocated to their most

ejjicient uses. I'

pnxlucing crops that can be growll
more efficiently elsewhere in the
world would be hun. Hegions thai
efficiently produce commodities in
demand around tile world would
benefit from free tr..lde.

In gcner..ll, freer agricultural
tr..lde would increase the incomc
from livestock and reduce the
income from most crops. More than
60 percent of agrlcultur::ll income in
New t>lexico, Oklahoma and Tex:ls
currently comes from the prodllc~

tion of livestock. Free trade would

likely increase income from live­
stock production in :111 three states.

In New I\lexico, the increase in
livestock income is likely to
compensate for the reduction in
crop income. New Mexico does not
produce many crops thai receive
government suhsidy.

In Texas and Oklahom:1. the
increase in livestock income would
not entirdy compens:lte for the loss
of subsidi%ed crop income, but
agricultur..t1 income would drop
only slightly.
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Free trad~ would reduce agricul­
{ural income sharply in Arizona and
Louisiana. Livestock produdion
contributes only 30 percent of
agricultural income in each state.
Increases in livestock production
would not be sufficient to offset
reduced production of subsidized
commodities.

Arizona agricultural income
could drop 8 percent. For Louisi­
ana, free tr::lde could generate a 30­
percent loss in fann income-0ne
of the highest losses alllong the 50
states. More than 40 percent of
Louisiana agricultu"ll cash receipts
now come from the production of
cOIIon, rice and sugar, all of which
receive large subsidies. Prcxluction
of these commodities would fall
about 42 percent with free tmde.

Conclusion

Free tmde in agriculture would
remove govemment f:lnll subsidies
and protection, reducing income for
most U.S. crop producers and
increasing income for U.S. livestock
prcxlucers. Agricultuml income could
increase in New J\lexico and decline
slightly in Oklahoma and Texas.
Fann income would decline more
severely in Arizona and Louisian;l.

Despite increases in many COIll­

modity prices. overall U.S. output
and income would increase. The
economy. both in the United States
and the Southwest, would benefit
because !"('->g()ura.->g would be re:tllo­

cated to their most etficient uses.

-Fiona Sigalla
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Alllioll/rcing a New Publication

a/the Federal Reserve Btmk o/New York

u.s. Monetary Policy and Financial Markets
A IIII-Malie MCI/lel/dyke

u.s. MonelclI)' Policy alld Fil/clI/cial Markets offers an in-depth
description of how monetal)' policy is developed hy the Federal Open
Market Committee and the techniques employed to implement policy
at the Open Market trading desk. \,(Iritlen from her perspective as a
senior economist in the Open /'I'l:trket Function at the Federal Reserve
Bank of New York. Ann-Marie Meulendyke describes the tools and the
seuing of policy, including many of the compleXities that differentiate
the process from simpler textbook models. Included is an account of a
d:ly at the tmding desk. from morning infomlation-g:tthering through
daily decision-making and the execution of ,til open market operation.

The book also places monetary policy in a bro:lder context. examin­
ing first the evolution of Fedeml Reserve monetal)' policy procedures
from their beginnings in 1914 to the end of the 1980s. It indicates how
policy opemtes most directly through the banking system :tnd the
financial markets and describes key fcatun:s of both. Finally, the book
focuses on the tr.tnsmitwl of lllonet;lry policy actions to the United States
c<:onorny :md throughout the world.

1990, paper, 231 PI'. Postpaid: S5 U.5., SIO Foreign

Orders should be sent to: I'.uhlic Information Depanment, Fede"ll
Reserve B~lllk of New York, 33 Libcny Street, New York. NY 10045.
Checks must accompany orders and should be payable to the Fede~tl

Reserve Bank of New York in U.S. doll:lrs.
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