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Sovereign Domestic Policy

Sovereign nations have the right to design their domestic policy and its conduct to meet their
own objectives. The United States operates transparent programs of support for many

agricultural products. The very transparency of the U.S. programs makes them easy targets.

Most nations operate support programs for some agricultural products. ICAC estimates that 73%
of the world' s cotton production takes places under some sort of subsidy or support program.
The degree of transparency in these programs varies widely. Nations will also make multi-lateral
agreements to disciplines that will be applied to foreign and domestic policies. In the case of
agricultura policy, so long asthe U.S. meetsits international disciplines as described initsfiling
with the World Trade Organization, it is exercising its sovereign rights and meeting al external
obligations.

The governments of developed economies generally provide some type of subsidy or support
system to their domestic agricultural industry. There are exceptions to this statement but the vast
majority of agriculture in the devel oped economies receives some form of support. The range of
program or policy design across these various countries is substantial and denies even any broad
characterization. However, such support systems stand in stark contrast to the often-observed
practice in developing economies of the application of export taxes to agricultural commodities.
The use of export taxes or other such systems of revenue collection are the sovereign right of
these nations. The fact that producers under such systems realize significantly less than world
prices for their production is not associated with domestic agricultural programs operated by
other governments.

Cotton Prices

Cotton prices have declined because of weak demand resulting from sluggish economic growth
in much of the world. The precipitous decline began in the 1997 crop year, falout from the
Asian financial crisis. World economic growth fell to only 2.8% in 1998, down from 4.2% the
previous year (Exhibit 1). Asaresult, world mill use of cotton fell almost 3 million bales. Even
asworld mill use of cotton contracted, China entered the market as a significant net exporter in
order to reduce burdensome surpluses. In 1999 Chinese net exports of raw cotton were almost
1.6 million bales; just 2 years previous, China had been a net importer of about 1.8 million bales.
The combined effect decimated U.S. and world cotton prices. In August 1997 the world cotton
price, as measured by the “A” Index was about 80 cents per pound; by December 1999, the “A”
Index had declined to only 44 cents (Exhibit 2). Similarly, the U.S. spot 4134 price fell from
over 70 centsto 47 cents during this period.

There was growing optimism that a recovery was underway as we entered calendar 2001as
cotton prices had strengthened considerably from the lows of the previous year. The optimism
soon evaporated, however, amidst increasing signs that the market recovery had stalled: the U.S.
and world economies began to weaken; U.S. mill use began to collapse; significant Chinese
imports of raw cotton failed to materialize; and expectations for U.S. and world production



began to rise. The impact on U.S. and world cotton prices was devastating. The spot 4134 U.S.
cotton price began calendar 2001 at approximately 58 cents. By late October 2001 the spot 4134
price had declined below 26 cents, alevel not seen the early 1970s. World cotton prices followed
asimilar path. Beginning calendar 2001 at over 65 cents, the “A” Index declined steadily
through most of the year. By late October, the “A” Index had fallen below 39 cents, a decline of
over 26 cents. While some recovery has since occurred, cotton prices still remain well below
historical averages.

Lower prices have not been restricted just to the cotton market. Other agricultural prices have
shown similar declines. Anindex of futures prices set at 1995 = 100 shows that cotton, corn and
soybeans values on U.S. futures markets have declined substantially since 1995 (Exhibit 3). Non-
agricultural commodities have also experienced significant price declines. The Commaodity
Research Bureau (CRB) maintains an index of commodity price movements. The commodities
included in the index range from traditional U.S. agricultural commodities to heavily traded
international agricultural products such as cocoa, coffee and sugar, to metals and energy
commodities. In addition, the CRB maintains sub-components of the basic index. An
examination of the movement since 1995 in the sub-components indicates a broad sweep of
commodities suffering from long-term price declines. The sub-component for grains (corn,
wheat, and soybeans) have declined more than 60% since 1996 (Exhibit 4). The softs index
(cocoa, coffee, orange juice and sugar) has generally trended down since 1995 and now stands
some 40% below its mid-1990' s value. Industrials, which includes copper and cotton, shows a
pronounced downward trend since 1997 and now stands some 55% below values just 4 years
previously. These price dataindicate that if the focusis cotton in isolation, important global
shifts will be missed.

World Economic Situation

The U.S. economy began to falter in calendar 2000 and slipped into recession in March 2001
according to the National Bureau of Economic Research. The U.S. slowdown quickly spread
around the globe as U.S. purchases of foreign goods provide critical support to many of the
world’'s economies. As aresult, economic growth prospects outside of the United States have
remained weak. The Japanese economy is once again verging on recession, the economies of
Western Europe are stagnant and many emerging market economiesin Asiaand Latin America
continue to struggle (Exhibit 5). Argentina, in fact, has suffered yet another financial meltdown
and concerns linger that the contagion might well spread to its neighbors. The IMF now
estimates global economic growth of only 3.2% in 2001, down from 4.8% in 2000. Global
economic growth in 2002 is projected to reach 3.9%. The major advanced economies are
expected to grow by only 2.4% with the U.S. economy growing 2.5%. Growth in the developing
economies is expected to reach 5.6% in 2002, down from 5.8% in 2000 and somewhat better
than the performance of 2001. Without a significant improvement in world economic
performance, cotton prices and those of other commodities will remain under significant
pressure.

World Production

Despite low prices, world cotton production has not shifted to alternative crops. During the 2001
crop year, world cotton production increased dramatically over the previous year. World cotton
production increased to an estimated 98.2 million balesin 2001, an increase of 9.6 million bales



from 2000. China continues to be the world’ s largest cotton producer with a projected 2001 crop
of 24.40 million bales (Exhibit 6). This year’s Chinese crop is over 20% larger than the previous
year’ sdueto an increase in acreage and yield. The U.S. crop was 3.5 million bales larger than
the previous year.

Many casual observers have decried the increase in cotton acreage in 2001 as afailure of
participants to respond to market signals. Such comments tend to arise from using today’ s cotton
prices to measure behavior one year ago. At the time of 2001 northern hemisphere planting
decisions cotton prices were up substantially from prices observed at planting time in 2000.
Therefore, it is not surprising that more acres were devoted to cotton in the northern hemisphere
in 2001. Cotton growing regions in Chinaand the U.S. generally experienced beneficial weather
and above average yields were realized. Unfortunately, cotton prices began to decline as 2001
planting commenced and eventually fell to extraordinary lows. However, applying today’s
prices to suggest something about appropriate grower behavior one year ago is simply poor
analytical thinking.

Some pundits have suggested that overproduction is the source of the problem. Whileit istrue
that overproduction can bring lower prices, aglance at the size of U.S. and foreign crops for the
most recent 3 years indicates no apparent surge in production beyond that which can be
accounted for by relative prices and yields. From 1997 to 2000, average world production
declined almost 4.5 million bales, from 91.6 million to 87.2 million® (Exhibit 7). And, the
average U.S. share of total world production during this period declined from 20.2% down to
18.4%.? Between 1991 and 2000 the U.S. share of world production averaged 19.5%, virtually
identical to its share between 1971 and 1980 of 19.3%. Further, the 1991 through 2000 U.S.
average isitself aproduct of the period from 1994 through 1996 when the U.S. share of world
production was at least 21% every year, despite minimal government support. Excluding these 3
years, the average U.S. share between 1991 and 2000 falls to 18.9%. Two questions immediately
arise: (1) If the U.S. farm program were indeed a detriment to foreign cotton producers, why has
foreign cotton production shown no secular decrease?; and (2) Why is the United States not
accounting for a significantly higher share of world production?

In fact, a strong argument can be made that the U.S. has actually supported foreign cotton
production because of appreciation of the U.S. dollar. Datafrom USDA’s Economic Research
Service (ERS) show that the U.S. trade-weighted agricultural exchange rate has appreciated by
over 30% since 1995, reversing almost 10 years of steady decline (Exhibit 8). Further, the U.S.
dollar has appreciated by over 40% relative to the currencies of our primary competitorsin the
export market. This strengthening of the U.S. dollar has had a devastating impact on the U.S.
cotton industry and, indeed, virtually all export dependent and/or import sensitive industriesin
the United States. In effect, the 30% appreciation of the U.S. dollar in recent years has had the
same impact as a 30% tax on exports. In addition, a strengthening U.S. dollar confers a further
advantage to foreign cotton producers because international cotton trade is * dollar-denominated.’
Hence, foreign producers receive U.S. dollars for their exports which are then converted into
ever-larger quantities of their domestic currency. As stated by ERS, "Continuing appreciation
has allowed competitors to gain market share and in turn expand their production. Lossesin U.S.
market share may have been even greater if low world prices had not deterred growth in foreign
production.” Appreciation of the U.S. dollar has conferred an indisputable competitive advantage



to foreign producers. Support provided U.S. producers by the farm program pales in comparison
to the competitive disadvantages of a stronger dollar.

World Demand

World mill use of cotton seems to have been in a state of suspended animation for over a decade.
The world economy has grown tremendously in the past decade and spurred a dramatic increase
in world consumption of fiber. Y et, cotton has captured very little of this growth. Between 1990
and 2000, world demand for cotton grew a mere 8.4%, from 85.1 million bales to 92.3 million
bales (Exhibit 9). During this same period, world polyester consumption more than doubled such
that it is expected to actually exceed that of cotton in 2001. Driven by the availability of low
priced Asian polyester, total man-made fiber consumption in the world increased 160% over this
period, reaching over 130 million bales in 2000. By 2002, afurther increase in synthetic fibers
consumption to almost 150 million balesis projected.

Production of textile polyester in al of Asiahas risen from 21.6 million bale equivalentsin 1990
to an estimated 73.4 million bale equivaents in 2002 (Exhibit 10). Countries across the Asian
region have provided lucrative incentives for the siting of chemical fiber production in past 10
years. Tax waivers, rebates on import duties, elimination of income and sales taxes, and
assurances of energy supplies were common incentives. Across Asia, from South Korea to
Bangladesh, production of textile polyester soared, but China claimed the lion’ s share of the
increase. Textile polyester production in the Western Hemisphere and Europe remained largely
unchanged over the period.

The exponential increase in Asian polyester production has had a direct and substantial impact
on the use of cotton in textiles and subsequently on raw cotton prices. World demand for raw
cotton has shown anemic growth as the Asian textile complex uses ever-increasing volumes of
polyester.

Industrial and trade policy of major cotton textile producing countries is having a distinct imprint
world raw cotton trade and prices. Several traditional cotton producing countries are also major
exporters of cotton yarn and fabric that have routinely operated complex systems of tax rebates,
duty waivers and other fiscal measures in conjunction with export licensing on raw cotton. The
combination of these measures has at times seen international cotton yarn offers equal or below
offering rates for raw cotton. Both Pakistan and India have conducted such policies for most of
the last decade. Surges of Japanese and Chinese cotton yarn imports from Pakistan and India
show the displacing effect such yarn sales can have on raw cotton trade.

U.S. Demand

The United States possesses the world's largest retail market for cotton textile and apparel
products. The promotion campaigns of Cotton, Incorporated have helped create a domestic retail
cotton market of about 20 million bale equivalents, up from 13 million just 10 years ago. For
calendar 2000, the United States accounted for 22.5% of the world’ s cotton textile and apparel
market — up from 14.3% one decade earlier (Exhibit 11). And, U.S. imports of foreign
manufactured textile and apparel products made from foreign cottons are growing at a staggering
rate. From 1993 to 1996, net imports of cotton textiles and apparel averaged the equivalent of 5.6
million bales; by 2000, imports had grown to 10.6 million bale equivalents (Exhibit 12). The



surge in imports accelerated sharply in the latter-1990’ s amidst aggressive Asian export behavior
and rapid appreciation of the U.S. dollar.

This surge in imported cotton products has decimated U.S. textile mills. In calendar 1997, U.S.
mill use of cotton was 11.4 million bales; by calendar 2001, it had declined below 8 million
bales (Exhibit 13). The U.S. textile industry is suffering its worst economic crisis since the Great
Depression. Since the dollar began to surge in 1997, over 175,000 textile workers have lost their
jobs and over 200 textile plants in the United States have closed. A number of the country’s
largest and most modern textile firms have gone bankrupt — including, during the last six months,
Burlington Industries, Guilford Mills, Maden Mills, CMI Industries and Galey & Lord. This has
impacted not only domestic textile manufacturers but also had a devastating impact on
worldwide cotton prices. A strong and viable U.S. textile sector is needed to support U.S. cotton
prices and, by extension, world cotton prices.

It should also be noted that it is the U.S. which has supported world cotton consumption.
Between 1989 and 2000, U.S. retail purchases of cotton products increased from slightly over 12
million bales to over 20 million, an increase of about 67% (Exhibit 14). During this same period,
consumption of cotton outside of the U.S. actually declined 7.2% from 74.6 million bales to 69.2
million. Had U.S. demand for cotton followed the same path as foreign cotton demand, total
world consumption of cotton for 2000 would have been only about 79 million bales, some 10
million bales lower than actual consumption. Given current economic conditions across the
globe, how much lower would be cotton prices if world demand were decreased by 10 million
bales? The data also belie the oft-heard exhortation for the U.S. to further open its market to
imported cotton textile and apparel products. Between 1989 and 2000, net imports of cotton
textile and apparel products grew over 270%, from 3.9 million bale equivalents to well over 10
million. Hence, not only is the United States supporting world consumption of cotton fiber, but it
isdoing so primarily with imported cotton textile and apparel products.

Competitiveness of U.S. Cotton

In arecent report the International Cotton Advisory Committee (ICAC) contends that the United
States has become arelatively inefficient, high-cost producer of cotton. The ICAC pins much of
the blame on the U.S. farm program, arguing that it has inflated input costs, inhibited
rationalization of U.S. cotton production and diverted producers from afocus on improving
efficiency and competitiveness. As discussed above, however, appreciation of the U.S. dollar has
immeasurably damaged the competitiveness of the U.S. cotton industry. As noted by ERS, since
the advent of aflexible exchange rate regime in 1973 exchange rates have been recognized as
arguably the single most important factor in determining the global competitiveness of U.S.
agricultural exports. Y et, the ICAC report completely neglects the impact of a stronger U.S.
dollar.

The ICAC also suggests that the U.S. farm program bears responsibility for the lack of yield
improvements over the past decade. It isinarguable that cotton yields in the United States are
stagnant. In 1990, the 3-year average U.S. yield was 622 pounds per harvested acre; by 2000, the
3-year average had increased to only 648 pounds, an increase of 4% (Exhibit 15).° Y et, cotton
yields outside of the United States have also followed a similar path. Between 1990 and 2000,
the average yield outside of the United States increased by a mere 5%, from 475 pounds per



harvested acre to 505 pounds. Increasesin U.S. and foreign cotton yields were considerably
higher in the 1980s. From the late 1970s to the late 1980s, the average yield in the United States
increased about 31%; for foreign producers the increase was likewise 31%. It is quite apparent
that the stagnation of cotton yields is a worldwide phenomenon. It should aso be noted that the
absolute difference in average yields between U.S. and foreign producers has actually increased.
For example, between 1971 and 1980, the U.S. average yield was about 130 pounds higher than
that of foreign producers; for the period 1981-90, the U.S. advantage had increased to over 140
pounds. During the 1990s, the U.S. advantage had increased further still to amost 160 pounds.

U.S. cotton production costs began to accelerate in the mid-1970s, driven by inflationary
pressures in the general economy. By the mid-1980s, the increase in production costs began to
taper off asinflationary pressures were wrung out of the general economy. Between 1975 and
1985, the operating (cash) cost of production on U.S. cotton farms more than doubled* (Exhibit
16), growing at an annual average rate of 7.5%. The average annual increase since 1985 has been
only 1.3%. Looking at it another way, the U.S. cash cost of production in 1985 was 200% higher
than in 1975; in 2000, cash costs of production were 230% higher than in 1975. These data do
not support the ICAC contention that the farm program has inflated U.S. production costs.
Further, agricultural asset values have yet to fully recover from the farm financial crisis of the
1980s. Inflation adjusted U.S. farmland values fell 41% between 1981 and 1987. In 2001,
inflation adjusted farmland values remain 21% below the value of farmland in 1981. After
indexing average farmland values, as reported by the National Agricultural Statistics Service of
USDA, using the gross domestic price deflator, the average annual increase in farmland value for
the past five years was 3.3%. The modest increase in farmland values in the past five yearsis
also heavily related to the continued pressure on farmland for non-agricultural uses. Across the
United States, the tremendous economic growth of the past decade has put significant pressure
on agricultural lands at every urban and town fringe. This process is supporting values on
millions of acres of farmland. USDA estimates that 19% of all farmland lies within a Standard
Metropolitan Statistical Area (SMSA).

Restoring Profitability to the World Cotton Industry

The U.S. farm program is not the source of the illsin the world cotton industry. And, elimination
of the U.S. farm program will not bring renewed prosperity to cotton producers el sewhere in the
world. Renewed prosperity in the world cotton industry can only be achieved with a concerted
effort on anumber of different fronts. First and foremost, there must be stronger economic
growth in the world, particularly outside of the United States. A comprehensive solution to the
debt problems and structural weaknesses of many devel oping economies must be developed for
the fruits of prosperity to reach the masses in these countries.

The world cotton industry must meet the competitive challenge posed by synthetic fibers and
capture an increased share of world fiber demand. The U.S. cotton industry has devoted
considerable resources to building demand for cotton products both in the United States and
abroad. And, as discussed above, this effort has been hugely successful. However, the U.S.
market is now largely saturated and only very moderate growth is expected in coming years. The
United States can no longer be the sole support of the world cotton market. The cotton industries
outside of the United States must now begin to make significant and substantial contributions to



building world demand for cotton. And, government policies in many textile-producing countries
that favor increased mill use of synthetic fibers at the expense of cotton must be reversed.

Governments have a substantial role to play in restoring prosperity to the world cotton industry.
Government-industry partnerships, along the lines of the U.S. model, can prove invaluable for
building world demand for cotton and meeting the competitive challenge posed by synthetic
fibers. Also, the citizenry of many countries now perceive greater social benefits to reducing use
of commercial pesticidesin agricultural production and enhancing environmental protections.
Cost-sharing arrangements, such as employed by the United States for the funding of its boll
weevil and pink bollworm eradication efforts, are a responsible means of achieving these societal
benefits. Finally, governments must provide income support and stability to agriculture. As aptly
stated by former U.S. President John F. Kennedy, “ The farmer is the only man in our economy
who buys everything he buys at retail, sells everything he sells at wholesale, and pays the freight
both ways.” No other segment of society is so at the mercy of elements well beyond its control —
drought, floods, steadily rising input costs, and volatile output prices. It bears repeating — the
U.S. farm program is aresponse to the global crisisin agriculture, not its cause.

In ending, the following quote from alate 1980s ERS publication provides an interesting
perspective when we view the current travails of the U.S. and world cotton industries.

“The United States lost market shares for wheat, coarse grains, rice and soybeansin the 1980's
as global economic conditions deteriorated. The world experienced a recession in 1981-82, and
the value of the U.S dollar increased sharply relative to other currencies between 1980 and
1985. Growth in world trade and global prosperity stopped abruptly in the early 1980’ s and
surpluses of agricultural products mounted.”

Asthat notable sage, Y ogi Berra, is reported to have once said “ It seems like déjavu all over
again.”

! A 3-year moving average of production is used to smooth the data series and more readily discern underlying
trends.

2 3-year moving average.
3 3-year moving average.

# 3-year moving average.
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