



Hot Topic 
Cotton Woes:  Is the price of comfort rising?
Student Reading
T-shirts and jeans!  Besides being the basic building blocks of the teenage wardrobe, they have something else in common – cotton.  Cotton, one of the most comfortable clothing fabrics, has been getting a lot of attention in the news lately because the price is rising. At $1.51/lb. on November 10th, it surpassed the previous record of $1.15/lb, set in May, 1995. In real* terms, this is the highest-priced cotton crop in fifteen years! 
Note to self:  take care of your t-shirts and jeans! It’s getting expensive to get comfortable.  Not good news for teenagers on budgets built around allowance, birthday cash, and part-time jobs, so let’s figure out what’s causing the high prices.
The shockwaves that cotton prices have been sending around the world are signals that cotton has become relatively more scarce. That’s nothing new; the law of supply and the law of demand tell us that as something becomes relatively more scarce, the price rises. The question is, “What’s making cotton more scarce?” As you read the article excerpts below, make a list of all the factors contributing to the increasing scarcity of cotton.
. . . Cotton prices have nearly doubled this year, hitting a near 15-year high following a chain of events among major Asian cotton producers that has choked off global supply. 

Cotton Domino Effect:  First, a drought in China, the world's largest cotton producer and consumer, damaged crops there and forced the nation to ramp up cotton imports to make up for the shortfall. 

Meanwhile, the world's second-biggest cotton producer, India, restricted its exports to protect domestic supplies and prices.

At the same time, Pakistan, another major cotton producer, was hit by devastating floods, further exacerbating the cotton shortage and boosting raw cotton prices even higher.
Cotton shortage = Pricey T-shirts and jeans by Parija Kavilanz, CNN Money.Com, September 9, 2010 http://money.cnn.com/2010/09/09/news/economy/cotton_shortage_could_inflate_clothing_prices/index.htm 
…Cotton futures in China have surged more than 70 percent this year and were at a record earlier as the global economy emerged from recession, allowing people to spend more on clothes. Production of the fiber in China, the world’s biggest user and importer, is forecast to lag behind demand for a 12th year, cutting its stockpile to the smallest since 1995, according to the U.S. Department of Agriculture.

…Cotton production in China, forecast to consume about 41 percent of the global harvest, may lag behind demand by 17 million bales in the year that began Aug. 1, according to the USDA. That’s more than enough to make a pair of jeans for every person in China and India,

Gap, Wal-Mart Clothing Costs Rise on `Terrifying' Cotton Prices by Bloomberg News, November 15, 2010 http://www.bloomberg.com/news/2010-11-16/gap-wal-mart-clothing-suppliers-raise-prices-on-terrifying-cotton-costs.html 

Did you get all that?  And there’s more: drought and wildfires in Russia; wind, hail, and rain storms in Texas; and consumers everywhere who can’t seem to get enough comfy cotton.  In economic terms, it’s like the market is being battered by a perfect storm as the forces of supply and demand converge to drive up the price of cotton.  We know that changes in either supply or demand, on their own, can increase prices: If producers are willing and able to sell less at any given price, supply decreases and, everything else equal, prices go up.  Or, if consumers are willing and able to buy more at any given price, demand increases, and . . . ?  Right, prices go up. In the case of cotton, we have BOTH.  Weather and natural disasters around the world have reduced supply, and (not “or”) the demand for cotton continues to increase as Chinese and other non-western consumers join the line of comfortable-clothing demanders  – a double whammy boosting the price of cotton. 
That’s not good. Not only are those of us who like jeans and t-shirts affected, so are people on the supply side of the market. Obviously, the farmers whose crops were destroyed by hail or drought suffered losses, but the damage doesn’t stop there.  
Gap Inc., J.C. Penney Co. and other U.S. retailers may have to pay Chinese suppliers as much as 30 percent more for clothes as surging cotton prices boost costs. 

“It’s a little terrifying to deal with cotton suppliers now,” said Vicky Wu, a sales manager at Suzhou Unitedtex Enterprise Ltd., a closely held, Jiangsu province-based clothes maker that counts Gap and J.C. Penney among its clients. 

Gap, Wal-Mart Clothing Costs Rise on `Terrifying' Cotton Prices. Bloomberg News, Nov 15, 
2010 http://www.bloomberg.com/news/2010-11-16/gap-wal-mart-clothing-suppliers-raise-prices-on-terrifying-cotton-costs.html 
SHANGHAI:  . . . Zhang Guanjin, general manager of Shaoxing Jinyong Textile Co Ltd, a Zhejiang-based exporter of fabrics, said that one third of the production at his company had stalled due to heavy losses from the skyrocketing cotton price. 

"We've already raised the price of our fabrics by 10 percent, a level which is barely acceptable to overseas buyers. Still we've suffered from huge losses mainly because of increases in the cost of cotton," Zhang said.
High cotton price hits cost of clothing, by Qian Yanfeng, China Daily, Nov. 10, 2010) http://www.chinadaily.com.cn/cndy/2010-11/10/content_11525453.htm 

. . . Raw materials make up between a quarter and half of the cost to produce a garment. 

The most at risk are discount retailers that compete on price and sell large quantities of cotton-based basic items, such as T-shirts. But clothing manufacturers of all price levels may be forced to decide between absorbing the costs or passing them on. Some say they also are exploring different materials, including synthetic blends.

Jeans maker Levi Strauss said earlier this year that higher cotton costs would result in price increases. And in the past month, executives from Kohl's Corp., Aeropostale Inc. and Guess Inc. have mentioned increased pressure from cotton prices. 

Jennifer Fritz, chief executive of Bambeeno Cashmere Inc., a children's apparel producer in Atlanta, decided to scrap all the cotton-cashmere blend items from its spring production line due to the sudden rise in cotton prices. Since it is hard to raise prices in this economic environment, Ms. Fritz said she would have to swallow the rising costs of cotton and lose money on her collection. "It's just not worth doing so," she said.
Flashback to 1870 as Cotton Hits Peak by Adam Cancryn and Carolyn Cui, The Wall Street Journal, Oct. 16, 2010  http://online.wsj.com/article/SB10001424052748704300604575554210569885910.html   
Oh, yeah.  Those guys.  When you think about it, though, it’s not surprising. Clothing is, afterall, a pretty competitive market and retailers can’t just charge any price they want, so it makes sense that they’re feeling the impact of the cotton situation. But keep thinking; the effects reach farther than the owners, stockholders, and workers in your favorite clothing store.  Here’s a riddle:  What do socks, animal feed, salad dressing and fertilizer have in common?  Right - cotton!  Cotton is an input resource for countless goods other than clothing.  Like a stone being thrown in the middle of a pond, changing cotton prices create ripples that affect many other markets. Higher cotton prices shift the supply of goods that use cotton as an input. And, in those markets as well, the buck will stop at the consumer.
Depressing holiday outlook, huh?  No new flannel boxers in the stocking this year.  So is there good news for anyone in this story? Sure! Can you say “fleece”? Polyester is a substitute for cotton and if you refer back to your mental list of demand shifters, you should remember that as prices for cotton and cotton products rise, demand for (relatively less costly) substitutes like polyester increase. 

Polyester ready for a comeback: …Come January, besides paying more for cottonwear, there may be one more side effect for consumers - the comeback of polyester.  Or rather, poly-cotton.

"If someone was making 100% cotton T-shirts and jeans, expect them to switch to a 50% poly-cotton blended fabric," said Metchek. "It will happen, but I'm not sure how much."  

Cotton shortage = Pricey T-shirts and jeans by Parija Kavilanz, CNN Money.Com, Sept. 9, 2010 http://money.cnn.com/2010/09/09/news/economy/cotton_shortage_could_inflate_clothing_prices/index.htm
Poly-cotton underwear?!  Okay, so maybe the fleece thing isn’t entirely good news, either.  But don’t despair.  Before you resign yourself to the idea that your future wardrobe will have more polyester and less comfort, remember that even as you read this Hot Topic, market forces are hard at work!

“It is said that the cure for high prices is higher prices, and this may be especially true for agricultural commodities that can increase production annually,” said Alan Knuckman, editor of Resource Trader Alert and a contributor to the Daily Reckoning newsletter. 

World cotton production is expected to rebound to 116.7 million bales in the 2010-11 crop year — a 15% increase from the previous year and the highest year-to-year rebound in seven years, according to a cotton-and-wool outlook from the USDA’s Economic Research Service. 

Although China, the world’s leading cotton producer, is forecast to see its 2010-11 crop production fall 1.6% from the previous year, Australia’s is forecast to be more than double the previous year’s, Brazil’s production will likely increase 31%, and India’s is seen climbing 12% to 26 million bales, its highest level on record, the report said. 

Cotton outperforms gold – and worries consumers by Myra P. Saefong, MarketWatch, Oct. 29, 2010  http://www.marketwatch.com/story/cotton-outperforms-gold-and-worries-consumers-2010-10-29
Although the price surge is hurting his business, Anderson Warlick, president and CEO of Parkdale Mills, one of the nation's largest users of cotton, whose clients include Hanes, Fruit of the Loom and Vanity Fair brands, said American cotton farmers are relishing the price boom. "Acreage is up dramatically in the United States and I expect farmers will plant more cotton if these prices hold," he said.

Cotton shortage = Pricey T-shirts and jeans by Parija Kavilanz, CNN Money.Com, September 9, 2010 http://money.cnn.com/2010/09/09/news/economy/cotton_shortage_could_inflate_clothing_prices/index.htm
Higher prices are incentives for cotton farmers from Australia to Texas to India to Brazil to ramp up production. If they can outpace China’s growing demand for cotton, then all is not lost for cotton-loving consumers. If supply grows, inventories increase, and cotton becomes less scarce, prices just might fall back to more “comfortable” levels.  

Questions for Discussion:

1. Higher prices can be caused by a decrease in supply, an increase in demand, or, as is the case with cotton, a combination of both.  Based on the article excerpts:

· List factors that reduced the supply of cotton.  (HINT:  A decrease in supply is caused by anything that makes producers willing and able to sell less at any given price.)
· List factors that increased the demand for cotton.   (HINT:  An increase in demand is caused by anything that makes consumers willing and able to buy more at any given price.)    
2. List 3 product markets (other than fleece) in which, as producers of substitutes, businesses could benefit from the rising price of cotton. 
3. Use a flow chart to illustrate the ripple effect rising cotton prices has had on markets for related goods or resources.  For example, rising cotton prices will mean higher prices for cotton seed oil, which could mean an increase in demand for peanut oil (a substitute for cottonseed oil) for frying holiday turkeys.

4. Trade expert, Alan Knuckman said “the cure for high prices is higher prices.”  How can that be?    
5. China is talking about instituting price ceilings (capping prices) as a way to combat rising prices of cotton and other things in China.   
· How would that affect consumers of cotton?  
· Producers?  
· Will that make cotton more or less scarce?  

6. Compare the “hands-off” solution (letting prices rise) identified by Knuckman with the “hands-on” solution (capping prices) China is considering.  Predict the impact of each 1 year from now.  

Teacher Guide 
*The “record high” prices that have been making the news are nominal prices.  In other words, they have NOT been adjusted for inflation. When adjusted for inflation (referred to as real prices in economics) cotton prices were much higher during the textile boom in 1918, when they peaked at $5.18/lb.  
1. Higher prices can be caused by a decrease in supply, an increase in demand, or, as is the case with cotton, a combination of both.  Based on the article excerpts:
· List factors that reduced the supply of cotton.  (HINT:  A decrease in supply is caused by anything that makes producers willing and able to sell less at any given price.) Drought and/or cold weather in China, export restrictions in India, floods in Pakistan, fires and drought in Russia, hail in Texas
· List factors that increased the demand for cotton.   (HINT:  An increase in demand is caused by anything that makes consumers willing and able to buy more at any given price.)    Increased demand as the recession ends and rising incomes in China  (demand shifters = increased income + increased numbers of consumers)
2. List 3 product markets (other than fleece) in which, as producers of substitutes, businesses could benefit from the rising price of cotton.  Answers will vary.  Obvious possibilities are the “near” substitutes like fleece – synthetic fabrics like rayon, nylon, spandex, etc. Encourage students to expand their thinking to include “far” substitutes, using items from the riddle list from the reading. Substitutes for salad dressing, for example, might include mustard, oil and vinegar, etc.
3. Use a flow chart to illustrate the ripple effect rising cotton prices has had on other markets for related goods or resources.  For example, rising cotton prices will mean higher prices for cotton seed oil, which could mean an increase in demand for peanut oil (a substitute for cottonseed oil) for frying holiday turkeys.

Student answers will vary as there are countless possibilities.  Here are some examples:  

· (Cotton prices ( ( cottonseed oil prices ( consumers buy more peanut oil and less cottonseed oil for frying their holiday turkeys 

· (Cotton prices ( Levis raises prices of jeans & t-shirts (teenagers buy fewer new clothes

· (Cotton prices ( (demand for polyester (a substitute) ((prices for polyester and goods made of polyester

· (Cotton prices (more farmers switch from growing grain to cotton ((supply of grain ((prices for grain and goods made of grain.

4. Trade expert, Alan Knuckman said “the cure for high prices is higher prices.”  How can that be?  Higher prices create incentives for producers to produce more.  So land that was not profitable to use for farming cotton before, becomes so as profits rise, and some farmers that were growing other things may shift to cotton because it is now more profitable.  This increase in the supply of cotton makes cotton less scarce and puts downward pressure on price.  
5. China is talking about instituting price ceilings (capping prices) as a way to combat rising prices of cotton and other things in China.   

· How would that affect consumers of cotton?  A price ceiling is a permanent, artificially low price.  At lower prices consumers will be willing and able to purchase even MORE cotton then at the higher prices today.  
· Producers?  In an open market, lower prices act as an incentive for suppliers to produce and sell LESS cotton. However, the Chinese market is still strongly influenced by political decision-making.  Although farmers are, in theory, able to choose what to produce, the state is able to exert pressure on those choices through national policies and local officials.  To the extent that that pressure is effective in maintaining the acreage of cotton planted, a cotton price control can be expected to have less impact on supply in China than it would have in other cotton-producing nations. 
· Will that make cotton more or less scarce?  Quantity demanded would be greater than the quantity supplied, preventing market forces from addressing the current shortage.  With less cotton supplied (or even with the same amount of cotton supplied as before the drought), cotton will be more scarce as consumers react to the artificially low price.
6. Compare the “hands-off” solution (letting prices rise) identified by Knuckman with the “hands-on” solution (capping prices) China is considering.  Predict the impact of each 1 year from now.  If prices are allowed to rise, producers are incentivized to produce more cotton which will alleviate the temporary shortage and eventually bring prices back down.  A price ceiling on the other hand, hides that price signal from the market.  Producers have no incentive to produce more and the temporary shortage becomes a permanent one.


































































