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The Problem at Hand ... Surplus Stock of Long-Staple Cotton

The Egyptian Government currently holds a surplus stock of long-staple cotton estimated at 3.5
million kentars (175,000 tons), valued at $350 million dollars. Cotton lint exports in 1996/97 only
amounted to 45,000 tons, and 60,000 tons thus far in 1997/98. The existing stock is sufficient to
satisfy current levels of exports for three years without additional production.

Most of the cotton lint stock is Giza 75, the predominant LS variety, and Giza-70, the predominant
ELS variety. The stock contains a large portion of lower grade bales: most bales with higher grades
have already been exported, and the quality of the remaining bales has deteriorated with the
passage of time.

Industry Pushed to the Edge...

Even with this huge surplus of cotton lint, many of the state-owned factories in the spinning
industry have been pushed to the edge of bankruptcy by their inability to operate profitably at the
current high prices for lint charged by Government.

Domestic prices for lint are high because export prices are high: “Fobing expenses™ of 12
cents/libra are subtracted by Government from the export price to determine the price to spinners.

High export prices thus contribute to the decline of the Egyptian spinning industry, both publicly
and privately owned.
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Hinders Government Efforts to Liberalize...

The existence of such a large carry-over stock has prevented progress on Government’s declared intention
to liberalize the cotton sector, including gradual privatization of the ginning and textile industry.

When the entire cotton crop is in Government hands, it cannot get out of the business of fixing
cotton prices at all levels, instead of letting market forces take over such a responsibility. Markets
cannot operate satisfactorily when some of the key decisions, such as the disposal of the carry-over
stock, remain in Governmient hands. e

For example, Government announced that 1997/98 would be the last year when a floor price was to
be announced. However, if the sale of carry-over stock by Government is carried out, it will likely
reduce prices substantially for Egyptian long-staple cotton. There will then be great political
pressure for the Ministry of Agriculture to step in and offer again unrealistic high floor prices for
the coming season, with the well-known consequences we have experienced in the past two years.

The mere presence of Egypt’s carry-over stock generates uncertainty in the entire market, both
domestically and externally, and limits Government’s ability to implement policy changes which
would promote the interest of other subsectors of the Egyptian economy.

Financial Burden Imposed by Carry-Over Stock...

The cost of maintaining such a large stock of expensive cotton puts a strain on Government
finances.

It is estimated that the cost of storage, including the loss of value and the interest paid on tied-up
capital, amounts to nearly $75 million per year. The cost of interest alone amounts to about $50
million dollars (15 percent of $350 million). Storage and insurance costs are also substantial.
Weight loss and quality deterioration further reduce the value of cotton when it finally gets sold.

All these funds could be better used in many more productive ways to rehabilitate the spinning and
textile industry.

Further Losses from Stocks...

Another large contributing factor to the financial cost incurred by Government in the carry-over
stock is that Government buys the stock at high official prices and then has to sell it at lower
market prices.

Further loss is incurred because the stock is not sold at market prices prevailing when the
deficiency payment is in effect but at much lower prices when the stock is finally sold under duress.
The cost of that further loss is not calculated here because it depends on the final salvage price.

High Export and Domestic Prices...

The main cause of the excess inventory is the high export and demestic prices charged by
Government for cotton lint in its possession. A main cause of the distress of the spinning and
textile industry is the high cost of lint.

To address both of these problems we have to reduce export and domestic prices to ensure the
elimination of the carry-over stock.
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Market Distortions and Disruptions from Stock Disposal...

To alleviate the disruption of the market for long-staple cotton from the disposal of Government
stocks 1t is recommended to release it gradually over two marketing seasons rather than all at
once.*

This gradual disposal strategy will avoid triggering an up and down cycle on prices and production, similar
to the experience in 1993 when Egypt last disposed of its excess cotton stock: Egypt’s dumping of its huge
cotton stocks n 1993 and 1994 led to very low prices, which resulted in low plantings in 1995 and
subsequent scarcity of LS cotton in 1995/96. This situation then led Government to ban exports of cotton
lint in 1995, which resulted in very high international prices and high floor prices in 1996, which then
induced record high production in 1996. This high production led to the accumuiation of huge surplus
stocks in 1997.

We are now seeing the consequences of such up and down market interventions and their
consequent disruptions.

An initial massive flushing of the entire stock could depress export prices so much that it would
lead to a severe contraction of production next year, with the consequent rise in prices, only to
tumble again before reaching some long-term balanced level. Disposing of too small a portion of
the stock only postpones the problem until next year, and it would make the impact on prices worse
because planting area in Egypt and California would not have been reduced sufficiently.

In the interest of orderly transition to a longer-term price level, a gradual and transparent release of
stock seems the most sensible strategy.

Key Decision: Reduction of Export Prices...

Price is the main determinant of the amount of cotton exported and consumed domestically.
Unless export and spinners’ prices are reduced drastically, it will not be possible to unload a
significant portion of the carry-over stock.

Preliminary estimates indicate that it will be necessary to drop export prices by 15 percent, a level
that would enable Egypt to regain market share. Such a drop in price should be expected to
increase weekly sales to 1,000-1,500 tons.

Moreover, prices to domestic spinners could be reduced substantially more than for export to
provide a competitive edge for them to export a portion of their additional output.

While the domestic market has a limited absorptive capacity, the spinning industry also exports a
significant volume of yarn, roughly equal in tonnage to the export of lint. Most of this yarn is in

the lower counts (Ne 36 and below), which constitutes the bulk of world trade in yarns.

With the lower cost of lint, the spinning industry might be able to price its coarse yarn more
competitively in the international market. Egypt already imports large quantities of Pakistani
coarse count yarn (Ne 30s and 20s) for its ready-made garments export industry. With lower
prices, the domestic spinning industry could supply that market.

# This policy brief was written in March 1998, and within two months of this date, conditions had change. By June
1998, the window of opportunity for this season had passed, and in fact releases of a large volume of lint mto the world
market would not only be risky but also possibly disruptive of world prices.



Discouraging Cotton Plantings...

Much of the success of the proposed strategy hinges on the ability to influence planting decisions of
cotton farmers in the United States (in Pima growing arcas), in Egypt, and in the other long-staple
cotton producing countries of Peru, Israel, and Sudan.

Cotton planting has already started in parts of California. Government can and should signal its
intention to rid itself of the stock over the next two years. This signal would alert farmers of the
likely lower prices to expect in the next season, and enable them to adjust their cotton area
plantings accordingly.

It is especially critical to take action immediately, before price expectations and futures contracts
for the 1998/99 Pima crop become firm. Delaying the decision even for one month could cause
serious financial hardship to farmers everywhere.

Removal of Exportable Grade Restrictions...

Much of the existing carry-over stock has suffered from quality deterioration after months and
years in storage, and might not be suitable for export.

ALCOTEXA determines minimum exportable grades for each variety. These minimum exportable
grade restrictions block potential exports. Most cotton graded by CATGO falls below the
minimum exportable grades. Exporters resort to mixing high quality cotton with poor grade cotton
to reach a blend that satisfy the minimum grade. All cotton exports are therefore registered at the
lowest quality. This practice contributes to the poor reputation of Egyptian cotton as low-quality
cotton with high trash content.

There is aclear remedy: Let low quality bales be exported as Jow-grades so that high quality bales
can be exported as high grades.

Removal of minimum export grade restrictions is necessary to dispose of the carry-over stock in the
external market, and to improve the quality and reputation of Egyptian cotton. While exports of
low-grade bales should be allowed, each bale should be clearly and strictly graded by CATGO.

Price Preference for Egyptian Spinners...

Less than 20 percent of Egypt’s cotton production is exported; the bulk is used internally. Disposal
of the carry-over stock will require additional consumption by the national spinning and textile
industry. Since these are Government-held stocks, it is justifiable to give the local spinning
industry preference for its acquisition.

Most of the spinning mills are state-owned, but a few small private mills are also in operation. At
present, industry pays the export price, less 12 cents/libra in fobing expenses.

The cost of production of yarn produced from LS varieties is roughly $3.05 per kilogram for low
count yamn from Giza 75, and $2.90/ kilogram for low count yarn of Giza 80. The current market
price for 32/1 combed yarn FOB Egypt is $ 2.97/kilogram, and for 40/1 combed is $ 3.25/ kilogram.

A 10% discount of the price of lint to spinners would reduce prices to 77 cents per libra for Giza
75, and 70 cents per libra for Giza 80. This reduction would result in processed yarn production
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costs of $2.87/Kg for Giza 75, and $2.73/K g for Giza 80, which would allow the Egyptian yarns to
comfortably compete with yarns made from the shorter staple length cotton.

Stop Preventing Exports of Cotton Yarn...

Current pricing policy for yarn exports is aimed at discouraging exports of lower-count yarns.
This aim is achieved by imposing high prices for low count yarns. Even though spinners can
produce low-count yarns at lower cost than higher count yarns, they are forced to charge at least the
price of Ne 36 yarn.

Figure 1 shows the minimum export prices authorized by the TCF for the different counts for
exports between Sept 23, 1997, and June 30, 1998. The declared objective of this policy is “to
prevent exports of low count yarns.”

This policy is regrettable for several reasons. First, the value of yarn exports already exceeds the
value of cotton lint exports, and yarn contains a higher value-added than lint. Second, most of the
yarn exports are in the lower-count range below Ne 40. Figure 2 contrasts the distribution of yarn
exports with the pricing policy for low-count yarns.

It is essential to remove the pricing distortions that restrict yarn exports, especially low-count yamn
exports.
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