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1. Introduction

Thisevaluation and economic assessment is of aproject funded by the
Australian Centrefor International Agricultural Research (ACIAR) aimed
at improving economic knowledge of the Chinese wool industry. The
project was carried out jointly by Australian agricultural economistsat the
Universities of Queensland and Sydney and their Chinese colleagues
attached to the I nstitute of Agricultural Economicswithin the Chinese
Academy of the Agricultural Sciencesand the Institute of Rural
Development within the Chinese Academy of the Social Sciences.

Theresearch has concentrated on understanding the supply side of the
Chinese wool industry and links between wool production and the
marketing system within China. However, the research has consequences
for Chinese and Australian understanding of the demand for local and
imported wool within Chinaand for Australian wool on the world market.
Theresearch a so hasimplicationsfor farm management within Chinaand
economic policy decisionswithin both countries. In particular, the
research isrelevant to the future course of the tradein raw wool and wool
semi-manufactures between Australiaand China. In some recent years,
Chinahas been the most important buyer of Australian wool. In broad
terms, exports of greasy wool and semi-manufactures (scoured wool and
wool tops) from Australiato Chinanow account for around one-fifth of
Australian production (detail ed information on Australian wool exports
and world production and trade in wool is presented in section F of the
Australian Wool Compendium published by Wool International).

Within China, thewool industry is especially important because of its
economic and political significanceto ethnic minoritiesliving inthe
pastoral region. Thisregionisvulnerableto overgrazing and land
degradation. Wool isthe major source of cash incomein somedistricts.
Sheepmeat isan important part of the food supply for ethnic minorities.
The balance between wool and sheepmeat in the sheep industry affectsthe
total quantity of wool produced and, even more so, the type of wool
produced. The quality composition of the wool clip determinesthe types
of productsinto which wool can be processed and thus the extent of
competition between domestic wool and imported wool.

Developmentsin Chinese wool production areimportant to Australia
because Chinais both amajor wool consumer and aprocessor of domestic
and imported wool for the Chinese market and export. The clothing and
textileindustries are already an important component of the Chinese
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6 @ RAW WOOL PRODUCTION AND MARKETING IN CHINA

economy and significant initsoverall devel opment strategy. Chinais now
theworld’ slargest exporter of clothing and second largest exporter of
textiles, despite severe handicapsincurred from widespread restrictionson
tradein clothing and textilesreflected in the Multi-fibre Arrangement that
regulatesworld trade in clothing and textiles (Drysdale 1997). Zhong
Chuanshi and Y ang Y ongsheng (1997) have recently reviewed economic
issues surrounding Chinese exports of clothing and textiles. These
products have been adriving force behind the surgein China sexportsthat
have accompani ed the opening of the Chinese economy over thelast two
decades. From 1980 to 1994, textile and clothing exports rose from
US$4.4 hillion to US$35.5 billion, an increase more than eight-fold
(Zhong and Y ang 1997). Furthermore, these industries have created the
basi s upon which imports of technology, machinery and equipment
essential for the development of other sectors of the economy can be
financed.

Whileit is obviousthat wool in aggregate competes with synthetic fibres,
artificial fibresand cotton in marketsfor clothing andtextiles, it isless
clear how wool of different origins competesin determining the shares of
Australian wool and other wool in Chinese output of clothing and textiles.
Thisisbecausewool processing uses specialised assets. Firmsin thewool
processing businessin Chinaand elsewhere areinterested in maintaining
the throughput of their operations. Blending wool from different countries
may also have positive effects on processing performance. In economic
terms, theissueiswhether Chinesewool andimported wool are substitutes
or complements.

Formulation of other Australian policiesfor thewool industry depends
upon knowledge of the economic interaction of domestic Chinese waool
production and wool imported from other countries, principally Australia.
Australiahas an ongoing interest in maintaining accessto the Chinese
market, the emerging role of Chinaintheworld textileindustry, and
Chinese participation in world trade generally. Chinese demand for
Australian wool has been most unstable over recent years—both causeand
effect of the profound difficultiesfor the Australian wool industry
associated with the demise of the reserve price scheme and the protracted
recovery following that Australian-induced debacle. Knowledge of the
supply side of the Chinesewool industry isobviously critical to Australian
understanding of the short-term and long-term outlook for wool upon
which many private investments and government decisions are based.

Moreover, understanding (if not resolution) of perennial Australian

disputesin thewool industry concerning exports of Australian Merino
sheep largely depends on economic information on wool supply in major
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wool producing countries. On closer inspection, the long-running conflict
over the export of Merino sheep to Chinaand el sewhereisavariant of afar
wider debate concerning the effects on Australian farmers of assistance by
Australiato agricultural development in Third World countries. Inthe case
of wool, the argument hinges on the economics of wool supply versus
sheepmeat in thewool industry in the Chinese pastoral region aswell as
the competitiveness (or complementary position{ Query word with
author}) of Australian wool and Chinese wool in processing and final
demand.

Of far greater financial significanceto Australian woolgrowersthan the
controversia controls over exports of Merino sheep istheir compulsory
participation in generic promotion of wool that does not (and could not)
distinguish wool by country of origin. The component of domestic
Chinese wool in Chinese exports of semi-processed wool and wool end-
productsis oneingredient in the complex economics of wool promotion.
The emerging Chinese wool processing industry isamajor beneficiary of
the current Australian approach to promotion because Chinese wool end-
products, whatever the origin of wool, attract Woolmark certification and
promotion, increasing their competitiveness with wool end-products
produced by established processing firmsin other countries. Wool
promotion isanimportant public policy and commercial issuefor the
Australian wool industry (Haszler 1997). Over 1995-96 and 199697
Australian woolgrowers contributed atotal of over $230m towardsthe
world-wide promotion effort managed by the International Wool
Secretariat, largely through their current 3.5 per cent promotion tax.
Arguably, the Woolmark ‘brand’ that isthe basis of generic promotion of
wool has substituted for firm-specific brands and madeit easier for new
firms and emerging countriesin the wool trade such as Chinato become
established in the markets of developed countries (Watson 1997).

There are practical and theoretical differences between economic
assessment of scientific versus economic research into agricultural
production. Economic research isgenerally less costly than scientific
research because it have expensive requirements such as capital
equipment and land for research stations. Like other agricultural research,
the adoption of economic analysisleading to improvementsin farm
management depends upon decisions by farmers. The benefits of research
can then be observed directly in higher (net) farm incomes. Therate of
adoption isan important determinant of the research profitability.
According to the nature of the research, on-farm research may require
capital investment by farmers.
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The connection between economic research and economic benefitisless
where that research |eadsto decisions by Governments on agricultural
policy. Often, policy decisions are re-inforced by economic research but
also based on other evidence or a priori economic reasoning. Therefore,
while changesin economic policy bring about arange of actions by
economic agents, not all of the associated costs and benefits can be
directly linked to the underlying research. Moreover, adoption of policies
by Government isgenerally discrete rather than continuous. Judging the
specific contribution of this project to the changesin economic policy that
have taken placein the Chinese wool industry is perhaps the most difficult
and problematic component of this assessment.

In the present case, the gains from research on Chinese wool production
mainly relate to increased gains from trade that are occurring because the
research hasreduced impedimentsto theimport of Australianwool. In
addition, liberalisation of thewool tradeis part of the process by which
Chinese aspirationsto join the World Trade Organisation are responded to
by Austraia.

2.1

Background

Origins of This Project

This project was conceived in mid-1986, but did not formally commence
until March 1989 (L ongworth and Williamson 1993). The objectives of
the project as set out in the Record of Understanding of the Project
Agreement between ACIAR and the University of Queensland were as
follows:

m toidentify and, where possible, to quantify the technical, economic
and institutional constraints on the production and marketing of raw
wool in China; and

m toestablishastrong basisfor longer term collaborative research with
Chinese scholars on wool economicsin China.

The genesis of the project coincided with aseries of eventsinthe mid- to
late-1980sthat, although obviously not anticipated by Australian and
Chinese researchersat the time, culminated in serious dislocation of the
wool industry in both countries. Neverthel ess, there was a degree of
prescienceininitiating aproject that illuminated developmentswithin the
Chinesewool industry.
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Chinahad emerged asasignificant purchaser of Australian wool inthe
mid-1980s with the liberalisation of its economy. The addition of Chinese
demand to awool industry aready buoyed by theinteraction of favourable
world demand for wool, asignificant fall in the Australian exchange rate
and ill-judged transactionsin buffer stocks held by the Australian Wool
Corporation ledto a‘shortage’ of wool and aboom in prices. The complex
causes of thisboom were grievously misinterpreted in Australia. The
Australian reserve price for wool was pushed to levelsthat were

unsustai nable once the demand for wool inevitably slackened and the
exchangerate recovered. Thisalready difficult situation was exacerbated
by the rapid increase that occurred in Australian wool production, brought
about by the high reserve price and the unusually favourabl e weather
conditionsthat occurred in the early 1990s.

Likewise, the slump that followed and persiststo thisday isoften
misinterpreted by giving too much emphasisto the volatility of demand
for wool from Chinaand some other countries, with insufficient
recognition of the seriouslong-term damage caused to investment
decisionsin the world wool processing industry by the collapse of the
reserve price scheme per se. By definition, abuffer stock or reserve price
schemethat sets out to stabilise prices al so destabilises the quantity
availablefor processing. Under most circumstances, thisincreasesthe
average costs of processors and others further down the marketing chain.
Furthermore, the collapse of the reserve price scheme has been followed
by frequent, and capricious, changesin Australian policy in management
of the stockpile.

Theinfluence of Australian policy on the global wool industry istheresult
of Australia’ smajor contribution to world production of apparel wool and
world tradeinwool. Australian wool production accountsfor almost 30
per cent of wool production, and just under 60 per cent of exports of all
wool. However, Australiaaccountsfor around 70 per cent of world
exports of thewool that isused in apparel (Garnaut et al. 1993).

Successful researchisof interest for its own sake in terms of both subject
matter and research methods. The question of greatest professional interest
in understanding Chinese wool supply isthe economics of transition from
plan to market in the Chinese pastoral region asthelocal agricultural
economy adjuststo abandonment of rigid central planning and its
replacement with economic incentives. Paradoxically to some, centrally
planned economies have had great problemsin controlling land
degradation and achieving sustainabl e agricultural development.
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In the present case, the ACIAR model of collaborative research on topics
of interest to scholarsin different countries has contributed to the
resolution of other pressing problemsfor policymakersin Australiaand
China. Theprincipal Australianinterest in this project wasin the effects of
Chinese production on demand for imported wool . Chinawas concerned
with long-run prospects for woolgrowing in the Chinese pastoral region,
an area of strategic significancethat isextremely vulnerableto
environmental damage from overgrazing. Australiawas a so concerned
with questions of market accessfor wooal to the Chinese market. Asevents
have unfolded, the question of market accessfor wool has becomelinked
with more general questions of Chinese participationinworldtradeand its
admission to the World Trade Organisation.

2.2 Wool in China

Wool production in Chinaoperates under several constraintsresultingin
serious economic, social and political problems (L ongworth and
Williamson 1993). The most obvious symptom of these constraintsis
severe land degradation in the pastoral region. Perhapsthe most important
conclusion of the project being assessed isthat the present system of wool
production in Chinais unsustainable. Many constraints could berelieved
by changesin economic policy. A superior economic outcomewould be
possiblefor Chinaif endemic economic problemsin the pastoral region
were diagnosed and acted upon, hence the potential value of economic
research. To the extent that other countrieslike Australiasuffer froma
misdiagnosis of the economic problems of the Chinese wool industry and
inappropriate policy responses by China—for example, restricting wool
imports further—the benefits of economic research would extend beyond
China.

L ongworth and Williamson (1993) classify the factorsinfluencing
unfavourable devel opment outcomesin the pastoral areas of Chinaas
being (i) population pressures, (i) market distortions, and (iii) institutional
uncertainties. Thetheoretical link between growing human population,
increased grazing pressure and irreversible land degradation in pastoral
areas occasioned by the myopic behaviour of nomadic herdsmen suffering
from declining incomes and widespread poverty isstrongly confirmed in
the case studies conducted in thisresearch. Less obviousisthe way that
official Chinese Government policy has contributed to increasing
population pressure by (i) encouraging expansion of cultivation by
resettlement in the pastoral region, (ii) the introduction of the household
registration system, and (iii) the granting of family planning concessions
to ethnic minorities.
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There are complex causes and effects flowing from all these policiesthat
are certainly applied much more from political necessity than from
preference or considered choice. Consequently, not all of these policies
could be completely reversed, although partial amelioration of their
adverse effectsis possible once the linkages and chains of causation are
more fully understood. Economic research yielding environmental
benefits rai ses serious problems of valuation of the gainsfrom
research—even in market economies—because environmental benefits
and costs are unpriced. The problems are even more acutein centrally
planned economies.

There are other serious distortions of product and factor markets affecting
wool production in Chinaapart from the household registration system
which has such pervasive effects on internal migration and the Chinese
labour market. Thetension between the dual roles of the price mechanism
in guiding production and consumption and determining the distribution
of incomefindsfull expressioninthetransition from plan to market inthe
Chinesewool industry.

Thetraditional system of grading wool in Chinadid not, and still does not,
reflect adequately the three major dimensions of wool quality: (i) fibre
diameter or fineness, (ii) yield—effectively, what isavailable for
processing after grease, vegetable matter and contaminationin wool is
removed and isafunction of genetic, husbandry and marketing factors,
and (iii) fibre strength. Obviously, premiums and discountsin the wool
market influence on-farm decisions and the economics of processing.

Furthermore, the researchers have conducted detailed research on the
reform of wool marketing arrangementsin China, particularly the system
of pricediscovery (Longworth and Brown 1995). Wool isadifficult
product to market because of its heterogeneity. Thisiswhy the auction
system has persisted for so long evenin countrieslike Australiawhere
substantial investment has been madein the science and economics of
product description. The clueto understanding the economics of
agricultural marketing isto recognisethe key role of marketing systemsin
providing information upon which the economic decisions of producers,
processors and consumers can be based. Marketing informationisa
crucial aspect of economic coordination within and beyond the
agricultural sector. Improvement in marketing information isessential for
reducing the costs of the physical marketing functions—infrastructure,
transport, handling and so on—that are required for wool to flow from
producer to consumer and for money to flow in the opposite direction.
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Longworth and Brown (1995) emphasise theinstitutional uncertainites
that make an efficient production and marketing system difficult to
achievein the Chinese pastoral region. Property rightsin livestock, land
and pasture areill-defined. The frequent changesin Chinese economic
policy are harmful to a sustainable system of wool productioninthe
pastoral region. Technical advances like pasture improvement,
supplementary feeding and changesin grazing regimestorelievethe
imbal ance between summer and winter feed suppliesare difficult to
implement under current circumstances even though all these practices
have the potential to raiseincomes. The research being assessed has
clearly established that alternative production systemswhich yield higher
incomes from fewer sheep are feasible—a propitious outcome for both
producers and the environment.

L ongworth and Brown (1995) have elaborated the complex reasonsfor
failure of policiesregarding livestock improvement. The profound
consequences of the interaction between genotype and environment in the
harsh climate of the Chinese pastoral region have frustrated Chinese
attemptsto improvewool quality by introducing Australian merinos. Age
old Australian fears of adverse effects of exporting merinos have been
exposed for their intrinsic hollowness, at |east under Chinese conditions.

Vauing the contribution of thisresearch on wool productionin Chinais
difficult in principle and practice. The scale of potential changesflowing
fromthe analysisistoo large and the relationships too intricate to use
simple measurement techniques. There should be no argument, however,
about the quality and usefulness of the research. In this context the
economic surplusfrom continuation of existing policiesleading to
overgrazing would be zero following collapse of the grazing economy of
the pastoral region. However, such an outcome would automatically bring
about major changesin policy forced by the drastic consequences of the
existing policies. The approach in this assessment has been to concentrate
on the demand side of the Chinese wool industry. The assessed benefitsdo
not include the benefitsto Chinafrom improved management of its
pastoral region.

2.3 Wool in Australia

The pre-eminence of thewool industry inthe agricultural and economic
development of Australiahas given way to an extended period of
economic depression. Although management of the reserve price scheme
hasto count as asignificant breakdown inimplementation of policy and
agricultural administration, not al the difficulties of the Australian wool
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industry can be attributed to the collapse of the scheme. Many of the
current problems rel ate to declining competitiveness of the wool industry
within the Australian economy, brought about by continued growth of the
service sector with economic devel opment and exchangerate effects of the
growth of the mining industry.

There areinherent problems on both the supply and demand sides.
Compounded by serious drought in eastern Australia, wool production has
fallen by around 40 per cent sinceits peak of 1.1 million tonnesgreasy in
198990 (further information on Australian wool production is presented
in section B of the Australian Wool Compendium published by Wool
International). Wool production which was around 10 per cent of world
fibre production 50 years ago is now around three per cent, whileworld
fibre production has quadrupled. In aperiod of significant expansion of
agricultural output, world wool production isonly 40 per cent greater than
50 yearsago! The productivity performance of thewool industry is
disappointing in Australia, and el sewhere. Wool now findsit difficult to
competefor land with other forms of agricultural production, including no
use, in the pastoral regions of theworld. By contrast, cotton’ s share of
world fibre production hasfallen from just under 75 per cent to around 45
per cent. Cotton output is now two-and-a-half times greater than it was
previously. Cotton hasthus held up better in the cotton textileindustry
than haswool in its segment of thetextileindustry. Wool haslost ground
to man-made fibresin apparel and other end-usesthat were previously
important for wool.

The Australian wool industry isin severedifficultiesfrom what isusually,
and loosely, referred to as a cost-price squeeze, manifested in declining
incomes of woolgrowersrelative to the rest of the population. Wool price
effects have been reinforced by increased input costs, notably |abour.
Apart from contract serviceslike shearing, not much labour isemployed
on Australian sheep farms. However, the cost of self-employed labour is
increasing as other parts of the economy grow. It isproving difficult to
offset falling prices and rising costs through increased productivity. Like
China, thisisespecialy the casein the pastora zone of the Australian
sheep industry, these days often referred to as ‘ rangelands . Many of the
technical improvements recommended by L ongworth and Williamson
(1993) for Chinahave already been exploited in Australia. Thelimits of
productivity of labour in the sheep industry may have beenreached in
some partsof Australia.

Asalluded to above, wool isalso suffering from declining demand

because of 1ong-term damage to wool processing around the world when
the reserve price scheme was abandoned. Stabilising pricesthrough
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transactionsin stocksled to wide fluctuationsin the quantity of wool
availablefrom Australiaand thus higher average costsfor processors
whose specialised wool processing assetswere intermittently operating
well above, or below, their planned capacity.

These macroeconomic and i ndustry-specific problems sharpen theinterest
of the Australian wool industry initstraderelationship with itsleading
customer.

2.4 Trade in Wool Between Australia and China

There are many subtle aspects of the tradein wool between Australiaand
Chinathat go to the core of therole of the agricultural sector inthe
economic development of both countries. Wool isa so animportant part of
the political relationship between the two countries.

The relationship between Chinaand Australiain thewool trade isunusual
in at least three respects:

m Chinaisarecent participant ininternational tradeinwool, at least in
its modern manifestation;

m Chinaisalargewool producer aswell asconsumer and processor; and

m  Chinaprotectsits domestic wool and wool processing industry from
competition through tariffs, quotas and other regulatory devices.

Moreover, the economics of wool isdifferent to that of other agricultural
commaodities—especially on the demand side. Unlike other important
commoditiesin Australia’ s agricultural commerce, there arefew barriers
toworld trade in wool—acrucial reason for wool’ searlier placein
Australia’ seconomic devel opment. Therelative freedom of theworld
wool tradeisstill amajor asset for Australiathat isworth defending
vigorously. Wool should always be thought of asan industrial raw
material aswell asan agricultural product. Raw materials, mineral and
energy commoditiesthat areinputsto manufacturing industriesarefar less
commonly protected than agricultural products (with the exception of
coal).

The status of wool asan industrial raw material that is converted into
durable consumer goods al so explainsits vulnerability to fluctuationsin
the business cycle. By contrast, the demand for other agricultural products
isstablein aggregate. Fluctuationsin world agricultural prices essentially
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arise because supply issensitiveto climatic conditions. In addition,
policiesof self sufficiency by many importing countriesand the associated
problems of market access mean that weather-induced, short-term
variationsin output and prices have to be absorbed by trade-exposed
exportersand importers.

Thetraditional wool importing countriesin Europe, Japan and the United
Statesrely on wool from Australiaand other southern hemisphere
countriesto maintain their wool textileindustries. Thereisno local wool
production industry of any sizerequiring protection. Tradeissuesare
therefore unimportant in the political economy of raw wool. Unlike other
agricultural products, the actions of foreign governments are more or less
irrelevant. Thewool tradeislike other world tradeinindustrial raw
materials, with trade essentially conducted by private firms. However, the
trade ismuch more complex than trade in other commodities because wool
issuch aheterogeneous material and theindustry isso traditional. The
wool tradeis characterised by long chains of private marketing
intermediaries (‘ middlemen’) providing specialised servicesto producers
and processors. Withitstradition of central planning, Chinahas been slow
to devel op the commercial acumen and specialised skillsthat are so typical
of the European wool trade.

Chinaistherefore very much aspecial casein that bilateral relationships
between the governments of Chinaand Australialoom largein the conduct
of thewool trade. Brown (1997) has described the complex relationships
and conflicts between protectionist and non-protectionist forceswithin the
Chinese wool and wool textile industries. Theinterplay of theseforces
continuesto threaten the devel opment of the wool trade between Australia
and China, and helpsexplain its extraordinary volatility over the last
decade.

Generally speaking, there are fewer restraintsin world tradein
manufacturesthan with trade in agricultural products. Tradein clothing
and textilesisanotable exception. What agricultural productionin
wealthy countries and clothing and textileindustries havein commonis
that they are labour intensive and regionally concentrated. Production of
clothing and textilesis also distinguished by its geographical mobility.
Thetechnology and capital equipment required isrelatively simpleand the
clothing and textile industries are important in the early stages of
industrialisation. The adjustment problems of theseindustriesin wealthy
countries generate significant political pressurefor increasesin protection.
In the absence of intervention in trade through tariffs, quotas and other
devices, economic pressureswould cause the domestic clothing and textile
industries of wealthy countriesto contract asincomesrise.
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Chinahasamajor political and economicinterestin liberalisation of world
tradein clothing and textiles. Correspondingly, Australiaisinterested in
the conflict within Chinaconcerning wool imports being resolved in the
direction of openness. Both countries have sufficient share of theworld
marketsfor raw wool and wool end-productsthat the effects of their
actionswill not beindependent of one another. Australianeedsthe
Chinese market for Australian wool. Chinaneeds Australian wool because
their domestic wool isnot of sufficient quality to supply itsrapidly
growing production of wool end-productsfor the export market. Australia
also provides Chinawith support inits aspirationsto gain greater accessto
theworld market for clothing and textiles.

What isessentially in disputeisthe form, aswell asthe extent, of any
protection afforded the Chinesewool production industry. The more so for
Australia because of the extraordinary difficultiesin the wool industry
since the demise of the reserve price scheme. A proposed protectionist
devicefromthe Chinese side hasbeen a‘tariff quota’ whereby higher rates
of tariff apply onceimports pass a specified quantity. Tariff quotaswould
havefar greater effect if the world wool market wereto recover and
Australian wool production increased. A higher proportion of Australian
importswould then attract the higher rate of duty.

Chinanow accountsfor around 20 per cent of thevalue of Australia’ swool
exports, and slightly more on avolume basis. Chineseimports are biased
towardsthe stronger end of the distribution of Australian wool types
because the woollen sector, knitwear and blankets are becoming more
important relative to the worsted sector. Exportsto Chinawere around one
quarter of Australian exportsin 1993-94, not long after exports had fallen
toaminusculefour per cent in 1989-90.

Thevolatility of Chineseimportshasobviously created seriousdifficulties
for the Australian wool industry, althoughiit isclear that the chain of
economic causation isnot only in one direction. Along with other wool
processing firms around the world, Chinese processors suffered from
Australian attemptsto defend an unrealistic reserve price and the
consequent disruption of wool exports. The situation was possibly even
more difficult in Chinabecause the wool processing sector was
undergoing a period of economic liberalisation, with transition froma
system dominated by |arge State-owned mills on the coast to a situation
where around 30 per cent of wool is processed by smaller enterprisesin
rural townships (Brown and Longworth 1995). Further expansion of early-
stage processing capacity has occurred in wool producing regions.
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Economic and political power within the Chinese wool industry isnow
widely dispersed between groups that reflect commercial, political and
regional factors. These groups have avariety of interests and attitudes
towards expansion of wool imports. Arguments about the political
economy of trade are well-rehearsed for agriculture and manufacturing in
market economieswith atradition of involvement in world trade. The
situation is much more problematic in countrieswhere planning is still
important and there has been arecent tradition of favouring self-
sufficiency over trade and specialisation.

Brown (1997) has classified the (overlapping) forcesfor and against
imports of wool to Chinaasfollows (with fibreinspection bureaus and east
coast mills shifting between the two categories):

Tighter Import Arrangements:

Ministry of Agriculture (State farms), traditional import agencies, the
chemical fibreindustry, and supply and marketing cooperatives;

More Liberal Import Arrangements:

up-country mills, township enterprise mills and non-traditional import
agencies.

These differencesin interests and attitudes towards protection of the wool
industry in Chinaare systematic rather than random in their originsand
effects. There areinevitably short-term losers from the expansion of trade
who are difficult to convincethat thetide will ever turnintheir direction.
A significant barrier to the expansion of Australian wool importsisthe
entrenched position of state agencies—the Ministry of Agriculture and
Supply and Marketing Cooperatives—based on previous arrangementsfor
wool production and marketing. The Ministry of Agriculture controlsthe
woolgrowing state farmsthat produce finer wool than the national average
and thus compete more closely with imported Australian wool. The
Supply and Marketing Cooperatives have lost much of their influence as
internal tradein wool has been deregulated. It is both amatter of ideology
and self-interest that these Cooperatives al so oppose imports over which
they have no control. The opposition of the chemical fibreindustry towool
importsiseasy to understand. The major support for import liberalisation
comesfrom thewool textileindustry. Even then, support is greater from
new millsthan existing mills which have an established accessto imports
and would not be as adversely affected by atariff quota.
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3.1

Economic Assessment of The Project

Consequences of The Research

Theamost forensic investigation in this project of all aspects of Chinese

wool production and its rel ationship to the textile industry has generated
detailed results and information that, subject to both acceptance and
implementation by government, could yield major benefitsto Australia

and China. Itisclear from official documentsthat government officialsare

aware of the research and have used it in analysisthat underpins policy-

making. Indeed, inits 1994 review of the ongoing debate over Australia’'s

merino export policy, the Department of Primary Industries and Energy
(1994) made extensive use of material from the project published at that

stage aspart of ACIAR Technical Reports 25 (1993). In particul ar, section
6.1.3 of the report on merino export policy, Institutional Restraintsto the
Development of the Chinese Flock, probably could not have been written

without the assistance of thisresearch.

The benefits of the research can be summarised asfollows:

interpretation of economic and other factorsleading to seriousland
degradation in the pastoral region of Chinaand identification of
policieswith the potential to assist alleviation;

understanding of agribusiness devel opments within the Chinese wool
industry that should encourage introduction of improvementsin
grading, price discovery and transport and handling with lower costs
of agricultural marketing and associated benefitsfor processorsand
producers;

recognition that the Chinese and Australian wool industriesare
complementary rather than competitive because the output and
quality of Chinesewool isconstrained and Australian importsare
required by millslocated in the Chinese producing areasto maintain
the domestic wool processing industry;

providing arationalefor continued Australian technical assistanceto
meat and wool production in the pastoral region of Chinaand to wool
processing in China; and

re-inforcing the casefor trade liberalisation in thewool industry and,
inthe event of restrictions on trade, the case for atransparent regime
of controlsrather than the ambiguity and uncertainty of previous
arrangements.
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3.2

Thisassessment concentrates on the benefits arising from expansion of the
gainsfrom trade through trade liberalisation and an improved climate for
the conduct of trade. Thisdecision isbased on practical considerationsand
does not diminish the economic usefulness of the other considerable
achievementsfrom the project. It would be extremely difficult to valuethe
benefits of research leading to the development of improved farming
systemsin the pastoral regionsof China. Asmentioned above, many of the
benefits and costs are unpriced.

Even moreimportantly, it would not be sufficient to compare the
profitability of farming systemswith different degrees of natural resource
degradation because that approach would not pick up the economic costs
of thetime taken to move from one system to another. A multi-commodity
and dynamic framework would be required to account for substitution
between wool and sheepmeat and measure the costs and benefitsincurred
in the transition from one system to another. In essence, that degree of
complexity isunjustified given that the requirement to replace an

unsustai nable system with a sustai nabl e system in the Chinese pastoral
regionismoreor |less self-evident.

Similarly, there would be complex conceptual and measurement problems
in assessing the detailed research on agribusiness reformsin the Chinese
wool industry that has been undertaken as part of the project. A full
economic analysisof grading and related reformswould also need to
include examination of distributional effectsthat are beyond the
reasonabl e scope of thisassessment. Thisisbecause changesin
agricultural marketing arrangements have radical effectson thedirection
of economic development as labour moves from agricultureto the
provision of amarketing services and value adding activitiesin the
countryside, called ‘township village enterprises’ in the Chinese
experience. Another conclusion from thisresearch isthat amajor effort
should be madein the provision of market information to guide decisions
by producers, market intermediaries and processors. (The analysis of the
economics of grading wool in Chinaisthe obvious example.) While
improvementsin market information can be achieved at relatively low
cost, such asthrough simple systems of price reporting inlocal
newspapers and on radio, the benefits are dispersed and difficult to
measure.

Influence on Government Decision-making

Until thisresearch was conducted, Chinese and Australian policy-makers
approached tradeissuesin thewool industry from first principles. Usually
the presumption at the official level isthat countries benefit from trade.
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Thisisdifferent from the general attitudesreflected by commentary in the
community at large, whereinterests opposed to expansion of trade are able
to capture popular imagination and political attention. The situationin
trade diplomacy could be described as seeking ‘ good by stealth’ suchisthe
resistance to accepting economists nostrums of the theoretical gainsfrom
tradeintheface of vocal opposition.

Australia has been engaged in bilateral negotiationswith China
concerning the wool trade since the mid-1980s. The objective of the
negotiationswasto remove tradeimpediments, in particular toimprove
the transparency of the wool trade and make commercia dealings clearer.
Australiahas been at painsto advance the view that the wool industries of
Australiaand Chinaare complementary rather than competitive. The
research being assessed has been most valuablein that context because it
has clearly established the physical and economic constraintsto the ability
of the domestic Chinesewool industry to supply the needs of the
expanding Chinese wool processing and wool textile industries, with
respect to both the quantity and quality of raw wooal. It isnow recognised
by the Chinese that the potential for development in the pastoral areasis
restricted, although there could be some expansion of wool productionin
theagricultural areas.

The effect of the research has been to help tip the balance in the Chinese
controversy over protection of the domestic wool industry in favour of
those groups within Chinawhose interests would be advanced by
increased imports of wool. Asisoften the casein many bilateral trade
negotiations, Australian data on its exports of wool to Chinahave helped
improve the information base on which Chinese decisions can be based.

Progressin bilateral wool negotiations between Australiaand Chinahas
taken place against the background of multilateral negotiations over the
entry of Chinato the World Trade Organisation. Successful conclusion of
these negotiationsisasoin the specific interest of the Australian wool
industry because wool semi-manufactures, wool clothing and textiles
could be expected to grow with greater access of Chinese productsto

maj or world markets. However, it should be conceded that the research
under examinationisasmall part of the overall picturewith respect to
these negotiations. Nevertheless, in discussionswith Australian officials
involved inwool trade negotiations with the Chinese conducted as part of
thisassessment it transpired that the officialswere familiar with the
ACIAR project results and had incorporated the major conclusions of the
research in briefs and other background material prepared for the
negotiations.

IMPACT ASSESSMENT SERIES



®E RAW WOOL PRODUCTION AND MARKETING IN CHINA 21

3.3

Australiaisnow in the process of concluding abilateral wool arrangement
with Chinathat will formalise atariff quotaarrangement. Thesetrade
arrangementswill be similar to those already made with New Zealand.
Chinahas agreed with New Zealand to take up to 220000 tonnes of greasy
wool exportsfrom around theworld at aone per cent tariff rate, rising to
287000 tonnes over seven years. Previoustariffs on wool fibrewereup to
10 per cent. A higher tariff will apply beyond these quantities. The deal
with New Zealand also setsaglobal quota of 60000 tonnesfor wool tops,
rising to 80000 tonnes over seven years. Thetariff isthree per cent
compared to tariffs of up to 15 per cent previoudly. The arrangements
apply immediately with full ratification of the deal to take place when
Chinajoinsthe World Trade Organisation.

Economic Evaluation

Theeffect of lower tariffsisto increase the attractiveness of imported
wool to Chinese processors compared with synthetic fibres, and
domestically produced wool. The Chinese will therefore be more activein
wool auctionsthan otherwise. In economic terms, the Chineseimport
demand curvefor Australian wool has been shifted upwards.

The economics of the situation can be summarised asfollows:

Before research

m therearetariffsonwool trade between Australiaand Ching;

m thepriceof Australian wool ishigher in Chinaand the quantity
purchased islower than in amarket without tariffs; and

m thepriceof Australianwool islower at Australian auctionsfor greasy
wool.

After research

m the ACIAR project has contributed to the removal or reductionin
tariffson Australian wool in China; and

m theresult of thetariff removal/reductionistoincreasethe Australian
price of wool at wool auctions and to reduce the price for wool
purchased by Chinese processors, benefiting both partiesto the trade
inwool between Australiaand China.
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These elements are expressed diagrammatically in Figures 1 and 2.

Figure 1. The Australian market for wool before and after the research.
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Figure 2.  The effects of a tariff on wool imports to China (standard representation, adapted from Tisdell 1974).
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The supply of Australian wool isassumed fixed in the short-run. The price
axisis Australian auction pricesin Australian currency. However, with
auction markets for wool in Australiaand other exporting countries,
arbitrage between markets and qualities of wool meansthat thereisa
notional ‘world’ pricefor wool inall countries. Thisworld priceisthe
Australian price adjusted for freight, exchange rates and quality.
Australian auctions are the basis of price discovery in theworld wool
market.
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The supply of wool to Chinafrom the world market is perfectly elastic
provided the Chinese are prepared to pay theworld price. Figure 2
demonstratesthe various effects of atariff. Thereisa’ protection effect’
because domestic production expands. Thereisa'‘ consumption effect’
becauselocal consumersare forced to pay higher pricesand thereisa
‘revenue effect’” because the government collects customs revenue on the
(reduced) amount that isimported. Less obvioudly, thereisa
‘redistribution effect’ from theimposition of thetariffsbecauselocal
producers make additional profits on domestic production following the
tariff, over and above the profits that would be made without atariff. The
revenue and redistribution effects are transfers within the Chinese
economy.

Withremoval of thetariff, these effects are eliminated and imports expand
from mlto m2. However, there are additional benefitsto Chinese
consumers, indicated astriangles A and B, because Chinese consumersare
paying lessfor the additional wool purchased on the world market.
Triangle Aisanet gain to the Chinese economy because the excess costs
of expensive domestic production have been eliminated with increased
importsreplacing part of domestic production. Triangle Bistheincreasein
consumers' surplusenjoyed by the Chinese because absol ute consumption
of wool hasincreased.

Intheanalysisthat follows, thereisno attempt to assessthe quantitative
significance of these benefitsto China. Nor isthere an attempt to combine
in aformal way the economic effectsillustrated in Figures 1 and 2 by
trand ating the increased demand in Chinainto ashift in aggregate demand
for Australian wool. Thisis because an important economic issueisthe
way the auction system operates to reflect increased demand from China.
Moreover, whileit isclear that the Chinese gain with the
reduction/removal of tariffs, these gainsare partly at the expense of other
consumerswho now haveto pay more for wool.
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3.4 Quantitative Significance

To assess the quantitative significance of these changeson Australia
requires data (from the Wool International Wool Compendium) and
severa assumptionsasfollows:

m thesupply of Australian wool isfixed at thelevel of 1966-97 at 700
million kg greasy—thisisnot strictly accurate because Australiastill
hasto dispose of the remainder of the stockpile and increased demand
from Chinacould also be expressed as an increasein the rate of
disposal of stocksaswell asan increasein prices;

m thereferencenominal priceis400 cents (Australian) per kg greasy,
based on the nominal price of 620 cents per kg clean in 1996-97 and
an averageyield of around 65 per cent—thisisequivalent to an annual
grossvalue of Australian wool production of $2800m;

m  Chinesepurchasesare 20 per cent of the total—as suggested above
and explained further bel ow, the significance of China' s market share
issomewhat ambiguous becauseincreased Chinesebidsat auction are
reflected in higher pricespaid by al buyers;

® onhaconservative assumption of behaviour in the auction room and
the pass through of the changein tariffs, the previoustariff reduced
Chinese bids by 40 centsfor 20 per cent of salesor 8 cents per kg
greasy—equivalent to an improvement of $56 million ayear inthe
grossvalue of Australian wool production following the changein
Chinesepalicy; and

m theresearch contributed only 5 per cent to the changein policy—this
isan extremely conservative assumption so far asthe effects of the
research are concerned or, put the other way, representsthe rather
optimistic view that the bilateral negotiationswould have reached the
same outcome eventually dueto the persistence of the officials
coupled with long-term effects of economic fundamentals affecting
wool productionin China.

Putting these data and assumptionstogether, the annual flow of benefits
from theresearch is estimated at $2.8 million ayear—that is, five per cent
of $56 million. The figure of $56 million iscalculated as 8 cents (20 per
cent, the Chinese market share, of the 40 cent changein tariff per kg of raw
wool) times 700 million kg (Australian wool production).
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Apart from making some judgement asto the extent to which the research
has affected the changein poalicy, the other difficult issueisthe way that
Chinese bids at auction are translated into higher prices. The successful
bidder at an auction isthe bidder who pays one unit more than the next
keenest purchaser. The successful bidder does not haveto bid up to hisor
her maximum valuation. These remarks arein the context of progressive
English auctionswith ascending bids—the situation would be different for
Dutch auctions where bids are made in descending order from ahigh
starting point.

The demand for wool at auctionisa’‘derived’ demand—derived from the
final demand for wool processed into clothing and textiles consumedin
numerous end-products and different markets. A useful concept from the
practice of thewool auction system istheideaof the‘ bareme’ of wool
prices. The baremeisthe ready reckoning system that wool buyersuseto
translate the limits of their clientswith respect to the delivered price of
wool of varioustypesinto maximum bidsat auction in Australian
currency. Thus, the bareme includes elementsreflecting freight, handling
and exchangerrates. A tariff on wool in one consuming country reduces
potential bids of buyersrepresenting that country by thefull extent of the
tariff. If thetariff isremoved, then buyerswill bid more at auction.

The question isby how much? The answer is somewhere between near-
zero—one bidding unit above the existing price or the full extent of the
removal of thetariff. Theformer situation would correspond to asingle
Chinese buyer of Australian wool at auctions. Thelatter situation would
apply where there was vigorous competition between many Chinese
buyers, all advantaged by the removal of thetariff and acting
independently of one another. Thereis some competition between Chinese
millsfor accessto Australian wool.

In addition, the tariff wasnot rigidly applied. Apart from duty drawback
provisions normal in international commerce for re-exports of wool semi-
manufactures and wool end-products, the tariff was not applied because of
local pressures and other defectsin customs administration. An

intermedi ate assumption has therefore been made by assuming that the
increased price paid by the Chinesefor Australian wool is 20 per cent,
their market share, of the 40 cent decrease in the price of wool to Chinese
millsfollowing removal of thetariff.

The approved budget for this project was $766 167. While the economics
of agricultural research sensibly emphasisesthe nature of research asan
investment, thereis plenty of room for disagreement on how the
investment analysis should be conducted. Thisis especialy the case when
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theanalysisis conducted retrospectively because the costs of the research
have been already incurred and the question naturally occurs asto which
costsarerelevant.

The public and private costs of creating the human capital necessary to
undertake research of good quality are usually ignored in eval uations of
research that usually focus on the marginal costs and benefits of an
individual research project. The focus of thisassessment ison the costs
incurred by ACIAR and the benefits achieved in the Australian wool
market.

In addition, decisions have to be made concerning the starting period for
the research investment and the timing of the flow of benefits. Inthe
present case, the benefits are assumed to occur as an annual flow starting
from thetimethetariff isremoved. Thereisno real point in assuming an
adoption path for benefits given the arbitrary assumptions already being
made concerning the contribution of the research to the changein policy
and the extent of the shift in the aggregate demand for Australian wool
with increased demand from Chinawith removal of thetariff. It wasalso
decided to compound the expenditureincurred between 1989 and 1993 of
around $0.75 million to acurrent cost of $1 million. At aninterest rate of
say 25 per cent for arisky project, thisconvertsto an annual current cost of
$250000. Thisislessthan 10 per cent of the conservatively estimated
benefits.

By way of asimple sensitivity analysis, the following comments are
offered:

m onthebasisof thissimplefiguring the research would need to have
increased the price of wool at auction by lessthan one cent per kg
greasy to break even;

m  wool pricesare now very low—at higher pricesthe cal culations
would be morefavourableto the research;

m  whilethe Chinese need not bid up to thefull extent of thereductionin
tariffs, other bidderswould be obliged to bid closer to their full
valuation;

m  other benefits of the research have been ignored notably with respect
to the contribution to the understanding of the serious problems of
land degradation in the pastoral region and reform of the wool
marketing system;
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m theresearch hasclarified important issues concerning Australian aid
to the Chinese wool industry including the rel ated and vexed issue of
export of merino genetic material; and

m other costs have beenincurred by Australiain bilateral negotiations
with the Chinese and no doubt by the research institutions who
provided theresearchers.

4. Concluding Comment

This has been an excellent piece of research. The quality of theresearchis
unquestioned. On balance, there should al so be no argument concerning
the overall economic benefitsto the Australian wool industry. The nature
of the project does not fit easily with standard methods of analysing the
economic consequences of agricultural research. A particular problem for
theanalysisisinterpretation of theway that theincreased demand for wool
from Chinaistrandated into improved auction prices.
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