FE ATURE

VOLUME 7 < ISSUE 2

I\
\V]

AMBER WAVES

A Weakening
Global Economy .
Interrupts s

“1”“

N

) .
T
|

u

Agricultural oo
Trade

Mark Gehlhar
mgehlhar@ers.usda.gov

Erik Dohlman
edohlman@ers.usda.gov

B The financial sector turbulence originating in the United States has had a ripple effect worldwide, curbing
economic growth in nearly every country.

B Slower growth and weaker currencies in emerging markets have reduced U.S. competitiveness and
agricultural exports in the short term. At the same time, reduced consumer spending domestically is
dampening U.S. import growth.

B Despite the current downturn, world food demand remains stable,and demand for U.S. exports is expected
to recover as developing-country growth resumes in the longer term.
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The United States and most foreign
economies are now entrenched in what
could be the worst economic downturn of
the postWorld War Il era. U.S. agricultural
trade has not been immune to its effects—
import growth is slowing, and exports are on
course to decline in 2009 after several years
of exceptional growth.

In the past year, financial turmoil in
the United States has reverberated through-
out the global economy, affecting incomes,

wealth, and commerce. Exactly how all of
this affects U.S. agricultural trade depends
on many factors, including a host of mac
roeconomic drivers that link the United
States to its trading partners. Currently,
reduced economic growth abroad, declin-
ing U.S. consumer spending, and exchange
rate movements are key forces guiding U.S.
agricultural trade. Although the current cli-
mate has created market uncertainty about
the immediate future and is disrupting

trade, longer term prospects for resumed

world growth remain positive. According to
USDA'’s 10-year projections, the same global
economic trends that induced strong export
growth before the recession are expected
to support renewed trade growth when the
global economy recovers. How soon trade
will recover depends on the effectiveness of
efforts to restore confidence and stimulate
world demand.
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Economic growth prospects for 2009 reduced worldwide by financial downturn
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Global Downturn
Stretches Wider and
Deeper Than Expected

Downturns are a natural part of busi-
ness cycles—rapid global economic growth
has rarely been sustained for more than a
decade at a time. But until the recent crisis,
the length and severity of developed-country
recessions had progressively diminished over
the last several decades. Although most
observers expected an eventual economic
downturn in the United States, the speed and
severity by which world economic conditions
deteriorated came as a surprise to most eco-
nomic forecasters. Many economists viewed
deep and prolonged recessions as a receding
threat, believing that institutions governing
monetary and fiscal policy tools had become
more responsive and effective.

In early 2008, a worldwide recession
was not anticipated by most economic fore-
casters. Even in mid-2008, gross domestic
product (GDP) in all major developed coun-
tries, including Japan, the European Union
(EU), and the United States, was expected
to expand by a relatively modest but still
positive rate of at least 1 to 2 percent in 2009.
China's and India’s economies were expected
to continue experiencing robust annual GDP
growth rates of 9 and 7 percent, respectively,
and global growth was expected to approach
3 percent. But by the end of 2008, when a
clearer picture emerged in the housing and
job market, forecasters made sharp down-
ward revisions from previous forecasts of
global growth prospects for 2009. Central
banks in Australia, the EU, Japan, and the
United States began slashing interest rates
to lower borrowing costs and stimulate de-
mand. All major developed economies still
slid into recession. The U.S. and the world
economy subsequently entered one of the
deepest downturns since World War 11, with
global growth turning negative.
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A key indicator of the severity and
breadth of the global recession is its impact
on total world trade, which is expected to de-
cline roughly 6 percent in 2009, according to
Oxford Economics. Trade is being restrained
not only by reduced incomes and demand
but also by increased exchange rate volatil-
ity, which raises transaction costs. Trade
and foreign investment transactions are less
risky when exchange rate movements are
relatively smooth and predictable. Trade is
also being hampered by credit constraints
affecting export financing, a tool used to
facilitate most global commerce. The ef-
fect of this unexpected impediment to trade
is a particular concern for developing
country exporters.

One reason the global downturn oc
curred so rapidly and became so pervasive
is the extent to which the economies of
countries are connected by both trade flows
and international transactions of financial

capital. While trade became a major impe-
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tus for economic growth in recent years—
particularly in countries such as China and
India—reduced trade is now a cause and not
just a symptom of economic weakness among
many countries. In China, for example, a
doubling of exports from $700 billion in 2005
to $1.4 trillion in 2008 helped boost its GDP
by more than 10 percent a year over the pe-
riod. In 2009, China's economy is expected
to grow less than 6 percent, largely because
reduced consumer spending in developed
countries is causing the first annual decline
in Chinese exports in 25 years.

Because China is a major importer,
its suppliers are affected as well. China’s
export-oriented manufacturing sector re-
lies heavily on inputs imported from Japan,
Korea, Taiwan, and other countries. Reduced
Chinese demand for coal, iron ore, and min-
eral imports is now contributing to a world-
wide retreat in prices for these commodities.
The decline in prices ended a historic 5-year
boom and directly affected the economies of
major suppliers, including Australia, Latin
America, and some African countries.

Trade is also influenced by global finan-
cial transactions, as shifts in financial flows
are rapidly reflected in exchange rate move-
ments. Although GDP growth has fallen
in nearly every country, the impact on the
value of an individual country's currency
depends on the composition of its trade and
net capital flows. Currency depreciation is
most likely to occur in economies that rely
heavily on raw commodity exports and are
net borrowers of foreign capital. Lower com-
modity prices pose greater risks to foreign in-
vestors in commodity-dependent economies,
inducing them to withdraw their capital in-
vestments. This is the case for many Latin
American countries, including Argentina,
Brazil, and Mexico, whose currencies have
fallen precipitously since the beginning of
the global downturn. The risk of currency
depreciation is lower among countries that

are net suppliers of financial capital and have
accumulated large foreign reserves as net
exporters. One such example is Japan, one
of the few countries whose currency has
appreciated against the U.S. dollar in the
past year.

U.S. Exports Vulnerable to
Macroeconomic Changes in
Developing Countries

The decline in world trade, the global
slowdown in growth, and a strengthening
U.S. dollar are having an adverse effect on
U.S. agricultural exports. Until early 2008,
macroeconomic conditions—including
strong foreign growth and a weaker dollar—
had fostered 5 consecutive years of record
U.S. agricultural exports, which peaked at
over $115 billion in fiscal year 2008. The
strong export performance of 2008 was in
part the result of higher world commodity
prices, but even at higher prices, the volume
of U.S. bulk commodity exports rose by an
unprecedented 25 million tons (22 percent)
in just 3 years. With the global slowdown,
this trend has come to an abrupt halt—U.S.
agricultural exports are projected to decline
by nearly $20 billion in fiscal 2009.

Until this recent reversal, the growth in
U.S. agricultural exports paralleled broader
trends in global agricultural trade. Propelled
by income growth and more open markets,
global agricultural trade grew more than 50
percent between 2000 and 2006, with devel-
oping countries accounting for 60 percent of
that growth. Global agricultural trade had
grown just 25 percent during the 1990s. For
the U.S., developing countries such as China
and Mexico represented a significant source
of new demand for U.S. agricultural exports.
As part of an ongoing structural shift, the
share of U.S. agricultural exports destined for
developing countries rose from 48 percent in
the early 1990s to 65 percent in 2008.




As long as global economic growth was
sustained, prospects for U.S. agricultural ex-
ports remained robust. However, the shift of
export demand from developed to developing
markets also brought greater vulnerability to
market downturns. Trade with developing
countries is subject to steeper fluctuations
because consumers in these countries de-
vote a large share of their budgets to food,
and their demand for imports is particularly
sensitive to changes in income, prices, and
exchange rates. When developing countries
experience macroeconomic instability, their
governments also typically have less flexibil-
ity in their ability to use fiscal and monetary
tools than developed countries, which may
prolong recessions in developing countries.

Worsening economic conditions in de-
veloping countries have a disproportionate
effect on demand for relatively expensive
products such as dairy and meat, as con-
sumers turn to less expensive staples. The
result is lower import demand for meats
and animal feed, which account for a large
share of U.S. exports. The dependence of
U.S. exports on economic conditions in
developing countries is particularly appar-
ent for bulk commodities—such as corn,
wheat, and soybeans—whose sales have

Macroeconomic factors co
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been especially responsive to macroeconomic
turbulence in these countries. During the
global recession in the mid-1980s and follow-
ing the 1997 Asian financial crisis, demand
retreated significantly as foreign economies
and currencies weakened, and imports
became more expensive. The share of U.S.
exports accounted for by bulk commodities
declined from more than 70 percent in the
mid-1970s to a low of 35 percent in 2001,
but bounced back to 44 percent in 2008 as
developing country demand strengthened.
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In the current environment of reduced
income growth and erratic exchange rate
movements, countries that primarily import
raw commodities can be expected to search
for the most competitive prices by shifting
between suppliers. As they do this, the
strengthening U.S. dollar against competi-
tor currencies will have a negative effect on
U.S. bulk agriculture exports. Exchange rate
movements were a major factor underlying
previous swings in U.S. agricultural exports.
For example, Indonesia drastically reduced
its grain imports from the United States and
switched to other suppliers at the height of
the 1997 Asian financial crisis due to a se-
verely weakened currency. This year, the U.S.
agricultural sector faces heightened competi-
tion from large commodity exporters such
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Wl — Bulk commodities to developing countries as Canada, Brazil, Argentina, and Australia
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unresponsive to exchange rate movements.
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ERS estimates that all these factors will
bring a 26-percent decline in U.S. bulk com-
modity exports in 2009, primarily reflecting
lower volumes to developing countries. Non-
bulk products such as fresh horticultural
products and processed foods are expected to
fall by 6 percent. The combination of lower
export volumes and declining commodity
prices is expected to lower total agricultural
exports in fiscal year 2009 by nearly $20 bil-
lion, to $95.5 billion.

U.S. Import Growth Sinks as
Reduced Wealth and Incomes
Drive Down Consumer Spending

Although economic growth in the U.S.
slowed somewhat in the current decade com-
pared with that in the 1990s, strength in U.S.
consumer spending drove a large increase
in U.S. merchandise imports. From 2002 to
mid-2008, U.S. consumer spending and im-
ports were driven by perceived wealth gains
rather than domestic income or exchange
rate changes. U.S. consumers drew upon
equity from stock market and housing-sector
gains, reduced savings, and spent more on
all goods, including imports. The U.S. trade
deficit grew as inflows of foreign capital pre-

World growth and trade expected to rebound starting in 2010
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vented the dollar from weakening even fur-
ther between 2002 and 2007. The influx of
foreign capital helped keep U.S. interest rates
low but also reduced incentives to save.
Reinforced by lower incomes, declining
asset values and wealth now are having the
opposite effect on consumer spending. The
largest quarterly decline in consumer spend-
ing since 1980 and negative growth in U.S.
merchandise imports occurred at the end of
2008. This reversal is particularly notable for

U.S. imports expected to decline in 2009 due to decreased

consumer spending

Annual change in value (percent)
30

Quarterly growth (percent)

[ All goods from China
[ Total agricultural imports

2001 2002 2003 2004

2005

Consumer spending
(right axis)

2006 2007 2008 2009

Source: USDA, Economic Research Service, using data from U.S. Department of Commerce,

Census Bureau.

U.S. imports from China, which had grown
more than 15 percent annually between 2002
and 2007 but are slated to fall by more than
6 percent in 2009. Major import categories
affected include apparel, electronics, equip-
ment, and household appliances.

As with other imports, U.S. agricultural
imports grew at a particularly robust pace
during the past decade, more than doubling
from $40 billion in 1999 to nearly $80 bil-
lion in 2008—an average annual increase
of close to 10 percent. In fact, U.S. import
growth has been nearly continuous since
the early 1960s, and agricultural imports
grew by an average of $6.6 billion annually
between 2004 and 2008. While the current
recession is expected to cut overall U.S.
imports in 2009, agricultural imports were
still expected to grow, but at a much slower
pace. Agricultural imports began to weaken
sharply in January 2009, reflecting the drop
in consumer spending. The value of some
luxury imports, such as wine, beer, and con-
fectionery products, have declined slightly,
but increases are forecast for products such as
vegetable oils, fresh fruit, sugar, and cocoa.
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What Does the Future Hold for
U.S. Agricultural Trade?

Despite the difficult economic circum-
stances, the sudden downturn in U.S. agri-
cultural exports does not reflect a fundamen-
tal long-term shift in global food demand
and trade. Past experience suggests that
macroeconomic swings usually have short-
lived impacts (1-2 years) on U.S. trade. The
long-term trend in U.S. agricultural export
growth prevailed despite large swings in the
mid-1980s and late 1990s caused by macro-
economic, weather, and policy events. Now,
prospects for U.S. and global agricultural
trade will clearly hinge on the resumption
of global economic growth.

Just as the timing and severity of the
recession could not be predicted, the same
can be said for a recovery. The recovery
will depend partly on the speed with which
governments can implement policies and
the efficacy of these policies in stimulat-
ing demand. Prior to the Great Depression,
macroeconomic policy tools were untested
and governments were ill-prepared to take
decisive and immediate action. This is one
reason the depression of the 1930s persisted
as long as it did. Today, however, govern-
ments are deploying a broad array of mac
roeconomic stimulus measures. Countries
that were exposed to the Asian financial
crisis have learned from the experience and
are better prepared. China as well as other
Asian countries already are taking steps to
stimulate domestic consumption.

While uncertainties remain, fiscal and
monetary actions are expected to help world
economic growth recover beginning in 2010,
which would help boost agricultural trade
along with overall global commerce in the
ensuing years. According to USDA's long-
term projections to 2018, global economic
growth is projected to transition back to nor-
mal longrun sustainable rates by 2011 and
remain similar to historical growth rates for
the remainder of the projection period.

The resumption of global growth would
reestablish the foundation for strong world
demand for agricultural products. As in
the past decade, developing countries are
expected to be the source of most of the
growth in world agricultural trade. Rising
incomes in developing countries translate
more quickly into increased food demand
because consumers are likely to consume
more food and diversify their diets to include
higher value goods such as red meat, poultry,
and other livestock products. Rising incomes
along with continued population growth is
expected to increase trade in both meats
and animal feeds. The USDA projections
anticipate rising global trade volumes for
all major food and feed grains, soybeans
and soybean products, and beef, pork, and
poultry. With commodity prices remaining
high compared with levels preceding the
2008 price spike, the value of U.S. agricultural
exports is projected to rise steadily back to-
ward the peak level recorded in 2008. U.S.
imports are also projected to continue on a
steady upward path.

As in the past, the U.S. agricultural
sector is positioned to profitably respond to
rising incomes abroad and to demand
that has shifted largely from developed to
developing economies. However, favor-
able macroeconomic conditions alone
will not sustain agricultural exports.
Even when foreign demand recovers, U.S.
agricultural exports will be influenced by the
uncertainties of increasing farm costs
and limited resources. A key issue in the
future will be the ability of U.S. agricultural
production to expand to meet future
export demand without escalating costs.
In conjunction with sustained foreign
demand, long-term productivity gains will
be a key component in maintaining U.S.

export competitiveness. W
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