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Good morning, Ladies and Gentlemen,

First of all, I would like to thank Carol Skelly and the USDA for inviting me today. It is both a pleasure and privilege to be here.

My presentation is composed of two parts. First, I am going to talk about how we, in our company, approach fundamental analysis and what indicators we use in regards to the cotton futures market. In the second part I will take a look into my crystal ball and give you some comments on the current cotton situation.

PART 1. –  A Practical Approach to Reading Fundamentals

“Reading Fundamentals” has the sound of clairvoyance, and fundamental analysis is indeed much more an art than a science. We may all look at the same things, but we will probably predict different outcomes of the future. 

In a market economy the price of a commodity is ultimately going to follow the laws of supply and demand. In Fundamental analysis we therefore study factors related to supply and demand, such as industry, economic and weather conditions, in an effort to determine the value of a commodity. However, while the fundamentalist who knows his numbers may be right in the long run, the market often wanders off in the direction of what the majority of market participants perceives to be most relevant. Or how Immanuel Kant once said, “There's reality, and there's your conscious perception of it”. That’s where technical analysis comes in handy. Technical analysis with its charts illustrates market psychology and momentum, and serves as an excellent timing tool. We are therefore using fundamental analysis to define value and technical analysis to help us with the timing of individual trades. 

In modern fundamental analysis there is a need to understand the dynamics. By dynamics I mean the understanding of what is going on in the market - who is trying to do what, why and when. In other words, the market is telling a story and we need to be able to understand the story.

So what do we look at when we try to figure out the story of the cotton futures market? First of all, I believe that it is important to know who the key players are. Once we know the players, we can start our work on trying to figure out what position they may currently hold and then spend some time anticipating what their next move may be. 
In the futures market there are two main groups of players, known as the ‘Trade’ and the ‘Specs’ (or speculators). The ‘Trade’ consists of growers, merchants and mills, whereas the ‘Specs’ are made up of large commodity funds, floor traders and a large number of smaller speculative accounts.

How can we characterize these players?

Growers
· Growers typically work from a long position – their crop!

· Growers sell their crop both fixed price and on-call, typically about 30% around planting, 30% during the growing season and 40% after harvest

· They use the futures market mainly as a hedging tool

· Government programs play an important role in the growers’ decision-making process (Loan, LDP)

Merchants

· Merchants are the link between growers and mills and work from both the long and the short side

· Use the futures market both as a hedging and a speculative tool, although their futures positions are reported mainly under the ‘hedge’ category

· Merchants are using primarily fundamental analysis, although many of them are well versed in technical analysis

· Government programs, such as the ‘Step-2’ export subsidy, influence their decision making

· The larger merchants sometimes use the certificated stock as leverage

Mills

· Mills typically start from a short position, which is equivalent to their mill consumption

· US mills buy a large portion of their requirement on-call, usually well before the season

· Government subsidy programs (Step-2) matter, but are not necessarily part of their buying decision

· Mills use the futures market mainly as a hedging tool

Specs
· Specs do not trade in the physical market and they do not get involved with the certificated stock

· Specs have gained in importance over the years and today make up around 50% of open interest in the futures market

· They make their investment decisions primarily based on technical analysis, often guided by computer programs 

· Since Specs have to report their positions, we know exactly how much they are long and short

Now that we have identified the players, let’s look at some of the reports we regularly study in our effort to understand what is driving the market.

Supply/demand reports (USDA, ICAC, NCC or Cotton Outlook)

These statistics provide the framework for our fundamental analysis. The monthly USDA report (crop estimate and US/World supply/demand report) is certainly the most important. Unexpected changes in these reports often lead to wild market swings.

The stocks-to-use ratio that we calculate from this report is another important indicator in determining whether cotton stocks are likely to be excessive, adequate or tight. I shall comment on supply/demand later in my market outlook.

I would like to add here that it is important to take the quality angle into consideration when analyzing these reports. For example, even though US ending stocks are currently rising, they are made up of rather unattractive qualities due to the fact that we three bad crops in a row. Therefore, ending stocks of premium quality cotton may actually be less than last season.

Weather reports

Weather is one of the key ingredients to the production side of the equation. Weather changes quickly and we therefore need to watch it closely, especially between planting time and harvest. Thanks to the Internet we have a vast amount of weather reports and satellite pictures available from all over the globe that help us to stay informed up-to-the-minute.

Economic indicators

US world and economic reports, such as GDP, retail sales, consumer confidence etc. may alert us to changes related to the supply and demand of cotton. For example, a drop in consumer confidence may negatively affect demand down the road. I shall talk about some of these indicators in more detail in my market outlook.

Government programs

We need to be aware of what government programs exist, how they work, how they change and how they may influence the market. Under the old farm bill the government loan presented strong price support at around 52.00 cents, but newer programs like the LDP (or Loan Deficiency Payment) and POP (Producer Option Payment) are mechanisms that can circumvent this support. Another government program of importance today is the Step-2 export and mill subsidy, which needs to be taken into consideration when comparing US with foreign prices. 

US domestic mill consumption report (M22P)

This report shows us the pace of US mills consumption. However, since the beginning of NAFTA, it has lost some of its importance. Rather than just looking at US consumption, we need a report that includes Mexico and Canada, since many US mills have shifted part of their production across the border. 

Weekly export sales report

This report tells us a great deal about how competitive US cotton is in the world market. Strong export sales are a sign that the current price is fairly attractive to mills around the globe and that we may expect prices to remain stable or go higher. On the other hand, slow export sales usually spell trouble, meaning that the price needs to go lower in order to attract buyers. 

However, in a season like this, where the quality in the crop is much lower than usual, export sales may be weaker for the simple reason that mills are not able to buy what they are looking for. We have long maintained that expectations for US exports were much too optimistic and we feel that the final number will be around 6.7 mio bales for the current marketing year.

A-Index by Cotton Outlook
Like the US export sales report, the daily A-index tells us a lot about the competitiveness of US versus foreign cotton. The A-index, measuring world cotton prices, is the cousin of the US futures market, with the exception that it is not exchange traded (although it is traded in private Swap markets, and some futures exchanges are currently looking at the possibility of launching a world contract based on the A-index). 

The A-index is also used for the calculation of many US government subsidies, such as the POP or LDP payments as well as the Step-2 export and mill subsidy.

Spec/hedge report
This weekly report by the New York Board of Trade gives us a look at market dynamics, because it contains valuable information about how the futures positions of both Trade and Specs change from week to week. While the Trade’s futures position is only a part of its overall market position, the Specs’ futures position represents 100% of their market exposure. Therefore, by analyzing how many contracts the Specs own both on the long and short side, we can anticipate what future action we may see from them. For example, if the Specs are heavily net long, it represents future selling pressure, because these Specs sooner or later will have to sell out of their longs in order to lock in profits or to stop losses. However, it is important to not only look at the net spec long or short position in terms of a percentage figure, but to actually look at how many absolute contracts are in play on both the long and short side. 

On-call report

This report is another indicator of market dynamics, telling us how many bales growers and mills have yet to buy and sell based on the price of the futures market. Like the spec/hedge report, it tells us something about what future action we may expect, in this case from growers and mills. For example, if mills still have to fix 4.8 mio bales, but growers have only 1.9 mio bales unfixed, the difference of 3.0 mio bales represents potential price support somewhere in the future. If the opposite positions were the case, it would represent potential selling pressure.

Open interest and daily clearance sheet of futures and options

Here are two more indicators of market dynamics. By looking at what happened in the futures market the day before and how it affected open interest, we get a better understanding of who was driving the market. 

Certificated stock

Over the last decade, the certificated stock has become a more important factor in the market than it should be. Intended to be the market’s keeper of true value, the delivery contract unfortunately has some serious flaws in its current version. Let me explain! The cotton futures contract was originally designed to function primarily as a price index that discourages physical delivery by making the delivery process costly and by setting high delivery standards. However, what may have been a high standard some 10 or 15 years ago, no longer is. For example, the contract allows cotton with strength readings as low as 22 g/tex to be delivered, and what makes matters really bad is that there is no discount charged to these low strength bales. In other words, the futures contract pays the same price for a 22 grams-per-tex bale of cotton as it does for a 30 g/tex bale, when the spot market clearly makes a difference of some 6 or 7 cents/lb between these two qualities. Similar discrepancies exist in the micronaire category, where 4.8 or 4.9 readings are treated equal to superior 3.8-4.5 readings, although there is a difference of several cents in the spot market. And as if these discrepancies were not enough, the contract sometimes gets burdened with sticky cotton from Arizona or Texas. Therefore, the certificated stock has become a dumping ground for undesirable cash cotton, which often depresses the futures price beyond reason and makes its primary function as a hedging tool questionable. Reform is therefore urgently needed in order to restore the tarnished image of the futures contract. In the meantime, we have to be aware of the fact that when we are buying a futures contract, we are potentially buying a bale of sticky cotton from West Texas, with very low strength and relatively high micronaire readings.

Technical indicators

As mentioned earlier, technical indicators are helping us with the timing of our trading decisions. We therefore believe that at a minimum we should be aware of where some of the technical support and resistance levels are. Based on how the market behaves when it approaches these levels gives us a good sense of what mood the market is in.

I would now like to finish my first part with an example and at the same time set the stage for my market outlook by taking a look at what happened to the market in December and January. Based on our fundamental analysis back in November, we had a fairly bullish outlook on prices. The USDA projected a worldwide supply deficit of some 4.5 mio bales for the current season and the stocks-to-use ratio was declining. On top of that, the quality outturn of the world crop was one of the lowest in years. The market seemed to agree with this bullish outlook as well, because it had climbed from 52 to 68 cents between July and November. However, by the middle of December there were suddenly a few clouds showing up on the horizon. First, the spec/hedge report told us that speculators had increased their net long position to 35% of open interest. Second, the weekly export reports told us that mills resisted these high prices and that the pace of weekly export sales had slowed considerably over the past few weeks. Third, the A-index had stalled out at around 67.00 cts/lb and actually started to drift lower. Fourth, the certificated stock kept increasing steadily to over 260’000 bales, with more undesirable cotton being added. Fifth, several technical indicators told us that the bull market was starting to look tired. 

So there were at least five red flags alerting us to a potential trend change. All that was needed was a trigger, an excuse for the market to sell off. It came in the form of a double whammy around Christmas, when a lousy US mill consumption number was followed by a report that China’s crop had officially been raised by 2.0 mio bales. The result was a 10 cents decline between Christmas and the end of January. 

That brings me to the second part of my presentation – an attempt to answer the question “Where does the market go from here?”

Part 2. – Market Outlook

Long term 

Looking at the supply/demand numbers and the stocks-to-use ratio as they were at the end of January, there seemed to be no compelling reason for the market to sell off so violently. Both statistics were actually supporting an outlook for firm prices. So was it simply a short-term sell off due to the fact that the Specs reversed their 35% net long position into a net short of currently 25%? We don’t think so, because if that were the case, the Trade would be rushing in as a strong buyer by now, and that has not happened, at least not in any significant way.

Instead we believe that there may be something wrong with the current supply/demand numbers. Looking at the production side, I don’t see a problem with the current forecast of somewhere between 87.0 to 88.0 mio bales. The outcome of the Northern Hemisphere crops is more or less known, and further revisions should therefore be minimal, with the exception of perhaps China. But the final number for China is likely to come in below the current 20 million bales.

We therefore have to assume that demand is the culprit for the market’s demise. Based on the latest statistics from such renowned organizations like the USDA, the ICAC, the National Cotton Council and the Cotton Outlook, world cotton demand should be sitting well above the 90.0 mio bales mark. For the season 2000/2001, all four organizations project world demand between 90.4 and 93.0 million bales. It is easy to see why there has been so much optimism regarding world demand as of late. We have seen rising consumption in China in recent years, Russia has resurfaced as an important buyer and markets like Bangladesh and Vietnam have been expanding rapidly. However, we need to remember that while a large percentage of the world’s cotton is converted into yarn and textiles in developing countries, these products are consumed primarily in the industrialized world. The United States alone accounts for every fourth bale of cotton consumed at retail level. And that’s where we have to focus our attention. Recent developments on the economic front seem to put a big question mark behind the sustainability of such strong consumer demand in industrialized countries.

The US seems to be slipping into a recession, despite desperate rescue attempts by the Federal Reserve (interest rate cuts) and the US government (tax cuts), and evidence is mounting that consumers have started to step on the brakes. The problem with statistics in general is that they are lagging indicators, taking numbers and trends from the past to project things to come in the future. But by looking at some leading indicators, like the Consumer Confidence Index or the CEO Business Confidence Index, we can easily see why the market may think that there is trouble ahead. Both Indexes saw some of the sharpest month-to-month drops ever in January, with the CEO Business Confidence Index falling to a 20-year low! We therefore believe that the cotton futures market is currently in the process of ‘discounting’ a rather severe drop in world demand. Recent mill activity, or rather the lack thereof, seems to confirm our gloomy demand forecast. Although mill buying has improved somewhat after the steep sell-off, it is nowhere near the pace of record consumption. We are beginning to see parallels to the Asian Crisis in 1997, when world cotton demand suddenly hit the proverbial wall and dropped some 5 mio bales from earlier forecasts. Only the future will tell whether this demand slowdown is a temporary phenomenon as most economists want us to believe, or whether it is the beginning of a nasty, prolonged economic downturn. We are afraid that the odds begin to favor the second scenario, which would mean that world cotton demand could possibly slow to an annualized rate of somewhere around 86 to 87 mio bales. 

While the trend for world demand is pointing lower, world cotton production seems to be heading higher next season. As far as we can tell today, US and world production are going to increase next season. Planted acreage is probably going to be at least as high as last season, and if yields manage to be just average or slightly above, we may well see a 19.0-20.0 mio bales US crop and some 90 mio bales worldwide.

As far as world ending stocks go, we have seen rather erratic changes over the last few years, mainly resulting from the difficulty of assessing China’s numbers. Over the last 6 years, China’s stocks actually declined by about 2.4 million bales. After rising over 7.1 mio bales between 1995 and 1998, stocks in China fell an amazing 9.4 million bales over the last three seasons, as the Chinese government started to auction off its stockpile. Due to the fact that China was able to feed its hungry domestic industry from within, rather than shopping in the world market, stocks outside China have been steadily rising by a total of 5.4 mio bales during these same 6 years. Looking at China’s trade numbers, we see that China has been a strong net importer between 1995 and 1998, but has since turned into a net exporter, thereby adding more to the already rising stockpiles in the rest of the world. 

By isolating China’s numbers from the rest of the world, we can easily see why the worldwide supply deficits that we had over the last couple of seasons did not have a more bullish impact on prices. In other words, China’s internal situation was quite bullish as demand outstripped supply and led to a reduction in inventories. On the other hand, the rest of the world’s balance sheet actually saw more supply than demand since 1995, which has led to an increase in stocks. 

Looking forward, there is both good news and bad news in these numbers. First the good news: The current trend suggests that China cannot draw from its stocks for much longer and will eventually have to return to the world market as an importer. The bad news is that the slowdown in the world economy is likely to overshadow any bullish news coming out of China, at least in the next six to nine months!

Short term

While the long-term outlook does not look rosy, the short-term scenario may still hold some bullish surprises, judging by the current inversion between March and May. However, this is mainly due to rumors that a major Memphis merchant is going to emerge as a willing taker of the certificated stock and only relates to supply and demand of the futures contract. Although at first glance it does not make a lot of sense to us that someone would want to own this low quality certificated stock at such a premium over May futures, it may still happen for no other reason than to squeeze the shorts, most of which are Specs, and to get the market higher. The Notice Period for the March contract is just beginning, and we are quite sure that it is going to be a memorable one.

Another short-term wild card is China, which is rumored to enter the world market as a buyer of some 100’000 to 150’000 bales in the second quarter. While we don’t rule out some imports by China for political reasons (keeping internal prices under control and WTO considerations), we believe such purchases would be of rather limited proportions.

The third short-term factor is the harvest in the Southern Hemisphere. In about a month from now, Australia, South America and Southern Africa will begin their harvests. Current estimates project an increase of about 1.4 mio bales in the Southern Hemisphere compared to last season. If the crop arrives without any major setback, it will probably lead to further price pressure. However, since these crops are not quite made yet, there is always the possibility for a weather related rally. 

Summing up, I do not see too many reasons to be bullish at this point, other than perhaps the poker play surrounding the certificated stock. Again, I believe that the overriding ‘fundamental’ for the cotton market at this moment is the health of the US and world economy, and the fate of our and so many other commodity markets depends on how quickly this economic slowdown can be turned around.

Thank you for your attention, Ladies and Gentlemen!

---------------

