
SURVIVING INAVOLATILIB ENVIRONMENT

This topic goesto the heart ofthe current crisis intrie Australian cottonmarketirig system

The cotton industry is currantly in a state of shock. This shock stems from the collapse in both the
Australian dollar and the Us cotton futures market

A number of growers have riotsurvived. Many more are looking at massive losses due to buying
the Australian doriar forward and riotsellitig cotton futures forward
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Big swings in markets bigliliglit bad marketing practices

Hopefully the industry can learn from this difficult time

More importantly, we can onlyhope that the litigation comentiy underway will not destroythe
Australian cotton marketing system as we know it and enjoy it today

The Australian cotton marketing system is argonbly the most advanced agricultural marketing
systems in the world

The current crisis centres on the collapse of the Australian dollar, the collapse of the cottonprice
andthe selling (hedging) practices of scores of cotton growers

These growers hadbouglit(hedged) the Australian dollar intrie 60-65 Us cent area, some out for
five years, They sawthatas good income protection

But they did riotsell(hedge) the Us dollar cotton price. Over the past 18 months it slipped to a 30
yearlow

A number of cotton glowers are nowbariki'upt. So far industry-wide bad debts could top $A30
million

Now, anumber of cotton growers are refusing to honour contracts with cotton merchants. The
cotton merchants, likeNamoiCotton, Queensland Cotton, Dunavarit and Cony are leftholding
the can

So this is a difficulttinie, but animportant time, to talk abouthowto survive in a volatile
environment

But before doing so Iwantto talk to you abouthow 1100k at the cottonmarket

Ibelieve that the major price trends mittie cotton market, indeed in all cornmodity markets, are set
by major events- by frontpage news- notby the news on the business pages ornews specific to
the cotton industry



Iwillpoint outsome interesting relationships with broadmacro-economic trends -trends not
often discussed in the industry
Iwillhy to explain whyftie cotton markettanked and Iwillalso give you aview on where the
market mislit be going

But intriis section about the cottonmarket, the pointlreally wantto unpress uponyouas
gi'owers, is that itjustdoesn't matter to you where themarketgoes

Allyou can do is sen it when it is bigli

This then leads me to the second section of this presentation- and this is surprisingIy short,
because it is surprisingIy simple

This is the section about marketing your cotton- a critical component of surviving

Anglowers have to do is sentheir cotton in As/bale

Butto this later

Firstiy lets have a look at the cottonniarket

I. THECOTTONPRICE

- STRUGGLINGUPFROM30YEARLOWSBUTSTU. ,LSUB50USCENTS/I, B

. WHATWENTWRONG?
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A. GLOBALSYNCHRONISEDRECESSION

Commodity prices are ledby big economictr'ends. Cotton is no different

A primary driver of conimodity prices is industrial production. As this rises, the demand for
commodities rises. As it fans, the demand for couuuodities falls
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O. EC. D. industrial production during the 2000-2001 recession declined at its sharpest rate since
the inid 1970s

And understandably - this was the firstsynchronized global recession since then
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Cotton is not alone- compare the impact on copper
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As the Us$ surged, cottoncoUapsed

WHY?

Cotton for importers in weaker currency countries, like euroland, Japan, hidonesia or Korea,
becomes more e>:pensive
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Cottonfor exportsrs in weak currency countries, like Uzbekistan, Westand Central Africa,
Australia and South America, reinalris profitable intriose weaker cumericies despite the slide in
Us cotton prices

So therehas beenvirtiially no supply response to low Us cottonprices

C. TradeDistortionsandftieUS FARMPROGRAM

Subsidies and trade barriers also distortftienonnalsupply response to lower prices. That is,
normally whenprices fall, less of the commodity is produced
Over halfofworld cotton production receives directprice and income support, especially initie
Us and China

Today in the Us aboutahalfofftie cottonprice the grower receives comes from the Goveiiu, ,Grit,
notthe market

Along with the Centre for international Economicsldid a study two years ago on the impactof
allsubsidies and restrictions on cotton, yams, textiles and clothing-

I. under the Multifibre Agreement(MFA) andthe Agreement on Textiles and Clothing (ATC) -
ifallrestrictions were removed, world cotton consumption would increase by nearly I% andttie
incomes of Australiangrowers would rise by an estimated $A16m or about $11,000 per grower

2. Removal of price and income supportsubsidies(using Global Trade Analysis Project- GTAP
- model)is estiniatedto add $A177mto the net income of the Australian cotton industry. (Us I
Chinaproduction declines andnon-subsidised production rises. For Australia, resources willing,
cottonproductionwouldrise by 44 per centand net incomes by 53 per cent. )

Us production subsidies alone cost $A65m- andthis was the old less generousscheme

The New 2002 Farm Programreturnsto directmarketrelated subsidies and away from the 1996
Act that at leastattempted to decouple subsidies from the marketprice. kithat Actit was manly
incomesupport

Thenewprogramhasalsobeenexpanded. mothersUS74bmionhasbeenaddedtothe program
to bring it to $Us 171 billion overten years

WllEREFROMHERE?

The firstissue is that the cottonmarkethas already collapsed. Most of the bad-news issues like
global recession, massive cotton supplies and large stocks are intrie price now

The second thing is that cotton sub 50 Us c/Ib is historically cheap cotton

On these two grounds alone we suspectftie cotton marketwillmove big}Ier

But also the global economy is picking-up and the Us dollar is falling. These factors also support
aprice recovery



While Us and international cotton stocks may be falling, they remain oppressiveIy litgli. This plus
confuiued subsidization will keep a lid on rallies near term

A. THEMACROPICTUREISPOSTTIVE

Leadin econonxic indicators areasti'on si alofftiefiituredirectionofitidustr'ial roduction
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industrial production is the primary driver of all industrial commodity prices

Ithas a significant unuence on the direction of cotton prices as well
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-wellftiere are no gurus

lain a pretty simple bloke and so Inke to keep it simple. Inke the secondchoice. Tsuppose I'm a
bundler by narure

1/1<e selling cotton in As/bale

Whatdoestliis choice mean ?

It meanst}Iatwhen the A$/bale cotton price is high you sell cotton out as far as possible
to lockin returns for years to come

SELLINGWINDOWSOPENEACHTHREEYEARS.
TroNi A$/BALE
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Over the past20 years there has always beena seiting window. This windowhas been opened
either by rises mus cotton futures or by fans intrie Australian dollar. The basis has also helped
orbitideredhere andftiere

Ironically, the average periodbetweenttiese selling windows is abouttliree years, This is
generally the ternioverwhich merchants are prepared to make a forwardprice to growers

Soback in May 2000to March2001, when cottonpriceswereweU over $ASOO/bale, growers
could have sold forwardftieir cotton (or at leastas much as they feelsafe selling given
production/delivery risks) forthe 2001 pick, the 2002 pick and perhaps the 2003 pick

had many did

This allowed them to avertthe hideous slump in the Us cottoninnrkett0 30 yearlows last
October
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It also ensured that they were never involved in the currency jinbrolio, now facing many of the
leggers
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So marketing cotton AND SURVIVING in a volatile environment-

GOTOTHEINTERNETEVERYMORNNG, CHECKOUTTHEPRICEATWHICHYOU
CANSELLYOURCOTTONANDIFYOU'REHAPPYWITHTHEPRICESELLSOME

Some people love markets and decide to be LEGGERS

Nowftiat's fine too, so long as they recognize that they are doing a lot more than selting A$
cotton. They are trading markets- ifftiey are longthe Aussie andhave riotsold Us cotton futures
-they have aposition not ahedge; they are shortUS cotton futures
They have ahalfhedge-that gives you aboutas muchprotection as afaulty condom

had it is alsojust as siny as one of Australia's more colourful cotton marketers, althoughnow
some years out of the industry, who used totalk about double hedging




