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The New York Times created quite a stir with its in-depth report, “China: The land that failed to Fail”,
an extended multi-part article which chronicled China’s success. Like the now famous Economist
magazine cover “Trade Theory”, the Times’ article appears to have hit the presses just as the
Chinese economic model, as adjusted by Xi Jinping, appears to be faltering. The Economist
magazine cover has a somewhat spotty track record when it comes featuring the hot topic of the day.
It seems the cover can be a counter indicator model, if it reports positively about a country’s or
company’s future prospects it is signaling a top and vise versa. There are many instances of the
success of this model such as the 2009 feature on Brazil’s rise and its assent to replace the UK
economy. This has sparked some traders to apply the same to the NYT major feature story as a
signal of a top in the current Chinese model. The actual business model which the article discussed
was authored by Deng Xiaoping and can be labeled a success, however, that model was altered and
changed after 2012 and by 2018 the new model looks quite different. Deng’s model had been altered
to expand the role of the Communist party into every aspect of life, complete control of its citizens,
Religious persecution on a scale not seen since World War II, spying and intellectual property theft
and a Belt and Road initiative which makes the British empire appear small as its seeks to establish
China’s domination around the world. This theory is gaining some momentum with an opinion
editorial in the NYT itself on Thursday that theorized the Chinese economy had peaked and was on
the decline.
New revelations regarding actions by the Chinese government to assert its will around the world
seem to be making the headlines every few hours. These actions have shaken the confidence of the
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world and not just in the US but across the globe. The G-20 meeting in Argentina is underway as we
complete this week’s newsletter and much of the world is intently waiting for the outcome hoping
President Trump and President Xi can use their personal relationship to calm the tensions and allow
world trade to resume in some semblance of its past. The APEC summit in Papua New Guinea
(PNG) just two weeks earlier attended by Chinese President Xi and Vice President Pence left the
world very concerned. China expected to dominate the meeting and enforce its will but that did not
happen as US Vice President Pence united with Australia, Japan and New Zealand to stop Chinese
domination. The US, Japan, Australia and New Zealand agreed to provide the aid and loans to bring
electricity to 70% of Papua New Guinea which replaced a Chinese plan under the Belt and Road.
Moreover, Australia and the US reached an agreement with PNG to set up a joint naval base on
Manus Island which thwarted another Chinese plan. The final blow came when 19 of the 20 countries
agreed on a wording for a joint communiqué which was not agreed to by China. Chinese ministers
bust into the office of the PNG Prime Minister to attempt to voice their displeasure and had to be
escorted out by Police. In addition, a speech by VP Pence experienced a technical difficulty which
appeared to be linked to a hack of the system in order to keep the entire delegations from hearing
him. The result was no agreed communiqué for the first time. The speech by VP Pence was forceful
and aimed at the reestablishment of the US position in Asia. The US also established India as having
a seat at APEC.
It didn’t take 24 hours for China to retaliate by issuing a warning to Australia announcing an antidumping probe into Australian barley imports. China is Australia’s largest barley market with exports
in 2017 of 1.4 billion USD. The probe has no merit, Australia is in a drought, grain prices have rallied
and Australia offers no subsidy to any agriculture product and could never dump a product. This
action illustrates how the Chinese
have no regard for the facts in
international trade, rules and
norms mean nothing to them. It
also makes clear how they will use
trade as a political weapon to exert
its will and expand it power. In a
similar move, following a
crackdown on US tech exports to
China it launched a probe into the
anti-competitive behavior of the top
3 Dram chip makers. One of them,
Micron, is the company which has
alleged China stole billions in
intellectual property from them.
Another possible drama is unfolding. Jack Ma, the founder of Alibaba and the face of Chinese private
capitalism, is a confirmed CCP party member. This news sent shock waves as Alibaba continues to
assert itself in companies around the world. It also raised the issue of Chinese Companies practice
of going public on US exchanges. According to Renaissance Capital, 16 Chinese companies went
public in 2017 on US exchanges raising 3.4 billion USD. 2018 has been an active year despite the
trade war with 23 companies having gone public on US exchanges with 10 of those in the third
quarter of 2018 at the height of the trade war. Much of this capital is being taken out of the US. Many
of these Tech companies and could be dragged into the trade dispute as it has been uncovered that
party members are now entrenched in each company. Companies that are producing products for
the massive clamp down on Chinese citizens and the imprisonment of people in Xinjiang are drawing
the attention of the US congress as it seeks to incentivize China to change its behavior. It was made
public last week that the state security group now has inspected every cell phone in Sichuan to
assure proper content and no unapproved apps.
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Then came the NY Times headlines of two US citizens being held hostage in China. The article
exposed another major development, which is now documented, in which China views all people of
Chinese descent as being under the rule of China regardless of where they were born or what
country they are citizens of. The two people being held are college students of Chinese descent with
one born in the US and both US citizens traveling under a US passport. They are being held to get
their father to return to China to be arrested. This practice of blackmail is being widely used and is in
very prominent use with naturalized non-Chinese citizens of Uyghur descent around the world. This
practice of setting its own rules and not respecting international law is beginning to draw lots of
attention.

The issue of US sanctions against officials responsible for the Xinjiang camp imprisoning the
Uyghurs was back in the headlines when the China’s US ambassador warned the US that China has
the right to do what it wants in Xinjiang and would retaliate against any US attempt to influence any
such moves. As President Trump headed to Argentina Thursday both Xinjiang and the holding
hostage of Americans in China were both on the table for discussions as part of any trade
arrangement. China continued its propaganda machine in the US with a major insert in the
Washington Post newspaper on Friday to coincide with the start of the G-20.
Against this back drop, the meeting in Argentina has reduced expectations; even if an agreement or
framework for an agreement is reached the odds of it holding appear small. Nonetheless, the
dispute is taking a toll on both the US and China. In China a few experienced business leaders are
voicing real concern, Australia’s Tim Murray says China has reached the limit of the effectiveness of
another stimulus and the RMB could fall to 10 to the USD. The well-respected Nikkei Asian Review
carried a headline story, “The party turns sour on Xi”, indicating widespread discontent on how
China’s relationship has been handled with the US and the trade war. They sighted a famous Deng
quote, “All the countries in good relations with the US have developed well these years”, which he
made when visiting the US in 1979. At the same time as the Nikkei article there appeared a
statement by Ling Yingtu, the trade negotiator when China joined the WTO, a very rare public
criticism of the way the dispute with the US was being handled. He said the targeting of US
soybeans from the start of the trade dispute was a political decision which had not been properly

!3

DECEMBER 3, 2018

JERNIGANGLOBAL.COM

ISSUE NO. 2385

thought through. He said agriculture products are very sensitive in trade and targeting such products
should be a last resort.
The issues are not just with the US; Canada’s
Global Times released a comprehensive
investigative report dealing with money
laundering by Chinese criminal groups in
Vancouver real estate, which has been one of the
hottest in the world. A secret police study
revealed that 1 billion Canadian Dollars had been
laundered by Chinese groups using Vancouver
houses worth over 3 Million in 2016 alone. The
Global Times investigation estimated that 5 billion
CD had been laundered since 2012 and the
money was tied to gambling in Macau and
imports of Fentanyl and Heroin from China.
Chinese citizens invested 3.05 billion CD in the
Canadian real estate market in 2106 with
Toronto, Ottawa and Calgary also popular. In
2017 investments fell to 1.47 billion. The
Canadian numbers are small compared to the
nearly 30 billion USD invested in real estate by
Chinese investors in Australia in 2015/16. China
clamped down in 2017 on overseas investments
in real estate and it has fallen sharply since then.
New Zealand eventually banned the purchase of
homes by nonresidents. Based on the Global
Ti m e s ’ s t o r y t h e r e i s s p e c u l a t i o n t h a t
investigations may be underway in the US,
Australia and New Zealand where some cities
have seen home prices surge from Chinese
investment. Social media reports indicate some of the same Chinese funds have moved into the Los
Angeles real estate market, however, no investigation has yet been announced.
The China economy is showing significant signs of slowing, especially in the industrial sector as we
discussed two weeks ago. The official PMI for November fell to 50 and New Order PMI fell to 47,
which indicates contraction. The Global Trade Report estimates the import duties and other tariffs by
the US have impacted 369 billion USD in Chinese exports to the US. It remains to be seen how
these developments will affect the outcome of the G-20 meeting. In an interview with the Wall Street
Journal President Trump indicated he is likely to allow tariffs to increase from 10% to 25% on the
current duties and to place from 10 to 25% duties on all remaining imports from China. He was asked
about iPhones and he implied they
were not immune and could receive a
10% duty. Since October the US
Tech sector has seen its shares
plunge but still none of the
companies appear to have
addressed the issues with their
supply chain.
Foreign Policy
Magazine forecast that any deal
reached at the G-20 would be a
short-term tactical pause at best. It
stated the days when China and the
US could meet half way are over.
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CHINA’S COTTON CONSUMPTION APPEARS TO BE SLOWING
AND DEMAND IS SOFT
It has been 40 years since China began opening itself to the world and yet still today there is no
official cotton consumption statistic which is reliable. Great private work, such as Cotlook Beijing or
CN Cotton, offer the best estimates but there is no reliable estimate available such as that once
released by the US census bureau. Multiple counting in surveys, avoidance of taxes and the desire
to meet government set targets all have made China’s data extremely unreliable. There had been
great progress underway until the current administration made financial reporting subject to the party
where any released reports were required to fit the official party line. The USDA estimated Chinese
cotton consumption would reach 42.5 million bales or 3.5416 million bales a month while Cotlook
Beijing estimated consumption at 39.972 million bales or 3.333 million bales a month. Some
evidence and discussion among spinners suggests that in October and November cotton usage fell
below both estimates. This coincides with the collapse of the Chinese man-made fiber and textile
market in mid to late October. There is clearly an art to managing a cotton spinning enterprise and a
textile business in China and the spinners almost appear to have a sixth sense as to when business
conditions change, like they have wide underground network which can provide information of
pending change in policy. Their ability to do this over the years has earned our respect as it is all
done in an absence of transparent rules and policies and always subject to the whims of Beijing. It
will probably never be clearly known what caused the sudden panic in the textile market in mid to late
October but from our observation it was a combination of the difficulty in obtaining credit and the
disappearance of orders past December. Order books are strong through year end and shipments
have surged as buyers want all products out before a possible round of 25% or more tariffs on
January 1st. In addition, man-made fibers were influenced by a collapse in oil prices, however, most
products fell even further than crude oil.
The collapse in polyester and man-made
fibers we discussed in detail in our last
weekly and have continued but at a much
slower pace. The standard polyester
staple fiber price in China has fallen
below 58 cents. Cotton yarn prices have
slowly been eroding daily demand for raw
cotton and reducing margins, which are
still slightly profitable. Cotton yarn imports
have also damaged cotton use as
offering prices of Indian and Pakistan
yarn has undermined local yarns. The
reduction of the percentage of Reserve
stocks used in bale lay-down mixing has
further reduced margins. In July and August Chinese cotton yarn spinners of 32s carded yarns
enjoyed a slight advantage over Indian yarns of the same count but now the Indian yarns have more
than a 900 RMB a ton price advantage. Last week Pakistan exporters were aggressively offering
open end yarns. It appears the large imports of cotton yarn earlier this year led to a buildup of unsold
stocks. October cotton yarn imports slowed to 140,000 tons which represented a 16.9% YOY decline
but was off sharply from May’s imports of 210,000 tons, which was the highest in 9 years. Unsold
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imported yarn stocks at ports appear to be more than 60,000 tons. Importers are under pressure to
sell these stocks to free up capital and due to a lack of available credit.
The cotton/polyester staple fiber spread in China has
reached one of the widest levels in years at near
6600 RMB a ton, premium cotton, which is up
sharply. Polyester staple fiber plants are cutting
operations and delaying any new capacity from
coming online but the cutbacks have not yet brought
much stability to prices. The weakness is throughout
the petro chemical supply chain. Comment after
comment indicates that a large amount of capital is
tied up in un-sold petro chemical stocks, including
polyester fiber. Most products now have a negative
profit margin. Polyester filament yarn prices have
fallen sharply again last week as spinners attempted
to reduce stocks. POY 150/D 48 has now plunged
more than 35% in value since the September price
levels. The feedstocks are also under pressure.
The weakness is also occurring downstream at the weaving and twisting mills. Plant capacity rates
at weaving mills are estimated at 65% compared to over 80% a year ago. At twisting plants capacity
rates have fallen to 60% as compared to nearly 90% a year ago. Apparel companies are also feeling
the pinch reporting an increase in unsold inventories. Many companies are reported to have hoarded
inventories expecting strong demand for the first half of 2019 which has not occurred. Compare
current conditions with the robust order books the first half of 2018. This aligns with the front-end
loading of orders ahead of the expected tariffs. Regarding fabric, Chinese exporters are pushing
exports into non-US markets as the 10% duty has already been applied to most fabric exports to the
US. Viscose fiber grey fabric exports are being pushed to Thailand, Eastern Europe, Africa and
Burma.
These conditions have sharply weakened demand for the 2018 domestic crop and for imported
cotton. Ginners are reporting a buildup in stocks resulting in offering levels of the domestic crop are
eroding slowly every day. Ginners have reduced seed cotton prices to reflect the weaker prices. The
China Cotton Index for a Middling 1 3/32 or 328 has fallen to near 101.50 cents a lb. while polyester
staple fiber prices are below 58 cents. This compares to the average cotton Middling 1 1/8 import
offer which is now near 87-88 cents after 1% import duty. Indian cotton is being aggressively offered
in China with its cheap freight rates a clear advantage but mill interest is still light.
The collapse in the Chinese textile complex and slowdown in Chinese cotton demand has coincided
with a severe decline in two other key industrial commodities - Iron ore and steel rebar. Both of these
commodities are used as a benchmark for the health of the Chinese economy and it looks as though
a possible recession may have begun. Both are traded on China’s futures exchanges and are among
the most active of any contract. The price of both had been in a significant uptrend until late October
when at about the exact same time the man- made fiber and textile complex peaked they also
peaked and began to fall. Iron ore has fallen nearly 19% from its peak, steel rebar more than 14%
and copper has also been under pressure. Iron ore and steel rebar weakness is occurring as
construction demand from the real estate sector has declined. Steel production was one of the major
drivers in China’s economic success story, in 1978 China accounted for 4.4 % of global steel
production and recently data indicates Chinese currently produces 50% of total global production.
Construction, machinery and auto production were the three big reasons for their dominate position.
Notices are appearing in some factories, including some hiring migrant workers, stating operations
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will be suspended for the holidays from December through March. This of course would have
significant economic consequences since it is from December 1, 2018 of 2018 to March 1, 2019.
Further evidence of the slow down in the Chinese economy is being confirmed in the sales data of
major high-end luxury retailers which now depend heavily on the Chinese consumer. Tiffany has 34
stores in China and even a larger number of stories in regions favored by Chinese high-end tourist. It
released its latest sales data last week and the numbers were disappointing sighting slower
purchases by Chinese tourist. Its shares dropped 12% and are now down a third from their recent
highs. Cotton consumption in November appears to have fallen sharply below both the USDA and
Cotlook estimates and could have reached only 2.5 to 3.0 million bales. It remains to be seen just
how long the slump is extended. If the issues persist through the end of 2018/19 then Chinese stocks
will be adjusted and import demand reduced. The fact that demand has soften during a peak month
of ginning and seed cotton movement suggest the Reserve could enter the domestic market to take
up some 2018 crop to give ginners and the PCC in Xinjiang some financial relief. The Reserve needs
to rebuild stocks and rotate out the old inventories. If the weaker consumption continues into 2019
then the expected need to return to the international market by the Reserve could be postponed.
Purchases by the Reserve remain a tool China could use in trade negotiations.

CHINESE COTTON SUBSIDIES REPRESENT 72% OF ALL
GLOBAL SUBSIDIES IN COTTON

At a time when Chinese actions are drawing greater attention the ICAC has reported that China
provided 4.3 billion USD, 33 US cents a lb., in direct cotton subsidies in 2017/18 to growers. This
included the benefit of the import protection provisions but did not include the ongoing cost of the
2011, 2012 and 2013 Reserve procurement scheme which continues as the Reserve continues to
hold stocks and offer them annually at a reduced price. The level of the cotton subsidy is very likely
to draw future discussions in the WTO. The ICAC estimates China spent a record 8.3 billion USD in
direct cotton subsidies in 2014/15 compared to US provided subsidies of 960 million USD in 2017/18
with 560 million of that in subsidized crop insurance rates. Chinese subsidies in 2017/18 represented
nearly 72% of all global subsidies provided to cotton farmers worldwide. Total global subsides in
2017/18 reached an estimated 5.916 billion USD and China accounted for nearly 72% of that.
The failure of the global cotton industry to challenge China on the subsidies is shocking considering
the damage done to producers globally. As a result of the US adherence to a WTO ruling US cotton
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subsidy dropped to below a billion USD and was mainly insurance, which is debatable as to its real
benefit. Brazilian and Australian growers received no subsidy. The over production in China forced
Turkey to spend 398 million USD of badly needed funds to support cotton growers. Even the African
Franc Zone which is poverty stricken had to spend an estimated 81 million USD to promote cotton
production. It is not a stretch to say that Chinese subsides have caused tens, if not hundreds, of
millions of USD to be spent which could have gone to lifting living standards in these truly developing
nations.
The ICAC estimates do not consider the cost of the Reserve program where cotton is stored for 5
years are more, purchased at above market prices and then sold at much lower prices. When these
costs are prorated then the cost per lb. will nearly double. The MSP program in India was not a major
cost in 2017/18 but will be a feature in 2018/19, the ICAC also indicated it could not find a way to
calculate a true cost of seed and input subsides. The US has already announced a discussion of the
MSP at the WTO while remaining silence about China which raises the question why? This should be
sorted out as the US moves to an Indian alliance on trade.
23 - 25 million bales or more of cotton have been produced annually because of the Chinese
subsidies and if these subsidies did not exist global prices would have advanced and cotton prices
would have been able to benefit from expanding cotton use as emerging markets economies
expanded. Instead growers outside of China suffered as Beijing caused havoc with global supply and
demand. It has been frustrating that the US has failed to challenge China at the WTO on its cotton
subsidy level. This appears tied to China’s role as one of the largest cotton importers and the US
industry playing defense after losing the WTO case by Brazil.
China’s subsidies in cotton and man-made fiber have created havoc as overproduction has resulted
in economics based on artificial supply and demand.

AUSTRALIA RECEIVES HEAVY RAINS IN AREAS, ALONG WITH
COOL TEMPS
Rains have occurred in parts of the Australian cotton belt which also included rather unusual weather
during recent weeks. During the Thanksgiving weekend in the US the NSW cotton belt experienced a
major dust storms, high winds, light rain and very cool temps. These conditions caused some stress
for young cotton plants. Last week a major rain producing system moved through NSW producing
pockets of rain which assisted farmers in extending irrigation supplies. The actual impact on dam
levels is yet unknown. Rains in the week ending November 20th were light, in NSW Narrandra
reported 24 mm, Wee Waa 12 mm, Moree 12 mm while in Queensland Theodore received 22 mm
and Toowoomba 28 mm with lighter amounts elsewhere. Additional rainfall continued with heavy
amounts in NSW on Nov 28th and 29th. This rainfall was scattered but amounts in the cotton belt
ranged from 1 mm to 30 mm with the heaviest amounts near the coastal areas. The region has now
clear.
Cotton Australia has placed the 2019 crop at 2.2 million bales while private estimates range from 2.0
up to 2.5 million bales. Export offers of the 2018 crop are very limited outside of China. Australian
stocks at Chinese bonded warehouses are falling as Indian and Brazilian stocks move in. Offering
levels are quite firm, Good Middling 1 1/4 offers are at 2150 - 2200 points on March while the full
catalog of offers extends down to SM 1 5/32 at 1950 on. China is the focus of most offers of the 2019
crop, M 1 5/32 which is offered at 2000 - 2100 points on May 2019 futures. The Australian CFR Asia
basis remains at a record premium to US cotton and firmest of any upland style. US Cotton already
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in Chinese bonded warehouses are limited and high grade offers of US Memphis/Eastern are also at
record discounts to Australian.

PAKISTAN REMAINS ACTIVE IMPORTER; CPEC REMAINS A
FOCUS
Pakistan mills have been active buyers of imported cotton as ideas on the size of the 2018/19 crop
continue to fall. Argentine, Turkish, Greek, US low grades, Brazilian and Indian are being taken up.
Import of Central Asian cotton by land routes has also been allowed. The textile industry is watching
closely the IMF negotiations because the IMF is seeking a hike in taxes, higher electricity rates and
depreciation in the Rupee/USD rate as part of its program for an aid package. So far negotiations are
moving slowly with the focus on a crackdown in money laundering and terror funding holding back
progress along with the request for CPEC financing details.
Pakistan’s China-Pakistan Economic Corridor is drawing lots of scrutiny with the international press
calling out the fact that Pakistan debt is surging and 50% of it is owed to China. Meanwhile, China’s
penetration into Pakistan is expanding with 50% of all FDI in 2018 amounting to investments totaling
1.6 Billion USD followed by 300 million USD by the UK and 100 million USD from the USA. Alibaba
has announced the purchase of two Pakistan firms. Pakistan companies are complaining they are
being left out of deals, the Pakistan National Shipping Corp reports it has received no business from
the surge in Chinese imports with Chinese cargos going to a Chinese state-owned firm. A
Baluchistan group attacked the Chinese Consulate sighting concerns over Chinese growing control
in the region. Baluchistan is mineral rich but very difficult to rule. China is constructing the Gwadar
Port in Baluchistan and it announced it will build a housing complex for 500,000 Chinese workers
where locals will not be allowed without a permit. The attack has raised fears that Chinese marines
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could be allowed to set up a base at Gwadar to provide security; there are already rumors that
Chinese troops are providing security in the Kashmir for infrastructure projects.

MEXICO’S ROLE IN US APPAREL MARKET DAMAGED BY
BORDER CHAOS
Mexico’s potential to benefit from the changing global supply chains has been damaged by their
inability to control their borders. In addition, the incoming administration of the new Mexican
president has plunged the currency and equity markets into chaos following a number of policy
discussions which acted to undermine confidence. The Mexican Peso is nearing a record low against
the USD and Mexican equity markets have fallen sharply. The US closed the Mexican border to all
traffic at some locations last week when the migrant caravan continued to gather at the border,
throwing rocks and bottles at border patrol agents and soldiers and unsuccessfully attempted to
crash the border and enter the US. The US warned Mexico to take care of the problem. Border
delays can be very costly to US importers and could cause many to switch to other countries. The
center of the trouble was near the Tijuana border which impacted the California market which uses
this route for apparel imports.

BRAZIL: GROWERS PLAN RECORD INCREASE OF SECOND
CROP IN MATO GROSSO
The planting period is nearing and Brazilian growers are confirming the record expansion we have
discussed for some time. The 2017/18 season has been very successful in yields, quality and
returns. Enthusiasm is high across the country where acreage is expected to increase in some of the
frontier states. A successful cotton crop was grown in the northern most state of Roraima in 2017/18
which illustrates the potential for the crop to expand northward. The entire north has large blocks of
virgin land which could be brought into production soybeans, cotton and cattle over the next few
years. In the main state of Mato Grosso growers are expected to plant a record 937,786 hectares
which compares to the previous record in 2017/18 of 794,327 hectares. The make up of the crop is
also changing with the first, full season crop acreage expected to fall to a record low of only 28,877
hectares. The reason is the success with cotton as a second crop. IMEA expect Mato Grosso to
produce 1,590,253 tons or 7.306 million bales which is making Mato Grosso a country unto itself.
Estimates of operating profits help explain why growers are excited.
Operating profit for the second crop in Mato Grosso (before depreciation and fixed cost) is estimated
at 5,615.29 Real per hectare or 1,440 USD a hectare which is only slightly below the full season crop
estimated operating profit of 1,456 USD a hectare. Therefore, soybeans followed by cotton is a very
successful crop combo. Major farming groups are switching from corn to cotton as a second crop. In
Bahia the crop is mainly a full season crop (some acreage follows irrigated soybeans) and offers
operating profit of an estimated 5,989.54 Real a hectare or 1,536 USD a hectare. Overall, we
continue to expect total Brazilian 2018/19 production of 2.5 MMT or nearly 11.5 million bales. The
very small full season crop will start being planted this month in Mato Grosso and in the southern
most areas while the second crop will be planted in January and February following the soybean
harvest.
The challenge will be logistical; first, the country will need new John Deere round balers, second,
ginning capacity will have to expand and third, logistical pressure will build with truckers to move the
crop to export. Some improvement is likely at the port but any new government initiatives will have
limited time to become effective as record crop moves to export.
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The 2018 crop continues to be a major feature to export trade with merchants aggressively pushing
basis levels, in the standard Middling 1 1/8 quality levels Brazilian styles remain the most competitive
except for Indian. 2019 crop offers are also becoming more aggressive as planting nears. Local
prices have turned weaker with the CEPEA/ESALQ Index of a 41-4-35 landed Sao Paulo falling to
near 75 cents before recovering to end the week at 76.54, which is the lowest level in months.
Exporters will feel the pressure for the 2018 crops to move before next July when a new record crop
will be forthcoming. The standard Middling 1 1/8 CFR Asia offers are very aggressive at 850-900
points on March futures which is the most aggressive basis level in several years. The pressure is
coming from US E/MOT Middling 1 1/8 which is offered at 900 on March. 2019 crop offers are at the
same level but sales are limited by spinners unwillingness to expand forward coverage.
Argentina will plant an estimated 600,000 hectares to cotton which reflects a 50% increase from last
year. Cotton is expanding outside the traditional Chaco with 200,000 hectares or more of that has
been planted in Santiago Del Estero. Argentina’s 2018 crop moved in near record volume to export.
Industrial production in September collapsed which means domestic cotton use will be very limited
resulting in the 2019 crop being focused on exports. Argentine 2018 exports offers have been the
most competitive in the world taking business in several markets. It has proven very popular with
Pakistan spinners.

UK INVESTIGATES FAST FASHION IMPACT ON ENVIRONMENT
& PEOPLE
Finally, a country is reviewing the impact of Fast Fashion on its people and environment. The United
Kingdom House of Commons has formed a special Environment Audit Select Committee. The
committee has focused the lack of economics in the availability of a 2 BP, 2.56 USD, T-shirt and how
the environment and the workers are being exploited in such a shirt. The UK has a cut/sew district in
Leicester which is being investigated for its underpayment of minimum wages and hiring of illegal
immigrants. The committee has estimated that the UK spends 57.2 billion BP or 73.216 billion USD
on fashion products annually with 82.86% of that on apparel. The Fast Fashion portion of those
expenditures
It is estimated the annual Fast
Fashion portion of those
expenditure amounts to 1.13 million
tons of apparel of which 1.0 million
tons is then disposed of each year.
The committee estimates that
430,000 tons goes into landfills
where the man-made fiber apparel
continues to accumulate as it does
not biodegrade. The committee
further estimates that man-made
fiber apparel is dumping 2,900 tons
of microfibers into the UK water
supply annually from washing.
What makes this committee’s findings important is that it is the first of what could be a major push in
Europe and the US to halt the negative impact of man-made fiber apparel on the environment.
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EXPORT TRADE: A BASIS WAR IS UNDERWAY TO OBTAIN
BUSINESS
Only one growth appears immune to the current basis war and that is Australian while most other
growths are locked in a battle to obtain the available business by discounting prices. The decline in
quality around the world has left the remaining 2018 Australian crop in demand with most unsold
stocks now focused on China, moreover, the 2019 crop appears poised to decline to below 2.5
million bales. The global slowdown in demand has merchants clearly switching to a risk off mode and
attempting to move any physical inventory as it is building. This has become evident in West African
cotton which is now offered aggressively afloat, which means it is loaded on a ship and the ship is in
transit making the cotton available to most locations in a short time frame. The Average Middling 1
1/8 afloat offer from a multiple of African Franc Zone origins at 850 points on March. This reflects an
approximate 200 point weakening in basis. Lots of the Plebe 1 5/32 to 1 3/16 are offered at 1300 on
afloat. New crop Ivory Coast Mambo 1 1/8 is offered at 950 points on March and May. The 2018/19
collective African Franc Zone crop is expected to increase by 250,000 bales from 2017/18 which is
now having an impact on merchant offerings with aggressive offers of both 2017/18 remaining old
crop stocks and the 2018/19 crop which will be able to be shipped in the first quarter of 2019. So far
West African demand from Chinese mills has been light.
Brazilian 2018 is being forced to stay competitive and is being aggressively offered with Middling 1
1/8 offered at 850- 900 points on March with some offers of M 1 5/32 at 1000-1100 points March. US
higher grades are in shorter supply but the need to move inventories and weak demand is keeping
the basis levels aggressive with an E/MOT Middling 1 1/8 offered at 900 points on March, CFR Asia.
Memphis/Eastern lots are commanding a 150-200-point premium. Greek offers are matching the US
offers with Middling 1 1/8 offers having fallen to 850-900 points on March.
The most aggressive competition is in the lower color grades where excessive rain during harvest
lowered color grades of the US, Turkish, Greek and some Central Asian crops. These long staple,
premium mike, crops are being aggressively offered with no one showing any interest in carrying
inventories of these into the next crop year. US styles are now aggressively offered across a full
catalog of qualities from SLM -41 down to 53. An E/MOT 53-5-36 is offered at 150 points on March.
US export sales of these styles has help stimulate a moderate volume of export sales outside of
China, it’s a very sensitive market on price and the discounts on US styles is helping to maintain
sales.

ICE FUTURES REFLECT THE MOOD AMID THE CHINA/US
TRADE WAR
ICE futures have experience rather erratic trade during recent weeks as traders on both sides remain
without a long-term commitment, same goes for the Funds. This is quite understandable given that
the market is attempting to adjust to a new set of China/US dynamics. Gone are the more friendly
days of the US/China relationship prior to 2013. Yes, China violated the WTO agreement and failed
to live up to a host of agreements as it relates to opening their market and in the protection of
intellectual property. However, as one that was active in China, developed many friends and
business associates there and enjoyed each visit those day and I never feared the government while
the CCP seemed like a distant organization. Many government groups sought Western and US
assistant as they modernized their markets. This was clear as the Zhengzhou Commodity Exchange
opened and there was great excitement for the development of free markets. The spirit of Deng
Xiaoping was clear with everyone anxious to learn how to make a profit. In retrospect, China’s failure
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to develop and integrate a corporate responsibility and a moral compass into the mix has been a
major failure. By the time Xi Jinping became the leader of China the country had experienced
amazing success having accomplished much and lifted millions out of poverty and improving lives.
This success appears to have created an element in the political class which now believes China is
invincible and destined to right all the wrongs of history. Xi Jinping and his team studied the fall of the
Soviet Union and were determined not to let that be repeated in China so they set off to make the
Chinese Communist Party the center of everything. Little did anyone realize that this would mean
moving State Capitalism back to the forefront and the development of the most extensive system of
censorship and control over the population which the world has every seen. Then came Xi Jinping’s
desire to make China the ruler of the world not through war but through economic influence, coercion
and state run development. The China Belt and Road plan soon began to spread across the world
and at first it was quite welcome as the developing countries were hungry to repeat the Chinese
economic miracle and the offer capital, large loans and needed infrastructure projects. Once the
smoke clears most of the countries discover the programs come with onerous strings and debt which
appears to result in an almost modern day colonialism with China building military bases, ports,
moving in Chinese workers and forced trade. The new reality was clearly highlighted at the recent
APEC summit and in China’s reactions around the world to rather minor events. For example, in
Sweden the Chinese Embassy has been active in attempting to influence domestic events, control
negative press and limit visas to China for the Swedish press. In today’s world of instant
communication it is impossible to control information and each of these instances by China only
serve to further undermine the global confidence in Chinese statements. The WSJ released details of
a Chinese cabinet meeting which makes the point that nothing can be hidden. These conditions
suggest that a lasting secure trade agreement with the US will be difficult and require a confirmed
real change in Chinese behavior. This indicates that any agreement or framework of an agreement
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emerging from the G-20 will not create a return of supply chains to China which means the slowdown
in the Chinese economy will not be easily reversed.

!

This suggested that a return to the confidence in the outlook for spinning and the apparel sector will
not return to the pre June level very easily. The market is nearing an important point, some sort of
framework and agreement which would open the access for US agriculture products into China,
including cotton, would open the way for prices to recover. However, the dynamics of the weakness
in the Chinese market suggest the spinning sector will not be in a rush to buy US cotton with or
without duty. Thus, any US/China trade deal will need to include a confirmed volume purchase
commitment by the Reserve to have the lasting bullish impact. As we go to press it has been
confirmed that US trade hawk Peter Navarro will attend the dinner with Xi, which is either a
negotiating tactic or a sign of tough conditions for a deal. Overall, if no agreement is reached then
the Chinese market and the US cotton market will face difficult conditions. Chinese man-made fiber
prices have collapsed, as we have discussed, but the collapse has slowed, however, it could fall
further if confidence is not restored. An anti-dumping investigation of PTA has already been launched
in one market. Chinese dumping will accelerate as companies need cash and this will hurt cotton use
as spinners attempt to increase margins when they can change mixes in blends.
Chinese polyester fiber prices made their lows in 2016 with prices falling to 46-47 cents, currently
prices are about 10 cents away at 57 cents. In 2016 cotton prices vs ICE futures experienced a low
of 55.66 which gave way to a bull market. The issue was cotton had to compete for a period in price.
The high for the year was just below 78 cents and during that period Chinese imports were also
weak. Cotton is regaining its favor with brands and retailers and the knowledge of the environmental
damages of polyester fibers is increasing daily. However, in many markets, as in the US, the role of
discount chains means prices still rule which indicates cotton must maintain a degree of
competitiveness. One positive is that the discount of cotton to Viscose fiber remains even after recent
price weakness. Without a trade deal the March contract could face greater downside potential and a
close below 75 would break the multiple year uptrend and open the way for a sizeable break to 70
cents. The market during the holiday’s experienced a large outside range session with March moving
from 77.25 to 79.39 so a close above this high could trigger a rally toward 85 cents. For the moment
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the market faces these risks, however, spinners should approach procurement carefully with US and
Brazilian styles offering the greatest value. Growers should manage risk carefully and use any rally
on a trade deal to establish floor prices for the remainder of the 2018 crop, as well as, the 2019
crops.
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