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Headwinds to a Recovery in Cotton Demand 
By Clyde Davidson, 
Vice President of Research, Allenberg Cotton Co., Louis Dreyfus Commodities

One of the greatest surprises to cotton analysts in the last
year has been the recalcitrance of a recovery in cotton demand
following the decrease experienced in 2011. For the first time in
many years cotton faces great problems finding its way back on
track for long-term positive demand growth.

Without being critical of the USDA, one of the remarkable
developments of the 2011/12 season was the steady slashing
of its global cotton use forecasts. Initially in May of last year
the USDA forecast global cotton use of 119.5 million bales for
2011/12. According to the agency’s September, 2012, estimate
the season wound up with just 104 million bales of use. Global
use of 119.5 million bales now seems out of reach for a
prolonged period of time.

There have been numerous stumbling blocks to a recovery
in cotton demand. 

One of these is the poor macro-economic performance of
late, particularly in developed countries. 

The EU’s economic problems are fully reflected in its import
demand for textiles and apparel. Based on partial year data, in
all of the 2011/12 cotton season the metric tonnage of textile
and apparel imports into the EU-25 from outside of the EU-25
was probably down about 9% from the previous year.

Japanese clothing imports (in pieces) were up only about 2%
during the same time period.

The situation in the United States is a case study in multi-
factor economic effects. Unfortunately, the result is negative.

Growth in the dollar value of textile and apparel products
imported into the United States during the year ending July,
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2012, was an anemic 2% over the previous year.
Manufacturers raised prices, and the dollar value per
square meter equivalent was up by 5% during the same
period. Thus the physical volume of imports in square
meter equivalents was down by 3%. 

Cotton suffered a major additional loss considering
the primary fiber content of imported items. While the
square meter equivalent of imports of primarily man-
made fiber items was up by 3%, imports of primarily
cotton products were down by 12% from the
corresponding period last year.

Foremost among the headwinds to cotton demand
recovery is the fact that mills have substituted
polyester for cotton in many applications. Polyester is
easier to spin. As an industrial commodity its price
is more stable than cotton. Its quality and supply is
consistently delivered from large industrial plants.

It is worth pondering the long-term nature of how we have
come to this point.

For many years global cotton use has steadily expanded.
Some periods have seen more growth than others, but until
recently in all periods – even in the 1960s and 1970s following
the commercial introduction of polyester – there has been
growth.

Phenomenal yield developments in the mid-2000s
abetted the immense growth we saw in cotton demand during
that decade. Cotton was plentiful; it was cheap and mills spun
it all up.

“Food for Fuel” during the latter part of the decade provided
intense competition for agricultural land, however. Cotton’s area
losses, combined with a couple of years of bad weather,
provided the set-up for a shortage in 2011 such that demand
was reduced to fit within the supply constraints.

Since 2010, global cotton use has fallen by 9%.

Following decades of solid positive growth we are now
experiencing negative growth. Will we see positive growth
in 2012/13? The current USDA forecast calls for a 3% increase
in cotton consumption.

We have in fact already seen a nearly complete recovery
in demand in cotton intensive origins like India and Pakistan.
To some degree cotton demand has been boosted on the sub-
continent by higher demand from China for cotton yarn, which
does not face the onerous import restrictions which are placed
on raw cotton. Thus the textile industries of India and Pakistan
are beneficiaries of China’s cotton policy, which has placed its
own textile industry at a great disadvantage in the production
of goods requiring cotton as raw material.
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Actually, this development has been underway for
years. It will be recalled that Pakistan suffered poor
cotton crops and power shortages in 2009 and 2010.
India imposed restrictions on cotton yarn exports until
mid-2011. With these problems resolved last season,
China has seen yarn imports reach record levels. 

Where China’s industry has a distinct advantage
is in access to polyester staple fiber. Cotton has, in
fact, been losing market share to polyester in China
for the last several years. Five years ago a little over
56% of the fiber consumed in China’s cotton spinning
system was cotton. Last season less than 45% of it
was cotton. 

The outlook for future cotton market share in
China is not promising.  

The bulk of the world’s polyester capacity is
in China, where cotton policy keeps cotton
uncompetitive with international prices. According
to Fiber Organon, the world has 43 million tons of polyester
staple fiber production capacity. Of this, 65 percent is in China.
This year China will add nearly 3 million tons of polyester staple
fiber production capacity. Clearly there will be no shortage
of polyester.

But cotton has many advantages over polyester that assure
its place as the primary fiber in many products such as men’s
shirts, casual wear, jeans, and towels. At some point polyester
will achieve a point of maximum market penetration, and cotton
will resume its long-term growth rate of around 3 percent per
year. Whether that will be this season or in more than one year
is debatable. China’s future cotton policy will certainly be a
determining factor.

Population and income growth will, over the long term,
provide the opportunity for positive demand growth for cotton
once the headwinds are gone.

The growing consumer classes in China and India provide
ample grounds for growth in cotton use going forward. Although
a brighter economic outlook for the United States and Europe
may be more distant, the increase in unit values of
manufactured goods appears to be slowing, hence modest
growth in the overall value of trade may soon, once again,
represent a rise in volume. Near-term, the greatest challenge
the cotton industry faces is the shortage of grains and oilseeds.
As we go through the coming period of retrenchment we can
look forward to renewed opportunity in future years.
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Commodity Trade Finance – Central Asian Cotton
Krishnan Ramamurthi, 
Chief Executive Officer, Tujuh Keajaiban

Trade finance is an integral component of the global
trading arena, funding both large corporates and SMEs trading
activities. Commodity trade finance (“CTF”) by nature is short
term and self-liquidating, always with an underlying commodity,
with a patterned turnaround time, which allows the commodity
to be procured and resold either immediately or at a later stage.
“CTF” has evolved to be synonymous with the cotton trade,
without which the current volumes of cotton traded would
not be possible. 

CTF in the Central Asian context has a unique flavour that is
understood by both merchants and end users alike. Unlike other
growths that are forward sold, or have requirements of input
financing, the vast majority of Central Asian cotton is very much
spot-based. Being produced in a landlocked region, the CTF
products have too evolved to cope with the geo-political
developments of these markets. The CTF products and services
utilized by the cotton trade operating in these markers include,
but are not limited to those shown in the accompanying table.

Central Asian Cotton in the OIC
Central Asian cotton exports account for a total of 912,000

tonnes, which constitutes 9.45% of global export share and
46.9% of OIC (Organization of Islamic Co-operation) export
share. The value of the exports calculated on the basis of the
seasonal average of the Cotlook A index (for the period October
2011 – May 2012, when main volumes were sold and prices
fixed) is in excess of USD2 Billion. To banking institutions and the
cotton trade likewise, it is a significant market size to both
finance and trade.
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OIC countries produce 5,802 thousand tonnes per year
(season 2011/12), which is 21.7% of world cotton production,
and export 1,946 thousand tons or 20.16% of world exports,
which brings the total dollar volume of business to a figure
exceeding USD13 Billion.

Current Financing Scene
The global banking industry has been trying to regain its

footing after the volatile episodes observed in 2008 and again
in 2010. One of the repercussions observed was the increased
accountability requirements to strengthen capital institutions –
the impending requirements of Basel III.

Although commodity trade finance products are deemed
as “short term and self-liquidating” by nature, the increased
requirements, capital securitization and liquidity will
inadvertently drive up the cost of borrowing.

Structured Trade Finance – A Way Forward
Structured trade finance (“STF”) is in essence taking the

value of the commodity as an underlying asset to the
transaction. Although short term and self-
liquidating, margins are collected as collateral to
manage the price volatility so that the asset
remains secure. 

One of the main characteristics that make STF
unique is that it remains off balance sheets, with
the title remaining on the inventory of the lender
until such time as the Merchant has an onward sale
and takes delivery of the cotton.

The benefits of STF are that it can be tailored
to suit the lender’s requirements. It can recognize
the value both higher up and lower down the value
chain. Such instances include securing value after
lending to farmers, input financing against
gin receipts (seed cotton to Bale) and eventual
warehouse receipts at seaports (in bales), ready
for onward dispatch. Lower down the chain, it
could also apply to recognizing the value of
eventual produced goods such as yarn from the
purchase of raw cotton!

About Tujuh Keajaiban Middle 
East FZE 

Tujuh Keajaiban Middle East FZE (“TK”) is a
commodity specific trade advisory service provider
focusing on OIC cotton producing and consuming
countries. Established in the United Arab Emirates,
with representation and operations in the CIS and
Malaysia, it is well positioned to provide structuring
deal specific trade finance requirements both of
merchants as well as its end consumers.

TK is also a consultant for the Islamic Trade
Finance Corporation, an autonomous entity within
the Islamic Development Bank Group. Based out
of Jeddah, Kingdom of Saudi Arabia, ITFC was formed to
consolidate the trade finance business that was formerly
undertaken by various windows within the IDB Group. ITFC has
had several internationally recognized awards in the field of
financing commodities – specifically cotton.
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Stepping up the Game
By Antonio Esteve, 
President, International Cotton Association

My year as President of the ICA is coming to an end. Whew...
what a year! It’s been quite a ride with a record number of
applications for arbitrations, and they keep on coming. One of
the greatest challenges of being President of the ICA is
confronting the critics and cynics. The common theme is that
the ICA is not effective, that the market circumvents the default
list. A common comment may be “The default list is for the
birds”. I beg to differ.

What people fail to consider is the number of contracts that
were performed thanks to the existence of the ICA, the Bylaws
and Rules, and the arbitration process. Long before a contract
goes to arbitration, or there is an award, or a listing on the
default list, the vast majority of contracts are either performed
or settled. Consider that between September 2010 and May
2012, cotton prices as indicated by the A Index went from the
80 cents level all the way up to $2.45 per lb and then back down
to the 80 cents level again. These are extreme price ranges which
we have never seen in our lifetimes, and perhaps never will
again. During this period we can estimate that approximately
15 million tons were exported // imported in the world,
corresponding to at least 20 million tons of trades, considering
a portion of contracts flow through several hands. This volume
traded had huge market differences involved. If, for example, we
calculate an average market difference of 40 cts/lb on 20 million
tons, well, we are contemplating market differences in excess of
17 billion dollars! The volume of cotton that actually was
disputed in arbitration during that period was perhaps an
approximate 1 million tons, for perhaps US$ 700 million, so
hence 5%. That means that in the most extreme market
conditions, 95% of trades, 19 out of 20, were performed or
settled. Without the ICA, what would that percentage be, I ask?
Or, does somebody want to risk a safe trading environment
without the ICA? 

In fact, the primary role of the ICA is to promote a safe
trading environment, to act as a deterrent to even considering
a default, by being stigmatised and ostracised by the market.
This reality alone deters the vast majority of defaults. Contracts
are either performed or settled amicably. Subsequently, there
are cases whereby an arbitration process is initiated, but aborted
before an award is issued. While this is not common it does
happen. Then there are arbitration processes which are allowed
to continue. In these cases, after due process, an award is issued.
People do not realize that not all losing parties to an arbitration
process end up on the default list. Some, in fact, have allowed
the arbitration process to determine a fair claim for the contract
settlement, and once the award is issued, then go ahead and
settle. Only finally are there those that end up on the losing end
of an arbitration process and finish on the default list. However,
these are in fact the minority of the contracting parties that for
one reason or another are determined not to perform a
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contract, what I call the “diehard” defaulters. A common
motive is simply that they do not have the financial
resources to support the adverse market difference they
have found themselves in; to a lesser extent it is just
plain bad character.

The “diehard” defaulters, if they have allowed the
process to get as far as being listed, obviously are not
at all willing and perhaps not able to get themselves off
the list. But life will not be easy for these defaulters.
They will not be able to buy from, nor sell to ICA
members, which means having to contract with less
reputable counterparts. They will then have a high
probability of themselves being defaulted on. When
they manage to buy, they will be forced to undersell
or overpay, as the case may be, damaging their
competitiveness. In the end, they either settle the
award or go out of business. Indeed, many on the
default list have simply gone out of business. Those that
continue, eventually settle; 14 names have come off the
default list in the last 2 years. 

The ICA is stepping up the game to promote a safe
trading environment. We are investing in investigation
and will be identifying attempts to circumvent the
default list. We will identify parties related to defaulters,
and we will be strengthening our Advisory Notice List
identifying these related parties. We will identify
eventual ICA members that trade with defaulters or
related parties, and take punitive action against them.
We are also working hard on enforcement efforts.
We are identifying the most effective legal means and
channels to seek enforcement, and we are liaising with
governments to facilitate the enforcement process.
As an example, in August the ICA had a very positive
meeting with the Minister of Justice of Vietnam to
highlight the importance of due process in the
enforcement of ICA arbitration awards. 

An Agents’ membership category has been
introduced at the ICA since August; agents represent a key
element along the supply chain. The response has been
magnificent; agents will play an important role in promoting a
safe trading environment. The ICA has undertaken courses for
agents on the Bylaws & Rules of the ICA in Bangladesh, Brazil,
Vietnam, Thailand and Indonesia just this year, and many more
will be promoted in other countries in the coming year.

A sustainable cotton supply chain also includes the concept
of contract sanctity. The ICA has liaised with the Better Cotton
Initiative (BCI) to include the concept of contract sanctity in their
definitions of sustainability. BCI does not allow defaulters as
members. We are raising awareness among retailers, which are
key participants in BCI, that a sustainable cotton supply chain
must contemplate the fulfilment of commitments along the
supply chain, to avoid the domino effect. The theme of the
ICAC’s meeting in Switzerland this October was “Shaping
Sustainability in the Cotton Value Chain”, and the discussions
will doubtless have contemplated contract performance,
enforcement, as well as strengthening the relationships along
the supply chain. The cotton value chain is all about the
transition from cotton to textiles, two worlds intimately related
but hardly connected until now. Going forward, just as brands
and garment/textile mills work “together” in more of a
service/supply relationship, mills/merchants/gins/farmers will
need to work together as such: fewer transactional relationships,
more partnerships.  

The reality is that it is easy to criticise what the ICA is
doing, much more difficult to get the job done. As I have tried
to express throughout this article, the ICA is focused and
determined to create a safe trading environment through
multiple initiatives. But, the ICA can not do it alone. It is up to
the trade - and the market at large - to rise to the occasion and
make it happen. I’ve said it before, and I will repeat it again and
again; united we rise, divided we fall. 
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Turning the Clock Back: Cotton Value
Chain Trading Risk Management
Imperatives
By Raghu Anantharam, 
Product Risk Controller, Natural Fibres Division, 
Olam International Limited

Historically, price risk has been recognised as the most
significant contributor to earnings volatility. Industry participants
have recognised this risk, and to a varying degree, have been
involved in managing it. While the ability to “buy protection”
rests with the participants who make most margins in the textile
value chain, a significant part of the risk is managed by the
merchant. This is a major value-added service provided by the
merchant community. The turn of events in the last few years
in the cotton industry, however, has proven that, for the chain
to operate sustainably, participants in the chain - producers,
merchants and consumers (mills, garment manufacturers,
brands) - need each to exhibit a certain degree of reliability and
bear their share of responsibility in managing the risk. The focus
of trading risk management today is much broader, including
counterparty risk and risk of inverted markets. This article
recognizes the risks that are apparent within the cotton value
chain, explores the responsibilities of the participants and the
way forward, given the nature of the markets we operate in
today. It emphasises that the imperative is to bring back
reliability and trust into the value chain.

Risks have become much larger in the cotton value over the
last decade. Among other things the list of risks to be managed
includes counterparty, basis, spread, volatility, price, tenor,
liquidity, credit, margin calls and operational, including logistics.
Those that have been experienced in a materially significant
manner following recent market events include counterparty,
basis, spread, volatility and price. While the issue of
counterparty risk is one of the oldest and dates back prior to the
creation of arbitration rules, it has caught the attention of
everyone, since all market-risk management plans
are rendered ineffective the moment a counterparty
defaults. The focus of market-risk management
today is much broader. In the context of risks
apparent within the cotton value chain today, this
article explores the responsibilities of the
participants and emphasises the imperative of
bringing back reliability and trust. Historically,
price risk has been recognised as the most
significant contributor to earnings volatility. Industry
participants have recognised this, and to a varying
degree have been involved in managing it. Over the
last several seasons, a true price hedger has had
to evaluate risk beyond price and basis, even to a
point that these other risk factors might change the
whole strategy in how the basis is set in regard to
buying and selling.





Page 40

While the ability to “buy protection” rests with the
participants who make most margins in the chain, a significant
part of the risk is managed by the merchant - a substantial,
value-added service. This is widely understood, and mills have
played their role in maintaining the sanctity of contractual
obligations in the past. They were tested during the 2008 event,
but the spate of defaults in 2011 dwarfed any past non-
performance. Market price fluctuation by itself is not surprising,
however when a significant proportion (one estimate puts this
at 20%) of contracts are defaulted suddenly, it is apparent that
an unknown devil is in action, one that we need to understand
better. So which significant development of the recent past
has caused the change in the behaviour of our value chain
colleagues?

As was recognised by an ICAC study in 2010, risk is not
anymore just the magnitude of price movement (in any
particular direction), but high volatility or the “relatively wide
band of price fluctuation”. Cotton prices fluctuated within a
relatively narrow band during the period 2001/2 - 2007/8.
However, in the period 2010/11 – 2011/12, the band of
fluctuation more than quadrupled the 2001/2 - 2007/8 band.
We are today back close to the price zone that operated for
nearly a decade prior to last year’s extreme event. It is a notion
that the increased participation of speculative market players
led to this greater volatility in cotton markets. Prior researches
(see reference1 and reference2 in the foot note) show that while
bigger absolute price movement and speed of movement both
(read as volatility) cannot be attributed conclusively to increased
participation of index funds in recent times, index funds and
hedge funds provide an important source of liquidity and risk-
absorption capacity at times when they were required. However,
the idea that fund participation led to increased volatility
persists; it is perhaps justified to the extent that the moves can
be magnified due to momentum players. Other cited factors for
increased volatility in the markets today are government policy
intervention in cotton markets and macro-events. With all the
hedging and speculative activity focused mainly in the front
month, and little liquidity on the back end of the forward curve,
cotton is different from many other commodities and the impact
of front month volatility, combined with the market structure,
has important ramifications for hedgers. 

Speaking of volatility, the average and median 30-day
annualized historical volatilities over the last 12 years were
about 32.2% and 29.6%, with the high at around 91.3%. For the
same period, the implied volatilities were significantly higher.
However, if we observe the 30-day annualized historical volatility
over the 7 year period from 2000 to 2007, the average and
median values were 29.8% and 29.3% respectively, while over
the next 5 year period, 2007 to 2012, the average and median
values were 34.8% and 30.45%. This is illustrative that, going
forward, perhaps progressively shorter, high volatility bands will
be experienced frequently, irrespective of the cause of such
volatility.

During the period 2010/11 – 2011/12, all growers and mills
were tested for greed and fear and many of them defaulted on
contracts creating havoc in the marketplace. 

The accompanying chart demonstrates that the number of
arbitration cases over the years has been proportional to market
volatility. Notwithstanding the number of arbitration rulings,
the biggest issue faced within the trading community is the
enforcement of these rulings, sometimes due to the lack of

1James, D. H. and Cynthia, W. J. (2012), “Effects of index-fund investing
on commodity futures prices”
2Irwin, S. H. and D. R. Sanders (2010), “The Impact of Index and
Swap Funds on Commodity Futures Markets: Preliminary Results”,
OECD Food, Agriculture and Fisheries Working Papers, No. 27, OECD
Publishing. doi: 10.1787/5kmd40wl1t5f-en
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discipline and guts to deal with the
blacklist, and sometimes due to greed.

While the issue of defaults    is
being handled in the framework of
ICA arbitrations, counterparty risk
management   is getting its due
attention,      with the recognition of a
need  for a systematic and systemic
approach to the subject. Emphasis has
been to strengthen pre-trade scrutiny
of exposure to counterparties from a
credit risk, market risk and a tenor risk
perspective, and of counterparty
performance history, so as to facilitate
grading counterparties by reliability.
Those counterparties with the highest
ratings will be preferred and therefore
will have a natural advantage.

Reliability stems from the ability
to honour contractual commitments.
There have been exemplary instances
of a few counterparties who have
emerged out of the crisis as extremely
reliable and who forge strong links in the cotton value chain.
While some of them have had to absorb losses, there are,
fortunately, tools available to growers and mills to protect
themselves and ensure that they can emerge with their
reliability intact and relatively unscathed out of extreme events.
Although such tools might seem expensive at the time of
initiation, steps can be taken to ensure that they are used
optimally, so as to minimize cost and maximize protection,
through the life of the contracts. 

It is often argued that the ability to establish any price
protection rests mainly with the value chain participants who
can afford it. In recent history, growers and retailers have each
been operating with margins upward of 10%. While growers,
merchants, spinners and retailers have all been hedging to
varying degrees, garment manufacturers show almost no
hedging intention. It is also noticed that while trade/merchants
are universally and significantly involved in hedging and
providing a reliable service to the textile community, a relatively
small proportion of growers and mills hedge, and a dismal
proportion of the retailers hedge. It is also argued that due to
lack of scale and competition, some participants cannot afford
to buy any protection. In such a scenario, there is little chance
for anyone else in the chain to weather any kind of storm in case
of an adverse event. Although delayed, recent developments
indicate that the market has learned that reliability has a price,
but this learning has come at a huge cost. 

The turn of events in the last few years in the cotton industry
has proven that all participants in the cotton value chain need
each to exhibit a certain degree of reliability and bear their share
of responsibility in managing risk for the chain to operate
sustainably. It is encouraging to note that an increasing number
of growers and mills are now considering contracts with built in
protection mechanisms. Protection mechanisms can be tailored
to meet the specific requirements of growers and mills
depending on their risk appetite.

As the industry recovers, it is important to understand the
real costs of operation and duly recognize that to nurture the
cotton value chain investments are a necessity, albeit in new
forms. The costs may well also be in the form of short-term lack
of liquidity, due to a pruned list of reliable counterparties that
play by the rules and that are not on the black list. While things
are as they are, bringing back reliability to the cotton value chain
also requires the guts to trade by the rules and treat a black list
as it should be treated.
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The Need of Reliable Parties to Maintain
Forward Cotton Trading
By Manu Taevernier, 
Chairman Committee for International Co-operation between Cotton Associations (CICCA)

At the General Agreement on Tariffs and Trade (GATT)
Uruguay Round, it was decided to bring the textile trade under
the jurisdiction of the World Trade Organization. The Agreement
on Textiles and Clothing provided for the gradual dismantling
of the quotas that existed under the MFA (Multi-Fibre
Arrangement). This process was completed on 1 January 2005,
as WTO members had committed themselves to removing
quotas by then. This measure has enabled developing countries
to expand massively their textile industry and has brought
fundamental changes in the global textile world. A shift in cotton
fibre consumption has occurred from industrial countries to
developing countries. The accompanying table highlights some
of the most striking changes.

Unfortunately, the countries which benefited most from the
changes are now amongst the countries that have the greatest
difficulty in cotton contract performance. The movement from
traditional to emerging textile countries has engendered a
tremendous increase in defaulting parties, though it must be
said that the market circumstances in which this has happened
have been unprecedented. 

The number of defaulting parties is growing day by day:
from 2005, the year the MFA was phased out, we have seen an
increase in defaulters (companies which failed to fulfil an
arbitration award and named as such on the CICCA default list)
of 118 percent. Countries that have seen the largest increase in
consumption have also seen the greatest increase in contractual

defaults. This is an
unbearable situation
if we want to
maintain forward
trading. The countries
with the highest
number of defaulting
parties are listed
alongside.

Forward trading is
the principal method
of conducting the
cotton business. For
instance, those in
the garment industry
have to place their
orders to knitters /
weavers / spinners
long in advance.
In turn, yarn and
textile manufacturers
have to buy raw
cotton from the
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merchant/producer even before it is harvested. Cotton traders
also need to ensure their supply from the producer/ginner by
buying ahead of the harvest in order to fulfil the needs of their
customers. In the global supply chain, each party has obligations
and if one party does not fulfil their commitment, it puts in
jeopardy the whole cotton supply chain. 

Whilst forward trading is an instrument
needed for the sector, it carries tremendous risk
when a party defaults. In order to minimize the
time between purchase and supply, we notice that
certain consumer markets with a high degree of
defaulters are only able to buy cotton ‘on the spot’.
This is in fact leading to higher ‘spot’ prices as
cotton is less abundant for immediate shipment,
which ultimately affects financial profitability. The
same situation occurs with producers/ginners that
have defaulted; they will not be able to sell
forward and use hedging tools to optimize their
returns. We could therefore imagine that in the
long run, if markets enter a more mature phase,
defaults should be reduced as the financial
consequences will ultimately prevail. 

So, the keystone is reliability. International
policies have been geared to helping countries
develop but development also brings
responsibility, particularly in terms of paying due
regard to legal obligations. Without that, the
cotton supply chain is threatened. 

CICCA was established twenty-five years ago
in order to provide a forum for determining how
best to promote the sanctity of contracts and to
maintain high standards of trading practices,
which in turn should help avoid disputes. Today,
this Committee comprises more than 18 Nations,
most of whom are signatories to the New
York Convention. CICCA represents over 1,600
companies trading raw cotton on the international
market and undertakes all necessary steps to
enlarge the Committee in order to embrace all
segments of the industry.

Through its members, CICCA also provides an
environment enabling forward trading to take
place in an orderly manner. This order is very much
in the interest of a sound, stable world cotton
economy. For instance, The International Cotton
Association, one of CICCA’s key members, is
working hard to organize seminars and provide
trading courses to all parties involved in the sector,
in order to improve reliability.

(A UNIT OF AGGRESSIVE TEXTRADE PVT. LTD.)
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Understand the Rules, Minimise the Risks,
Reduce the Disputes
By Robert Jiang, 
China Business Development Officer, International Cotton Association

On a high speed train from Beijing to Qingdao for a training
course on international trading, I was pondering that, like many
facets of life, the pace of the cotton business had certainly
increased. More pertinently, the rate of change of the market
has on occasions surpassed the imagination of many. As a result
of recent volatile changes, firms of all sizes and locations have
experienced the aftermath of the shock waves, particularly in
the area of contract performance. A recent count of the cases
going to ICA arbitration shows for the first six months of 2012,
there have already been a staggering 135 technical arbitrations
and there is no sign that this trend is slowing down.

Arbitration and defaults on the rise
Prior to 2011, the average number of arbitrations was less

than 70 per annum. Since 2011, the number of arbitrations
climbed up rapidly as shown in Fig 1. It can be said that the main
trigger for this is the consistent decline of cotton price from its
historical high in the early part of 2011. No doubt more
arbitration cases result in a higher amount of firms to be placed
on the list of “defaulters”, who are then recognised by the
international trade as having failed to fulfil an arbitration award.
Fig 2 shows the distribution of the average value of arbitration
awards in 2011.

Qingdao training
With these issues in mind, this year’s training was directed

at ways to minimise trade disputes and optimise risk
management. Held in the Huangdao Free Trade zone, where
China’s largest cotton port and warehousing area are located,
the training attracted 110 delegates from 13 provinces and
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regions. The three-day presentation was conducted
by 14 industry professionals, demonstrating many
practical cases and providing ample time for questions
and answers. The training was held by the ICA and
Beijing Cotton Outlook Consulting (BCO) which is a
joint venture between the China Cotton Association,
China National Cotton Exchange and Cotton Outlook.
During the three days, some key issues were discussed
and considered extremely relevant and important to
today’s market and can be identified as follows.

Invoicing back / Contract Closure
It cannot be over emphasised that if a contract is

made subject to the ICA Bylaws & Rules, it cannot be
cancelled but must be invoiced back, should it not be
physically performed as expected. To put it simply, the
buyer has to sell the contracted cotton back to the
seller, at the market price prevailing on the date of closure of
the contract or at a price agreed by the parties.

If the parties cannot agree the price at which the contract,
or part thereof, is to be closed, in the event of a downtrend
market, the buyer has to compensate the seller with the market
difference i.e. any movement in the price of cotton from the
contract date to the date of closure. This is because the buyer
can then purchase the same cotton at a lower price from the
market at the date of closure of contract and the seller is left
trying to sell his cotton at a lower price.

Conversely, in an uptrend market, should the seller default,
the seller has to pay to the buyer the market difference as the
buyer needs to pay a higher price than contracted to replace the
unfulfilled contracted cotton from other market sources.

In the case of such a dispute going for arbitration, the
arbitrators will, in accordance with Rules 237 & 238, place the
parties, in so far as possible, in the original financial position
which they would have occupied had the contracts been
performed.

Whether a default is caused by late shipment or late opening
of L/C, consideration of the market movements should not be
the reason for breaching a contract, unless both parties agree
to do so. They are entitled to agree additional remedial terms
which will, by amendment, then supersede the original terms
and conditions of the contract. Finally if for any reason a contract
made subject to the ICA Bylaws and Rules, has not been, or will
not be, performed, it will be closed through invoicing back in line
with Rules 237 & 238.

Risk management
Clearly it is of paramount importance to know your trading

partner in advance of a deal. To minimise counterparty risk, it is
necessary to check CICCA’s (The Committee for International
Cooperation between Cotton Associations) website
(www.cicca.info), which provides an up to date list of firms
which have failed to fulfil an arbitration award. The CICCA
default list includes the defaulting
parties of all its 18 member
associations. CICCA Regulations
prohibit members of its member
associations from trading with any firm
which has been placed on the CICCA
default list. Any non-registered firm
trading with a defaulter will not be
allowed to use the arbitration service
should a dispute arise. The ICA also
publishes an Advisory Notice list which
highlights firms which are found to
be corporately ‘related’ to defaulters,
based on factual evidence obtained
from investigations.
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These measures are not an absolute safety net, but do assist
reliable companies to choose their business partners and to
avoid the sanctions that would be applied in the event one was
found to be trading with a defaulter.

Though not necessarily detrimental to the commodity
market, price volatility can be a catalyst for defaults. In recent
years, progress has been made in China using financial tools to
minimise market risks. ZCE’s (Zhengzhou Commodity Exchange)
volume has increased significantly, due in part to speculators
who contribute to liquidity as at any active commodity
exchange. Appointed futures companies in China are in
preparation to trade on ICE (InterContinental Exchange)
Contract No.2. However, limitations have also been recognised
in various exchanges’ existing futures contracts in terms of the
growths covered, shipment locations and months in order for
them to be an effective tool for hedging.

On Call contracts have been better accepted and utilised to
manage market volatility to the buyers’ advantage. 

In quality and weight claims, firms place more attention to
the time limits and claim procedure to ensure any dispute can
be resolved as smoothly as possible.

Agent
A deal is sometimes brokered by a seller’s or buyer’s agent.

However, in some cases it is only at the time the contract is
written that the buyer’s or seller’s name is published. This raises
two questions. 1) Is an agent fully familiar with the international
trade rules? 2) Is the agent acting solely as a seller’s or buyer’s
agent, or as a joint principal? In the latter case the agent may
then be liable for the performance of the contract should a
dispute arise. In recognition of the market requirement, the
ICA has recently initiated an ‘Agent Member’ category and


