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Cotton prices have been very volatile in 2022. The three-month implied volatility on cotton is currently at 43.7% fast
approaching the levels last seen in 2011. A pickup in volatility has historically been an important indicator of a change in
trend.

 

Source: United States Department of Agriculture (USDA), Bloomberg as of 22 August 2022.

Historical performance is not an indication of future performance and any investments may go down in value.

 

Back in 2011, Texas (the biggest growing cotton state in the US) witnessed the driest year on record. The reason for the
drought was the weather anomaly La Nina. The La Nina results in an abnormal cooling of waters in the equatorial Pacific
Ocean that is linked to severe droughts in the southwestern parts of the US. In the wake of the drought, the US
Department of Agriculture (USDA) cut its estimate of 2011/12 cotton production by 1mn bales to 17mn bales. Cotton

prices reached a record 215.151 USD/lbs in response.

 

Drought plaguing US’s biggest cotton growing state

 

We are seeing history repeat itself with a persistent drought in Texas this year. The National Oceanic and Atmospheric
Administration sees a 72% chance of La Nina between November and January raising the odds for a rare third-straight
La Nina to form across the Pacific. USDA has slashed its supply projections for global cotton ending stocks by 1.5mn
bales in 2022/23. Production is lowered nearly 3.1mn bales whilst consumption is reduced by 800,000 bales. US
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producers increased their cotton acreage by 11% this season to 5.05m hectares. But, with the drought becoming more
severe over the last couple of months, the USDA expects that the harvested area won’t exceed 2.89m ha. The
abandonment of 43%, if confirmed, will be by far the highest since USDA records began in 1960. Owing to historically
high abandonment in the US Southwest region, US production estimates are forecast to reach their lowest level since
2009/10. 

 

The US is the world’s largest exporter of cotton, having more than 27% share of the world export market. That implies
that the fall in US production will dampen the world trade surplus, putting pressure on declining inventories.

 

Source: United States Department of Agriculture (USDA), Bloomberg as of 22 August 2022

 

Harsh climate conditions amongst key cotton producers threaten supply 

 

Unpredictable weather patterns have been challenging the cotton crop outlook in other key producer countries as well.
Drought is hitting China’s cotton crop in the Xinjiang province, which grows majority of the country’s crop. In China,

ending stocks are estimated at 36.2 million bales in 2022/23, the lowest in 4 years2. Australia, Brazil, and Pakistan
experienced untimely rains that have reduced a large share of their grades. The World’s stocks to use ratio at 68.25% is at
its lowest in five years highlighting the constraints on supply with respect to demand.

 

Cotton’s demand outlook set to weaken amidst slowing global economy

 

Cotton consumption is likely to weaken amidst a challenging macroeconomic backdrop. Europe is on the brink of a
recession and the European consumer will be exposed to soaring energy costs. Meanwhile the US consumer’s spending
pattern is shifting away from goods to services. In China, the economic headwinds are multifaceted – from a weaking
property market, intermittent covid lockdowns alongside supply shortages to strategically imported goods. The outlook
for apparel and textile consumption looks tricky. Consumption in 2022/23 is projected lower than a month ago in the US,

Pakistan, Vietnam, Turkey, and Bangladesh3.

 

Conclusion

 

Supporting prices higher has been the 25.8%4 rise in speculative positioning over the past month. A 12% unwind in short
positioning alongside a 10% build up in long positioning underscores the improvement in sentiment towards the cotton
markets. The front end of the cotton futures curve remains in backwardation with a positive roll yield of 3.2% versus 8.5%
a month back. Evidently the supply situation remains tight however amidst a tougher macroeconomic environment
cotton prices are likely to walk a tight rope. In order for cotton prices to stage a sustained move higher we will need to
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see an improvement in demand.

 

Source: Commodity Futures Trading Commission, from 19 July 2022 to 16 August 2022. Please note: Stdv – Standard deviation is a measure of the amount of

variation or dispersion of a set of values.

Historical performance is not an indication of future performance and any investments may go down in value.
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4 Source: CFTC, from 19 July 2022 to 16 August 2022

 

Related products

+ WisdomTree Cotton (COTN)

+ WisdomTree Cotton - EUR Daily Hedged (ECTN)

View the online version of this article here.

WisdomTree INSIGHT ARTICLE

WisdomTree.com  +44 (0) 207 448 4330

https://wisdomtree.eu/~/link.aspx?_id=6842D6E8E1DD4C62895B707F20C7F143&_z=z
https://wisdomtree.eu/~/link.aspx?_id=883A43367A704015A1EC6493D61814F3&_z=z
https://www.wisdomtree.eu/en-gb/blog/2022-08-30/supply-bull-vs,-d-,-demand-bear-clouds-cottons-outlook


IMPORTANT INFORMATION

Communications issued in the European Economic Area (“EEA”): This document has been issued and approved by
WisdomTree Ireland Limited, which is authorised and regulated by the Central Bank of Ireland.

Communications issued i n jurisdictions outside o f th e EEA: This document ha s been issued and approved by
WisdomTree UK Limited, which is authorised and regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as applicable). Our
Conflicts of Interest Policy and Inventory are available on request.

For For professional professional cl ients cl ients only. only. The The information information contained contained i n i n this this document document i s i s for for your your general informationgeneral information
only and is neither an offer for sale nor a sol icitation of an offer to buy securities or shares. Thisonly and is neither an offer for sale nor a sol icitation of an offer to buy securities or shares. This
document should not be used as the basis for any investment decision. Investments may document should not be used as the basis for any investment decision. Investments may go go up up or or down down inin
value value and and you you may may lose lose some some o r o r a l l  a l l  o f o f the the amount amount invested. invested. Past performance is not necessari ly a guidePast performance is not necessari ly a guide
to future performance. Any decision to invest should be based on the information contained in theto future performance. Any decision to invest should be based on the information contained in the
appropriate prospectus and after seeking independent investment, tax and legal advice.appropriate prospectus and after seeking independent investment, tax and legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other step in
furtherance of a public offering of shares or securities in the United States or any province or territory thereof. Neither this
document nor any copy hereof should be taken, transmitted or distributed (directly or indirectly) into the United States.

This document may contain independent market commentary prepared b y WisdomTree based on publicly available
information. Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Any third party data providers used to source the information
i n this document make n o warranties or representation of any kind relating to such data. Where WisdomTree has
expressed its own opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
affiliate, nor any of their respective officers, directors, partners, or employees accepts any liability whatsoever for any
direct or consequential loss arising from any use of this document or its contents.

This document may contain forward looking statements including statements regarding current expectations or beliefs
with regards to the performance of certain assets classes and/or sectors. Forward looking statements are subject to
certain risks, uncertainties and assumptions. There can be no assurance that such statements will be accurate and actual
results could differ materially from those anticipated in such statements. WisdomTree strongly recommends that you do
not place undue reliance on these forward-looking statements.

Any historical performance included in this document may be based on back testing. Back testing is the process of
evaluating a n investment strategy by applying i t t o historical data t o simulate what the performance o f such strategy
would have been. However, back tested performance is purely hypothetical and is provided in this document solely for
informational purposes. Back tested data does not represent actual performance and should not be interpreted a s an
indication of actual or future performance.
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