itter or Better
uture for Coffee

roducers?

by Murten Schaler, ITC

The coffee market is-over-supplied,. ™
With the price of coffee at'its lowest %
in a century, there will be winnerssand. 2

losers in the fierce competition for %+ 8 §
exports. Getting producers to “add *
value” to coffee and earn more revenues

is a commonly proposed solution. *

However, this proposal is complex and,

for many producers, unrealistic.

ing many exporting countries to suffer

their worst econemic crisis in years, How
did this happen to one of the world’s largest
comimedities! The over-supply of coffee is
due 1o several factors: rapid expansion of
production in Viet Nam; new plantations in
Brazil, higher yields; increased efficiency;
and incentives 10 expand produciion, such
as the liberalization of markets in the 1990s,
which led to an inerease in coffee Tarmers’
share of the export price.

To this, add what one could call “unider
demaud”. Analysts often concentrate on
over-supply and overlook the aftects of
ernerging markel trends and new technolo-
gies in the imternational supply and derirand
debate. Wha! also tends to be lorgotten is
that coffee is not a uniform product: ara-
hica coffee is fine-flavoured, aromatic and
usually fetches the highest prices, whereas
tobusta coffee is normally a cheaper prod-
ucl that is easier to produce. The market
share of robusta has grown significantly
in the last ten years.

Praduct quality, producticu costs and
relations with international partners have

'|'he collapse of world colfce prices is cans -
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been coffee trade paramelers for years. After
more than three vears of over-supply and
low prrices, however, compettion has sharp-
ened. For many producers and expoerters,
survival in the industry depends enltirely
on compiving with market demands for

Arabicaversusrobusta

About 604 10 65% of the werld supply of coflee is
arabica, primarily from Latin America. Grown at high alti-
tudes, this fine-flavoured, aromatic type of coffee usually |
feiches the highest prices. it is often soid as 100% arabica or
pure arabica, The largest suppliers outside Latin America
are Ethiopia, Kenya, India and Papua New Guinea.

Robusta makes up more than 35% of world supply
20 years ago. This variety is easier o
produce, more resistant to diseases and can be growu
at lower altitudes. Robuslia is traded at about hali the
price of arabica and is often used as filler in blends,
Artabica contains 1% to 1.5% cafleine and robusta

compared 1o 25%

approximately 2%.

‘ The balance of coffee varieties being
consumed is shifting. Arabica, the traditional
variety, is tosing ground to robusta beans.

even higher guality, consistency (same
quality for repeat deliveries); traceability
of origin; transparency {economic, social
and ervironmental); ability (o tailor deliv-
ery on demand; and capacity for lang-term
partnerships directly between producer and
roasier. Politicians,
advocacy groups, ard
non-governimental and
international organi-
zations are grappling
with potential solu-
tions. Unfortunately,
many of them come as
bitter news 10 already-
desperate producers
‘ and their families.
‘ Sorme wili be able
| lo capitalize on spe-
cialty coffee irends and
industry campaigns 1o
promote consump-
tion in new markets.
Many, however, will
| need 10 diversily, ang
1 policy-makers need to
| plan for this,
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Why not “add value” at
origin’?

Less than one-fifth of 1% of coffce

exports lom producing cauntries is inthe
tarm of roast and grourd beans. Instant
coffee counts for another 58, and all other
coffee is shipped as unprecessed green cal-
fee beans, Coffee that istaast and ground at
origin theretore equals less than two cups
outcfevery 1,000 drunk inimpoiting courn-
trics. Why is the downstream vaiue -added
salow? Many blame impert duties an proc-
essed coffee. But even if importing coun-
tries reduced or lifted duties, the export of
finished products is likely to remain modest
for several reasons, including:
> Market-specific blends and ands,
Roast and ground cotfees are very oflen
blends sold as branded products; roasters
are reluctant to change ‘the right mix”.
Blends arc tailor-made (o appeal to dii-
ferent tastes in the markel and o adapt to
different water qualities. Alsoimportant are
availability of substitutes and scasunality
of both supply and demand. These factors
are all difficult to handle far away froin the
Consumer.
»  Preservation of quality. Unprocessed,
green coffee beans have a long shell life
and can remain in warchoases for months,
somelimes years. This s not the case for
roasl and ground coftee, although new pack-
aging materials have extended their shelf
life. The bestcun quality is usually obtained
by processing as late as possible, for exam-
ple, by grinding just belore consumption,
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Fiavoured cofiee and new coffee drinks can use cheaper grades of coffee Geans.

»  Just-in-time delivery. Scllers nust be
able to deliver within days when roasters
suddenly change their blends or quantities.
In addition, reasters must accommodate
retailers’ changping orders. For example,
“Delivery next Thursday must be | kg
packages, instead of last week's 500 gram
packages™. This situation is 1ol easy 1o
handle 10,000 km frem the buyer,

Trends in demand pushed
orices down

Recent years biave seent a steady decline
1n coffee prices overall. One challenge for
producers is that most cannot add value at
arigin. Another problen is that demand is
growing slowly. Market trends and new
technologies are, in many instances, work-
ing apainst producers’ interests. Below are
soine ot the factars 1hat are often torgotien
it the supply and demand debate:

» Cleaned robusta expands its use.
Robusta coffee is used as cheap filler in
many Hends, bt undesirabte off-flavours
set a limit to how much one can add.
Roasters liave responded o the growth
in supply by adopling technologies (for
example, steam-cleaning} 10 increase the
wse af robusta.

» Flavoured coffees can use cheaper
bearns, Adding flavours such as vanilla,
hazelnut and raspberry to coffee has
tecome fashionable in North Amnerica.
Suime cotfee magazines in the United States
have up o ten jull-page advertisements for
syrups and other additives, sometimes

giviug the immpression that the [lavours are
more important than the coffee. Flavoured
coffees can be prepared with lower-grade
beans.

» New coffee drinks can use cheaper
beans. Today. the traditional “cup of cottec”
is sold alongside praducts such as cappuc-
cine, caié lane and mochaccine, in which
coftee is anly one of several ingredients.
Darker roasts ave often used to secure the
taste of the coffee when blended with inilk,
creamn or ice. Darker roasts allow for lower
prades 1o be usad.

»  Fewer beants per cup. Thirly vears ago,
around 8 grams of roast and ground coffee
was the norm for a home-brewed cup of
coffee (1.5 dl} in sotne European countries.
Today. instruct:ons o packages oflen rec-
omrend 6ot 7 grams. New echnolcgies in
roastiig, grinding, blending and brewing
can squeeze more out of a gram of coffee.,
Areduction of | gram per serving is about
12%, which corresponds roughly e the
percentage of African caffees in world
preduction.

»  Higher stimudant effect fromm mbista.
Caffeineis a stimulant for imost consumers,
but too much of it can have undesiratle side
vffects, for example, on the heartbeat rate.
Robusia has a higher caffeine content than
drabica and, with more and more robusta
Leingused in blends, some consaniers reach
thair daily dosc afterfewer servings of coffee,
resulting in lower overall consamption,

> More espiesso equals more robusia,
Jewer beans. Espresso, whicl is in grow-
ing demand, sometimes requires fewer
beans por serving than traditional collee.
Moreover, 1o increase the "kick” from cal-
feine and the spicy 1aste demanded by
SOIME CONSWITIETS, SQMe eSPressos conlain
a considerable amount of robusia.

»  Kising out-of-home consumption. Cafés,
coffee shops, restaurants and canteens
account for a growing percentage of coffee
conswmption, This has created sonie new
consumess, but has also had nwo opposite
effects; When coffee is prepared by proles-
sionals the percentage wasted is smaller
{loss coffee poured into the sink) and over-
all consumption thereby drops. Higher
prices per cup at cafés, cofiee shops and
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restaurants make consumers think twice
before ordering a second or third cup.

»  Competing beverages. The coffecindus-
try is facing tough competition from other
beverages, such as soft drinks and ice tea
consumed by young pecple.

Search for soiutions

Faced with increasing production,
stagnant consumption and a rhree-yeay
recor] siwnp in prices, many players are
looking mto possible solutions. One is
TechnoServe, 3 non-prefit organization
working lo snpport rural busimesses in the
developing woerld. The United States Apency
for Tnternational Development and Procler
& Gammble are among the arganizations
that fund ‘TechnoServe's wori on coffee.
s 20003 report, Business Sofutions o tie
Coffee Crises, preparad with sopport Trom
MeKinsey & Company, collec oipzam zations
and fivms, exainined various possible sod
tions (see rapin, tranked three as holding,
the highest polential o achicve o sustain-
ahle impact:

»  Promote coffee cansmiption in produc-
ing countries and emoiging markets,

» Supporl specialiy collee producers (o
secule kel preminms.

Some market sofutions

» Encourage diversification for marginal
coffee producers without the potential
to supply “specialty” or niche markets,
The World Hank drew conclusicns along,

the samce lines in a detailed Maich 2004

report, Coffee markets: new paradigms

debal supply and demand. When present-
ing the report, the World Bank stated there
is no “silver bullel” to stop the dramatic
decline in world coffee prices. | hey recom-
mend that producers organize themselves
and, willy support from the interuational
cormmiity, find ways to diversify their cot -
fec production or enter a dillorent trade.
These suggestions are valid. But only
sonie ol the many affected producers and
exporiers are likely 10 benefit from them,

Promoting consumgetion

‘The Inlernattonal Cotice Organizaliom
{LCO) and sihers bave initiated generice
promction programnies, including in new
and potential markets such as China and
e Hossian Federation, wheee constimp
Hon a1 capita s very low. Consuimption
is also low In all major coffee poducing,
counlries with a few exceptions, such as
azil and Ethiopia. Promotion campaigig
can be very suceesstul, as in Brozil, which
now consunawes ahmost 40% of its puodue
ton. However, they
are also costly and
time-consuming

anmd can take o
‘ Wigh IR 0 long tme 1o show
. resulls,
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thie overall supply of coffee by eliininating
lower grades.

Specialty coffees

Specialty coffec refers primarily o
high-quality collecs and coffees with an
untisudl background ar story heliind them
- often related 10 sustainability. There is
no univelsally accepted detinition of spe-
cialties, which make up ahaut 104 of total
production.

Collees certified as erganic (produced
without agro-chemicals) comprise abeut
0.7% of world production. Producers have
usually received premimns which more
than compensale the cast of certification,
exita work and {lor some) lower yields,
However, preminims have dyopped inrrecent
yoars, as the supply has prown.

Fair (rade certified coffees make up
about 0,39 of world production. Many of
them are alsa certified organic, Fair tradeis
as0c1al schetne involving Jlabelling, which
AUATIICES aowininm of 0SS 1.206 per b,
FOB (free on boal) Tor coffess currently
traded at around UsS 0.70 per 1h,

Organic certitied and fair-trade conti-
ficd cottees are high profile examples ot
specialty coffees, yet combined they iake
upjust wiler 1% ofthe market, Production
andl sale are gravving, hul even if doubled or
(ripleddin g number of years o novy, these
niches wiall stll he relatively small,

Diversifying production

Diversification ca bedilticult, Green cof
fee bas a longy shelf [ife, andin <otne terring
thore wne few alternatives tor crops. Also,
prices are low tor many other agricultural
procinee, some of which vompete with sub
sidivzed products in developod conntiies.

Al The same time, cultural artach -
ments 1o growing colfee dare very shrang,
Eapectations are usually that prices will
rise o1e day, which is similar to attitudes of
farmers in Furope and the United Sates.

Making decisions with [TC

Colfee producers and exporlers need
to optirnize their day to day business and
make major decisions for their fulure,

lssoe /04 Inemational Trade Forum




ITC helps trade policy- and decision-
makers who are censidering moving into
specialty colfee, pramnting consumiplion or
diversifying praduction. ITC also pravides
assistance lo improve the competitiveness
of those staying in the business, It works
through country-specific projects or
projects thal enefit all producing countries,
The examples below illustrate the diversity
of ITC's suppoar: to the calfee sector:

»  TheCGourmet Coffee Praject (1995-2C00;
in Brazil, Burundi, Ethiopia, Papua New
Guinea and Uganrda developed exports of
qualily coffees with o poteraial for higher
prices. [n cooperaticn with the ICO and the
CommonFund for Commoedilies, the projec
tested many new methods of producing,

Three large producers

Coflee is produced in more than 50
countries. Annual production (110 mil-
lion 60 kg bags, or 6-7 million tonnes)

duction from around 500,000 bags in 1986
to about 12 million bags yearly since 2000
— around 11% of world supply. Almost all

pracessing and markeling gourme! cof
fecs. it ivcluded e werlds first Internet
coffee auction which tank place in Brazil
in 1999 and led 1o the Cup of Excellence”
compelilion and auctien programme
(http:/fwww.cupofexcallenze.org), now used
i1l severdl countries.

and export value (US$ 5-6 billian) are

both twice thal of
¢cooa and tea.

Three countries,
Brazil, Colombia and
Yiet Nam, account [or
almost 60% of world

Annual averape coffee production
2000-2003 n milon £0 kg dags
Aralsca

cofiee from Viet Nam is robusta.

ftomista Tonat

) ; ; Brazil 29 7 36 |
> Coffee — An exporter's guide (2002-2003) production. Latin :
provides information and practical aldvice American countries | Gofombia 12 & R f
o optimize trace practices 4t all stages in combined account | Mexko 5 = 5
producing countrics. The 330-page gude for 63%. Guatemat 4
focuses on mainstream coffee (90% of the Brazil currently iploran -
tricle] with some coverageof specially niches supplies about & third | gwhers, Latin America 12 1 13
such as o.ganic and lair-trace production, of world production :
Aimed at coffee axporters, the guide is also but the proportion bas Latin America 62 8 0 63%
o' interest 1o voftee producers, colfes autliori- varied signilicantly | Ethiopia 4 - 4
ties, importers, banks, customs autherities over the years: 48% P~
5 ) . y voir -

and shipping compaunies, in 1852; 75% in 1900; Eta hvolre : 2

[t revicws coffee trade contracts, lopis- 19% in 1964, jumping | Yganda = 3 3
ti‘cs‘insuran('e-,arbitmtfcm,t'u‘lure-_:..ma.rk?ls, Eo 46% a year rat«_er Others, Africa 3 9 5
risk management ard hedging, financing in 1965; and 25% in :
and coliee qualily control, as well as eler- 1993. Brazil has acost | Alrica # 15 13%
tronic commerce, at;!vamagﬂ dueto high | viet Nam = 12 2
> The Ethiopia Coffee Quality Project efficiency, forexample, it i 5
{2003-20C6) aims to improve ghality, con- through automalic har- ity 3
sistency and traceability of different coffees, vesting and irrigation. | India 2 5
tomeet market demands. ITC provides sup- Frost and drought have Others, Asia/Pacific 1 2 3
port to cupping laboratories, training and been the main causes
markeling activities. for fluctuations in pro- | Asia/Pagific 4 22 26 4%
> Ir:fmcji:m’t;_t)ffée web site, the first of itz ductiog, vj'ilh a corre | wordtotal 7 28 m
Kind i1 the colfee sector, will host a panel sponding influence on
of experts to ofter tailo-made answers, in world prices. L 65% 3% 100%

three languages, 1o questions from Liw cot-
fee industry in developing countries (from
late 2004).
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Yiel Nam entered
the scene in the late
1980s. It increased pro-

Sowrca: [iata ks promarily Fom [TC's Qo —- A eoriers maee 2nd] the 00, Pouies
arerourced |oshow masprices and trends n recer years iiter Tian Sxals. "~ moars

less than 0.5 millnn 50 kg bage
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Consumer aroliles

_ United Slates 19

| Canada q
Germany 1
France 6
lhaly 5
United Kingdom 2
Nordic countries 4
Japan 7
Russian Federalion 2
Braizil 14

* Py for couniries with hign rgarts of isrks e estimaes,

Ka. per capita
2001-2002

Arabica/robusta
ratio

76/24 40
75/25° 47
76/24 6.7
50/50" 54
56/44 54 |
50/50" 22
96/4 93
73/2% 32
35/65° 06 |
65/35 40 1

"Wortc countres” refed lo Denmark, Finand, Velerd, Norvay and Swedsn, vdhicnhave aboot 20 millor ihafatants combbined

wilh vy samilar prodiles for oclfee consuamption,

Colombia also produces about 12 million
bags per year, all of it arabica.

Consumer profiles vary

The Nordic counlries have the world's
highest coffee consumption per capita with
close to 10 kg per year, almost all of it being
arabica. The United States is the world's
largest market, but the annual per capita
consumption is much lower. It has dropped
during the last 30 to 40 years from about 7
kgto4 kg. Tt is noteworthy that Brazil is the
second largest markel in the world and has
a per capita consumplion as high as that of
the United States.

But coffee is not just coffee! Robusta
makes np around 24% of cormsumption in
the United States and Germany — up from
around 13% in 1990, In soime couniries
robusta now makes up 50% or more of
consumption,

The meaning of “coffee
mcell

The price for coffee is usually expressed
inUS$ per pound (1b.), FOB (free on board}

The magane of the Intematianal Trade Cente

as agreed between an exporier and an
irnporter. The dominating benchmark is the
price of the “C"” contract for a well-defined
minimurn-gualirty arabica coffee traded at
the New York Board of Trade (NYBOT).

Other common references are the price
for standard robusta coffee contracts traded
at the London International Financial and
Futures and Options Exchange (LIFFE})
and the [nternational Coffee Organization
(ICO} composite indicator price based on
a basket of four types of coffee calculated
by the 1CO.

Coftfee prices varied significantly in the
1990s, bul the price forthe "C" contract was,
on average, twice the level of today’s price.
On 29 April 2004, the {hree benchimark
prices were:

» NYBOT -— 70,10 US cents/I, FOB (arahica)

» UFFE —3275US cents/M, FOB (robusta)

> 100 — 58.18UScents/D. FOB (baskel of o
coflees)

For several years, fair-trade organizations
have used US$ 1.26 per Jb, as the minimum
price for the arabica quality currently traded
ataround US$ 0.70. Farmers/producers are
typically paid about 60% to 70% of the FOB
price. The percentage depends on several

factors, including the ownership of process-
ing facilities, services provided by others
and government policies.

Standard contracts and
futures markets

Mast of the international trade of cof-
fee is based on standard contracts from
the European Coflee Federation [ECF) or
the Green Coffee Association (GCA) in the
Uuited States. Seller and buyer must agrce
on guantity, quality, packing, shipment,
price and payment conditions. Parallel to
this physical market is the futures market,
also known as the commaodity exchange or
tenninal market.

The primary purpose of the futures
market is 10 transfer the price risk of a
commodity from those who do not want
to accepl it (the above-mentioned sellers
and buyers of coffee — “hedgers”) 1o those
who do accept the risk against a premium
(“speculators™).

The main futures markets for coffee are
NYBOT, which is the parent company of the
Coffee, Sugar and Cocoa Exchange (CSCE)
for arabica coffee and LIFFE for robusta,
Smaller futures mackets forcotfee are found
in Brazil, France, India and Japan.

Trading houses and roasters

Five international coffee trading
houses cover about 40% of Lhe total vol-
ume of green coffee imports worldwide
(in alphabetical order): Dreyfus (France):
EDF Man/Mercon (UK); Esteve (Brazil);
Neumann (Germany); and VOLCAFE
(Switzerland).

Ten roasters accournt for 60% (o 65%
of all sales of processed coffee, most of it
sold under brand names. The four largest
groups are (in alphabetical order): Kraft
Foods (USA); Nestlé (Switzerland); Procter
& Gambile (USA); Sara Lee/DE (USA/The
Netherlands). »

For more information, contact Morten Scholer,
TC Senicr Marka! Develropment Adviser, al
scholer@intracen.ong
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