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Executive Summary

About 17-20 million families - mostly small farmers - in over 50 developing nations produce and sell
coffee. A number of them are facing considerable difficulties because of the dramatic decline in the price
of coffee to 100 year lows in real terms. The destabilizing effect of the price crisis has sparked concern in
some of these countries that have experienced bank failures, public protests, and dramatic falls in export
revenues. This single crop represents more than 20 percent of export earnings for nine developing
countries; it accounts for more than half of all export earnings in four countries. By some estimates,
approximately 100 million people are directly affected economically by the coffee trade.

In recent years structural changes have significantly altered the markets for coffee. A set of new and
emerging paradigms are likely to dictate coffee’s future, and will have permanent effects on the
livelihoods of the millions who depend on it. The consequences of the crisis in each country and region
have been different according to the industry structure of the country concerned. In Central America, for
example, where there are larger farms using higher amounts of additional non-family labor, there has
been high labor displacement, as well as both worsening of poverty levels among small farmers and
default problems in the banking sector. In regions such as Africa the socia costs, particularly for small
farmers, are aso acute and difficulties are aggravated at the national level due to balance of payments
problems and lost revenues.

Coffee has historically been subject to supply/price volatility due mostly to weather shocks. The industry
is now undergoing a structural change in the nature of supply, particularly increases in both the quantity
and quality of Brazil and Vietnamese coffees. Along with Colombia, these three countries now account
for about 61 percent of total production, and in 2002, 55 percent of exports, each one having strengthened
its domination of a different market segment. Increased access to financid and futures markets
particularly in countries such as Brazil, have enabled some producers to better manage risk. This will
have an impact on supply, making it easier to smooth shipments across wide cyclical production swings
that occur particularly in Brazil.

The market oversupply was not entirely unexpected but the depth of its impact has been a shock to most
participants and observers. A combination of policy and market failures left producers without access to
realistic information about developments elsewhere, while policy signas isolated them from the
consequences of expanding production. However, even with good information it is not at al certan
whether many coffee producers would have had the capacity for a suitable response since most have only
limited resources, and very few have viable income alternatives in poor rura areas.

Concurrent with supply changes, there have been structural changes in demand both at the industrial level
and at the consumer level. These changes include increased demand for differentiated and higher value
products, increased demand for soluble coffee, new technology alowing greater fungibility in coffee
supplies, and geographic-generational shifts in the popularity of different types of coffee products. It is
important to understand these changes because in today's free markets there is otherwise little hope of
relieving the considerable damage caused by market failures such as imbalances in the trading chain, and
persistent failure of both private markets (for coffee, credit, and risk) and public institutions to provide
timely and accurate information to producers in order to help them to better manage their supply

Coffee as a commaodity that is priced according to the New York or London exchanges is the dominant
trade paradigm for the coffee industry. However, a growing group of producers and coffee firms are
pursuing strategies that are independent of commodity pricing and the exchanges. Many of these
aternatives include some differentiation of the coffee, usualy by either quality or cultivation processes. A
number of companies in the industry, including some that are household names, are adopting standards or
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developing purchasing criteria that transparently link their buying to positive socio-economic and
environmental effects in developing countries. Such emerging tade paradigms may offer producers
dternative ways to capture the long-term value of sustainability by linking superior prices to
demonstrable advancements in both the quality of the coffee and to more sustainable cultivation and trade
practices.

Roasters have responded to the shift in supply by adapting their technology so as to increase their use of
lower-cost natural arabicas and robustas. They aso introduced greater flexibility in their blends in order
to respond to lower-priced availability athough there is recent anecdotal evidence that this tactic may
have sometimes resulted in a negative consumer response as coffee quality declined. The increasing
concentration of roasters has enabled them to work with lower inventories by pushing increased just n
time logistical demands down to their suppliers. Such demands have favored the largest trading
companies and led to considerable concentration in this part of the supply chain as well.

In recent years the producing countries’ share of the retail value of coffee products has declined as green
coffee prices have fallen. In addition to the problems of market failure described above, two other factors
have contributed significantly to this widening gap. First, the coffee roasting and retail industries have
made considerable profits by developing new products and by taking advantage of various value-adding
activities such as marketing, branding, differentiation, and flavoring. As an example, the recent expansion
of demand for soluble coffee, which is among the most profitable parts of the business, has enabled the
industry to capture increased value from less expensive raw materials such as robusta coffees. Second, the
non-coffee components included in the retail price of coffee such as wages, packaging and marketing
have grown and now represent a much more significant share of the tota price than the actua coffee
itself. A further impact comes from the fact that a number of countries that import coffee earn billions of
dollars annudly in taxes from it. In some of these countries, these taxes aone are approximately
equivaent to the coffee revenue earned by the producing countries.

Producers share however will till be more influenced by changes in the price level of green coffee than
by changes in any other cost component because these costs are unrelated to the price of green coffee.
Green coffee prices are the single most volatile expense incurred in putting roasted coffee on the market
shelf and consequently one of the mgjor determinants of changes in the producing countries' share of the
retail value. Producers ability to capture fair vaue from their output will require that producer
organizations and producer countries act to improve their capabilities and their bargaining position with a
clear understanding of these two factors as well as of the structural changes and the market failures
mentioned above.

The demand picture has become complex with sow or stagnant overal growth in the traditional major
importing countries, while promising segments within these markets are experiencing strong demand.
These include high-quality and differentiated coffees as well as novel forms of soluble coffee. At the
same time, there is increasing preferences for espresso style coffees in many markets that do not depend
as much on the flavor profiles of many high-quality washed arabica coffees. These shifts, and the strong
competitive response of the largest producers, particularly Brazil, are reducing the demand for certain
types and origins of coffee, leaving the worst affected countries with large social and economic costs.

Many of these countries are seeking new strategies and ways to redefine their market position away from
a commodity trading system that they increasingly perceive as onerous and partly responsible for the loss
of share of market value as described above. Differentiation is a popular consideration, but one which
would probably provide only a partia answer for the near term while other answers are needed for the
majority of coffee producers.

Differentiation by producers requires them to distinguish their products because of distinct origin, defined
processes, or exceptiona characteristics such as superior taste or few defects. They consist of various
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types of coffees that can be traded through more lucrative channels than the typical industrial grades that
flow in the undifferentiated commodity channels and include:

1. Geographic Indications of Origin (appellations)
Gourmet and Specialty

Organic

Fair Trade

Eco-friendly or shade grown

Other certified coffees

While these differentiated segments can provide some producers with competitive advantages and added
value, they are not necessarily easy to access and are till relatively small. Nevertheless, they are
important because of their growth rates and therr potentia to provide better social, economic, or
environmental benefits for farmers. Although much of the coffee industry feds that premiums paid to
growers for differentiated coffees are reasonable, it may be prudent to de-emphasize price premiums as a
reason for entering these markets since it is quite plausible, in some cases at least, that these premiums
will diminish. These markets should not however be discounted, because they can often have a
considerable impact on the income of farmers. Besides pemiums, there are several other convincing
arguments for fostering the differentiated segments, particularly those certified as organic, fair trade, or
eco-friendly because of their positive externalitiesin the field such as:

o g~ WD

1. Increased use of rura labor and organizationa development

Crop diversification and reduced input costs minimize financial risk
Better natural resource management and biodiversity conservation
Reduced risk due to improved drought and erosion resistance

a &~ WD

Crop resilience to adverse weather
6. Fewer hedth risks due to potential mishandling of agrochemicals

Currently the differentiated markets import roughly 6-8 million bags of green coffee representing about 9
12 percent of the total, and a somewhat larger percentage of profits, to the developed markets in North
America, Western Europe, and Japan. Some of the extra value of these coffees is created and captured in
consuming countries. To the extent that some of this higher vaue is kept by producers for their
differentiation, these markets are breaking the pattern of a declining producer share of revenue.

Because many producers are showing strong interest in these coffees, aword of caution is warranted. As
more of these coffees come onto the market, the ensuing saturation could significantly diminish their
prices. These markets are still small and even small changes in supply and demand can impact prices.
However, most of the major coffee companies are instituting increased requirements for sustainable
growing practices that will require further adoption and certification of these practices. Severa very large
buyers that are now testing the market with these products claim that there is a limited supply if they
should decide to make a stronger commitment.

As markets for differentiated coffees grow there is an increasing need for consumers to understand the
sometimes complex verification or certification processes that apply to the standards-oriented coffees
such as organic, fair-trade, eco-friendly, Utz Kapeh and those using Geographic Indicators of Origin. The
legitimacy of third party certification is a vital market mechanism that can prevent indiscriminate use of
these terms. The alternative may be aloss of consumer confidence that would cost the entire industry by
damaging one of ts few fast-growing segments. Perhaps more importantly, failure to improve clarity
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about these standards and to support third party verification could aso damage one of the few niches
where small coffee producers have a chance to be competitive in a lucrative global trade. This is
particularly important as various organizations, including corporations, are developing their own
independent sustainability principles and standards.

Differentiated coffees are not a panacea and industry surveys indicate that two other factors are equaly or
perhaps more important to be competitive in today's coffee markets: quality and consistency. The high
value placed on consistency underscores the industry's preference for steady and predictable quality given
the costs and risks of sourcing from new suppliers. This critical competitive factor has severa
implications, particularly for smaller suppliers, regarding the need to improve basic business practices as
well as agronomic practices in their cooperatives and organizatiors.

Another solution that is often proposed for the coffee crisis is the diversification of some farmers away
from a strong dependence on coffee. Although this can be conceptualy sensible, there are very few
aternatives that either come close to coffee's valuable characteristics such as its marketability and long
shelf-life, especially for remote rural areas, or which present redistic dternatives for the terrains in which
coffee is currently grown. Trade protectionism in developed country markets and in particular their
continued high levels of subsidy for their own farmers pose additional obstacles to diversification into
higher value or processed products thereby leaving producers with limited access to these markets.
Consequently, other answers are needed for many coffee producers.

Global coffee consumption has shown noticeable regiona differences. North America and Japan are
growing sowly. Northern European consumption, particularly in Germany is stagnant, but in southern
Europe, there are some increases. Emerging markets in Asia, Eastern Europe and the former Soviet Union
that are not traditional coffee consumers are posting rapid growth in consumption. However this is
primarily for inexpensive soluble coffees although tastes are evolving toward improved quality and novel
characteristics such as pre-mixed cappuccino. Soluble is an important key to developing these
traditionally tea drinking markets since most consumers are unfamiliar with coffee brewing methods and
paraphernalia and less able to afford these.

Consumption has been mixed in producing countries but is typically low, and Brazil, now the world's
second-largest consumer, still sets the benchmark for increasing domestic consumption. Its concerted
approach to improving labeling, consumer perception, and quality while using effective market
segmentation poses lessons that are relevant for other countries wanting to expand consumption.

Given the long-term historic cycles, it is highly likely that supply will eventually align more closdly to
market demand for a period and that prices will somewhat recover. While conditions for producers will
certainly improve as that happens, it will not signal an end to their problems, as the economic causes of
these cycles suggest that they are likely to continue to repeat themselves regardless of the actual levels at
which supply and demand would actually converge. Price recovery then, given the inherently cyclica
nature of current coffee markets, is likey to be only temporary while other issues of socid,
environmental, and economic sustainability will remain. Other emerging trends will aso have a
significant effect on their future competitiveness and sustainability. Structural changes in the ability to
manage and finance supplies and the reduction of the historically high weather related risk lowers the
likely frequency with which prices might return to the previously reached highs.

The structural changesin the global coffee industry over the past few years will have a powerful influence
on the nature of these markets. This influence could be as important as the cyclical, often weather-related,
shifts in supply and demand that have considerably influenced the coffee market in the past. In order to
thrive in this new business environment, coffee producers must understand the characteristics and the
nature of these structural changes. Their governments must be more agile in creating favorable business
environments to alow them to successfully adapt to the new demands of the marketplace and to help
them potentially shape it. In the current situation of liberalized markets and decreasing state support for
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agriculture it will be increasingly incumbent upon producer and trade organizations to provide necessary
services. Fostering the necessary research, extension, risk management, diversification, and marketing
will al require dedicated long-term programs to strengthen and train such organizations. As agriculture
increasingly takes on industrial characteristics these organizations will also need to establish closer
relationships and direct linkages with buyers and roasters in order to adequately respond to market
demand and form integrated value chains that help to assure the sustainability of each member.
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