@ E B 3755/00

International Coffee Organization 29 August 2000
Organizaciéon Internacional del Café ST ench
Organizacdo Internacional do Café Ol’lglnd. Fr

Organisation Internationale du Café

Study
Executive Board/ Risk management for
Internationa Coffee Council coffee pricefluctuations
25 - 28 September 2000
London, England
Background
1 Like many other commodity markets, the structure of the world coffee market has

undergone radica change with the virtud disgppearance of supply and demand intervention
mechanisms.  On the domedtic market, too, marketing regulation and control mechanisms
have been scrgpped under programmes for the structurd adjustment of internationd financia
organizations, exposng smdl-scde growers in many exporting countries to fluctuations in
their product’s sdling prices. Price fluctuations make the poor in rurd areass even poorer as
these amdll-scale growers are unable to plan ahead and decide how to alocate their resources.

2. Producers in developing countries are therefore being increasingly encouraged to use
price risk management srategies based on free market mechanisms. Research and projects
on these drategies are being carried out by international organizations such as UNCTAD and
the World Bank. The Internationd Coffee Organization, which is also following these
discussons, has presented this study to keep its Members abreast of developments in this
aea The sudy andyses price risk management tools and ther utilization in exporting
countries by players in the coffee chain such as growers and their cooperatives.

Action

The Executive Board is requested to take note of this study.



Introduction

1. This document is an update of the previous study on risk management for coffee price
fluctuations (document WP-Board No. 856/98). The report draws on two mgor programmes.
the World Bank project to develop new approaches to commodity price risk management in
developing countries and research by the UNCTAD expert group on risk management linked
to commodities in developing countries’.  This report will summarize the scope and
limitations of the financid management tools for risks associated with coffee prices which
players in the chan could make use of, paticulaly coffee producers in exporting countries.
In other words, it is important to know how to make price risk management accessible to
gmdl-scale coffee growers.

2. For more than a decade the dructure of the mgority of the world's commodity
markets has been undergoing radicad change with the virtua disappearance of supply and
demand intervertion mechaniams. At the nationd levd, too, marketing sysems largey
based on the principle of sabilization controlled by public bodies have been scrapped. In
most exporting countries, paticularly those in Africa, the sysem condgted in giving each
player in the chain a role in improving the product. These public sabilization bodies had
three ams. commercid, socid and financid. Commercidly, they controlled the buying and
sling of coffee on the international market. Socidly, they guaranteed the purchase of crops
in dl production areas and the stability of prices fixed a the beginning of the crop year and
paid to producers irrespective of the fluctuations of the world market. Financidly, they had
to manage the reserve funds needed for dabilization, which were in fact used for public
sector investment and debt repayment. The dabilization sysem enabled some States to
guarantee cgpitd invetment in the chains in question, giving the exporting country the role
of a famer-State. This dtabilization mechaniam conssted not only of a system for ploughing
back funds in profitable periods but dso of a support sysem when world prices were no
longer able to ensure guaranteed prices. In this sysem a recurring drop in the guaranteed
purchase price was inconceivable for socio-political reasons.  Governments had aways
maintained that agood price was a stable price.

3. These mechanisms for Sabilizing domegtic prices, when viable, provided the sector in
question with a safety net againgt sudden drops in price. They were dso criticized, however,
for not having heped producers to maximize ther crops, and faled to survive the sructurd
adiugment programmes implemented by internationd finencid inditutions in many
exporting countries.  Predictably, prices for producers became even more undable, reflecting

1 At the eighth session of the United Nations Conference on Trade and Development held in February 1992,
gover nments recognized the importance of studying new solutions to reduce to a minimum risks associated with
the instability of commodity markets. Technical assistance to devel oping countries was deemed necessary for
the use of financial tools to manage price risks. The programme “ Trainfortrade” was therefore launched to
bring this technical assistance to playersin developing countries.



the flow of supplies on the world market. These countries now have to redouble their efforts
to adapt to the changing and ungable economic environment. Expertise in new risk
management techniques would therefore help to boost sales. Research in this fidd has gone
from strength to strength over the last decade or so. The UNCTAD darted severa years ago
to look a commodity risk management through studies and seminars to teach producing
countries to guard againg the risk of ungable prices. More recently, the World Bank
launched a programme for cregting and implementing projects using price risk management
tools in commodity-exporting countries. This programme was caried out by the
Internationa Task Force studying commodity risk management in developing countries.

PRICE RISK MANAGEMENT TOOLS

4, Forward contracts, futures contracts and options contracts are among the main risk
management tools for price fluctuations. Options contracts seem to be the experts firg
choice for utilization by producers or their cooperativesin developing countries.

A. Forward contracts

5. A coffee forward contract is an agreement to buy or sdl a given amount of coffee on a
specified date in the future a a predetermined price. Delivery and payment take place on a
specified date. The advantage of this contract is that the prices are predetermined and remain
fixed for the buyer and sdler. The risk associated with this dtrategy is that one of the parties
to the contract makes a loss or loss of profits depending on the product’s price trend. If the
current price (on the contract's maturing date) is higher than the predetermined price in the
contract, the buyer makes a profit on the transaction and the seller makes a loss. Conversdly,
if the current price is lower than the forward contract price, the sdller makes a profit and the
buyer makes a loss. If this drategy is used successfully, the exporting country will redize a
premium on a futures podtion and will aso be able to forecast its export earnings. The
exporting country may also earn interest on the volume sold if the sale proceeds are invested
in financd ingruments. The disadvantage is that, dthough producers benefit from a
guaranteed minimum price (contract price), they lose any profits linked to any price increase.

6. This sdling drategy in various forms is used in many countries, particularly countries
whose marketing sysems ae controlled by State monopoly. With the liberdization of
marketing systems, however, this type of contract is now very high-risk in many exporting
countries, especidly those which no longer have dabilization funds or marketing boards
guaranteeing a successful operation.



B. Futures contracts

7. The coffee futures contract is a properly regulated and standardized paper contract for
a specific quantity of coffee (for example, 5 tonnes for the Robusta futures contract in
London) of a given qudity, the date and place of deivery being specified. In contrast to the
forward contract, the futures contract need not involve the ddivery of the physica product in
order to honour the agreement. The futures contract is negotiated daly on the futures
markets. The futures market is a financid inditution for buying and sdling futures contracts
over periods ranging from 3 to 18 months. Futures markets offer three types of operations
hedging, speculation and arbitration. Hedging a coffee podtion condgts in safeguarding
agang the risk of price variaions by adopting a futures market postion that counterbaances
the exiging pogtion. Futures hedging does not guarantee totd eimination of a price risk
dthough it does lessen it and provides protection aganst market uncertainty.  Speculation
condsts in accepting the price risk by taking the podtion on the paper contract that the
investor wishes to offload. Arbitration operations condst in taking smultaneous buying and
sling pogtions for different places or dates. The idea behind arbitration operations is to
benefit from changes in the reationship governing the prices of these contracts. The costs
involved in a futures market operation cover the transaction commission, the depost, and any
margin cals (in the event of an unfavourable change in price).

8. The hedging strategy on futures markets is of little interest for a producer as he has to
st his price a the time of hedging and forego any profits if prices should rise. This badcdly
means that he has to speculate on prices going down. If a producer wants to get round this
drawback linked to hedging strategies with fixed contracts, he can look at an options strategy.

C. Premium operations or options contracts

0. Hedging strategies based on options appear to meet the needs of producers or
producers cooperatives in exporting countries. The option is a risk management instrument
that protects agang negative price movements while gill offering the possbility of
benefiting from a favourable change in price. In other words, an option corresponds to the
right, but not the obligation, to buy or sdl a given quantity of coffee (physica contract or
paper contract) a a specified price, the “srike pricg’, over a gpecified period or on a
oecified date. The price pad for buying an option is the premium. The option to buy is
termed a cal option, and the option to sdl is caled a put option. It is only the purchaser of
the option who is entitled to exercise or refran from exercisng this right, which the sdler of
the option has to accept. Until expiry d the options contract the buyer of the put option can
exercise his right if the market price is lower than the Strike price of the options contract. The
buyer of the cal option exercises his right only if the market price is higher than the drike
price. Table 1 below shows the fixed contracts and options on the LIFFE after trading on
21 August 2000.



Tablel: Coffeefuturesand optionscontracts, LIFFE

Price Strikeprice Call option premium Put option premium

Futurescontract | (US$/tonne) (US$/tonne) (US$H/tonne) (US$/tonne)
November March November  March

September 2000 779 750 69 122 20 A

November 2000 799 800 42 92 43 54

January 2001 815 850 22 63 73 80

March 2001 838

May 2001 860

July 2001 832

10. A smple example of an options drategy would be the following scenario: in August
2000 a cooperative of coffee producers planning to market its production from January 2001
decides to protect itself againgt a price drop. When the decison is taken, the forward contract
(September 2000) is quoted a US$779 a tonne and the January 2001 futures contract is worth
US$815 a tonne on the LIFFE. The gtrike price of the put option is US$800 a tonne with a
premium equivaent to US$H40. If in January 2001 the market price actudly drops, the
cooperative will exercise its options right and sdll its product at US$800 a tonne less a US$H40
premium, i.e. & US$760. If the market price rises, the cooperative will sdl its product a an
unlimited profit depending on whether the increase is consderably higher than the amount
paid for the premium. If, for example, the market price in January 2001 is US$900 a tonne,
the cooperative will receive US$860 on the sde. By buying put contracts, the producer
acquires the right to take advantage of a floor price, which is an atractive prospect if the
market prices go down, and at the same time can maintain a pogition that isopento arise.

11.  The disadvantage of this dtractive approach is the cost. The premium paid for the put
contract can be expensve paticularly for fixing a drike price reatively close to the market
price (especidly if it is higher than the market price). In fact, the higher the dtrike price, the
higher the put option premium. The put or cdl option premium is dependent on four mgor
factors:

- the price of the product underlying this operation, i.e. the spot price for coffee
on the market;

- the option’s Strike price;

- the duration of the option; and

- the volatility of the market.



. SCOPE AND LIMITATIONS OF PRICE RISK MANAGEMENT TOOLS
FOR COFFEE CHAIN PLAYERSIN EXPORTING COUNTRIES

12.  The financid indruments that have been developed are very useful for players in
developing commodity-producing countries. This way of managing risks associaed with
price variations can offer a number of advantages to players in the coffee chain in exporting
countries. The private sector in the coffee economy of developing countries condsts mainly
of locd coffee growers, buyers and exporters.  With the liberaization of the coffee chains the
private sector has become more prominent in a number of exporting countries traditiondly
controlled by State monopolies.  Competition between players in the chain has increased with
the liberdization of the domedic and foreign marketing sysem. The players need
management tools to cope with market pressures. These tools will help loca buyers and
exporters to protect ther profit margins agang price fluctuations, thereby enabling them to
agree relatively high buying prices with the producers. If the tools are not available, buyers
and exporters will be forced to sat high margins on prices paid to growers to offset negative
fluctuations in internationd prices. Ancther condderdation is that the use of risk management
tools gives exporters a degree of flexibility in their srategy for supplying the world market.
Exporters will therefore protect the value of their coffee stocks in order to regulate the market
supply, thereby preventing a drop in prices caused by large releases.

13. Given the range of players in a coffee chain in exporting countries, risk management
tools could be used a severd levels. Producers or their cooperatives will guarantee their
prices by going to their loca banks or cdling on a broker who will sdl tem options. The
local banks or the brokers will act both as advisars and information agents for the
cooperatives. Loca buyers and exporters can dso take pat in these transactions, ether
directly by going to brokers, or indirectly by going to loca banks with the necessary
competence and expertise.  In the case of the public sector, public or semi-public bodies
which used to act as marketing boards or caisses de stabilisation could consder the role of
risk manager. They would in this way andyse and measure market risks and collect useful
data for managing those risks and for asssting players in the private sector such as producers
or producers cooperatives. They could then act as transaction facilitators on behdf of
producers or their cooperatives.

14.  The advantages of risk management tools gpply theoreticdly to dl bodies (public and
semi-public  sector, marketing boards and caisses de stabilisation, private companies,
growers cooperatives or farmers, etc). These advantages should not detract from the
difficulties faced by players in the agriculturd chain in developing countries. These modern
tools are not a cure-dl as they do not help to stabilize the world coffee market or reverse the
downward trend of prices. They do, however, a least help players to cope with a market that
is dready ungtable and thereby adgpt to the ingtability of the market. Coffee producers or
their cooperaives, manufacturers and traders in developing countries have little occasion to
use these modern risk management and financing tools. Even if they ae aware of thar



exigence and potentid advantages, they encounter severd difficulties in accessng the
markets. A number of steps are necessary before these price risk management programmes
in exporting countries can be successful in helping to reduce poverty in rurd aress the
consolidation of the inditutiond framework, the implementation of training, information and
awareness programmes and the development of the domestic marketing system.

Consolidation of the institutional framework

15. Veay few exporting countries, especidly in Africa have wel sructured producer
cooperdives or sufficient financia capacity to be sdf-managing. Apart from a few countries
with a wedth of experience of cooperative movements in rurd areas, most of the existing
cooperatives are deficient and in need of support. The risk management programme therefore
needs to be backed up by specia measures for the cooperatives. Countries with mature
producer cooperative movements, particularly in Lain America, could share their experience.
There is a lot to be leant from the experience of Guatemaa and Mexico. In respect of
financid inditutions, virtudly none of the loca banks in deveoping countries have any
experience of commodity financing and are thus unable to advise ther dients on the latest
risk management tools and techniques. An exception to this is the experience of a regiond
bank, the PTA-Bank?®, which, in collaboration with Commodity Risk Management SA.,
Cagill and Smith Barney, has launched a price risk management tool called PGC (Price
Guarantee Contract) for players in the agriculturd and oil chans of East Africa  This
experience is worth bearing in mind so that it can be improved on and extended to other
exporting countries in order to keep the cost of risk management tools down.

Training, information and awareness programme

16. Many players in the private sector who ae now active in commodity chans in
exporting countries have very little experience of international trade. Their knowledge and
undersanding of commodity risk management methods and financing are therefore limited.
Traning programmes and seminars must be set up to show how these tools are to be used
effectivdly. Potentid users of the markets, companies senior management and government
officids often have very little experience of the functiondity and use of commodity price risk
management tools. It would be desrable for international aid bodies to fund specific training
programmes for players in the chan to learn about the techniques of udng price risk
management tools.

2 Cf. PTA-Bank, Eastern and Southern African Trade and Devel opment Bank, Nairobi, Kenya.



Development of the domestic marketing system

17. A aitéble framework in which maketing can be organized efficently and
trangparently is needed before the price fluctuation risk management programme can be
implemented. In particular a warehousng syssem managed by the private sector should be
st up with a system of warehouse receipts acting as guarantees. Marketing could thus be
financed on the bass of a guaranteed warehousing and warehouse receipts sysem. With this
in mind, the International Coffee Organization has crested a project entitled “Development of
the coffee market and drengthening of trading in Eastern and Southern Africa’ which is
financed by the Common Fund for Commodities (CFC). This project could help to lay down
suitable bases for the development of price risk management techniques in exporting
countries.

[1l.  CONCLUSON

18.  State-of-the-art portfolio management involves the use of risk management tools to
reduce risks and improve export earnings.  In many exporting countries much dill remains to
be done in this respect. The inherent complexities of this area make it al the more difficult to
get to grips with these management tools. The success of this programme in rurd aress
depends on there being a wide range of activities to meet the needs of developing countries in
respect of price risk management. The World Bank and UNCTAD play a congderable role
in this regard and are dready carrying out research on and providing advice in these aress.

One of the main recommendations of UNCTAD experts has been that Governments cregte
appropriate conditions for the efficient utilization of modern financid tools by producers or
their cooperatives, traders, processng firms financd inditutions and investors in the
commodities sector. One of these conditions is to increase the capecity of smal-scde
producers so that they can build up their bargaining power.

19. Moreover, transactions in these futures markets $ould aso be protected and regulated
by the rdevant legd, regulatory and inditutional provisons to get round any difficulties
associated with exchange control regulations.  Governments should dso try to ensure that
pricing policy and marketing policy are compatible with the use of risk management tools.



