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MMTKS AND DEFIMITIOUS

-Dollars are United States dollars unless otherwise specified.
-All tons refer to metric tons (1,000 kilograms) unless otherwise noted.

Abbreviations and Sybols

TOs = metric tons LB = pounds
CU = cubic meters KG = kilogras
NTOK = millions of tons of oil equivalent
MA = not available ..1-J = no data

= least squares growth rate for the said period is not
meaningful due to the shortness of the time period for which
data are available, or due to rapid growth from a low base.

Economic Classifications

Industrial Countries*

North America...includes Canada, United States.

EEC-10...includes Belgium-Luxembourg, Denmark, France, Federal Republic of
Germany, Ireland, Italy, Netherlands, Spain, United Kingdom.

Other Western Europe...includes Austria, Finland, Iceland, Liechtenstein,
Norway, Sweden, Switzerland.

Asia and Oceania... includes Japan, Australia, New Zealand.

Centrally PlAnned Econowies

USSR

Eastern Europe...includes Albania, Bulgaria, Czechoslovakia, German Democratic
Republic, Hungary, Poland, Romania.

Developing Countries

Southern Europe...includes Cyprus, Greece, Israel, Malta, Portugal,
Yugoslavia, Turkey.

Africa...includes South Africa.

Latin America and the Caribbean...includes Cuba.

Oceania...excludes Australia and New Zealand.

Asia...excludes Japan; includes China (which includes Taiwan, China, except
where specifically noted), Democratic Kampuchea, People's Democratic Republic
of Korea, Lao People's Democratic Republic, Mongolia, Viet Nam.

* Also includes American Samoa, Guam, Pacific Islands, Puerto Rico, US
Virgin Islands with North America; Bermuda, Channel Islands, Faeroe
Islands, Falkland Islands, French Guiana, French Polynesia, Gibraltar,
Greenland, Isle of Man, Martinique, New Caledonia, Reunion with EEC-10.
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Sumary

1. Prospects for the world coffee economy depend critically on
developments in the International Coffee Agreement (ICA), on exchange rate
policies, and on productivity growth in major coffee-growing countries. In
particular, Brazil (the major producer) is likely to continue to play an
extremely important role in determining the future path of coffee prices.

2. After prolonged negotiations, the ICA export quota regime was re-
introduced in October 1987. The reintroduction basically resulted from the
strong determination of both producing and consuming ICA member countries to
keep world coffee trade under a controlled system. Given such determination,
for the base case projections it is assumed that the ICA export quota system
will continue to operate through the year 2000. It is further assumed that
the global quotas will increase at a rate of about 1.5% p.a. for the period
1989-2000, which approximates the projected demand growth rate of the total
import demand of the importing ICA members--who at present account for more
than 85Z of world net imports. An import growth trend of this magnitude
should keep world coffee prices 1/ in the range USC195-215/kg in 1985 prices--
leaving aside price peaks resulting from natural disasters.

3. Imports by countries which are not members of the ICA (the nonquota
market) is expected to increase at about 2.6% p.a. However, competition
between sellers in this market is expected to be severe.

4. During the forecast period, there is a high probability of Brazil
experiencing low production in some years due to abnormal weather. When such
production declines occur, world prices will increase sharply, and the quota
system may be suspended temporarily. But because Brazil is expected to
produce on the average as high as 35 million bags a year during the 1990s, any
such increase in prices will be short-lived.

5. According to results coming from the World Bank's recently revised
global coffee model, world production could easily be increased to satisfy
world demand if prices are in the region of USC195-215/kg in terms of 1985
constant dollars. This result is due partly to the competitive exchange rate
policies taken by the three largest coffee producers: Brazil, Colombia, and
Indonesia. These three countries have devalued their currencies in real terms
by about 35% in the last five years. As a result, they have been able to
maintain or increase their coffee production even as world prices in real
terms (nominal prices deflated by MUV) have declined by more than 30% in the
last five years. Not all exporting ICA member countries, however, will be
able to increase exports by 1.5% p.a. El Salvador, Honduras, Guatemala,
Haiti, Dominican RepubLic, Nicaragua, Peru, Venezuela, Cote d'Ivoire,

1/ World coffee prices here refer to the ICA "Other Milds" Indicator Price,
unless specified otherwise.
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Ethiopia, Madagascar, and Angola could find their production stagnating and
could experience difficulty in fulfilling their export quotas.

6. Besides real exchange rate movements, productivity growth will have a
very important role in determining the production path of each producing
country. Lack of productivity improvement has been an important reason for
the stagnant production experienced in many African countries. Unless
measures are taken to address this problem, their market shares and inCome
terms of trade are likely to decline.

7. An important policy issue facing many producing countries is whether
to support the continuation of an international export quota agreement. This
is an important question for many African countries which have been losing
their shares of the world coffee market over the past two decades. If the
Agreement continues (an assumption made in the base case projection) they will
have little opportunity to expand their shares at the expense of others. On
the other hand, for those countries heavily dependent on coffee exports, they
face the prospect of export revenues increasing at 2% p.a. or iess--hardly the
basis for a take-off of economic growth.

8. Judging from some issues teing discussed amorg the ICA member
=ountries, a ne agreement may not come into effect after September 1989.
Consuming countt.es, especially the United States, are quite dissatisfied with
the sales to tht nonquota market countries at large discounts and the current
quota allocatiols among various types of coffee. If the quota system is
discontinued af er October l189, the world coffee market would be quite
different from tiat seen in terms of the base case projections.

9. Simulation results of the new econometric model show that world
prices would be about 30% lower in 1990 and 10-20% lower for the following
three to four years if the quotas are suspended, compared with the base case
projections. In such a situation export revenues of efficient producers such
as Brazil, Colombia, and Indonesia would be expected not to decline very much
because these countries would be able to increase export volume. However,
many countries in Central America and Africa would be likely to experience
sharp declines in export revenues as both export volumes and prices would
decline. These countries would need to consider adjustment of macroeconomic
policies, including real exchange rates, to cope with such a situation.

Recent Developments in the World Coffee Market

10. The world coffee market was subject to a substantial shock when
Brazil's production fell sharply in 1986 after a prolonged drought in 1985.
This caused a sharp rise in coffee prices in late 1985 and early 1986. After
peaking in March 1986 at 'ISc529/kg, prices fell steadily until July 1987 when
they hit USU204ikg. T ICA export quota system was suspended during the
price boom. ICA members were unsuccessful in reimplementing the quota system
before October 1987 due to disagreement among them over the question of quota
distribution among the exporting members. The flexibility and objectivity of
the distribution of export quotas became r major issue.
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11. Dur.ng the extended discussions among ICA members in 1987, it became
clear that there were a number of exporting member countries, as well as
several importing memoer countries, that were not happy with the way the
Agreement had operated since 1980. The discussions revealed, however, that
although many meirber countries were dissatisfied, there was a very strong will
to conf:i^ e the Agreement.

12. Anot;;er important development has been the changes in real exchange
rates which have taken place in many cofUee-producing countries over the last
five years (see able 1). Notably, the currencies of the world's three
largest cotree-produciro countries--Brazil, Colombia, ai.d Indonesia--have
depreciated more than 30_ in real terms, which has meant that even at the low
levels in the first half of 1988, world coffee prices (at around USc295/kg)
increased in terms of local currencies in these countries. On the ither hand,
the CFAF, which is linked to the French franc, has appreciated substantially,
increasing the cost of coffee production in the CFAF-zone countries such as
Cote d'lvoire ind Cameroon substantially in terms of US dollars. In 1988 the
relative competitiveness of CFAF countries in terms of real exchange rate
changes is otriv one-half what it __. in 1982. For the future, the movements
of the exchange values of the major currencies will be of critical
importance. Of equal importance will be the independent exchange rate
policies fo'lowed by the coffee-producing zountries.

13. Low worid coffee prices in 1987 due to the suspension of the ICA
export quota regime caused many ICA imporring member countries to increase
their imrorts substantially. This increase was partly tor the purpose of
stock accumulation. Large carry-over stocks in consuming countries are
expected to reduce import demand in 1988. This is the main reason for the low
levels of wcrld coffee prices in 1988 in spite of the low global quota and

depreciation of the US dollar against other major currencies.

Supply Out look

14. Due to substantial real exchange rate depreciation and productivity
increases, the three largest producers--Brazil, Colombia, and Indonesia--are
projected to increase their production at rates of 2.1% p.a., 1.9% p.a., and
1.2Z p.a., respectively, in the next 12 years. Their production is likely, on
average, to be above demand and, thus, stocks in these countries are likely to
increase. Increasing production and the accumulation of large stocks in. these
countries are the main reasons why prices are expected to be fairly stable and
at historically low levels in real terms. For the same reasons, any price
hikes due, 'or example. to frosts in Brazil will be short-lived.

15. Within Brazil. efforts to reduce production costs by increasing tree
densities and by shifting coffee growing away from the frost-prone and higher

labor cost states of Parana and Sao Paulo to lower labor cost states of Minas
Gerais and Espirito Santo have been successful and are likely to continue.
However, if the Government's agricultural credit policies or the extension
services of the Brazilian Coffee Institute (IBC) fail to satisfy coffee
growers' needs, Brazil's average production may not reach the pr;-JecCed 37
million bag level by 2001.
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16. Coloebia is expected to increase productivity through its excellent R
and D system and because of its relatively high producer prices. Supply
problems may arise if the current stumping program fails and if the currency
appreciates due to increased exports of coal and petroleum. Also, internal
transportation and port facilities need improvements to increase its coffee
exports.

17. Kenya is an exception among African countries. It has succeeded in
increasing coffee production because of its low export taxes and good R and D
efforts. Recently, a new high-yielding CBD-resistant variety, Ruiru 11, was
developed. If this variety is adopted widely, Kenya's productivity and
production should increase substantially.

18. Countries which may face problems in increasing their exports to meet
their allocated quotas include Nicacagua, Dominican Republic, Honduras, El
Salvador, Guatemala, Haiti, Peru, Venezuela, C6te d'Ivoire, Ethiopia,
Madagascar, and Angela.

19. Nicaragua's real producer prices are estimated to have declined
sharply in recent years due to hiSn inflation and an overvalued currency.
Real producer prices over the last four years have been less than one-hslf the
level of the late 1970s.

20. Real producer prices in El Salvador also have been low in recent
years and, with social disturbances, the number of productive coffee trees has
declined by as much as 30% in the last 15 years. Unless new trees are planted
soon, Salvadoran production capacity is likely to decline.

21. Very limited new plantings and productivity improvements in the
Dominican Republic, Honduras, Guatemala, Haiti, Peru, and Venezuela are
expected to lead to stagnation in prciuction and exports in these countries.

2?. Coffee growing in C6te d'Ivoire is presently doing poorly as a result
of an overvalued currency and competition from cocoa. There have been limited
new plantings in the last eight years, and productivity has been stagnant for
many years. Unless a vigorous improvement program is launched, coffee
production will experience a slow decline with the aging of trees.

23. Ethiopia's coffee sector is also suffering from the lack of new
plantings in recent years and poor productivity growth. Insufficient
technological development effort and heavy taxation are two of the main causes
for the declining production trend. Exports could decline due to stagnant
production and increasing domestic demand.

24. Madagascar's coffee production has been stagnant over the last 30
yearsl The major reasons for this are extremely heavy taxes on coffee and a
weak infrastructure. Farmgate prices are estimated to be only about 25-35% of
export unit values. Unless these problems are addressed, production and
exports will likely experience a slow decline.

25. As in any industry, coffee production and exports will increase in
countries where appropriate incentives and technological improvements are
provided to farmers. As the brief discussion above suggests, differences in
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productivity and production growth among producing countries are expected to
widen. In sum, the world coffee market is likely to become increasingly more
competitive for many of these countries which have been doing poorly in past
years. Countries with high average production costs may consider adjusting
their macroeconomic policies, including real exchange rates, to cope with low
world coffee prices that may last several years. Unless such policies are
taken, uprooting of trees and neglect of trees may occur, requiring large
investments over a long period of time.

Demand Outlook

26. It has been assumed that the ICA will remain in force over the
projection period and that the export quota system will remain the main
economic instrument of the Agreement. Forecasting demand for coffee therefore
involves making a forecast of the price range and the global export quota to
be adopted, as well as forecasting growth in the nonquota market and domestic
consumption in producing countries. These forecasts were generated using the
World Bank's revised global model of the coffee econom-y, which is capable of
simulating the global market with and without the export quota. Following
these exercises, it is projected that the global quota will increase at 1.51
p.a. between 1989 and 2000. The nonquota market demrand is expected to grow at
2.6% p.a. This gives a total export growth rate of 1.63% p.a. for this period.

27. Among the countries in the quota market, Japan is expected to
increase its import demand at a high rate--3.5% p.a. This strong growth rate
is mainly due to the high income elasticity for coffee (see Table 2). Other
quota market countries which are expected to show relatively high demand
growth rates are the United Kingdom, Australia, Austria, and New Zealand. The
EEC as a whole is expected to increase its demand at the rate of about 1.7%
p.a. in the 1990s. Other West European countries are also expected to
increase their demand at 1.7% p.a. This slower growth is due to the fact that
per capita conaumption in most Western European countries is already high.
28. An important influence behind the slow increase in world coffee
demand has been declining demand in the United States at a rate of 1.6% p.a.
over the last 16 years. Demand growth is projected to stabilize. This change
in trend is expected because real coffee prices are projected to be low and
the population growth rate is projected to be relatively high for the period
1987-2000.

29. The 2.6% p.8. growth rate forecast for the nonluota market is lower
than in the past mainly because the non-market economies and the oil-exporting
developing count.es are expected to grow less rapidly than in the 1970s.

30. Examination of recent demand trends in the major consuming countries
shows soluble coffee consumption declining relative to roasted coffee
consumption. Even -n countries where demand for soluble coffee has been high,
such as the United Kingdom and Japan, a switch to roasted coffee appears to be
in progress. Persistence of this trend would increase he size of the
discount of robustas as compared to arabicas. As the trend is relatively
recent, we have used the global model to make a prediction of the average
price differential between arabica and robusta coffees. The average discount




