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Thesis: Coffee prices to appreciate

Last Update: May 25, 2019

, Coffee prices, as measured by Arabica beans traded on ICE, have fallen sharply since 2011.
Coffee Prices to : . .
o 1 Prices, at 50.90-50.95/Ib., are considered below production costs. Consequently, farmers have

rise voluntarily switched to other crops or forced to shut-down. The coffee futures curve is upwardly
sloping (implying higher futures prices) and speculator sentiment is bearish (a contrarian
indicator). Once the Brazilian real stabilizes, pricing could be expected to firm as demand growth
continues, especially in China.

Overview:

Legend has it that coffee was discovered by a goat herder in the Kaffa region of Ethiopia, who noticed his goats grew
rather jumpy after nibbling on the plant. It is believed that the coffee beverage was developed in the Yemeni city of
Mocha circa 1400. Coffee prices (< $1/Ib.) are expected to rise based on spot trading below production costs, as well as
market indicators such as contango in Futures. On an inflation-adjusted basis, spot prices are almost 40% above their
October 2001 low ($0.63 inflation-adjusted) indicating some downside risk. Global Production costs are now considered
to approximate $1.00-$1.20/lb., implying that the present day’s prices are unsustainable.

Coffee rises Coffee declines

Large low-cost Brazilian farms are increasing
production and market share

Long term demand growth remains positive in the
1.5%-2.5% range. Coffee increasing share in China
which is attributable to the rising middle class.

e  Farmers are switching to other crops. Coffee plants e  Futures market is in Contango, meaning an
are delicate and sensitive to Climate change, El Nino investment in coffee could result in losses even if the
and diseases. spot price remains flat.

e  Brazilian coffee production is expected to have an e The only available ETF is structured as an exchange
“off year” (thus lower yields per hectare). traded note (counterparty risk with Barclays).
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Coffee spot price ($/Ib)

Notes:

e Additional sources of information on coffee can be found in: Daily Coffee News, USDA Foreign Agricultural Services, and the
International Coffee Organization.

ETFs/Futures:
Ticker Name Comments
JO iPath Bloomberg | Fairly liquid, <0.5% expenses, exchange traded note (ETN) and thus
Coffee Subindex | counterparty risk with Barclays Bank PLC.
KC Coffee C Contract Size: 37.5k pounds of Arabica coffee, Listed Contracts: Mar, Ma,
ez eeels) contract Ju, Sep, Dec.
https://www.theice.com/products/15

Charts supporting or contradicting the above thesis (charts are retained given the evolution of the data over
time)
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Brazilian Coffee Yields
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Record World Production...
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Colombia’s Production Recovered and Remains Elevated
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Coffee Rust Impact
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Brazil’s Arabica Production at Record, Robusta Continues Rebounding
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Figure 9: Global coffee supply/demand balance,
2015/16-2019/20f
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Figure 10: Brazilian coffee production, 2015/16-
2019/20f
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Brazilian Real vs US Dollar Brazil macroeconomic data

2017 2018 2019E  2020E
- P "Real GDP (%Y) 11 11 14 25
M ﬁ‘.,;"""w ‘i‘,‘h 10 Private consumption 14 1.9 1.8 2.7
e -~ Y W Gross fixed investment 53 4.1 0.9 6.4
- Y. w  Cumentaccount(%GDP) 0.4 0.8 1.1 1.6

— LAY . CPI (%Y) 35 37 40 39
\ o Policy rate (eop, %) 7.00 6.50 6.50 8.00

030 ™ e _ o Fiscal balance (% GDP) -7.8 -71 -6.8 -5.4
- Intl Reserves ($US bn) 374.0 3747 375.0 375.0

0.20

Source: Government Data, Morgan Stanley Latam Economics
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

China: End-Market demand, as measured by growth for Luckin Coffee

For the three months ended or as of
December 31, March 31, June 30, September 30, December 31, March 31,

2017 2018 2018 2018 2018 2019

Total stores 9 290 624 1,189 2,073 2370

Pick-up stores 4 83 356 903 1811 2,163

Relax stores 5 15 2 45 86 109

Delivery kitchens 0 192 246 241 176 98
Cumulative number of transacting customers (in thousands)® 1.1 4850 29178 59843 12,529.5 16,8723
Average monthly transacting customers (in thousands)® 40 1795 12076 18774 43259 4,402.0
Average monthly total items sold (in thousands)®® 8.6 4875  4,001.0 7,760.3 17,645.1 16,275.8

Freshly brewed drinks 8.0 451.7 3,743.7 6,220.4 13,418.8 13,0772

Other products 0.5 358 2573 1,539.9 42264 3,198.6

The Opportunity Starbucks under attack in China
Number of Chinese stores by Starbucks and challenger Luckin
CHINA COFFEE
MIDDLE CLASS CONSUMPTION o 8 starbucks @ Luckin
(cups per capita per year) 4,500 Prlce of Iarge latte  Annual profits in FY 2018

600M

Starbucks $232,200,000™
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Disclaimer:

You agree that the use of Lombardo Asset Management’s (LAM LLC’s) research and opinions are at your own risk. In no event should
LAM be liable for any direct or indirect trading losses caused by any information available on this site. The materials on the site are
not an offer to sell or a solicitation of an offer to buy any security, nor shall any security be offered or sold to any person, in any
jurisdiction in which such offer would be unlawful under the securities laws of such jurisdiction. LAM makes no representations, and
specifically disclaims all warranties, express, implied, or statutory, regarding the accuracy, timeliness, or completeness of any material
contained in this site. The principals of LAM LLC may hold a position in any of the securities cited on this website.
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