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Thesis:  Coffee prices to appreciate                                                                                       [image: ]
Last Update:  February 8, 2020

	Coffee Prices to rise 
	Coffee prices, as measured by Arabica beans traded on ICE, have fallen sharply since 2011.  Prices, at $0.95/lb., are considered below production costs.  Consequently, farmers have voluntarily switched to other crops or shut-down. Once the Brazilian real stabilizes, pricing could be expected to firm as demand growth continues.  Demand growth is temporarily weak due to the Coronavirus disease 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.  September 2019: New data from the Aug’19 ICO (Intl Coffee Org) shows that while demand has been as predicted, supplies doubled earlier expectations.  Hence, the S/D balance is a surplus of 5 million bags.
February 2020:  Prices rose sharply (+35%) during 4Q’19 due to unfavorable weather and a sudden change in supply/demand balance.  Latest readings from the ICO show a 0.6 million bag deficit for the 2019/20 season.  However, prices started plunging in early 2020, mostly attributed to Coronavirus in China and profit taking.

	Coffee rises
	Coffee declines

	Brazilian coffee production is expected to have an “off year” in 2019/20 (thus lower yields per hectare).  In fact, the S/D balance is now at a 0.6 million deficit
	Large low-cost Brazilian factory farms are increasing production and market share. These farms are profitable at prices below $1.00/lb.

	The Brazilian government is undergoing reform of the economic system which should eventually boost the economy and its currency.
	Brazilian real (and other EMK currencies) is declining (lowering production cost).  Contagion risk in South America (Argentina, Venezuela…)

	The high proportion of large-scale industrial farming in Brazil leaving a large percentage of crop subject to climate change and disease (the plants are sensitive)
	Sentiment shifted from Negative to Positive in terms of Commitment of Traders reports (contrarian indicator)

	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.
	Much of the incremental growth is from China which is reducing coffee demand due to Coronavirus.  The demand drop appears cyclical, not secular.

	Farmers are switching to other crops including illegal plantings.
	Futures market is in Contango, an investment could result in losses even if the spot price remains flat.

	Retailers/Roasters such as Nestle may be forced to solve the farm-gate issue of ultralow prices (versus high prices ($3-$4/cup) on the retail end.
	The only available ETF is structured as an exchange traded note (counterparty risk with Barclays).
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Coffee Prices (last decade)
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Notes:
· 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 Coffee Subindex
	Fairly liquid, <0.5% expenses, exchange traded note (ETN) and thus counterparty risk with Barclays Bank PLC.

	KC
(ICE codes)
	Coffee C contract
	Contract Size: 37.5k pounds of Arabica coffee, Listed Contracts:  Mar, Ma, 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)




Commitment of Traders
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Global Supply/Demand Balance (ICO 1/2020)
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    Brazilian Real vs US Dollar		   		                   Brazil macroeconomic data
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China:  End-Market demand, as measured by growth for Luckin Coffee
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ICO Report as of August 2019
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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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Coffee year commencing change
2018/19
PRODUCTION 154 996 158 625 162 676 170 223 168 711 -0.9%
Arabica 91181 100776 97290 100317 96 215 -4.1%
Robusta 63815 57 849 65 386 69 906 72 496 3.7%
Africa 15756 16 729 17 376 18623 18190 -2.3%
Asia & Oceania 49 484 45 652 48 408 48 064 50652 5.4%
Mexico & Central America 17 106 20322 21725 21345 21542 0.9%
South America 72 651 75921 75 167 82 191 78328 -4.7%
CONSUMPTION 155491 158 642 162 555 168 099 169 337 0.7%
Exporting countries 47 548 48 488 49793 50510 51018 1.0%
Importing countries (Coffee Years) 107943 110154 112763 117589 118319 0.6%
Africa 10951 11130 11527 11724 11939 1.8%
Asia & Oceania 32863 34573 35697 36470 37511 2.9%
Mexico & Central America 5295 5226 5321 5401 5474 1.4%
Europe 52 147 52 045 53148 55731 55395 -0.6%
North America 28934 29 559 29941 31644 31876 0.7%
South America 25299 26111 26922 27128 27141 0.1%
BALANCE -495 -18 121 2124 -626

In thousand 60-kg bags

*preliminary estimates
As the figures in this table are on a coffee year basis, these estimates will vary from the figures published in Table 1 of Coffee
Production Report (http://www.ico.org/prices/po-production.pdf), which contains crop year data. For further details, see the
explanatory note at the end of this report.
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Brazilian Coffee Yields
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Colombia’s Production Recovered and Remains Elevated
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Expected to Rebuild World

Record World Production...
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Brazil’s Arabica Production at Record, Robusta Continues Rebounding
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Figure 9: Global coffee supply/demand balance, Figure 10: Brazilian coffee production, 2015/16-
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2017 2018 2019E 2020E
Real GDP (%Y) 11 141 14 25
Private consumption 14 1.9 1.8 27
Gross fixed investment 2.3 4.1 0.9 6.4
Current account (% GDP) -0.4 -0.8 -1.1 -1.6
CPI (%Y) 3.5 3.7 4.0 3.9
Policy rate (eop, %) 7.00 6.50 6.50 8.00
Fiscal balance (% GDP) -7.8 71 -6.8 -5.4
Intl Reserves ($US bn) 374.0 3747 375.0 375.0

Source: Government Data, Morgan Stanley Latam Economics
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Pick-up stores

Relax stores

Delivery kitchens
Cumulative number of transacting customers (in t]musands)(l)
Average monthly transacting customers (in thousands)®
Average monthly total items sold (in thousands)®)

Freshly brewed drinks

Other products

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

9 290 624 1,189 2,073 2370

4 83 356 903 1811 2,163

5 15 22 45 86 109

0 192 246 241 176 98

11 485.0 29178 59843 12,5295 16,8723
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8.6 487.5 4,001.0 7,760.3 17,645.1 16,2758

8.0 451.7 3,743.7 6,220.4 13,418.8 13,0772
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The Opportunity
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Starbucks under attack in China
Number of Chinese stores by Starbucks and challenger Luckin
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Coffee year % change

17/18
(October to September) t0 18/19
PRODUCTION 150511 156041 157293 163418 169727 3.9%
Arabica 87516 93273 99525 101108 104 644 3.5%
Robusta 62 879 62 749 57723 64 643 65 083 0.7%
Africa 15730 15 885 17 265 17 691 18 206 2.9%
Asia & Oceania 46 365 49343 45341 46 759 48 677 4.1%
Mexico & Central America 17 486 16 955 19 768 21634 21718 0.4%
South America 70930 73 858 74920 77 334 81126 4.9%
CONSUMPTION 150841 155452 158283 161372 164 769 2.1%
Exporting countries 46 505 47 548 48 458 49 598 50257 13%
Importing countries (Coffee Years) 104336 107904 109825 111774 114512 2.4%
Africa 10 706 11014 11179 11532 11876 3.0%
Asia & Oceania 31596 32911 34244 34571 35839 3.7%
Mexico & Central America 5230 5153 5142 5197 5206 0.2%
Europe 50991 52140 52043 53155 53967 1.5%
North America 27 363 28934 29559 29941 30 606 2.2%
South America 24 955 25300 26116 26 976 27 274 1.1%
BALANCE -330 589 -989 2046 4958

In thousand 60-kg bags
*preliminary estimates
Note: Data on crop year production can be found at www.ico.org/trade_statistics.asp
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