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Summary
 

The main rationale for participation in commodity agreements
 
for LDC exports by the U.S. and other developed countries is to
 
further the economic development of the producing countries. To the
 
extent that the extra rewoarns ,whinved by rin e!xport, r'st,rict,.ioi
scheme get into th, hind, (f' 1,., (rl,'iIli" pr'l,,',, H,11rnfg and 
almost. irr,'8if,.i.l'l ii,, jtiv, t,o (:,V,,i,,r'1 tlCf,~ o ,; coqSr oIflic
development is not encouraged, and accumulating stocks or exports in 
excess of quotas threaten the entire arrangement. In addition, the
 
quotas are likely to be based upon past exports and bargaining power
 
at the time of the negotiation of the agreement, and may thus maintain
 
production in high cost areas and prevent the expansion of production,

in low cost areas, particularly those of recent development.
 

The International Coffee Agrr-ment, (rCA), whi(,li went into
 
operation for a five year period in the 
 F'll of' [961, has probably
succeeded in maintaining higher export earnings for coffee producing

countries thnn they would h;ve had in n f'ree mrket, and both the 
ICA and the International Coff-, Orgnization (iCO) 'ahich admiristers 
the agreement, have been marked in a. number of ways hy imagilyinfon
and innovation. The ICO has beei stoadilly at,tLempting to tighten its 
control over exports in exc-'ss of ,pioalo,ii° It, has recently (Spring 
1967) introduced the use of st,,mps f'or this, purpose; each exporting
 
country is given a number of str,mps nquivnlent. 1,o its export, quota,

and the stamps must be affixed to the documents for each shipment of
 
coffee if the coffee is to gain admittance to the importing country.
However, since in many countries the price paid to producers makes
 
the cultivation of coffee profitable relative to other crops, the
 
pressure of growers, who are often politically powerful, may con
tinue to force some countries to accumulate stocks or to evade
 
their export quotas in one way or another. The countries of Central
 
America and Africa may find it difficult to arrest the rapid growth

in their coffee production and Brazil and Colombia may be unwilling
 
to take further reductions in their market shares. Present plans

for a coffee diversification loan fund represent a step in the right

direction. The aim is to provide financial resources for the shift
 
out of coffee production that will become necessary as export restric
tions are made more effective. However, little impact upon the
 
problem can be expected from this source considering both the size
 
of the proposed fund relative to the level and continuing growth of
 
excess coffee capacity and the failure to attack directly the incen
tives to continue coffee cultivation. Even if the effort to restrict
 
exports to quotas were successful, there are grounds for thinking that
 
there are substantial inefficiencies in the present geographical

distribution of coffee production. The coffee producing countries
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as a whole could obtain the present coffee export proceeds with a
 
significantly smaller expenditure of land, labor and capital.
 

The forthcoming negotiations for the renewal of the ICA
 
provide an opportunity to develop the ICO so as to permit it to cope 
with these problems. It is proposed ther, the ICO be ermpowered to 
charge a fee t'or the st,,irnps sI,,-, w',,l,l 1,,, r ,JLlyit w ,i.h i 
Increased ,mli.1 ii.i ',-r w'it ei.- Ithe' .I I.ft' ,'l'J- , h, Iwcn ,," ,'Irgvt 
consumer price and a target producer price. The target, constuner 
price might be determined on the basis of recent price levels,
 
although these are lower than have sometimes prevailed in the last 
few years; perhaps the developed countries would agree to higher
 
prices if it were clearer that their coffee consumers were being
 
taxed to promote the economic advancement of less developed countries
 
rn+l rr thn n o o mipptt. w'i t.ppfol production, including 
some coffee th, t, woulditever hr, is'cu . Oi,'e tho tarwe t consumer price 
was chocen, the tax would be set so as to est,ald.ish that producer 
price which would call forth the quanA ty of' cot'fee that consumers 
would be willing to buy at. the price net, for thnin. Since th, tfx 
would be tive same for producers in n.l1. count,ri,,s, cof'fee would 
eventually be produced in the lowt,, cost. ir-ms ; th- iflrket rather 
than politically negotiatd quotas wouild detenine the location of 
production.
 

There is, of course, a wide range of possibilities concern
ing the use of the proceeds from the stamp tax. Except for the
 
requirement that the proceeds not be funneled back to coffee pro
ducers, the choices here are independent of the use of the stamp
 
tax to create the separation between consumers'and producers, prices
 
that is necessary to restore balance to the world coffee industry.
 
One obvious use of the proceeds is to ease the burden of transition
 
to a situation in which world producers are confronted with a single
 
price for each grade of coffee. In the longer run, the proceeds of
 
the tax may either be considared as the property of the producing
 
countries in proportion to their old quotas or new levels of prod
uction or as available for development purposes to the developing
 
countries as a while. There is ample room for compromise among
 
these alternatives since the coffee producing countries as a whole
 
would be obtaining the same or higher coffee revenues with a smaller
 
expenditure of real resources; even if every country were guaranteed
 
the continuation of its present net income from coffee, there would
 
still be something left over to make some coffee producers or other 
LDC's better off than they are ncw 
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This paper takes as its starting assumption that the United States
 
and other developed countries are committed to the continuation of the
 
commodity agreement in coffee and that the possibility of commodity agree
ments for other primary product exports of the LDC's has become more open 
than in the past. It is addressed to the question of whab provisions would 
be ideal in such igreement.s in ,.,i .,v nf' th r, )t0,iif h ve *i,)rn,1 11ho 
devloped countris, I i t 2b , l'rtcu]rlyo h'lg,'t" p ,uij ri 
The discussion is (-.y,:'ried on in terms of the coffeu problem, -a timely question 
since the present agreement expires in September 1968. The argument may
 
apply to other commodities which lil-e coffee are produced almost entirely
 
in less developed countries, have no close substitutes, and are consumed
 
largely in developed countries. Such products include cocoa, tea, bananas,
 
pepper and other spices, and perhaps tin and manganese ore; though some of
 
these would be excluded on other grounds as appropriate for commodity agree
ments, th,'y n e, 1! I. fer nor', 1.1 n or -ni x!,l of tho ,ld velnped co rntri es 
primary product imlport,,s froim, ]sa ,vIiv.,d coindtries, and for more 
than one-fourth if petroleum is exiuded. '} 

* Mrs. M.J. 't Hooft Welvaars, "The Organization of International Markets 
\for Primary Products," Table 8, UNCTAD Proceedings, Vol. III.
 



... l-'........----- e ry- racer there--was-virt,.'ly unanm~ous, -skepticism-. 
 . ..,,. 
.;!:::. ,n.!orac~l !terature .with,.respect to commodity agreements.. The main ':/ ",.!:<.. 
vi~ii is ,_a t!commodity,agreements
i'i?!,}i. .oj even: when the' veryigreat difficulties :' 

......,.. .,. 1 nego~iation are....surinourn ,I'd,. e.l to hne inil,llocm Lion or reo u'ircos; . 
i;''{;::!i',., oo O~iCr ofItn", 1,rodut,'t pr'oduced, L i~n L <... t " ,,L ilt,,! ii I~d ,L) " 

1PJ-.'d atWU-i ..J " 1J~,U COS iOa-OI-... -n. " .. 
a eenof co odity. ....'in transfezrin 1resources from the rich to the poor countries.*
 

. ;Couoditieswhich are produced by poor cootries and 
 nsumed mainly by" 
icti.ons lnd themsles to ue l transfers, especialrya if the demand for 
,'. is; liati c 4t oto,reopect price.-,ti]e it hras been recognizedro; 
t.,,ro1,,[.,rJ . ta ac r ,,io nac;o i'providing tl-.r at eIrc i'tfic iiing othe r 

L.Ifi.,1.4ase,o. ley t.!-3 i n the ice o or, the basis of the . 
... ..nert in and distrioute the torid poortheones.on the basis.tommodity a
coif.:rp;rtis o the copmodty,--the growing gap between per capita incomes 
i l;,ricd 
-o ir aid or tio gctve, market access have led to a renewed 
... o .cor-coutries andtthe failure of the developed countriesini rdeqate 


.ovaodity
tyinrat-in sgreemonts as a.second best alternative. t 

,roCr, the styidptointe h e ofor tth aid or-transfer objecLi ' 
Uhostutealy been formulated terins onthe ba..is" 
,+i:'. 'ic t]bon.trend of pricesf'the1JC smorte aihigue r levels ohan would beiror, hest~nd~irt. or earn at o trnse obj.i,. of 

;r'id~i,',d in. a free market. However, the more classical formulations in 
St.mi aitj wert aimed at benefiting 'the individualof "ta.b.ization" j6taally 
.rc,':,:i'- whi. e the aid approach is concerned with the export proceeds
oi". LDC qj, nation and may even seek to avoid channeling the benefits 
." producers the exporting country. 'io ti in 

: .A -; her new or newly stressed objective of commdity agreements 
i, "diveroification", that, is encouraging the, shift of resources away
fI-...,t.e agreement commodity into others. Diversification will not work . 

wen found to 1nrevent individual producers from receiving
Ways can be' 


.. those -to call forth the quantity that will
r.c.~above r'equred 

cos'.amed at the price established by the commodity agreement.
 

, ,
..,- • .... ., Economic Policies Toard Less .ood¢ .' i. :.":'redCountries (1967) ;arid John Pincus, .Economic Aid .and:Interna- .}/.!i

i Co"s_t S!:'iiiijoa 1.a (1965). Ati thieiofficial-level, the F'renchi Government ;;,.!!:ii' 

-:,.... us.d" t.o"UNCTAD org'anizat" , ......?...o "",' a plan ofemarket ion"for temperate zone food 

. )-'rodrct:Lhat--woll-ld provide for !suchitransifers,. The<French also proposed"
7' 


t,:etdevelopedh ;countr impose variable levies on primary product 
jni.- 1.rtS from developing countries,.the proceeds of' which would be turned 

c~vr a -btat would be administered by all the countries exportingt n 
tie given prodlaot anid ther~fore having a claim upon the reftuind. Aida 
Au. -n hGovere.£ent Concornirig Certain Questions on 'the .1a:O:b(I,UnJ.t< .... 7of.,.e .- .tdNation s , Conferrence,' on: Trade 'iand Develdpm'ent., 

,:L! ;.> 47u<;' : # ...!.£ .{% ii:, .. .. . . ... .. < .:,; : , :..14:,1.
i.. .>i~- E~i ? v :..,/ . .. .. x.:_'.. ..,w..
'
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The short run or cyclical stabilization of prices or earnings 
has also been an LDC objective frequently sought through commodity 
agreements. The initially tardy and subsequently over-compensatory 
character of supply adjustments (tree crops) and the possibility that 
sharp price fluctuations induce substitutions (copper) or cause consumer 
resistance (coffee) may be vnlid ronsons f(nr enneern, even though studies 
by MaeBe n and r,thirs hI" f t,,HJ,,, , milti '' I ,II-m; , I() erono
mies ,irising out. f' ,port. ,: ility. iI I rIly th;,the LWI'"I "rr lesS 
interested in smooth'ing out, fiucLuations than in influencing (,he secular 
trend of export prices and proceeds. 

An ideal commodity agreement in the light of these considerations
 
is one which makes aid tranisfers possible but which minimizes the misal
location of resc.uzces. Cyclicnl price stabilization may also be a 
worthwhiile o1'j-'<!iv, , Tn',n j i ,r v i i e ,r I ' ' ...,,jr n rhy- rnrbiit,. 

The key requirement of a commodity ngreement that will satisfy
 
the aid and efficiency objectives is a means of separating the price or
 
revenue received by the exporting country from tha received by the
 
indlividual producer. A closely related requirement is that the producer 
price be unilorm for producers in different countries. Where, as is 
almost always the case, there are different qualities of the commodity, 
the free market should be allowed to estnblish the price differentials 
be,,ween them for both producers and (at a different, level) for consumers, 
but producers of a given quality should be paid the same export price 
regardless of their country.
 

['he integration of the world market--that is, establishment of a
 
uniform producer price--would reduce the aggregate world-wide cost of
 
producing a given size crop. It would eliminate high cost producers
 
and permit low cost producers to expand, in whatever country or area
 
each were to be found. Under present arrangements in commodity markets,
 
the existence of quotas and of taxes and subsidies which vary from
 
country to country often create a situation in which the price realized
 
by producers differs very widely.
 

Even if a commodity agreement did not raise the price, the pro
ducing countries as a whole would be better off under a one-price regime
 
since the same total revenue would be available to them at a lower total
 
cost. It should therefore be possible to bribe the losers--i.e., the
 
high-cost producers whose output declines or terminates--so as to leave
 
them no worse off than before. At the extreme, they could be paid the
 
full amount of their former revenue. In this case the sole incentive
 

*A.I. MacBean, Export Instability and Economic Development, 1966;
 
J.D. C:,pock, International Economic Instability, 1962.
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to expansion given to the low-cost producers .ould be the opportunity
 
to gain the new markets provided by the growth in consumption that
 
characterizes most commodities over time as world population and per
 
capita incomes rise. However, the payment of full former revenue for
 
non-output would be more than necessary to compensate high cost producers,
 
since declines in production will also be accompanied by declines in
 
out-of-pocket rosts ln wivt II , ,.,'It,,l 'qrqt "I wel I. 'Tli , t'here 

would he "impl," ejp-rtun] I V Lo t ribe fhl' 1,, ,: t0 '11 I ,',vi'i, ir,',t.ives 
and rewards to the winners. Some compensation system at t jlis sort would 
indeed be a practical necessity at least for a transition period.
 

From the standpoint of the United States, the aid given through 
higher than free market prices paid by its consumers would no longer,
 
under a one-price regime, be supporting high cost, surplis output. The 
resources uised in thn IDC)' s to pr-tr,, thn agini'nt, commodity would be 
mirr innimized. Each [,)i.' wi,,], hi e' thf, ji',,nIl i . -ur I- o (ut, its CO;ty of 
production of the agreement, commodily or t di! ,r'sify. Diversi ication 
would no longer have to be pressped on prouducing countries as a mtter of 
moral obligation, ethical behavi,,r, or wi rw provJision for tho fut ttre. 
Where diversification was possit,..,, internal. resntjrces wouLd be tusd for 
it and external resources (including the proceeds of the compensatory 
payments referred to above) might also be mobilized. Areas particularly 
well suited to the agreement commodity would continue to produce it.
 

There are many kinds of institutional arrangements tavjt can be 
imagined for establishing a uniform world producer price and a higher 
world consumer price. The scheme, of course, should be tailored as
 
closely as possible to the production and distribution structure of the
 
particular commodity. As a practical matter, its chances of adoption
 
will be the greater, the more it can be grafted onto existing institutions
 
and practices.
 

The possibility of applying these ideas to the world coffee indus
try is considered below. First, the situation of the industry and the
 
functioning of the International Coffee Agreement are described.
 

II. The Coffee Situation *
 

The salient features of the world coffee market since the end
 
of World War II may be summarized as follows:
 

1. For ten years now coffee has been under a regime of export
 
quotas, at first (1957) agreed upon by the Latin American producers who
 

*The statistical information in this section is taken mainly from
 

Annual Coffee Statistics published by the Pan American Coffee Bureau.
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iere 	subsequently (1959) joined by the principal African producers and
 
finally (1962) by the major importers as well. Brazil was a prime mover
 
in all these arrangements including the present agreement which is due
 
to expire in September 1968. Brazil, which has long followed a policy
 
of restricting its exports to maintain prices, has been willing to take
 
a lower share of' Li(a .norkt ,, of hr f i-i to 'i, ropt quotas.on . 

oil, onl ifl.ri. n,Coloinbin has FrI " i.,,d ii y. Th. ,I of h'fr 

IIf I'(.)I tfh' ' i ,T! , ft±-. I " ',J,I i s oIn
iie ' I fo 1-1 	 ',i,-	 t - iSi Ihei-)ir 

crops. The r(j; u.Lt . Brazil the residual supplier.v..i :o.make 


2. As a result of the maintenance of prices, world coffee ca
pacity, already in surplus in the late 1950's, expanded more rapidly
 
than 	coffee consumption. Exportable production of green coffee rose by
 
38% between 1957-58 and 1961-66 (from !&6.2 to 63.8 million bags) while
 
onvUlT ,[t ! r. , .1 ,,, , 	 ,4 n P;'<I' 1965; 	 ,t: by b~ and 
(from J6.9 to 4'.4 miiiI ". 

3. 	 This exransion of cnnsiimption is rqrpivalent to a rate of 
and ihl r'y .o3% per annum approx lv ,,s.n', vir:,ge or growth h;s 

marked the period OlnOc ]r,/,,, 

4. Consumption in-r-)av, only slightly in the U.S., which 
accounted for oveir two-tAil ,in impori thaniF-,'lI in 1047 ",] .1ess 
half in 1965. However, cousimilpi aio,more t1rin t.ripled in ( Iin(ldr. fnd 
western Europe so that these areas together with the .S. took nearly 
90% of imports at the end of the period as compared with 94% at the 
beginning. 

5. There is no substantial production of coffee in any indus
trialized country although small amounts are grown in Hawaii and
 
Puerto Rico. While there are about 40 coffee exporting countries, 10
 
of them (5 in Latin America, 4 in Africa and 1 in Asia) have accounted
 
for more than 80 percent of exportable production (domestic production
 
minus domestic consumption) in recent years. Many of these large
 
exporters and some of the smaller ones as well derive between one-third
 
and two-thirds of their export earnings from coffee. The largest pro
ducers, Brazil and Colombia, accoitited for 31 and 13 percent respectively
 
of world exports in calendar years 1965-66; the corresponding percentages
 
were 41 and 14 in 1957-58, and 52 and 18 in 1947-48. Despite the growth
 
in world consumption, there has been little expansion of exports by
 
these two countries in absolute terms.J lmost all the.other producing
 
areas have expanded exports substantially; other Western Hemisphere
 
countries doubled their exports between calendar years 1947-48 and
 
1964-65 and African countries more than tripled theirs; the African
 
share in world exports rose from 14 percent to 31 percentJ
 

jb. One reason for the great expansion of African production
 
has ben the growth in the demand for robusta coffees, which form the
 
bulk of African output. Although robustas are used for the brewing of
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Coffee Production, Exports, Imports and Prices, 1953-66
 

(1) (2) (3) (4) (5) (6) (7) (8)
 
World Average Annual 
Exportable World Imports Spot Prices, ::Y 
Production World Exports (mil bags) Brazil Uganda 
(mil bags) (mil bags ) ($ mil) Total Arabica Robusta Santos 4 W & C No. 10 

(cents per lb.)
 

1953 na 34.5 2,363 34.0 28.6 5.4 57.9 47.6 
4 na 28.8 2,453 30.1 24.6 5.5 78.7 57.? 
5 na 33.6 2,193 34.0 27.7 6.1 57.1 38.4 
6 na 38.7 2,326 37.2 29.9 7.3 58.1 33'.6 
7 na 35.1 2,154 36.9 28.7 8.0 56.9 3L.6 
8 46.2 36.2 2,003 37.0 29.3 7.8 48.4
 
9 52.0 42.2 1,913 41.9 33.9 8.0 ?7.0 2c.3 

1960 66.4 42.4 1,899 42.6 33.2 9.4 36.6
 
1 52.8 43.8 1,839 43.9 33.8 10.2 36.0 18.o
 
2 58.2 46.3 1,881 46.9 36.1 10.8 34.0 2:.: 
3 53.4 48.9 1,964 48.0 36.7 11.3 34.1 2S.
4 56.9 46.7 2,377 48.6 35.3 13.4 46.7 35.3
 
5 36.7 44.2 2,166 47.4 33.3 14.1 44.7 31.
6 63.8
 

Source: Pan-American Co2fee B=reau, Annual Coffee S-_azistics, 1965, exzzep where other-2se noted. 

NOTES:
 
Col. (1) Expcrtab ,,-L.i-. ,p'rc4uc'c.n d_..u dometic ciscose= cr art for 

beginning In 7rcviouc ctober.
1 )5 ags ogrf een coffee (or green coff. e--uivalent) '-'i _-ng
 

60 kg. 
Col. (3) 1953-5n fro7 PLnz , op. cit. inc:s' figares for 196 and 1961 are $!,4

and 80Z, .... ..t ..
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regular coffee in some European countries, notably France, their distinc
tive flavor makes them less suitable than arabica coffees for blending
 
in the U.S. and other major markets. Their lower price and favorable
 
technical characteristics cause them to be used for soluble coffee.
 
However, the rise in the African share in world markets cannot be explained
 
solely in terms of tlioir i:i, [ ',r s lfl,,f-, , -r exi-ii ,l-i( ' co'ff q,,
 
consiimp,ion i r 'tfIs , hre I- Iy ' I I.,f V ,i,,I I If' : 1h :1, -r r-,f-ir c
tive import policies. In the U.S., for example, die Af'ri.cn share in
 
imports of green coffee rose from less than 5% at the beginning of the
 
postwar period to nearly 30% currently, while the proportion of imports
 
used for soluble coffee has stabilized at 17 or 18% in the last half
 
dozen years. * 

7. Pr-dlirtVnn in indivI'uri cnmint.rips i mubjip t to %rid(- vnri,
tions owing to clii ,iu <:(Ilci.iIj'w. 'li i vl,1 t im ,rly true of' Prz!L.
 
Beginning in 1963-64, for example, exportable production for three
 
successive years was 21.1, 3.0 and 27.8 million bags. The sharp decline
 
in 1964-65, which was caused by frost in one producing area and drought
 
in another, was notfully reflected in exports since there were large
 
stocks that could be drawn down. Only Colombia, among other producers,
 
maintains any substantial stocks; for countries other than Brazil and
 
Colombia,therefore, the fluctuations in production, fortunately less
 
spectacular than those of Brazil, have been more apt to show up directly
 
in changes in exports.
 

8. The average annual price of coffee (Santos No. 4, New York)
 
has varied between 19 and 79 cents a pound since the end of World War II;
 
the current (July 1967) price is around 39 cents. Coffee prices surged
 
upwards on three occasions when supplies appeared to be short. The
 
first time occurred in the late 1940's when demand expanded more rapidly
 
than supply; when Brazil ran out of stocks in 1949, the price, which had
 
been around 26 cents, jumped to around 54 cents. A few years later, in
 
1954, frost damage in Brazil sent prices soaring to a 79 cent average
 
for the year. Since that time the trend of prices has been mostly
 
downwards owing to persistent overproduction relative to what the market
 
could absorb at prevailing prices, and to the resultant accumulation of
 
stocks. After the 1954 peak, prices dropped to the 57 or 58 cent level
 
and remained in that region for most of the period 1955-57. By the
 

*Of the three major categories of coffee, two--Brazils and milds--come
 
from the arabica-type coffee tree. Arabica trees are cultivated in
 
subtropical areas mainly in the western hemisphere and to a more limited
 
degree in Africa. The milds, which are grown in Latin American countries
 
other than Brazil, are more expensive than the Brazils. Robusta trees,
 
which can be grown in tropical areas, produce a coarser fruit.
 

**Annual Coffee Statistics, 1965, pp. 51 and 59.
 

http:Af'ri.cn
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latter half of 1957, the knowledge that Brazil had reacquired stocks of 

about 7 million bags and prospects for large crops in Brazil and else

where caused prices to slide first to a level of 36 to 37 cents in 
1959-61 and then to 34 cents in 1962-63. The third upward price 
movement, to an average of 47 cents in 1964 , was caused by the Brazilian 
frost and drought. rpf, rrei,. 1i,,r. t v fntn i'rl f".ii,' i-n [ri,!ns h'i !,gri 
been driftirig dnumi',lrdt-. Wor ld rI8oi . I .. II() '0 i iI ,. i,, jn 

,tan, 1, li hhreel / i,t1b,'r .i',O , I,1v w: r: id+,d il' lIl:. ne : f* s 

9. Although it is not misleading to describe the major trends
 
in coffee prices in terms of a Brazil-type (i.e., Santos flo. 4), price 
relationships among the various types of coffee are sensitive to changeis 
in relative excess demand or supply. For exampl,. the price lifferenLinl 
between a Colombi'in mild (MAMS) nnri Svnntos No. A W,1:.1 then 4 cent.-,l,:.:;! 

in ]. 'i ,', t rll ,i Afa in,'I PI,, ld " l 'lIv t] x t -ir. tlfl. rHiffer

eutiai between tl!, s Br, a ,,iltd,,n rf,,it' (V ',S 10)rm. tii ! ha No. wa:s: 
less than 6 cents in 1963 and morn tii.'n I i ct,nts,; i.1 1955. However, the 
price different,i.1s between rohiistas ,)nd rirn caien hve Londed to be 
larger since r,113, in( +,, ,t wlh i i I.he 1,arge, ronl,approxiimt.o] v iive
 
expansion of Af'rio-rLin prodietior beg,,in,. .t Is possible thvit
f this 
reflects the policy of encouragitng coffee output pursued by most, African 
governments on the one hand and the policy of restricting exports 
followed by Brazil and Colombia on the other hand. 

10. According to one study, based on U.S. data for the period
 
1953-63, the elasticity of substitution between robustas and Brazils
 
was close to 1; that is a 1% decrease in the price of robustas relative
 
to that of Brazils would result in almost a 1% increase in the quontity
 
of robustas bought relative to the quantity of Brazils. * The practical
 
implications of this relationship may be illustrated by calculating what
 
would happen if the 1965 price differential between robustas and Brazils
 
(average annual prices of 31 and 45 cents per pound, respectively ***1)
 
were eliminated. The answer is that U.S. imports in 1964 of 5.7 million
 
bags from Brazil and 5.3 million bags of robustas would have been altered
 
by a shift of about a million bags from robustas to Brazils. This may
 
be an underestimate; it is possible that the true elasticity of substi
tution is larger. The equation in which the elasticity was computed had
 
a strong time trend in favor of robustas which the authors attributed
 

*1966 Annual Report of the President to the Congress on the International
 

Coffee Agreement (1967), p. 5.
 
**Cf. Annual Coffee Statistics, 1965, p. 26.
 
***G. Lovasy and L. Boissonneault, "The International Coffee Market",
 

IMF Staff Papers, Nov. 1964. The actual figure for the elasticity of
 

substitution between robustas and Brazils was -0.98; for Colombian
 
milds and Brazils, it was -1.59; and for other Latin American coffees
 
and Brazils, it was -2.76.
 
****Prices for Uganda W & C No. 10 and Santos No. 4'
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to the growth in the demand for soluble coffee. However, as already

rted, the soluble factor does not appear fully to account for the
 
relative expansion of robustas in the U.S. market. 
An alternative
 
explanation for the high trend might be that robustas have been con
sistently below their long run equilibrium price relative to Brazils
 
and that the shifts in relative quantities measured by the time trend
 
are also the ronrlof. in p.9 t. 1i11--rf tf' ...., ,l i n. 

1i. In most producing countries, the coffee industry is a direct
 
focus of public policy. Prices and incomes of producers are controlled
 
or influenced through marketing boards, subsidies, or taxes. Sales or
 
export quotas are assigned to individual producers. Coffee acreage is
 
controlled. High quality seed is distributed and other measures of
 
technical assistance are provided by public or quasi-public agencies
which try tn improvo yields rind ilwli ty. No one producinp, colintry 
engages in all (f t,, ,,ot viIi,'s, ,, i, wir Fr I ['0, Lhen.', Ifw,
any, significant producing cowtries in wihich coffee output is not 
influenced by public policy.
 

12. One consequence of the differing extent and character of
 
government intervention in the coffee market in the several producing

countries is that producers are confronted not with a single world
 
price (with differentials for quality) but with national prices that
 
differ from country to country. In 1965, for example, producer prices,

according to one set of estimates, varied from 31 to 93 percent of the
 
average export price. 
 (The average export price may be regarded as the
 
free market evaluation of relative qualities, given the quantities

being offered.). 
 The figures for some leading producing countries are
 
as follows: 

Average Export 
Estimated Average 
Producer Price Producer Price 

Country 
Price Per Pound 
(U.S. Cents) 

Per Pound * 
(U.S. Cents) 

as % of Export 
Price 

Brazil 41.0 12.7 31 
Colombia 46.2 33.2 72 
El Salvador 45.9 36.7 80 
Guatemala 41.3 30.6 67 
Mexico 42.1 27.3 65 
Angola 28.7 26.7 93 
Ethiopia 40.0 32.0 80 
Ivory Coast 29.6 10.2 34 
Uganda 23.6 13.0 55 

*The difference between the two prices is accounted for by government
 
taxes, exporter margins, stabilization funds and "services."
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Source: 	 Peter T. Knight, "The Critical Coffee Sector in Brazil:
 
Potential Earnings from Diversification," a paper prepared
 
for the Summer Research Project, Policy Planning Division,
 
Office of Program Coordination, Agency for International
 
Development (1966).
 

The significance of the differences in the right-monst column is that 

cof'fee i ; g, rodlcinrghigh cost pruIiuctlion iing ,tlIceu, '(_ ill "om, I 

countries and low cost production discouraged in others. If farmers'
 
profit margins were the same in all countries, Brazil and the Ivory
 

Coast would be the low cost producers.
 

13. Taking the viewpoint of the coffee producing countries as
 
a whole, the net result of all these factors was that foreign exchange
 

r rniitrgs of tV ' lrwi llf en, , I.'I"" frrnr the ,'xpor t of' .offee reached 

a peak of $2.4 L ii i i Ln['254 "',d sl 'rih,'a l3Y f',II to ailow of 41.8 
billion in 1961 when more tUan hAilf 'mirn as mnilly bags were exported. 
The figure was $2.2 billion in YYI\5. 

ITT. International Coffee Agreement
 

The Internationnl Coffee Agreement (TOA), which entered into 
force for a five-year periol .1 3,j't.en'r 19W',, is the only one of the 
four commodity control agreementi( mrtenssfnnily negotiated in the post
war period in which the participating developed countries were solely 
in the position of importers rind consumers; in the other cases--wheat, 
sugar and tin--they nlso hald importaint producing or financial interests." 

The export restrictions which are at the henrt of the agreement hi.d 
their origins in an export qunti scheme aigreed upon by 7 Latin American 
countries in 1957 and broadened in producer cover,'ge in successive 
years until it included about 90% of' world exporta,ble production in 
1960 and 	1961. If" 

Like the other commodity agreements negotiated in the postwar 
period, the ICA shows the influence or tHe provisions of the Havana 
Charter for an International Trade Orgrinizatlion (1948), which, though 
never ratified.has been an important source of guidance in the conduct 
of commercial policy. Specifically, consuming as well as producing 
countries are included and given equal weight in the voting arrangements, 
and both consumer and producer interests are to be considered in arrang

ing for the stabilization of prices and the achievement of long run 

equilibrium between supply and demand. 

* "Stabilization of International Commodity Markets," UNCTAD Proceedings, 

Vol. III. 

**Rowe, op. cit., p. 16.
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Membership in the International Coffee Organization (ICO), 
established to administer the coffee agreement, included (as of mid
1967) 36 exporting countries and 23 importing countries accounting 
for close to 98% of world trade in coffee. The Council, which is 
composed of representatives of all the member governments, takes 
decisions by a two-thjr . ,,+- +. .0 1,in ,tirl expnrt.ng members' kilr'.itrI 
vot'ing se-~tl . V ,.,: ': l i ,, ,'erh " ;I , , li ~ i ,+ ,, r,l,,, -,r

the vot.ing pc;wr ir it u catfegry° Brazil has )O.. % of the exporting 
counjtries' votes and the tLS. 400%ef the importing countries' votes. 
Although neither may exercise a formal veto power because 9 proposal 
may everitually be adopted unless at least 2 exporting or 2 importing 
members persist in voting against it, in practice actions have depended 
upon a eonserms inclding tho.se two countries. 

The ubject,ive&; of' the I CA may b'' silirlI-iriz,,'d a. Follows: 

1. To achieve a balance betweeon supply nnd domand. A concom
itant objectie in.3t o cope wi IIh 1T' s r l ,
 

2. To keep 'ol'f', ri es at "eqtitnble" l.vels and to avoid 

"'exnessiv4'' price 1c tim t I i, i Ag{remorri 1,!t)iI tie.1 be rpea r 1' how 

high prices might. go and stil.l hr "h-,,i table", tthere i- a provision 
that prices should not, be ptnriltri, tn, ,ld i l'e, w ti ,, . vla prevail
ing in 1962. These levels were at or near lows for the period since
 
1949, but they were higher than they would have been in a free market 
without any export restriction scheme.
 

3. To encourage the consumption of coffee. This together
 
with the maintenance of equitable prices would increase the purchasing
 
power of coffee exporting countries.
 

4. To contribute to the development of member countries,
 
increase in their employment and income, and fair wages, higher living
 
standards and better working conditions.
 

The last objective is, of course, a very broad one which, it
 
was probably intended, would be promoted by the achievement of the
 
others. In any case, the first three objectives are the ones to which
 
the operative clauses of the ICA are addressed, and of these, it is the
 
price objectives that have been the main focus of effort in the actual
 
workings of ICO.
 

Export Quotas
 

The main mechanism for controlling prices is a system of export
 
quotas for the producing countries. Each producing country's "basic
 
quota" was fixed in terms of number of bags of coffee in an annex to 
the ICA. The total of the basic export quotas assigned to the original
 

http:expnrt.ng
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36 exporting countries was 45.6 million bags. Provision was made 
for year to year overall adjustments by the establijhment of an 
"annual quota", expressed in terms of a percentage of this total. 
In the first coffee year under the agreement, for example, the annual 
quota was set at 99 percent of the 45.6 million bag total. The actual 
permitted export If nr'h , i,,, r. in,l I Ii '1I ti,,, t , ,, 'r uf 

ac1, tU. ftiuIur Lhe y2ar th tLa cuuoItry May eXpI fIl, ill :'Ily l)ile quarter. 
As long as it remains within its quota, each exporting country is free
 
to sell its coffee in any market.
 

The importing countries are relied upon to make the export 
quota system effective. Exports under the quotas tre to be accompanied 
by c, ifi ,. ,,If er i, i". d b'l, nxth unutry a! rtin. r-og with copy 
to the ICO. Irtijvr o l,! , , ,, ,t tv i , i, ,' r'y of ceI'1',0 
from any other member country witlh nti crI il', of origin or a 
certificate of' re-export. in add.iI!ion, tir irnorl.nli countries have 
placed quotas on impertis from nm-mp,,rso 

The opernti i-i ,,f'thi ,xpor t ,ot, syshl.nt noverhthe]ess encountered 
difficultins "i.t ribthot .le I;rI,, .';. lF 1 Alv,,.Jling:11. th,I. (I. pricon 
paid to producers .made co'', i'et on proI-.1. l.iide rehit, ve to other 
crops in most. of' 1he. exiport,.irig noon i.rI s. Nio ii0,.,rnrj.in, 1 Ynechnnism 
was in operntion whioh wonid r,'. , t.w i, ic i v;,- thnt,IlireUn m intntienance 
of prices provides coffee farmers to continue or even expjnrd coffee 
production. The resLlt was to encourage persistent excess production 
(relative to requirements for allotted exports and domestic consumption), 
in amounts and locations which have varied from one coffee year to 
another. Since few Central American or African proiucing countries 
find it easy to finance the holding of stocks or even possess the physi
cal facilities for storage, excess production crented almost irresistable 
pressures to export coffee in excess of the quota. Under the i circum
stances, considerable quantities of above-quota coffee were exported, 
some through loopholes in the ICA certifi,.ate system, some through 
formal waivers obtained from the Council, and some in simple violation 
of the agreement.* 

One of the loopholes turned out to be the novel provision in
 
the ICA which permitted sales outside of quotas to "new markets",
 
consisting of more than 30 Afro-Asian and Soviet Bloc countries with
 
low per capita coffee consumption and consequently having considerable
 
potential for expansion. Together with provisions for the establishment
 
of a coffee promotion program to be financed by the exporting members
 
and clauses dealing with the removal of obstacles to coffee consumption,
 

*1966 Report of the President.
 

http:ii0,.,rnrj.in
http:syshl.nt
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the "new markets" clause constituted the means by which it was proposed

to promote the increased consumption objective of the agreement. 
Ele
 
difficulty was that coffee ostensibly destined for new markets began

to be diverted en route to the higher pri.ced markets of the importing

membey countries. Another loophole, unrnlated to the new market

provi,,ion, w.;ans thp slijfri.ng nf onfr'nn Ir rnnrnr-Imber countries for
ship.'ient I.,) .M ,,l-rim i,rtl ! '( .. "P). I I~a offoeIi*.I ,, fIIf +Iiw "If 11) 

With respect L open over-shipments, an effort was first made
 
to charge these against quotas for succeeding period% but in most, if
 
not all, 
cases they were finally covered by waivers. Aside from a
 
number of ad hoc waivers, the pressure of overproduction in some coun
tries and tho ina9bility of fho rinmbpr to nfrac cm - revision of the
 
basic export i i,ii::' 'l ' H,I,Ii, :fi ,ul , ii 
 ,,TCA rnAffther
review of these quotas, led to aI s nt) 1.' I 'r for .P; producing aro,,; -

A total of 1.4 million bags was Lh iddd ,, IhIe annual quota of 
43.7 million bags for 1965-60. The increases were to be suspended If
 
they depressed prices beyond speFciri-,t 1ivd s, aid t-hey were not. to
 
be regarded its 
 pr jd, 1i. I :i , ,rf' 'ituro futas. Som.r- of the
waivers were indeed su,iridt ihi Latt half' theIII, r of year. .Further
 
tightening of the waiver prooenlures came in 19664-67 when recipients
 
were required to set 
aside 2C0% of the wniver proceeds for coffee
 
diversification (or, alt,erna hivo
an which none so.l.ecteod, to freeze
 
stocks equivalent to 
the amount of the waiver).
 

Despite che reservation to the contra 'y, waiver recipients
 
appear to have established a favorable bargaining position with respect

to future quotas. Larger crops thus promise to lead to larger quotas,

though less automatically than in the past. 
In any case, the countries
 
that did not stay within their original quotas have a]ready benefited
 
at the expense of those who did. 
On the other hand, it can be argued

that the original quotas based largely on past production were unfair
 
to new low cost producers and that the waivers only rectified the
 
inequities and injustices. 
One thing that seems certain is that total
 
revenues to the coffee producing countries as a whole were smaller than
 
they would have been had total marketings remained within the original

annual quota. If the price elasticity of demand for coffee is -0.4,
 

*The Executive Director of the ICO estimated that almost 3 million
 
bags of "tourist" coffee - coffee transhipped through other countries
 
so as to escape being charged to a quota - circulated in one year.

Statement to the U.N. Conference on Trade and Development, Geneva,
 
May 25, 1967.
 

http:slijfri.ng
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the decrease in revenue associated with the 3% quantity increase is
 

near 5%; if it is -0.6 the decrease is around 2%. *
 

As the loopholes and evasions became evident, the ICO took 
measures to improve its system of surveillance over export quotas. 
Certificates of origin were required for all coffee originating in 
member countrjei w ,..hr hlt, ,iri,.t ly r orif,i.m,,r importers 
inri I rootly "11 , "lJ 1111,1 'ti~ lll '] { llskil.l th il t ~ ll'~[t[: Ilid L11," 111! wf,!"*0 

to impose quotas on imports from non-members, Effective in April 1967/ 
a stamp system was introduced in an effort to curb overshipments.
 
Under the new system, certificates of origin are valid only if they
 
have affixed to them a quantity of ICO-issued stamps equal to the
 
amount of the coffee covered by the certificaln.
 

Tfl~n d'to~ipQuo La Ad.J 03 tn $.KL!LI 

An important step in the evolution of the agreement was Laken 
in 1965 with the adoption of a scheme for incre:,sing or decreasing 
the annual quota whenever an indicator price (an average of the prices
 
of the 3 major types of coffee) rose above or fell below a specified
 
price range. Not only was this a more explicit effort to stabilize
 
prices but it also in effect necessitated some agreement on "equitable"
 
prices which could not be reached when the ICA was negotiated. The
 
most significant aspect of Lhe measure, however, was that each pro
ducing country was now virtually guaranteed coffee earnings equal to
 
the product of its quota and the price for the type of coffee it
 
produced, provided that there was m crop disaster and that the quota
 
system really worked.
 

The arrangement was subsequently modified so as to adjust
 
quotas for each of four different categories of coffee in accordance
 
with its own indicator price. As it stood in mid-1967, the provisions
 
called for the upward or downward adjustment of total export author
izations for a given type of coffee by 2.5% whenever its indicator
 

"An FAO study cited by 'tHooft Welvaars (op. cit.) sets the elasticity
 

between -0.2 and -0.6. An estimate of -0.4 is used by Pincus (op. cit.,
 
p. 185) for the U.S. with reference to the price level prevailing in
 
1961. At higher prices, elasticity may be greater, and it may also be
 
greater abroad where incomes are lower. As the elasticity approaches
 
-1, there will of course be less and less change in revenue. Even at
 
this point, however, the producing countries would still be worse off,
 
since they could have obtained the same export proceeds with smaller
 
quantities of coffee.
 



- 14 

price exceeded or fell below specified limits for 15 days. The cate
gories and the price ranges were:
 

Cents per pound
 

Colombian milds 43.5 - 47.5
 
Othr ITO ['s /,h/s, - /,7,
 

lRobustas 30.5 - 34.5 

The lower limits of these ranges are higher than the prices that pre
vailed in 1962 (roughly 41, 36, 34 and 21 cents respectively, for the
 
above types), the reference year for minimum prices in the ICA. On
 
the other hand, the upper limits are lower than the average prices of 
19 ,Z"(appru ilw a ,,ly/, , ,',7 .110 tl. ) , ,,.va'wr pri.a-s were 
driven up by the liraziIini itid lit: il jrni 

The multiple indicator price system seems on the whole more 
conducive to price st8ii iiy 'mf morms.ju i.ve to constmuer prefferences 
than a single price in,ioriher schemeo When quotas for 0.1 kinds of 
coffee are adj usted on tie has ir; I' tirligOs .in a sing verage pr ceV 

1
the advent of :,xcess deiir for akpirtieulfir type of' coffee does not 
call the adjustmentl mechanism itfi, 1,1;y until. its price rises suffic
iently to ptll the ind ci taor ii 1ce above the 1.iiiI L. Thi s event may 
be hastened by the price ef',cts on other clof's as tLhey are substi
tuted for the scarce type as its price rises. Iiithe final analysis, 
however, the one price indicator system imposes upon consumers the
 
combination of coffees embodied in the original basic quotas (except
 
to the very limited extent that price changes may induce production
 
shifts from one type of coffee to another in the few countries that
 
can produce more than one of the major types). Adjustment, to changing
 
tastes is made by allowing the market to alter the relative prices of
 
the different types of coffee. The multiple price indicator system,
 
on the other hand, freezes the price differenLials and meets shifts
 
in consumer preferences by altering the quantities of the various
 
kinds of coffee placed on the market. It may also affect the future
 
development of the world coffee industry in a different way from a
 
one price indicator system since it tends to turn attention more
 
specifically to each major type of coffee individually and to the
 
fortunes and policies of the pr,,ducing regions associated with each.
 

Production Controls and Diversification
 

For the longer run solution of the coffee problem, the pro
ducing countries committed themselves in the ICA to adjust coffee
 
production to the amount needed for domestic consumption, exports
 
and stocks. One year after the ICA entered into force, the Council
 
was supposed to determine production goals for each producing member
 
country. While each producing country was to be responsible for the
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means by which it achieved the establised goal, it was required to 
submit reports on its program and a confrontation process involving 
discussion of the reports was contemplated. The Council was given 
the authority to establish procedures to verify compliance with the 
achievement of the production goals, and :.odeny any ncreases in the 
annual quota that. mig t heo ciid. t- -1 1-inn-(-1,r,1:: i ., ernintry. "I'inforftun
11tely," It. wls st.,tf.,d In Fitt lf'i, l ,'irI . "'jt. ii:,1 ioetr 1)(,asibl,,"iot 
t,o hiipletr'rit, t hi ; s etion ii A(r)I r',rt.. coliti ,i'5, h ,:i t'terd1 11w' 
to agree to the Council's setting production gonls so long as there 
was a chance that they might negotiate for thomselves such an increase 
in their basic quota that they would not have to curb production." 

Partly as a result of this impasse, attc~ntion hnn recently 
bepn tiurnpd to a proposAl to pstrnblish n Coffem 1dTm',ifleatlon Fund 
(GDF). The underi;ii . . . ,'. i,r,,I 'i,,, ., ',i ; c' thn 
shift out of coffee I.... ,:. 'ys ) quotas are moretho t.:]l3 , 
firmly enforced. The CF would Nr If'inlnccd by n contribution from 
each exporting member country, perh;vps ,. t.he rxiton of la1 per bag 
(which is roughly 2% ,f the v,,ii,, f'm a r pmr.i 'i con- six ye The 
tributions . which muy he regar ,, a ,, l'ins, w,,)ld totil 4.")f) to t.'70 
million. TheI .S. has of'f'erIod i,,)Ird $.1, ml 1.1ion outright and 
another $15 million conti,ij'ut, upon a t.ching loans from other con
suming countries. Since srte o' tli, iijor pr ,,lneing count,ries 
presumably would not borrow f'rv Ichr CI)F, tLh tdiile soum (prrnps as 
much as $_100 million) would be available for lending to other surplus 
countries--particularly those that required waivers--who would not
 
have contributed as much as half the total. Loans from the CDF would
 
be administered by an international financial institution under general
 
policies established by the ICe. The nature of CDF policies, partic
ularly the question of how directly the projects to be financed must
 
be related to the coffee control program, were still in negotiation
 
at the time of writing.
 

iAlthough the adoption of the CDF would be a step in the right
 
direction, too much cannot be expected from it.. The financial re
sources at the disposal of the CDF would be small, many of the
 
governments and producers insufficiently convinced that their interests
 
really lie in the reduction of coffee production, and the road to
 
coffee diversification long and hard. Above all, it does nothing
 
directly to meet the basic problem of reducing the incentives to pro
duce coffee. The experience of Brazil, which has undertaken by far
 
the most ambitious programs of this character, is relevant.
 

The first effort at coffee diversification in recent years
 
was begun in June 1962.** By the end of 1965, over 700,000 hectares,
 

*1966 Annual Report of the President of the U.S. A joint study with
 

the FA0 and the IBRD looking to the future establishment of production
 
goals is under way.
 
**Much of the information about the Brazilian program is taken from
 
Knight, op. cit.
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more than 15% of all the land in coffee, had been released from coffee
 
production. Most of the tree eradication occurred in 1962 and 1963,
 
and may have been encouraged as much by frosts as by the subsidy for
 
tree eradication. In any event, the subsidy, at first equivalent to
 
50% of the gross income per tree, was quickly eroded by inflation to
 
9% in 19,4. When in riddit.-Citi, il, j4hrtci ,il,prien nf' ael't'e, rlinnst 
doubled in 1W/4 r, ti-.w.', 11h ir ,ih,,,I,,sr , ,',i'uIi.r',l r'i,,, n a f't,nr 
,t,ef! ]i,. .,i ' i,,r , .,'',r -h, 'ec iveof' t h r'af'I",! . 
ness it had had. xportrible output in 1955.-sofb, despite the eradication 
program and extensive frost damage of the preceding period, was virtu
ally as high as it had been in 1961-62. In the second half of 1966 a 
new start was made, '.his time bared on larger suhs:ldieo for eradication
 
and measures to decrease the price of coffee relative to other crops

throuh a lower r-,ral price fer coffee and minimun sanort prices for 
crops that c u :i iY r-Ip'l r' ,,T,' fkIr,,h ,,, tr.',',. II'11,t1 A , 

capable of producin g sometL inf, IiI(, mii) Ii ,, h O.',ic()!'(,ee of'
at' out 
total maximu. capaciby of 37 or 18 mili.on bargs were eradicated in 
the first year of the progrim, new trees and better care of the remain
ing ones meant that the net. decrease in capacity wis only half as 
great. It is too early Lo say ,beoiher the incrn;se in thp producer 
price recently announced and the onltineud rise in pricos In hrazil 
will agniA be permit, ed to nr9(i, the lirogrram. 

Th- Brazilimin experignce shows the, grent difficlilty that may 
be encountered in revising th, 'f ',,rmers ntier longu oxpftIi 
periods in which coffee support programs have made coffee production
 
profitable. The establishment of revised expectations will take time,.
 
especially since there are likely to be ways by which the farmers can
 
hedge against a weakening or change in the intentions of the government
 
with respect to coffee. They may use eradication subsidies to uproot
 
relatively unproductive trees and retain the high yield trees. They
 
may take advantage of high ';unport prices for other crops to inter
plant them between their coffee trees; while this may adversely affect
 
coffee yields it avoids the risk of a complete commitment to alterna
tives that are unfamiliar and uncertain or that have been shown over
 
the years to be less profitable than coffee. In these attitudes they
 
are encouraged by arrangements more favorable to coffee than to other
 
crops in such matters as technical assistance, credit, storage, and
 
transport.
 

A government may find it difficult to maintvin the diversifi
cation program over the time required. It may be hard even to start
 
it. Until now the de facto rules of the ICA game, though not the
 
rules in the agreement, have been that larger crops mean larger
 
quotas. Unless the governments and producers concerned become con
vinced that the rules have changed, there will be no incentive to
 
diversification. Furthermore, the present organization of the world
 
coffee market, makes it difficult to know which countries are really
 
the low cost producers. Some of those with above-quota production
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may consider that they are in a highly competitive position vis-a-vis
 
most other producing countries and will therefore be loath to under
take programs to curtail production. More generally, the possibility
 
that small coffee farmers may be forced back to subsistence farming or 
driven to cities where they w! It add to ov,!rcrowding and unemployment, 
and the thit , i i-. .i,,r int t,hajn soniefact, -n1f' -- ioni ,,r, ,,:ivr, f 

ni,:, j,,,
 

!v 

o f' tho, liko ly ,, iv.,n nsr": ,. , iw,',,,i 'i,',' 1., fi',l,' 

detferrents_ Ti,,w v' iti 1WiJ 1 J..''L1'l Ch0 .. , it' over

come at the beginning, is likely to press continually for more favorable 
coffee prices relative to other crops. All in all, it would take a very
 
secure and determined government to sustain a col'fee diversification
 
plan at a level and duration that would involve subStantial diminutions
 
in production without compelling external economic pre3sures.
 

IV. The Future of the Coffee Agreement 

It is possible that the difficutlties have been exaggerated and
 
that the present policies of' the IA will eventually resolve the problem 
of excess coffee production, The stimp plrn may succeed in enforcing 
quotas, and once producing count.ri, s :iecept, the .imitation on their 
exports as really binding, thvy ,,., seek to obtain the use of the CDF 
and other financing to aid in shifting resources out of coffee. If 
this turns out to be the case, the present, arrangements may provide 
the most expedient solution for the world coffee problem in view of
 
the great political difficulties of negotiating new provisions.
 

It would not, of course, be the best solution from the stand
point of the economic interests of the coffee producing countries as
 
a whole. The quota system provides no mechanism for enabling the
 
coffee producers to earn the $2.2 billion now being paid for the 45
 
million bags of coffee they export by employing the smallest possible
 
amount of resources. The quotas discriminate against low-cost late
 
comers to the coffee industry, and they do not provide the pressures
 
for cost reduction that would prevail under competitive conditions.
 
Judging from the differences in producer prices in different countries
 
and from various reports about what could be achieved in individual
 
countries by improved methods of coffee cultivation, a conservative
 
guess would place the proportion of resources that could be released
 
from coffee without reducing world output at no less than one-quarter.
 
If these resources were employed in alternative uses, the real incomes
 
of the coffee producing countries would be increased by more'than a
 
half billion dollars a year.
 

*FAO, Coffee in Latin America; II Brazil. State of Sao Paulo (2)
 

(1960), p. 46.
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A more pressing reason for considering the development of dif
ferent arangements under the ICA is the possibility that the producing 
countries will not bring coffee production under control. * Some of 
the obstacles to the implementation and maintenance of diversification 
programs have already been set forth. It is difficult to believe that 
the Centrnl American nrid Oirqhn bsu and relativeAfrirnronlinrionf ibsol 
shares in Oihe .f'o r , IIl-frh'', - ,,n .... r illy will -Icept. 

, tpro";-1, 1 (ittMore sta i : silifJ ti,'l . T11J " J*'!]l l ',:li,, WfA -111,flipt to 

put a lid on coffee exports while permitting prices that create large
 
pressures for sales. There is ro operative provision for reducing the
 
pressure, and the lid may continue to blow off as it has in certain
 
Central American and African countries. Another possible outcome is
 
that coffee will back up into larger and larger stocks as it has in
 
Brazil and Colombia. Either endaners the continustion of the ICA.
 

Therefore, ronsid pr' ,,it. m 1 ,.,) hr to ini,,iri , v,,r, changes the 
present organization of' the woill c',,l'le i,,iustxry which will permit 
a more decisive separation of the rplativwly high consumers' price, 
which may continue to be usod t-o assuro high ngi'r-gahe receipts to 
the coffee-prodtici rg co-it, s a n li ,he prodlic-r- price which has to 
be depressed t.o i point, ,it. wh icli surplisnes wil.1 ,isappear. 

The only way thai; this di fferenc boeteen the two sets of 
prices can be estriblished is through a tax on coffee. 1 Some export
ing countries already levy substantial tqxes on coffee, directly as
 
taxes on production or exports, through the monopoly profit of a
 
marketing board, or in some other form. However, governments have
 
been unable or unwilling to make the taxes large enough to achieve
 
the needed restriction in production. Furthermore, the taxes that
 
are levied vary widely from one country to another, with adverse
 
consequences for the efficient location of production that have
 
already been discussed. Conceivably, taxes on coffee levied by
 
producing countries night be subject to international agreement and
 
control, but taxes levied unwillingly might find their way back to
 
coffee producers in one way or another, and the idea of many
 

"The Executive Director of the ICO recently estimated that present
 
acreage and productivity imply production in excess of consumption 
of 10 million bags a year. Some countries he noted have undertaken 
diversification measures, ". . . but the magnitude of the cutback 
is still not sufficient to have a world-wide impact on the surplus
 
problem." Statement, op. cit.
 

**Taxes to increase prices of exports in inelastic demand have been
 
considered by a number of writers. See 't Hooft Welvaars, op. cit.;
 
Johnson, op. cit., p. 157; and Pincus, op. cit., p. 149.
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national legislative bodies levying taxes in accordance with an inter
national agreement does not seem very plausible.
 

Pressure for conformance would be increased if the importing 
countries were to levy duties which they would waive whenever the 
exporting country I m t ,olX i " ,iild requireits'4,,F ;,,., I, t jlso 

tho coorulinliti - wJ'.i:,n P',1i, i., . ilid ji.,hlnoe
, ' hv Iv ,:!,j ' ,s w, i 
a cumbersome a(lin.jiistrative LurdUi un thle iIq.r i ug countries. if the 
importing countries levied the tax and actually collected it for re
funding to the exporting countries, * the funds ight come to be 
considered as part of the aid appropriation and thus not turn out to 
be a net addition to the flow of resources to the developing countries. 

A ct'jlp Fee fIr (T'f , 

An approach which is superior to any of' tihese aliternatives and 
whioh may be readily grafted on to the pre,3ent, org'nizat,ion of the 
world coffee industry would be to have the t,:,x li(vird by an internation
al organization -- viz., the *f(1,). The basic idei is to have the 
International Coffee Organization (1C0) levy a unifom tax on coffee 
moving from the LDC's to the DC's. The levy would take the form of a 
fee for the stamps now issued by the ICO as a means of helping the DC's 
insure that they are impo'ting only coffee exported under the quotas 
of the International Coffee Agreement. The path for such a tax may be 
paved by the $l-a-bag export levy for the CDF which seems near accept
ance. The levy could begin at a low rate and increase gradually--say 
over a five-year period--until it represented the difference between 
the consumers' price and the producers' pricepthe latter being the 
price necessary to call forth the quantity of coffee that consumers 
will buy at the price established for them. 

Merchants importing coffee in the DC's would be free to buy
 
coffee anywhere in the world at any price they could negotiatebut
 
exporters would have to purchase the stamps from the ICO or its local
 
agent to make it eligible for entry into the importing country. The
 
governments of the importing countries would have no further obliga
tion beyond restricting imports to stamp--bearing shipments as they
 
already do; it would be politically easier for these governments to
 
continue their present regulations governing the sources of coffee
 
imports than to levy taxes and transfer the receipts.
 

*This was proposed by the French Government. See footnote 1.
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From the standpoint of the governments of the exporting coun
tries, the onus of bringing abouL changes in -roducer prices would be 
shifted to the international community operating through the ICO. * 

Ideally, each exporting country would treat its own coffee
 
industry n ! I hr iwir, or 1l,: ' r,t ,' Ih-li, -t .h-,r inhiiirir- wi h
 
rrrnpc' to t..'tx'i Tto)??I tl, " ' i, i. , '',r Ii''':1I ';J','m i,
 

at ,i:;: o 0 'p'1.Jce itI,0-I',- 'I ,':rh?:,g' a tJ'J Iir 01 r 
and few, if'ai,y, producing ccunries would be tfetljed to do this. A 
:reater problem may arise from the temptation to try to maintain the
 
coffee sector by favorable taxation or outright subsidizrition, thus 
undoing the effects of the ICO tax. It should be possible, however, 
to find ways to avoid the grosser forms of subsidization and to mini
mizi th ar, ri'r+fP, rffpects of ir,subtlnr forms, For one thing, the 

! Professor Kaldnr has advanced an ingenious scheme that would also 
separate the con sumer tnd pr,,+J,ol'r r"[r, ?l?] a lli,, mfrE,', t Forces 
to determine the loc,',ri ,, of ' f-'ffer? pjrhdctIia, lie would require 
the producing countt .,;to .evy nxp.arl _Lrix-,s wIr.ih would b raised 
whenever th,ir coffee toeks inicreno'i (owinr to excess production 
relative to coits,tJ Iius -'xlart. ;,ir'ns)domestic , i, ;,ad d ecrepsoed 
when their sI.ocks decliicil ,.1wo tho size of [i,' exp)r . lix would 
provide an indication of lhe reltiJve ef'iec1nncy of, erich country's 
coffee industry, quotas would be periodically reallocated to the
 
countries .ith higher export taxes. (However, no country would get
 
an increased quota unless it had fulfilled its old aiota. This
 
would prevent a country from levying an excessive export tax in
 
order to get a higher quota.) Kaldor's proposa', has the advantage
 
of combining the problem of determining stock policy with the shift
 
to an efficiency-determined location of production. However, a
 
similar degree of automaticity for the regulation of coffee inven
tories could be devised for operation with the stamp fee plan. The
 
Kaldor proposal leaves the proceeds of the tax entirely in the hands
 
of the exporting countries, which has both advantages and disadvan
tages as compared to collection and some control of the proceeds of
 
the tax by an international body. (Among other things, this would
 
require transfers from successful exporting countries to unsuccess
ful ones if any compensation were to be given to the losers.) The
 
variable export tax scheme like the international tax would require
 
continuing international agreement upon the spread between consumer
 
and producer prices that should be maintained. The choice between
 
the two approaches thus depends on political rather than economic
 
criteria, and the key question is which has the best chance of gain
ing acceptance and being put into operation. N. Kaldor ("Stabilizing
 
the Terms of Trade of Under-Developed Countries", Economic Bulletin
 
for Latin America, Vol. VIII, No. 1, (March 1963).
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ICO should be given the nower to impose higher stamp fees or to with
hold tax proceeds where necessary to offset subsidization. It would
 
also be necessary to prevent the use of multiple exchange rates to
 
tax or subsidize coffee, but other special rules regarding exchange
 
rate practices or devaluations would proba,[.r not be rquired.
 

As long as importfinr ro vtfri -s ,Ili 1 1 'lI I y v)] , n Cff P aIndSt-

exportJ rig oniiI i- ,'r's d i i )t i::i. tl, :i ,r' , 1'#'r? ilr Ii I ,.;, I], ljx
i; 
alone would eventually suffice to bring producliJon and consumrition in 
balance. Furthermore, the tax would represent the only interference
 
with the market. Price differentials between various types of coffee
 
could, for example, be left to the market place. The only problem
 
here would be to determine the kind of tax that ..
,,nuld be most neutral
 
with rosp.nct to The difforonf, rrrns of' cnffee. An fr, vnlorem tax 
would probably I,-,:;( .t ii i. ': '.vl iif-i .,tI, 1,:,, ' i, 'I) :,
 
while a single-rate specif'ic ,lit.y :Hi(2,, . 'o 1,L co 'ees migh L he 
considered unduly burdensome Fer t he, lmv.,r price grades when pric-s 
can vary as between 21 cents ',nr a rOit, ,lil 05 cents for a (ni1ombian 
mild. Perhaps the resoltitjoi iiI be tr its f'oir diffe'rent specific 
rates, one for each of ,hUi muijor nownnf'fee Inininuid.yi'es oI' in
 
the multiple indi cafor prlce ,yvi ,inn, ,,wh-(if toI di tiesn ,-.iri
in rou,,hly 
the same relatiion to th, recentIv prorr I ilin, plV in, of Ihe of'f'ee t1o 
which it applies, ' 

Although the ICO would never intrvene directly in producers' 
and consumers' markets, it would nevertheless have to have some tar
get prices in mind in establishing the tax rate. The most likely
 
outcome as far as the consumer price is concerned is that the target
 
would be set within a negotiated range regarded on the basis of
 
historical experience as equitable by the producing and consur ag
 
countries. Such ranges have already been established for fou, main
 
types of coffee and the maintenance of this price level is an obvious
 
possibility. On the other hand, even the higher limits of the present
 
prices are lower than those that have sometimes prevailed in the past
 
few years and probably well below the prices that would maximize
 
coffee revenue. If the producing countries were willing to accept
 
the rationalization of the coffee industry so that the importing
 
countries no longer could feel that their coffee dollars were being
 
used to produce coffee wastefully, including some that would never
 
be used, the importing countries might be willing to consider some
what higher prices.
 

It is possible also that the present distinction in the ICA
 
between traditional and new markets could be refined under the stamp
 
tax plan, and coffee revenues increased by more systematic discrim
ination among various markets. Taxes on coffee destined for different
 
places could be varied according to their elasticity of demand.
 

*Actually there are many more than four types of coffee and it might
 

be desirable to recognize this in the tax scheme.
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The aim in setting the target price for producers would be to
 
keep long run supplies coming on to the market in quantities that
 
would keep the consumer price within the target range, If it was
 
anticipated that technical progress was likely to increase the output
 
of resources currently employed in coffee production faster than the
 
expansion of demand, the producer target price would be lowered by
 
incrensing t1h f-o×. If',i, ,! , 'r1x'- 110 *, 'l11 5r' ,,lI V hr grow-

Any solution of the world coffee problem will, of course, have
 
to cope with the issue of Brazil's stocks, but. that issue does not
 
present any difficulty that is unique to the scheme outlined above.
 
All authoritius appear to agree that the great bulk of the stocks will
 
never be used except in the event of a breakdown in the ICA and a
 
re sulLing pri,:, . , ril h I Ii t , t,,. .,, , .i rIinly for,l i 
bargaining purpooms., II'ti I ; l , ,',,, :;(i 'me tihvL retly pi'm,Isos 
to resolve the world's coffee proin ri m*y eon,,Ji;ably lead also to a 
greater willingness on the purl; of' the ownrrs of the stocks to dispose 
of them. 

Since the full tx representing tho difference between the 
consumer and producer target prices will not be impose 11A. once, the 
export quota system should be relaxed only gradually. As the tax is 

*Further consideration might be given to the problem of avoiding the
 
sharp fluctuations in producers prices that have in the past played
 
such an important role in leading to the overexpansion of coffee
 
production. The demand for coffee is rather stable, and substantial
 
annual variations in the coffee crop, usually on a two-year cycle
 
and dominated by fluctuations in Brazilian output, have been the
 
source of instability. A buffer stock scheme might be desirable
 
to insulate prices from these fluctuations. Except for the transi
tion period, when the ICO might find it convenient to maintain buffer
 
stocks as it acquired experience with suppliers' responses to differ
ent prices, it seems preferable to leave buffer stocks to the
 
individual countries. The countries might wish in any case to smooth
 
out the earnings of their coffee farmers and they would better be able
 
to do so with their own schemes. Also, since the degree of instability
 
is not the same for all producing countries, the costs and benefits of
 
an international scheme would not be the same for producers in all
 
countries. The ICA already contains provisions for the establishment
 
and implementation of a policy with respect to stocks although little
 
has been actually along these lines. If the large overhang of
 
Brazilian stocks could be resolved, a relatively simple set of rules
 
with respect to the national buffer stocks would probably suffice.
 
For example, an upper limit might be placed on the size of the stock
 
maintained by any country in terms of its average annual output over
 
a preceding period of years, and its right to dispose of stocks might
 
be limited by some formula related to shortfalls of production from
 
such an average.
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increased, quotas should be expanded on a proportionate basis for all
 

countries; the tax will inhibit expansion and curb production in high
 
cost countries without preventing producers in low cost countries
 
from expanding to take advantage of the quota increased. Eventually,
 
the quotas can be eliminated altogether.
 

TLe Use of the Proceeds
 

There is, of course, a wide range of' possibilities concerning 
the use of the proceeds from the stamp tax. Except for the require
ment that the proceeds not be funneled back to coffee producers, the 
choices here are independent of the use of the stamp tax to create 
the separation between consumers and producers prices that is neces
sary to restore balance to the world coffee industry. The suggestions 
madu below r ii indhrrent iit , ,rinfirii,-sI'I i,,I. nr rnly inf.ended to 

be suggestive of tile pruh,1 ,ii,,io 

There are two basic issues concerning the use of the proceeds. 
The first is how to us3 them to e Iho biirflun of' the totir, transition 
a situation in which world producers are confronted with a single
 

price for each grade of coffee. From this standpoint a ten-year re
newal of the agreement rather than a five-year renewal would be 
essential. The second issue is what use will be made of the proceeds
 
after the transition period.
 

The key principle in the transition period should be to permit
 
gradual adjustment by high cost coffee farmers who lose income, and
 
by governments who lose export proceeds and in some cases revenues
 
from coffee taxation as well. Indeed, in the initial period the fees
 
might simply be turned over to the governments of the coffee producing
 
countries in proportion to their quotas in the coffee agreement. The
 
governments would in turn be allowed to use some or all of the funds
 
to compensate high cost producers who were squeezed out. Such producer
 
compensation would, however, have to be at a degressive rate--for
 
example, starting at 95% of the base year income in the first year
 
and in each succeeding year a stendily diminishing percentage of the
 
previous year's income, The governments might be required to use
 
part or all of the balance of the payments from the stamp fee to
 
encourage diversification as long as there were resources still idle
 
as a result of the integration of the world coffee market.
 

In the longer run, the proceeds of the stamp tax should from
 
one point of view be available for general development purposes, per
haps being added to the resources of the World Bank Group. Each
 
producing country will, of course, regard its share of the total
 
proceeds as rightfully its own, but this is inconsistent with the
 
general aid rationale that motivates the importing countries to per
mit their consumers to be taxed through the higher prices imposed by
 
the scheme. Whatever the merits of either point of view, the coffee
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producing countries may be expected to be the less attracted to the
 
scheme the more that they are asked to share the benefits with others. 
Perhaps a compromise could be worked out which would assign at least 
a share of the tax proceeds for general development financing for use
 
in developing countries in accordance with the kind of criteria used
 
by the World Dank Gronp.
 

Of cnljrsr indivi(diUI I ,,f', l nc i vill heyi,- in , ntri '' .llso 
concernet i f;Ih.:ir .ni 1'i till], ,i '. t., natp of' prfi'ier s, The 
loss of revenue from coffee to another producing country will not 
appear much, if any, more attractive than the loss of' coffee revenue 
to a non-producing country. It may be worth noting in this connection 
that the dispersion of farm costs of production in most coffee produc
ing countries is so large, that most, if not all, major producing
 

-ie;- k ly n-V I I'. 4 t- ,-f, wnijilh -r'u, inn . There 
is no denying, , f,',e'er tA1iw,,: a itnt if i i. pI11,1',ueC some iosrs 
as well as winners. But th pU i a)a,:;, lint the ill around gains 
will be more than enoufh to crL,",,,, tp the lsers. 

At one extreme, i.narh,-id, -i eomminimont if,1lt he marln to distri
bute the tax procoeds con! i.Il ':.i v , HwI.,.pro tiirI1group uf effre 
producing countries. Ench w.ild (:onn!Linac to receive n t. less t,han 
its present coff-'ee export, p m','ee(l:; (ringI, t,lin tn-year lil'e of the 
agreement even though It oxport,, I'd tl, uw, ff ' low-costli r' Tie 
countries that ,were ai)lr, to oypfina tLIir :;au- ,'yonI their original 
quotas would share in the incremental tax revenues obtained as a 
result of the growth in world coffee consumption. If past growth
 
rates can be extrapolated, this would mount to 25 or 30% over
 
present levels by the 10th year. Even under this scheme, the eco
nomic development of the producing countries would be significantly
 
stimulated since the efficiency objective of the stamp tax plan
 
would be achieved.
 

It seems more reasonable to think, however, that national
 
revenues from coffee would eventually have to be linked more closely
 
with successful competition in the world market, and that the plan
 
that is adopted should provide for a gradual diminution or elimina
tion of unearned revenues accruing to countries on the basis of past
 
coffee production.
 

Perhaps these stakes will seem too high for some producing
 
countries; they may be unwilling to open their coffee industries to
 
a degree of competition in which everything may eventually be lost,
 
however gradually. There is a half-way house--indeed a continuum
 
of part-way houses--that can be suggested. The ICO might, for
 
example, halt the downward movement o the producer price in any
 
country when exportable production declined to say 50% of the pre
sent export quota. This could be done by altering the stamp tax on
 
coffee from that particular country.
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However, the need for adjustment cannot be escaped altogether.
 
In most instances, alternative employments will eventually be found
 
although they will not usually pay as wel]. as coffee has bden paying.

Where there really are no n1trnativP employments and r-orfoe oultput 
per unit of i p,it, .:- 10 14' .1v,, Lo) 'h, C of'ttow ,11t, 1,} 1 iov,,I 1.1 
present protection for .1 o,;I, proi'cors wo1ld niot (rive them fron 
coffee production but would reduce their incomes. It is possible

therefore that the more efficient resources with aJ.ternative opportun
ities would be the ones that would be pushed out of coffee production, 
but this kind of outcome would be in the best interest of total output
 
and income.
 

The dii'_Ii i,] t11Aes of' iiov i-lF res'ources out, ,f. cnfIt'l'-, prodj,!l on, 
some of which have been ment.oremd, flre liirg; tiri real in politio-il 
and human terms. But they are not different in character from lhe 
costs of economic development. in general. It is unreisonalble to ex
pect men to rian to meet thrmi, bmt, to Keep running 'awny from them Is 
to avoid economic developmornt altogether or greatly to restrict its 
scope. 


