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EXECUTIVE SUMMARY: EAST TIMOR COFFEE ACTIVITY ASSESSMENT

Background: The objective of this report is to assess the Timor Economic
Rehabilitation and Development Project’'s (TERADP) coffee activities sugtainability,
ovedl goproach to implementation and effectiveness. The findings of this
asessment will be one of the indruments employed by USAID in determining
whether any redirection isrequired for TERADP.

TERADP is an eght-year, 17.5 million

TERADP USD grant agreement activity. The prime-
Project Purpose implementing contractor is the Nationd
Contribute to East Timor's Cooperative ~ Business  Association
economic rehabilitation (NCBA). Phase | of the Project began in
Improve incomes and living July 1994 with a 95 million USD grant
conditions of small-scale agreement provided to the NCBA by
farmers USAID. Phase | was on track for a
Improve the business successful  completion in Jduly 1999. At
capacities and operations of the request of USAID the project
rural enterprises continued operation through mid 2000 on
Contribute to the development a no-cost contract extenson. As the
of apalicy environment Project's firg phase was nearing
favorable to smdl-scde completion, violent socia unrest broke
agriculture and SME's out on Eagt Timor. The result of this
Reduce the time required for conflict was a breskdown in the rule-of-
the trangtion to avigble lawv, and the complete destruction of
economy and the need for government inditutions, services as well
continued relief assistance as the dedtruction of much of the county’s
basc infrastructure and economy. In

lignt of these events USAID provided NCBA with a 7.8 million USD grant
modification agreement that will alow the Project to operate until end 2002. At that
time the Project anticipates having gpproximately 7 million USD in assets including
revolving fund cash, land, buildings, equipment, vehicles, and inventory.

Long Term Regional Commitment: NCBA began work in Indonesa at the request
of the GOl in 1977. This ealy work focused on smdl-scde manufacturing
enterprises and agricultural cooperative development. During the period 1980-87,
NCBA used grant funds (from two PL 480 grants totaing 3.8 million USD) to creste
svad agribusness and light manufacturing activities in centrd Java and South
Sulawves. These induded a furniture-manufacturing cooperdive tha now employs
3,300 people and generates 7 million USD in annua export sdes. This busness has
not received any funding from USAID since 1987 and its sdes have consgently
grown. Cugtomers now include some of the best-known names in the US furniture
sector induding Ethan Allen, Brown-Jordan, Smith and Hawken and others. In
1985, usng USAID grant funds, NCBA entered the vanilla sector by creating a
number of vanilla production cooperatives and a processng/ export coop. The
processing coop currently buys vanilla beans from 12,000 member-farmers and then
processes and exports the final product. The vanilla coop is now the largest
processor/ exporter of vanilla beans in the world, with sdes (2001 season) of 13
million USD and has not received USAID ass stance since 1987.
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A third example of a NCBA/ USAID success in the region is the Indonesian shrimp
farming and processing cooperative started in 1986. The coop currently has over
five hundred grower-members and will export an edimated 48 million USD of
seafood in 2001. The shrimp coop has operated as a successful independent business,
without USAID support since 1989. NCBA 4ill plays a role in management and
marketing through its management contract with the cooperative.

Usng USAID seed capitd (through a 4 million USD, 1988, P.L. 480 monitorization
project) NCBA has developed smilarly successful cooperative owned businesses in
the spice and financia services sectors. Using these funds NCBA darted the
Cooperative Finance Company of Indonesia (COFINDO). Today COFINDO has
eight times its origind assets and is one of Indonesids leading finance companies.
To date, NCBA's efforts in the region have resulted in the creation of over 6,400
sugtainable full time jobs and 7,400 seasond jobs and have increased the incomes of
over 48000 fam families. In 2001, regiond busnesses thaa NCBA sarted with
USAID support will export over 98 million USD of vaue added food and
manufactured products.  This is an exceptional track record of successes and credit
is due to the NCBA/USAID team for their vison, management ability and long-term
commitment to the region’ s economic devel opment.

The East Timor Coffee Project: Working from their well-established base in the
Timor coffee sector, developed during the Project’s first phase (1994-99), NCBA
was able to rgpidly implement Phase Il of TERADP. The cooperative buys
unprocessed coffee from 18,800 coop members in the highlands of centrd Timor.
This raw product called “cherry” is then processed, dried, sorted, packed and
exported to buyers worldwide. At the ime this report was prepared (May 2001), the
NCBA Coffee Cooperdtive is the single largest employer in East Timor, employing
300 full time gaff and 3,900 seasona workers. The cooperative buys about 37% of
dl coffee produced in East Timor and is the largest exporter/ foreign exchange
eaner in the country, generating an estimated 4.1 million USD in coffee export sdes
in 2001.

Coffee exporting is a multi-billion dollar busness. Green coffee bean is the second
largest commodity market in the world in vaue terms. The NCBA East Timor coffee
activity effectivdly targets the high qudity-—high vdue end of this maket with its
certified organic and conventional products. The cup quality of East Timor coffee
has been dready established, as witnessed by its price in the top 1% of al coffees
worldwide. The key to obtaning such high prices was the Project’s efforts in
sgnificantly improving the aress coffee qudlity.

The coffee production, processing and export cooperative formed by the NCBA's
East Timor activity is the largest producer of organic coffee in the world, and it sdls
its product to some of the largest and best positioned wholesalers in the industry. By
focusng on high product qudity and high unit vaue, the Project has developed a
sound business drategy that will maximize profits and minimize risk over the long
term.
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Sugtainability: Robusta and Arabica coffee varigties were fird planted on East
Timor by the Portuguese in 1815; over time a natura hybrid developed that has the
vigor and large root sysem of Robusta and the high acid/ high qudity of the
Arabica. Today, it is estimated that the highlands of East Timor have about 45,000
ha of coffee trees. These trees exist in a near-wild gate; they recaeive no fertilizers or
pedticides. This coffee production syssem has a very low environmenta impact, as
the only input used on the crop is the labor to harvest the wild cherry. The coffee
growers-coop members have defined areas from which they collect ther chery.
Once picked the cherry is wudly brought to a roadsde collection point, purchased in
cash by the coop and then taken to a mill for primary processng. At the time this
report was prepared (May 2001) coop members were paid 0.12 USD per kg of cherry
a the mill. If the coop supplies a truck to pick up the cherry roadsde the member
was paid .10 USD per kg. In addition members receive a dividend payment after the
crop has been sold.  The dividend is usudly paid in March of the following year
(before the start of the next harvest) and can range in Sze from zero to .05 USD per
kg of green bean delivered, depending on market conditions.

It is edtimated that the 2001 crop will pay a dividend of about .028 USD per kg
(average of al grades delivered) of green bean. Farmers said they peferred sdling to
the coop because they paid more per kg and it was less work, as the coop buys cherry
(hullg/pulp on), and other buyers will only purchase coffee after the hull/pulp has
been removed and the bean dried. Buying cherry and milling it a a centrd wet mill,
usng traned daff, indead of letting famers do ther own processng, results in
uniform high quadity. At the time this report was prepared the coop was paying .55
USD per kg for un-hulled coffee (equivdent). The price for un-hulled coffee offered
by Dili traders was .36 USD per kg.

: For the vat mgority of fam
of Priﬁg%fgl't%ans families living in the highiands of
Mean USD per Kg, Cherry to Bean Ration 7:1 East Timor, coffee represents over
Mid Elevation, Non-Organic 90% of their annua cash income.
Assuming that in 2001, the coop
Sdling Price FOB Port, Dili 1.618 | will purchase 20.925 million kg of
Purchase Cherry a Mill 0.840 | chery for .117 USD pe kg
Other Variable Costs 0.533 | (purchase price plus dividend), the
Gross Margin 0.245 | 18800 coop members will on
O&M plus Depreciation 0.195 | average receive about $130 per

member in totd annua payments.

Pre-tax Profit 0.050

Profit Tax (@ 30%) 0.015 | The processng and exporting coop
After Tax Net Profit 0.035 | has shown consigtent sdes growth
from its 1994 gartup up to the 2000
Didribution of Profits market year. The coop <dls its
Revolving Fund 0.011 | green bean FOB port Dili, East
Board & Staff Bonuses 0.011 | Timor. The text box a the left
Dividend to Grower 0.014 | shows the cost and returns to the

coop for the processing and exports
sdes of a moderately priced coffee. As can noted in the text box, this mid-leved

4



Development Alternatives International, Inc. East Timor Coffee Project Assessment

coffee (in terms of qudity and price) makes an dfter-tax profit which dlows the
Coop to re- capitdize its revolving fund, pay board and staff bonuses and remit .014
USD back to coop members as adividend

If the coop were to cease operation it is estimated that farm incomes from cherry
sdes would fal by 33% to $83 per year. World coffee prices are currently a
higoricd low leves, in pat due to the increesing production of Vietnam. Once
world coffee prices rebound, coop members will see improved incomes through
higher cherry price and greater dividend payments.

Risks: Agribusnesses operaing everywhere in the world are subject to smilar types
of rik, including weather and other production risks, market risk and generd
economic risk. For internationd agribusinesses, firms must contend with the added
risks of exchange rate variation and the internationd trade regulatory environment.
In these areas the East Timor coffee activity is no more a risk than most other world
producers. The coop uses the New York “C’ futures market to hedge its positions
and reduce market risk, as do other professonas in the coffee industry. Future
market hedging cannot completdy diminae market risk, but it does dgnificantly
reduce downside exposure. As East Timor uses US dollars as its currency, exchange
rate risk has been eiminated.

The current politicd and economic Stuation in East Timor can be described as fluid.

It is esimated that unemployment rates in this country of 800,000 people is 80%;
however, it should be noted that a larger percentage of East Timor's population have
traditionadly made a living outsde the officda economy. The limited infragructure
that exigs in the country is in disrepar, including the rurd road sysem tha the
Project relies on to move its product from the field to the centra warehouse and the
port.

In the near and medium term, socid unrest may be the Project’s greatest risk. Labor
problems and attempts at extortion will mogt likey be viewed as “business as usud”,
as they are in many countries that have experienced radicd politicd and socid
change. With many projects in other naions having amilar Stuations, both USAID
and NCBA understand the risks before them and are in a better position than many
other international organizations to adapt to the rapidly changing landscape. It is
worth noting that al the expatriste managers within the NCBA coffee project and
USAID management overseeing this activity are fluent in the rdevant loca
languages and have a levd of ingght into the ever-changing East Timor politica
environment not normaly seen on USAID projects. This in-depth understanding of
the East Timor operating environment helps reduce politicd and regulatory risk,
paticularly in light of the fact that a democraticaly dected government will not Start
to form until August of 2001, with the first set of parliamentary eections.

Other Project Activities NCBA has embarked on a number of other activities, al
of which support the Project’'s overdl pupose and enhance the sustainability of
NCBA’swork in East Timor. These activitiesinclude:
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Vanilla: To reduce income risk to farmer (coop member), NCBA has dated a
vanilla bean production and extenson traning activity. This choice of crops for
income diversfication is an exceptionaly good draegy for coffee famers. The
vanilla bean market price moves independent of coffee price, the crop requires a
unique climate found in very limited geographies worldwide, but present in severd
of the coffee production regions of East Timor. Currently, vanilla is a a record high
price and NCBA asssted Indonesa cooperatives are the largest producers
processors-exporters of vanilla in the world. These facts will afford vanilla farmers
working with the Project access to experienced extension, process and marketing
personne, and a clear market channel for their high value product.

Primary Health Care: In addition to the Project’'s work in the coffee sector, NCBA
daff dso plays an important role in providing primary hedth care in the rurd coffee
growing areas. In the period February 2000 — February 2001 the 5 clinics (two of
which have additiond mobile outreach facilities) operated by the Project recorded
25289 vidts. With over 25 thousand visits annudly, TERADP is currently the
sngle largest provider of primary hedth care in rurd East Timor. The Project
edimates that in 2001 variable codts including; clinic sdaries, drugs, consumables
and miscellaneous will costs $168,000 (to operate a total of eight dinics). Assuming
the current size of the coop at 18,800 members, the cost is 8.93 USD per member per
year. This codt is caculated into the coop's overhead. In the future the coop plans to
charge a smal fee for members that ddliver less than 1,000 kg of cherry per year. At
the present time the coop clinics see everyone (members and nontmembers) that
walks through their doors a no cost due to the lack of rurd clinics in many areas of
the country.

Training: NCBA has recently opened a new training fadlity in Dili. The training
topics include genera busness <kills, bookkeeping, management, cooperative
management, board of directors training, improved farming practices, and English
language. The training facility has a current operating budget of 24,000 USD and
plans to provide 1,000 training units per year & a cost of 24 USD per unit. The
traning fadlity is an important component in developing the skills needed by the
coops to successfully manage their businesses in the long term.

Purchasing Cooperativee To meet the needs of East Timor's rurd and urban
communities NCBA has recently organized a consumer goods purchasing
cooperative (independent of the coffee coop). This coop will work with smdl retall
enterprises to provide training and cooperative buying of basc consumer goods,
which are often in short supply (and expensve) throughout the country. The firgt
shipment of consumer goods is scheduled to arrive in May of 2001.

Conclusion: The NCBA, East Timor Coffee activity isaUSAID success story. The
coffee cooperatives have operated profitably since 1995. With its solid management
team and sound business strategy, the Project has carved out anichein the global
high-vaue coffee market which provides both immediate and long term benefitsto
Project stakeholders. With the continued support of USAID and relatively economic
and political gability, this Project will, in al likelihood, become sdif-sustainable at
planned EOP, end December 2002.
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Methodology & Acknowledgement

Fieldwork on the NCBA Assessment took place between 6 May and 4 June 2001.
The Assessment Team was made up of Helen Nicholas (Coffee Buyer for the Royd
Coffee Company of Cdifornia) William Ruscoe (agronomist), and David Neubert
(Agribusiness Specidig- Team Leader).

Research on the assessment report began with an extensve review of Project
documents and included the modified Grant Agreement, numerous Project reports,
market datigics and other trade information. Following this initid period, the team
focused on interviewing Project management and saff, as well as meeting with coop
members and UN/government officids in East Timor. Throughout the field research
period the assessment team kept in cdose communication with USAID
representatives from Washington DC and Jekarta offices. The draft report was
submitted to USAID on 31 May 2001.

The world coffee market green bean price used in this report is 0.66 USD per LB
(1.452 USD per kg). This was the closing price of the New York C, duly Futures, on
18 May, rounded to the nearest whole cent. Additionaly, the report assumes that the
coffee Coop will export a “best-case” totd of 3,100 MT of green beans in the
2001/02 market year (worst case is estimated to be 2,300 MT). This volume is based
on the Project management’'s best sdes estimates. It is important to keegp in mind
that prices and volumes are dynamic and change daily. For this reason, the projected
sdes and volume data used in the following report should be viewed as a sngpshot of
the current market.

The Assessment Team expressss its thanks to the NCBA Chief of Party and staff for
their cooperation, insght and assstance in the preparation of this report.  Thanks are
adso expressed to USAID Washington DC and Jekarta for sharing their knowledge
and experience with the Team throughout the Assessment process.
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ACRONYMS

CCO Cooperativa Café Organic: Loca primary cooperatives, comprised
and owned by farmer groups with a democratically elected board of
directors.

CCT Cooperativa Café Timor: Nationd secondary leve federation of
coffee cooperatives, comprised of 16 primary CCOs.

CNRT Nationd Council for Timorese Resgtances Now sarving as the
country’s senior indigenous politicd body in collaboration with
UNTAET.

CSET East Timor Cooperative and Smal Enterprise Training Center. Also
known as“Klibur” in East Timor.

GOl Government of Indonesia

HR Human Resources

ETTA Eagt Timor Trangtiond Administration

HMHC The project's Hedth Maintenance/Hedth Care program for CCT
afiliated coffee producing families. Now caled Clinic Café Timor.

NCBA National Cooperative Business Association

OCIA Organic Crop Improvement Association, the internationd organic
certification organization.

PUSKUD The secondary-levd farmer cooperative under the Indonesa
cooperative sysem. PUSKUD Timor Timur was the East Timor
provincia federation of the Indonesian cooperative system.

SO Strategic Objective

TERADP The Timor Economic Rehakiilitation and Development Project

UNTAET United Nations Trangtiona Adminigtration in Eagt Timor
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Map of East Timor

The following map denotes the generd areain which the mgority of NCBA Coffee

Project activities take place.
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SUSTAINABILITY ASSESSMENT
OF THE
NATIONAL COOPERATIVE BUSINESS ASSOCIATION
EAST TIMOR COFFEE ACTIVITY

1.0 A Short History of Coffee on East Timor

In the early 19th century Arabica coffee was introduced into East Timor and planted
in private plantations owned by Portuguese companies An unknown but large
amount was dso planted on land owned by Chinese busness interests in the
mountains of East and West Timor. By 1860 coffee was the second largest export
from East Timor and was exported mostly to Makassar in Indonesia.

During the 1890's a regiond coffee rust pandemic wiped out the man varieties that
had been introduced by the early Portuguese. In East Timor however a mutation or a
local naturad cross between Arabica and Robusta coffee varieties cdled Hybrido de
Timor (HDT) had resstance to this disease and is now the dominant variety planted
in Eagt Timor.

The firg large scde Portuguese plantation (9,000ha) of this new Hybrido de Timor
was planted in Fatubess, in the Ermera digtrict during the time of Governor Jose
Cedlestino de Silva 1894-1908 who is consdered the “Father of the Timorese Coffee
Industry.” This plantation is till the center of the coffee industry in East Timor.

As a reault of the poor labor-relations and attitudes, most of the large plantations of
pre-World War 11 times declined in profitability and by 1936 were controlled by
absentee landlords, including the Japanese government who owned about 40% of the
idands production. After World War 1l the Portuguese government took control of
the Japanese coffee assets on the Idand. In 1979, the Indonesan government, via
senior military figures, formed a company called P.T. Denok, and took control of the
coffee assets as the Portuguese departed the region.

Indonesan Army controlled company proved to be poorly managed and during the
1980's and much on the 1990's, never produced a high qudity coffee. Today, smdl-
scde farmers own about 80% of dl the coffee planted on East Timor. This coffee,
planted under shade trees has never been pruned or fertilized and is treated just as a
norma forest product. It is harvested between May to August (depending on
elevation) when the cherries are ripe and ignored the rest of the year. Typicaly, the
average famer/land owner works about one week a month for the three to four
month harvest period, picking, drying and processing the coffee.

11
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2.0 Phasel of the Coffee Activity (1994-1999)

The ealy NCBA andyds of the coffee gtuation in East Timor showed two
opportunities. The first opportunity of was the tota lack of chemica inputs on the
coffee crop. This fact immediately placed it in the high-vaue “organic coffee’
category. The second opportunity was the lack of washing or “wet-milling’.
Higoricdly, farmers dry-processed the cherry themsedves and got a much lower
price for this lower qudity coffee in comparison to wet milled coffee By
developing wet milling capabilities in East Timor NCBA determined that they could
immediatdy improve the coffees qudity and increese it's vdue on the world
market. The technology and capitd investment for wet milling is modest given the
improvements it imparts to the find product. The farmers dso liked the idea of “wet
milling” by the coop, since it meant that they had to do less work and could sl their
cherry (roadside) for equad or more money than they had higoricadly been pad. This
meant that the farmers could harvest more since they did not have to dry process the
coffee. Prior to wet milling the farmers frequently could not harvest and dry process
al of ther cherry in thelimited time avaladle.

In the 1990's the US Government became increasingly concerned with the lack of
political integration and economic progress in East Timor. Also of concern was the
socid and politicd unrest in the province-much of which was caused by military
monopolies and practices. In July of 1994, after obtaining agreement in by senior
GOl officids, NCBA darted the coffee cooperative in East Timor usng USAID
grant funds. The Project was to have a 5year life with EOP in July 1999. As the
planned closing date approached USAID Jakarta asked NCBA to continue work on
the Project through December 2000 under a No-Cost Extension.

Due largdly NCBA cagpable management team, the Project was able to increased
exports of washed green beans from 65 tons in 1995 to 2,000 tons in 1999, (over a
30-fold increase in just 5 years), this in spite of the difficult security Stuaion and the
remote locations of the coffee farmers.

21 Post-Referendum Environment and Activities;

In September 1999, the Government of Indonesa had a referendum to determine the
agpirtion of East Timor's population for independence. The outcome of the vote
was clear, the mgority of the population wanted to be a palitically separate nation. In
the period immediady after the vote the government lost control of the Stuation,
riot and looting reached every corner of East Timor. The coffee Coop's warehouse,
offices and mills were looted and burned. All the Project’s Indonesian gaff fled the
violence and to this date cannot return.  After the ashes had cooled expatiate NCBA
daff returned to find the Project in physica ruin but organizationd functiond.

Following the socid unrest of September 1999 USAID, requested NCBA to submit a
proposa to continue the Project under a modified grant agreement. This agreement
was sgned in July 2000 and the NCBA darted to rebuild the Coop. Additional
funding planned for 2001 will dlow NCBA to manage the Project through end 2002.

12
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The security Stuation in Eagt Timor is gill a concen.  During the time this report
was being prepared, world coffee price have fadlen to historica lows and the Project
has had to reduce the member’s cherry purchase price. Hearing of the lower prices,
locd students have protested and threaten to burn Project trucks. In response to this
latest security problem, the Project has decided not to buy cherry in sdlected areas
until the security Stuation improves.

2.2 USAID Eagt Timor Strategic Objects
USAID SO'sin Eagt Timor include:

Revitdization of the Loca Economy — 472-001
Democratic Development Strengthened — 472-003

The NCBA Proect is funded under SO 472-001 (Revitdization of the Loca
Economy). The coffee activity is meking a direct podtive contribution to its SO
target. The coffee Coop is the single largest generator of export earnings in the
country and the dngle largest private employer in the country. The Project estimates
that of the 11.8 million USD in tota export coffee sdes from East Timor, the Coop
will account for 37% or about 4.1 million USD. Additiondly, the Project is
addressng the future HR needs of the nation through its newly opened management-
traning center in Dili. This fadlity provides traning in a variety of basc busness
management topics, production and English language. All of these <kills are essentid
to the long-term revitaization of East Timor's Economy.

The Project impact is particularly sgnificant in remote rurd areas where few other
donorg/ projects operate. In the highlands of East Timor, coffee production is by far
the grestest source of household income, representing an estimated 90% of dl cash
income for many rural residents (see Annex F, Figure 19 for additiona data).

3.0  Crop Production and Post-Harvest Infrastructure

Crop Production and Processing: Since mogt of the coffee in East Timor is forest
coffee and the organic cetification has a large podtive effect on its price, there is
little push as yet to make it more productive per hectare by using any fertilizer inputs
- even organic inputs. There are ample demondration plots for farmers to see the
effects of pruning o it is likdy that more care will be put into plant husbandry in the
future via pruning and weed control. The clear success of the vanilla production and
extenson dtes in the coffee growing areas is an indication that progress can be
made.

Timorese famers are exceptiondly conservative. In the lowland rice growing aress
of Eagt Timor, the farmers ill do not use draft animds to pull plows, but continue to
use buffdos to trample the soil (or hand tractors when avalable) by waking in
cdrdes This is a dow and ineffective way to make a seedbed but the practice
persds. It is dso important to note that rice farmers in the lowlands did not dtart
trangplanting rice until the 1970s - about two thousand years after the Chinese,
Timorese will change practices but it never happens very quickly.

13
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3.1 Logigicsand Market Infrastructure

Most of the loca coop members do little more that pick the cherries and take them to
the closest road for purchase by the buyer from the loca coop (CCO). At the road
sde the CCO buyer ingpects the cherries for color and quality and reects the bad
ones. The CCO buyer then weighs the cherries and pays on the spot after writing
down the membership number of the sdler. After the collecting truck has finished its
collection run and arives a one of the four wet processng facilities (Maubisse,
Aifu, Esado and Liquica), the CCO buyer then weighs the chery again in the
presence of the CCT (National Secondary level Federation) staff member.

The cherries are then dumped into the washing tank and cleaned. From the wash
tank they are run through a pulper to get rid of the cherry skin and most of the pulp,
and put into large, open air, fermenting tanks where the “parchment” ferments for 24
hours, is washed and then fermented another 24 hours. After fermentation has taken
place, the remaining parchment is washed again vigoroudy and put out to dry in the
sun. The sun drying can take place at the wet processing center or the parchment can
be trucked down to a lower devation where there is a better chance of enough
aunlight to dry the parchment quickly. Often a the higher devetions, there is too
much cloud cover to use sun drying efficiently.

The wet mill faclities only use dectricity a the pulping sage and Coop owned
generators supply this power. The wet milling facilities do use a large amount of
water - about 20 liters of water for each kilo of cherry - but in the mountains it is not
difficult to find gorings with the necessary volume of water. At present there are
aufficent stling ponds so that there is no problem with washing water going
directly into streams without passing through the soil fird.

3.2  Strengthsand Weakness of the Production System

The grength of the present system is that is smple. Buying cherry by the side of the
road is based on color and is smple to understand: red is good; green, brown or
black is bad and will be rgected. The wet processing facilities only use eectrica
power (supplied by Coop generators) at the pulping stage and if there is a problem a
back up generator sets can be brought out from Dili. The operators of the wet
processng facility do not need extensve training because of the smplicity of the
process. The extensve use of hand labor at al steps of the processng aso provides
ggnificant employment.

At present there are only four ggnificant problems in this sysem. The fird and most
sgnificant problem is getting the cherries to the fermentation tank within 24 hours of
picking because this is necessary to keep the cherry quality and coffee price high. At
present this is probably the mgor condraint on increasing production (in part due to
poor roads). The cherry is about seven times the weight of the dry processed coffee
bean. Since most of the off road transportation is by foot or by pack horse, the area
that can be covered by each wet processing facility is limited to what can be picked
and taken to the main roads which are able to carry the weight of a 4 ton truck. This
presently excludes large coffee growing areasin more remote locations.
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The second problem is making sure that the roads are passable. The coffee harvest is
over a short period of time and gtarts just a the end of the wet season when the roads
are in thar worst condition. The project (NCBA) has had to spend private coop
money to repair public roads just to make sure the transportation chain does not
bresk down. This problem may become more serious if additiona wet processng
facilities are built in areas with poor road networks. At present this appears to be
under control but afew landdides at the wrong time could cripple some operations.

The third problem is making sure that runoff water from the washing does not get
into streams and that the wagte pulp is converted into a usable mulch. The runoff
problem in Maubisse has been solved with additiond settling ponds and attention is
now being focused on developing the mogt efficient way of composting the cherry
skin into good qudity mulch. The problem is under sudy and experimentation is
expected to give some solutions this season.

Because the present processing system is so labor intensve a dl seps, there is
adways the potentid problem of labor unrest. The rapid inflation of cods in East
Timor because of the UN presence has made the present wage leves difficult for the
East Timorese to accept. These wages are about three times the prevailing levels for
amilar work in Indonesia, but the cods in East Timor are higher. This problem will
clearly be dgnificant this year, but after independence and the departure of the high
wage system of the UN, it should not be so problematic.

3.3  Futurelnfrastructureand Training Needs

There will be a need for future wet processing facilities as the project moves into the
coffee growing aress in the southern highlands of East Timor. As the coop daff
develop more management capacity and capitad becomes available, it is going to be
easer to st up new wet processing facilities closer to centers of coffee production
than to attempt to trangport the wet cherry over longer distances to the present four
wet processing facilities,

Traning in dl aspects of coffee production will be necessary as the industry moves
into wet processing more of the harvest. The demand for wet processing is going to
expand in the coffee growing areas because of its higher prices and lower labor
demands on coffee farmers.

The trandtion to a higher level of fam management will not happen quickly, but
sgnificant progress has been made in the qudity control over color and age of cherry
that is acceptable to the coop buyers. Most coop members now bring only red cherry
to be sold and don't mix the maturities by picking the whole harvest a@ one time. The
high price for high qudity chery is now acknowledged and this is the fird time this
has happened in the 150-year plus history of the coffee industry on the Idand
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4.0  Project Organization, Operations and M anagement

The coffee Cooperatives have three levels of organization and management. There
are currently 18,830 farmer-members and this number is expected to grow over the
next severa years as the Project moves into new geographies. The coop's
membership is expected to top out at about 25,000 members in 2002. The members
ae soread over an edimated 1,800 square kilometer area in the East Timor
highlands. The aeas in which coffee is grown is remote, mountainous, is serviced
by few roads, there is no dectrical power grid, has no tdecommunicatiion network
and is provided with few if any government services. The rurd areas d the country
ae poor by any internationd standard and a chalenging place to organize and
operate a business enterprise.

Member-Groups: The fird levd of organizaion is the farmer-member group.
There are currently 473 groups and on average each group has about 40 members.
The member group is the point a which the Coop's management communicates with
the mgority of the membership through democraticaly dected group leaders. Other
activities that teke place a this level include project adminidtration, the regigtration
for hedth service, regigration for membership ID cards, raw product/qudity control,
coordination of harvest and trangportation of cherry to the CCO wet mills.

CCO: The next levd in the Project's organizationd dructure is the CCO
(Cooperativa Café Organic). This is the locad primary cooperatives leve of the
organization. There are 16 CCO'’s, dl of which ae owned by the 473 member
groups. On average each CCO has 1,177 members. The CCO's have sgnificant
vaidion in ther members numbers, the largest CCO is the Cooperativa Cafee
Maubisse with over 3,100 members and the smalest is Cooperativa Café Organic
Halibur with 138 members. A democraticaly eected board of directors manages the
CCO's and each CCO has a full-time locd NCBA manager assigned to them to
assig in training, coop management and coordination of harvest. Membership to the
CCO isafunction of geographic location.

CCT: The umbrella organization is the Cooperativa Café Timor Nationd dso caled
the CCT. The CCT is owned by the 16 CCO's and like the other levels of the
organization the CCT has a democratically eected board of directors. The CCT dso
owns mogt of the fixed cepitd and liquid assets associated with the coffee activity
incduding the revolving fund egquity, three wet mills five medicd dinics the Dili
based parchment processing facilities, green bean sorting and warehouse facilities as
well as other asssts. The primary function of the CTT is to purchase parchment
from the CCO's. The CCT, then the legd owner of the parchment, processes and
exports the finished product (green coffee beans) and returns dividend payments to
the CCO for digtribution to member-groups and individua members.
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The Cooper atives Organizations and their Main Function

18,830 Grower-Members
Primary producers, coffee plot size range from .01-41.2 ha, mean plot
Szeisabout 1 ha

473 M ember Groups
Coordination of training activitieswith CCT
Coordination of harvest and collection

!

16, CCO Cooper atives
Weighing & payment to growers
Trangport cherry to wet mill
Wet milling
Extenson & training
Sdl parchment to CCT

!

One, CCT Cooperative

- Purchase parchment from CCO
Find drying
Processing, sorting, packing
Warehousing and export
Marketing and sdes
Risk management
Traning
Rura medica services

4.1  Project’s Approach and Business Strategy:

NCBA has employed the cooperative business gpproach to enterprise development
within the region snce 1977.  This busness modd is based on the organization of
democraticaly eected business (cooperdative) executives officers and the training of
ful-time busness managers that will eventudly teke over the day-to-day operations
of the enterprise.  Over the past 24 years, this model has proved to be highly
successful.  During this period, NCBA, usng USAID and P.L.480 seed capitd,
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devdoped enterprisss in the agricultura processng, lignt manufacturing and
financid services sectors.  In 20010 NCBA edtimates that throughout the region
(Indonesa and East Timor), busnesses dated in patnership with USAID now
employ 6,400 full-time workers and 7,200 seasond workers. The USAID/ NCBA
partnership businesses regularly contribute to the incomes of over 48,000 farm:
households in the region through the purchase of a diverse line of raw agricultura
products including coffee, vanilla cinnamon and shrimp.  The East Timor coffee
farmers / Coop membership makes up amost 40% of dl the farmers working with
NCBA.

All  of NCBA's successful  regiond
busnesses share some common  drategies.
Project Strategy & Sustainability These graegies include the organization of
andl-scale farmers to produce high quality-
The Assessment Team believesthat | high value products. The business (coop)
the approach and strategy that then adds additiond vaue to these high
NCBA is employing in the vdue crops by processng them to the
implementation of the East Timor highes internatiorl standards. ~ NCBA
coffee activitiesis sound and isthe | focuses on producing products that have

best possible path to ensure the well-established international markets and a
coffee coop’s long-term drong compardiive advantage reldive to
sustainability. other producers worldwide.  The foregoing
elements are then coupled with NCBA solid

-The Assessment Team management and training capabilities as

wel a a handson knowledge of
internationd markets and  digtribution
channds. NCBA is usng this same agpproach when it comes to developing the East
Timor coffee Cooperdtive.

4.2  Project Strengths and Weaknesses

The Project’'s primary strengths lay in a strong management team (both in NCBA
and USAID/ Jakarta). The top managers dl have extensve experience in the region,
are technicaly competent and fluently spesk a number of the most important loca
languages. The combined sKill-levd of the Project management team is well above
the norms of development organizations worldwide. The management team has
proven itsdlf to the Project beneficiaries as well as the international coffee market by
continuing to buy cherry, process coffee and “deliver on contract” during the time of
East Timor’sviolent socid unrest.

In addition to developing and operating its core-business, the Project understands the
needs of its growers-member and employees. To meet these needs and to help insure
its long-term sudtainability, the project has darted a busness-traning center. The
center will provide training to coop employees and members in subjects, including
but not limited to: business and coop management, bookkeeping, board of director
training and English language training.

NCBA ‘s Eagt Timor coffee activity is not a smal busness. This year it expects to
sl over four million USD of product into the world market. Given the amount of
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money involved the risk can be dgnificant. To manage these risks, NCBA
employees use standard commodity market hedging techniques to protect the coop
members from downsde market risk. Hedging is a complex but necessary part of
any successful coffee business. It is understood by the Assessment Team that the
Coop will mogt likely have to rey on expatriate professond management over the
long-term to manage this and other complex pats of the business. Given the
potentid value and volume of the coffee sold by the Coop, the Assessment Team
believes that enough annud gross revenue can be generated by the business to hire
the required management taent from the private international market.

SWOT Analysisfor the NCBA East Timor Coffee Activity
As seen by the Assessment Team

Strengths

*Strong leadership& knowledgeable
management team

*Proven track record in the region
+Solid marketing strategy

*Good gtaff & Coop member training
programs

*Has continualy improved quality

Weaknesses

+Coop members have very limited
understanding of world coffee market
*USAID has not communicated its long
term commitment to the activity
*NCBA has no assistant manager
“understudy in training” that has a full
understanding of all of the NGO'’s

o| s effectively addressing risk complex activities in the region
management issues
Threats Opportunities

*Civil unrest & labor problems

*Down turn in world coffee price

*Poor infrastructure (roads)

*USAID / NCBA leaving East Timor
before Coop staff can be fully trained to
take over management

*Develop Timor coffee as a stlandalone
origin

*Develop Fair Trade certification
*Expand vanillaoperation

*Train loca gaff to take over (most)
management functionsin the medium
term

*Work with new government to develop
rationa agricultura and business policy

One overal weakness that the Assessment Team noted in the regional NCBA
operation, as awhole, isthe lack of any Assstant-COP (understudy). Given the
number and complexity of projects and businesses operated by the NCBA regiond
office in Indonesia, the Assessment Team recommends that NCBA consider hiring a
business manager that could backstop the COP in managing the complete NCBA

portfolio
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50 Market Overview

The advent of “specidty” coffee in the late seventies herdded a new market for

high-grade Arabica beans as opposed to low-grade Robusta qudities.

These

specidty beans tend to be high grown, washed coffees with a high premium pad for

“cup” qudlity.

Indonesia & East
Timor
7%

Asia / Oceania
(without
Indonesia & East
Timor)

20%

Africa /

18%

World Coffee Exports by Region
Green Beans Forecast 2000/01 Market Year

South America
35%

\Central America
& Caribbean
20%

Figure 1, Source: USDA Commodityexpert, Coffee News

As the market for high quality conventiona and organic coffees continues to grow,

Growth in Demand For High Quality
East Timor Coffee

In interviews with the Assessment
Team, Scott McMartin, senior buyer
for Starbucks Coffee, stated that their
firm foresses agrowth in Eagt Timor
from a present usage of 1100 metric
tons to a future usage of 8-10,000
metric tons. McMartin aso referenced
a“vast” improvement in the qudity of
East Timor’s coffee from 1994 to the
Project’ s present quaity. In addition,
he uses the word “ dedicated” to
describe his company’ s rdationship to
the Project.

Eag Timor's supply will prove more
and more important to the growing
Specidty segment.

German commodities andyst F.O. Licht
predicts that a world coffee surplus is
likdy to continue over the next two to
three years, driven by Robuda
production in the world's top two
growers — Brazl and  Vietnam.
Recently revised figures peg world
production for 2001/02 a 112.14
million bags, up from origind edimates
of 111.06. In light of this surplus, the
best avenue for surviva in coffee will
be in the “vaue-added” sector; i.e
High-grade Specidty, Organic,

Sudtainable, Fair Trade, and Shade-Grown coffees. NCBA is one step ahead of the
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market trend in tha its coffees are dready Certified Organic, a move that many
producers will rush to copy, if they qudify, in an effort to combat continued low
prices. The posshility of sdling dl or nearly dl the East Timor crop as organic
invites the posshility of a 15-20 cent premium above even the top Specialty grades.
At the moment, East Timor organic fetches $.11 above its conventiond coffee. As it
is, the NCBA project dready commands a price in the top 1% of al coffee sdes
worldwide. That this has been accomplished in a mere 6 years, in spite of war and
widespread degtruction, is a source of marvel to the Coffee Industry. That NCBA
shipped coffee in 1999/2000, in spite of every reason to default, has generated
consgderable sympathy and respect for this project.  Although Specidty coffee
commands a sndl segment of the U.S. market, it is only in this segment that things
like sympathy and respect garner a higher price.

World Green Coffee Production
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Figure 2, Source: USDA Commodityexpert, Coffee News

According to Licht, consumers should be concerned about the high potentid of a
sgnificant shortage of top grade coffees over the next few years in spite of overdl
over-production. Inasmuch as East Timor is dready producing a Specidty-grade
coffee, both Organic and Conventiond, it is wdl placed in the Market for continued
growth.

The Specidty Coffee Indudry is in the process today of differentiating itsdf from the
Commercid coffee busness. This is hgopening in a number of ways including cup
quality, respect for the environment (witness the Organic, Shade-Grown, Eco-OK
and Smithsonian Migratory Bird projects), and respect for the labor of growers
(witness the Far Trade movement). In addition, the industry is just beginning to
demondrate a willingness to separate from the ‘tyranny of the “C” Market’ (a New
York Commodities Market price for coffee that indicates a price based on supply and
demand, but includes the vast glut of low-grade and Robusta coffees worldwide that
have no bearing on the rdatively small quantities of high-grade coffees available).
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Improving Quality

“The (East Timor) coffees at their best
have been very useful, full-bodied, clean
anchors to blends that might otherwise
have employed Estate Javas and other
coffees which, illustrious as they may be,
do not support people, predicaments, and
projects which move us to nearly the same
degree....No farmers have done more with
less under more trying circumstances than

The qudity of the cup in East Timor
has dready been edablished, as
witnessed by the price commanded
by the product in the top 1% of dl
coffee prices worldwide.

Respect for the environment has
been demondrated through the

projects  Organic Certification
(through  OCIA—Organic  Crop
Improvement Association).

And respect for the growers has

these growers, and they are heroesif the

world has any, and by association so also
those who have supported the export and
import of these coffees.”

been demondrated by the high
prices pad to fames a the
farmgate, relaive to loca traders.

Kevin Knox, Buyer -Allegro Coffee
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Figure 3, Source: USDA Commodityexpert, Coffee News

East Timor’'s Market Niche: Timor coffee represents a ggnificant addition to the
world's reaively smdl supply of washed Adan coffees, paticulaly when you
consder that 80% of Indonesds coffee exports is in Robusta grades. While the
volume of Specidty is andl, the margins are high. For example, the mgority of the
world's Robusta might sel a a differentid of around US $.40-.50 under the NY”C”
FOB. The lowest-priced Arabicas, Unwashed Brazils might sdl for around $.12
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The Possibility of Coffee Being
Listed in TheWTO “Green Box”

Producing countries such as India are
presently lobbying the WTO for
coffee to be included in the WTO
category for subsidies known as the
“green box” (environmentally
friendly). If the WTO approves
coffee as a green box crop, growers

under the NY”C.” Eagt Timor's coffee, as
a high-grade, Washed Specidty, sdls for
aound $.03 over for conventiond and
$.14 over for Organics.

Origin, Time & Price: Much of the
Specidty coffee in the United States is
imported from Centrd America, where
the crop comes in during the second
quarter. Timor coffee becomes available
in the U.S. maketplace a a time when

most other coffees are unavalable. This
becomes even more important when
conddering Organics, inasmuch as the
Organic segment of the U.S. marketplace is growing a a rate of 20% per year. The
three largest producers of coffee in the world, Brazil, Vietnam, and Colombia,
produce virtudly no organic & al.

will be digible for subsdies.

World Production of Arabica & Specialty Coffee
1999/00 Data
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Figure4, Source: USDA Commodityexpert, Coffee News

Both as a conventional and as an organic coffee, Timor, which can be subgtituted in
qudity for the more-oftenrused Centrd Americans, competes chiefly with Peru
during the second quarter (see Figure 6). For a large user, the availability of large
guantities from one origin is more useful and efficient than numerous purchases from
multiple origins. NCBA Timor dready produces the world's largest sngle source of
Cetified Organic coffee. Although they are unable to sdl dl their coffee a an
Organic premium right now, they ae wdl placed to take advantage of current
flirtations on the pat of large soecidty roasters with the idea of Organic or Far
Trade blends.
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World Coffee Crop

Harvest & Market Timimg
When the phyical crop enters the market

2 Qtr (Apr-Jun)
12%

4 Qtr (Oct-
Dec)
57%

3 Qtr (Jul-Sep)
31%

Figure 5, Source: USDA Commodityexpert, Coffee News

Origin of New Crop Entering the Market in the
Second Quarter

Indonesia &
East Timor
53%

Nine Ot_her Peru
Countries 18%
12%

Papua New
Guinea
9%

Ecuador
8%

Figure 6, Source: USDA Commodityexpert, Coffee News
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Imports of Arabica & Specialty Coffees into The
United States, by Origin, 1997/98 Coffee Year
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Figure 7, Source: USDA Commodityexpert, Coffee News

Although the largest coffee companies continue to import chiefly from the traditiond
suppliers in Centrd and South America, the growing Specidty segment is thriving
on more exotic coffees, producing a strong potentia for growth in Adan coffees.
While the volume in top grades is amdl, it is important to note that for an exporter,
profitability is much grester.

Over-focusng on volume can lead to the “McDondd's phenomenon,” where
uppliers are squeezed for ever-lower prices which are supposed to be offset by
volume but sometimes lead to disaster for the supplier and a loss of diversty for the
consumer. While increased volumes won't hurt (as long as current pricing can be
maintained), vaue-added drategies should be pursued to the maximum. The vaue-
addition inherent in Organic has aready been implemented by NCBA.

Shade-grown and Bird-Fiendly vadue-addition would probably not be feasible given
thelr rather dringent rules for shade diversty (the Smithsonian requires a minimum
of ten varidies of shade trees for cetification, but East Timor has only a few
vaidies). In any case this segment is very smdl. Far Trade, however, seems to
have potentid if indeed the Project can qudify for Fair Trade Status (there is some
question as to whether the sometimes overlapping and joint ownerships of land in
East Timor can be incorporated into the Fair Trade system).
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51 M arket Position

The New York “C: World coffee prices are determined by two commodities boards:
the LIFFE in London, which refers to Robudas, and the NY”C’ (Commodities)
Market for Arabicaa Simply put, the “C’ is the redlity of the Stuation. It determines
pricein terms of supply and demand.

. . Coffee is traded dove or below the “C”. The
Conventional Wisdom better the coffee is (or the more scarce it is), the

Among Trades higher its differenid will be above the “C’.
_ The worse it is (or more readily availdble), the
“ Transparency istotradersas | |ower its differentid below the “C” Although

daylight isto vampires’ the gap between good and bad can be as wide
as +$2.00 to -$50, most Arabica specidty
-Unknown trader coffee trades between even with the board and

about $.20 over.

New York "C" Coffee Price Trends
Estimated Means
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Figur e 8: Ssummarized from Commodity Expert Archive

If a coffee is paticularly scarce, it is possble for growers to name their price as in
the recent case of a farmer who brought Organic Colombian to market. Inasmuch as
he faced no competition for the product, he was able to essentidly name his own
price at about $1.00 over the board. However, he produces only a few containers a
year and he produces the only organic coffee in Colombia Were he to produce
numerous containers, there would not be an adequate market for his coffee.  And
should someone dse develop organic in Colombia, his edge as the only game in
town will per force dissppear. Generdly spesking, farmers have more room to
dictate price in the specidty arena than in the commercid arena, but even o, dl
coffeeis subject to the presently immutable laws of supply and demand.
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Assuming 75% of the Coop’'s total output can be sold as organic and 25% as lower
grade coffee, sold into the conventiond market, the Coop could redize an estimated
increase in sales revenue of 680,000 USD, seefigure 9, over its current market mix.

Projected Sales Revenue:
Potential revenue assumes 75% of output sold into organic
market, current organic sales estimated at 24%

Potential
Income

I High Grade Organic

Currrent Non-Organic (all

Income

0 1 2 3 4 5 6
USD x Million

Figure 9,Sour ce: Assessment Team Estimates

There is an inherent market rik in

sling dl your coffee to one buyer.

Name Power : While the Project management is

Value Added for Name Recognition wel awae of this they ae
(May 2001,wholesale green bean, San Francisco) presently sdling about 45% to one
buyer and another 55% to numerous

Name L anded Cost buyers. The risk here is in loss of
leverage. The paradox of the

KenyaAA Fancy $4.95/kg Stuation is that without Starbucks
Ethiopian Harrar $3.12/kg large order East Timor would not be
Estate Java $2.11/kg on the world map of coffee The
Colombian Excelso $1.84/kg decison on how to diversfy sdes is
Tl_mor Conventiona $1.87/kg criticd and dynamic. The project
Nicaragua SHG $1.76/kg management understands these risks
Mexican Prime-Washed $1.72/kg. and is completely capable of

The lagt four coffees on this ligt, noted in the “Name Power” text box, can be
described as “blenders” That is, they tend to be mild coffees of little digtinction but
with no discernible flavs. They serve to keep down the cost of a blend, while
imparting no negative characterisics. Blenders tend to be interchangegble, with little
or no difference between them. The first four coffees on this lis are stand-aone
coffees. They ae didinct in character OR they just have good name recognition.
For example, an Ethiopian Harar or Kenya AA is prized for its unique
characterigics. In a blind cupping, it is easy to pick them out of the crowd. Java, on
the other hand, is a coffee that redly has no character much more discernible than
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Timor. However, the name Java has come to be synonymous in America with coffee
itsedf (a cup of Java or a cup of Joe). Given time, uniform qudity, and steady supply,
it is concelvable that Timors will compete with Javas for market share.  There is
nothing in their cup quality that would hold them back. So too, Colombians, tend to
command a price higher than other Centrd Americans in generd. While this may be
attributed by some to ther dightly higher acidity in the cup, a better explandion is in
the name-recognition generated by Colombids ad campaign and Juan Vadez. AsK
an American to name a coffee-producing country and they will invaiadly name
Colombiafirst.

From a long-term drategic marketing standpoint, it would be beneficid to move East
Timor coffees in the direction of gand-adone names. This cannot be accomplished
overnight; rather it is achieved through delivering consstent qudity and supply.

The Coffee Coop’s Strategy: Future trends in coffee am in the direction firs of
Specidty coffee over commercid coffee and second of Organic, Fair Trade, and
Sudainable coffees. As consumers become aware of the issues surrounding coffee
production, they tend to support fair trade practices in the same way that they support
far wages pad to garment workers for The Gap in Mexico, footwear makers for
Nike in Indonesa or dolphin friendly tuna. Whether or not they will support an
increase of consumer prices for a pound of coffee remains to be seen. However,
NCBA Eagt Timor is wdl-placed to take advantage of these trends should they come
to pass.

By becoming an Organic Certified producer, NCBA is a least 3 years ahead of
conventional coffee producers that are consdering organic production. This fact
together with the Project’s ahility to reech the largest and highest qudity buyers in
the US and EU confirms that the Coop's marketing is solid and has dready started to
bring bendfits to its members.

Web Presence: The Project has done an excdlent job at reintroducing Timor coffee
to the world market. Before NCBA sarted its work in the East Timor coffee sector,
only people who had three or four decades in the industry could place Timor coffee
on the industry’s buying map. The Project changed that and has brought Timor back
into the buyer’ s vocabulary.

In order to further promote the origin, the assessment team recommends that the
Coop develop a web dte that targets its customers and the coffee industry in generd.
To increase its presence, the Project may want to approach its current customers and
put links between customer web sites and the East Timor NCBA site.

Content for the Project web-dte can incdude up-dated crop forecasts, available
inventory (origins and grades available), requests for samples and a history of the
Project and its impact on sakeholders.  Given the infragtructure limitations of East
Timor, the host server will most likely need to be located in a different location, df
the Idand.
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52 Market Evolution

Farmgate Income:“Land tenure paterns and income levels vary widdy among
coffee farmers and between countries. According to the UN Commisson on Trade
and Development (UNCTAD), roughly haf of the world's coffee supply comes from
gndl fams with less than 5 hectares of coffee.  However, this smdl fam sector
represents an estimated 80-85% of dl coffee fam owners. Medium-szed and large
coffee edtates, on the other hand, represent fewer owners but relatively grester land
holdings, yidds, and production volumes. Incomes tend to be quite low among
andl fam families with average cash income from coffee averaging USD$600-
1200 per family. Farmworkers fare even worse: typicdly, famworkers on coffee
estates earn an average of only $2-4/day. In short, the concentration of land,
resources and wedlth is endemic to the coffee production industry.” *

In East Timor the Project generates roughly $150 per year per member. This figure
can be attributed to relaively low yidds due to lack of pruning, fertilization, or much
fam technology a dl. Inasmuch as these people derive from a hunter/gatherer
background, this coffee is not so much being farmed as smply gleaned or harvested.
NCBA has made an effort to teach the Timorese how to prune their trees. This has
met with a certain amount of skepticiam, which will probably be dispdled when the
demondtration plots increase their yidds. The methodology for pruning that NCBA
isteaching is sandard throughout the business.

The assessment team observed that when confronted with the low price of cherry,
some growers objected to the low price, but they have little or no idea of the market
forces that affect them. Project management, in trying to explain the low prices,
referenced both the low NY*C’ price and the recent appearance of a glut of
Vietnamese Robusta on the scene. It was obvious to the assessment team that the
farmers had no concept of the NY Commodities Market (which is not uncommon in
coffee growing areas worldwide). Tdlingly, they have no concept dther of
“Vietnam” or the impact of additiond production from that origin.

Wholesales / Retail : “During the firg hdf of the twentieth century, most Americans
drank coffee roasted by loca roasters. In the early nineteen Sixties, competition
from supermarkets drove many roasters out of the business. When the annihilation
of the competition was complete, however, the large Supermarket brands
(characterized by canned coffee) began to lower ther quality to improve their bottom
lines. When qudity reached its absolute nadir in the late seventies, the locd roagters
re-emerged to fill the quality gap and began to create the phenomenon now known as
Specidty coffee, characterized by Figures 11 and 12.

! sustainable Coffee at the Crossroads, A White Paper Prepared for the Consumers Choice Council
BY: Paul D. Rice and Jennifer McL ean, November 1999
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US Specialty Coffee Retailers, Café Segment

Estimated 5.27 Billion Dollar Market
1999 Data

Coffee Cafes
74% Coffee Carts
8%

Coffee Kiosks
18%

Figure 10, Source: USDA Commodityexpert, Coffee News

“While commerciad ground and ingant sdes have been declining for severd years,
overdl retal coffee sdes are expected to remain sable or even increase, due to the
dramatic growth in the specidty coffee categories. Mogt potential specidty markets,
other than the West Coadt, are far from saturated. Specidty coffee sades continue to
expand by an estimated 20-25%/year.”?

US Specialty Coffee Bean Retailers

Estimated 2.27 Billion Dollar Market
1999 Data

Coffee Bean
Roaster/
Retailers

40%

Coffee Bean
Retailers
51% Coffee Bean
Roaster/
Retailers (mail
Order)

9%

Figure 11, Source: USDA Commodityexpert, Coffee News

2 Sustainable Coffee at the Crossroads, A White Paper Prepared for the Consumers Choice Council
BY: Paul D. Rice and Jennifer McLean
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53  FutureTrendsIn Thelndustry

Thelmpact of Fair Trade

“Snce the Fair Trade seal for coffee was
launched in 1988, Fair Trade seals have been
established in 19 countries worldwide. In
Europe, there are currently 130 Fair Trade
coffee brands in the market, sold in over 350,000
supermarkets. Market share for Fair Trade
coffees ranges from 1% in Germany ( a more
recent initiative) to 5% in Switzerland.
Consumer recognition of the Fair Trade seal
ranges from 58% in Germany to 92% in
Holland.

Total 1998 sales of Fair Trade coffees were 25.5
million Ibs., with a retail value of over $200
million. This trade benefited over 550,000 small
farmersin 17 developing nations worldwide. At
a time when overall coffee consumption has
leveled off or is shrinking in the European
markets, consumption of Fair Trade coffee
continues up a slow but steady growth curve (5%
overall salesgrowth in 1998).” *

-Paul Rice & Jennifer McLean

The Fair Trade: movement:
begun in Europe in the 1980's
and presently enjoying
widespread support there has
begun to make inroads in the
American  market. It is
bascdly a voluntary industry
price support system for smal
famers tha would guarantee
them a base price of $1.26/ LB
for conventiond coffee and

$1.41/ LB for organic.
Organic: The organic
production of coffee as

certified by the OCIA, SKAL,
Demeter, Naturland or other
Internationd certifying
agencies.

Shade Grown: Coffee tha is
shaded by a high canopy of
trees, as opposed to coffee that
isgrown in full sun.

Bird Friendly: The
Smithsonian  Inditute  initiated
this migratory bird protection

program in the early 1990's As coffee plantations in Central and South America
tend to be the winter sanctuary of virtudly the entire North American migratory bird
population, the importance of finca ecology cannot be overstated

Sustainable (as used in the coffee industry): An umbrdla term within the industry
for coffee that may or may not be organic but incorporates the philosophies of the
three terms aove. Sudtainable coffee espouses the issues above but does not grictly
enforce or certify them. It cannot be stressed enough that al the above-referenced
trends contribute to a higher qudity coffee.  The move toward environmentaly
friendly or far trade coffee is not fuded by dtruism done it improves the cup
quaity. For example, while sun-grown coffee temporarily increases yidds those
yieds eventudly diminish dong with the quaity of the cup; hence the trend toward
shade-grown. Likewise, the shade trees harbor the songbirds, and the droppings of
the birds fertilize the soil beneath them, again improving the cup. And a far price
paid to farmers ensures that they will not abandon their trees in times of low prices
but will continue to prune, fertilize, etc. as necessary.
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The Consumers Choice Council recently joined the Specidty Coffee Associaion of
America (SCAA), and is adopting certain principles of conservation as its operating
gods. Organizations like the Smithsonian Migratory Bird Foundation, Trandair
USA, Eco-OK, and various conservation, organic, and shade-grown groups are
joining forces under one aegis to produce a working document which will bind
coffee buyers (end-users like Dunkin' Donuts or Starbucks) to a commitment to
reverse the trend toward sun-grown coffees that was initisted in the nineteent
seventies and to support a higher price for growers. Current discussons center
around building demand for the product, letters of intent to be sgned by the buyers,
and government support for the project (eg. persuading state or local governments to
mandate use of these coffees).

Estimated Benefits to the Coop for Selling Coffee
Into The Fair Trade Market
< 7.00
§ 6.00 E Non-Organic
s Organic 6.30
< 5.00
%
8 4.00 3.15 ) 87
g 3.00 :
S 2,00 1.82
S
0.00 .
Without Fair Trade With Fair Trade

Figure 12, Sour ce: Assessment Team Estimate

Until now, meetings of this type
“We didn’t want to be waddling about in produced a lot of talk but no action;

suitswhile our supplierswerestarvingto | Whereas the present resolution seeks
death.” to commit those _vvho choose to
- MikeRailly, Buyer comply to purchasing  agreed-upon
percentages of coffee within these

Taylor's of Harrogate Coffee i _
Company, UK eco/fair trade categories.

Ultimately, coffee stores and cafes
will be forced to come down on one Sde or the other on this issue.  Should the
council succeed, it is highly unlikdy tha any company will dde agang little
songbirds and Juan Vadez

While the average consumer is unaware of the issues this discusson is front and
center within the Specidty Coffee Industry. Mogt families consst of two working
adults, neither one of whom has time for conservation issues as relaed to their
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morning coffee. He/she is amply too busy to save a sparrow. Nonetheess, they
would dl rather save it then kill it if given the choice and if the choice didn't put a
giant dent in ther budgets The larger, more cumbersome, corporate bureaucracies
will choose to say that consumers don't care about these things, and in a conscious
way they don't. Progressve companies will smply switch therr blends to the more
expensve Organic/Far Trade/Shade etc. and present the consumer with a fait
accompli. In the words of one U.K. buyer who routinely makes buying decisions for
his customers, “We didn't want to be waddling about in suits while our suppliers
were darving to deeth.” While this kind of socid conscience b rare in busness it is
a hot topic in the Specidty busness. Should one large corporation or date
government come out in favor of the Council’s proposd, they may al be forced to
climb aboard, however rductantly. Ultimatdy, what this dl means to East Timor is
ample more money. Not every coffee grown in the world can quaify as either
environmentd or Fair Trade. Eagt Timor, with 18,800 members and growing, stands
to benefit enormoudy if any of this socid controversy bears fruit.

Asauming thet the world market for Fair Trade coffee is 25.5 million LB (as sated
by Paul Rice and Jennifer McLean in the text box on page 31 of this report), the
Project would have to capture a 25% market-share in order to sdl dl its coffee into
the Far Trade market. This would be difficult, however the Coop may be able to
capture asmal part of this market and thereby increase income of its members.

6.0  Financial Performance of the Coop

Estimated Gross Sales and Retained Earning
(2999 loss in retained earnings due to civil undrest )
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Figure 13, Source NCBA

The coffee activity saw a rapid growth in sdes and a moderate growth retained
earning through 1997 (see Figure 13). The mean price for green bean on the New
York C in 1997 was 3.85 USD per kg. Following this pesk the market started to fall,
averagng 2.75 USD in 1998, 2.20 USD in 1999, 1.65 USD in 2000 and today the
market isaround 1.43 USD per kg. Thisisonly 37% of it 1997 average price!
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In addition to the faling world coffee price, Project redized over a 378,000-dollar
loss (one time, write-off) as a result of fires and looting of its property during the
1999 Referendum. Even with these set backs the Coop has been able to increase its
membership base each year and this in itsdf is a good indicator of the success of the
project as viewed by the target rural population (see Figure 14).

Estimated Coop
Membership and Dividends Paid

90,000
“ 80,000 T
& 70,000 +
o]
€ 60,000 +
S »
58 50,000 + == Number of
a %E) 40,000 + '\D"_efgberds
g Ividends to
? 30,000 Members
g 20,000 T
S 10,000 + . I I
0 - ! : ] : . : : : :
94 95 96 97 98 99 00 O1

Year

Figure 14, Source: NCBA

The Coop pays its members a dividend after al overhead, variable coats (including
cherry purchase costs), debt service, re-capitdization of the revolving fund, deff
bonuses and taxes are paid. The actud annua dividend pad to the grower is not
great, higtoricdly it has ranged from 310 USD per member. Cherry sdling price is,
by far, the primary source of income for the members but the dividend is a good
indicator of the generd hedth of the busness and the skill of the management team
in setting the cherry purchase price reative to the export market price. If the
management team can return a smdl dividend, it means that they have managed the
busness wdl, providing the maximum price for the chery a havest and having a
andl amount of cepitd left over after re-capitdizing the revolving fund, paying
taxes and operating the business for nearly ayear.

Figure 14 shows a growth in the aggregate amount of funds paid as dividends. It can
be noted that the growth of aggregate dividends increase with the number of Coop
members, which is to be expected in a financidly hedthy cooperative business
dructure.  The Assessment Team redizes that the Coop has recently had severd
difficult finenda years however the Team views these difficulties in light of the
Referendum and the associated civil unrest that resulted in the one-time write offs as
well as an extreordinarily low world market price hitting the Coop a the same time.
Given time, the Assessment Team feds the Coop can devdop into a financidly
sustainable cooperdtive-business.
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6.1  Thelndustry Market Chain
NCBA East Timor Coffee Market Chain Costs & Income
All Figures in USD/KG
Low Elevation | Mid Elevation | High Elevation | High Elevation
Market Level Non-Organic Non-Organic Non-Organic Organic
USD/kg USD/kg USD/kg USD/kg
I. Grower-Member
Selling Price of Cherry 0.110 0.120 0.130 0.130
Variable Cost 0.005 0.005 0.005 0.005
Net Income before dividends 0.105 0.115 0.125 0.125
Total Net Income 0.114 0.124 0.134 0.134
Il. Processor - Cooperative
Cherry to Green Bean Ratio (7:1) 7 7 7 7
Green Bean Selling Price, FOB Port Dili 1.520 1.618 1.706 2.011
Purchase Cherry 0.770 0.840 0.910 0.910
Other Variable Costs 0.533 0.533 0.533 0.533
Gross Margin on Variable Costs 0.217 0.245 0.263 0.568
O&M, Depreciation and Debt* 0.195 0.195 0.195 0.195
Pre-tax Income 0.022 0.050 0.068 0.373
Tax on Profits 30.0% 0.007 0.015 0.020 0.112
After-tax Net Income 0.015 0.035 0.048 0.261
Distribution of After-tax Income
Capital Reserve 30.0% 0.005 0.011 0.014 0.078
Staff Bonuses 30.0% 0.005 0.011 0.014 0.078
Dividend to Grower 40.0% 0.006 0.014 0.019 0.104
*assumes O&M+Depreciation @ 65% of gross margin, included 5% export tax
Il. Importer
Selling Price, FOB Warehouse US 1.949 2.047 2.135 2.440
Purchase Green Beans, FOB Port, Dili 1.520 1.618 1.706 2.011
Ship, Store & Sell 0.352 0.352 0.352 0.352
Pre-tax Net Income 0.077 0.077 0.077 0.077
IV. Roaster - Wholesaler
Selling Price, Wholesale 7.310 7.520 7.790 8.130
Purchase Green Beans 1.949 2.047 2.135 2.440
Roast, Pack & Sell 4.000 4.000 4.000 4.000
Pre-tax Net Income 1.361 1.473 1.655 1.690

Source: NCBA East Timor and Royal Coffeelnc.

The table above shows for example, that for a mid-elevation, non-organic coffee the
grower nets .124 USD per kg, the Coop .35 per kg USD (after taxes) but then returns
al of these profits back via the Coop's capita reserve fund, management bonuses
and dividends to growers. The importer makes .077 USD per kg and the roaster/
wholesder makes 1.473 USD per kg. This trend is typica in the agribusiness sector.
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6.2 Project Risks

Market Risk: There are a number of unknowns that could dfect the Coop in coming
years. The fird item on a list of risks to the Coop is “market risk”. As can be noted
in Figure 3 the world supply of green beans is on a dow but steady incresse. It
should be kept in mind that the vast mgority of these beans, in figure 3, are robusta
and do not directly compete with the high-vdue high-quaity beans that are exported
by the project. Never the less, the sheer volumes of robusta on the world market
pulls down the New York C price and al coffee suffers.

Coffee is price-indadtic, that is a 1% decrease in price will not cause a greater than
1% increase in demand. If fact it is very indadic. For this reason roasters and
retalers are less likely to decrease sdling price (even when green bean price fdls),
as price has a limited effect on demand. For this reason profit growth a the
importer, roaster and retall leaves have reman drong, while profit to farmers have
fdlen due to the over supply of lower-grade beans on the world market and the fact
that dmost dl green bean prices are linked to the falling New Y ork C price.

Labor Issues. East Timor is economicdly and socidly fragile  The influx of
internationa relief agency, donors and other interested parties has driven up wage
raes and generdly added to the tenson between the societies have and have-nots.
Vidlence is in the recent higtory of the idand and some people view hodility as a
judtifiable way of getting what they want. The Project has experienced threats and
atempted extortion in the past and it will mog likdy have to ded with it in the
future. The Project management knows these facts and is in the best postion to ded
with the Stuation as diplomaticaly as possble.

Government: At the present time the United Nations Trandtiona Adminidration in
East Timor (UNTAET) is the acting government. Parliamentary eections are set to
take place in August of 2001 and a presidentia eection is schedule for December.
Before the people of East Timor dect ther own government it is impossble to say
what type of government and policies will evolve. The Project is fairly well placed to
get its postions heard by key decison makers, but at this point the dust of the 1999
referendum has not settled enough to make a clear cdl on the makeup and direction
of the new government.

One example of government policy that can have a negative impact on the Project is
the 5% Coffee Export Tax imposed in 2000 by UNTAET, & the urging of the IMF.
The logic was that coffee is one of the few things Eag Timor exports and the
government needs to raise money, so tax coffee exports. In the end, the coffee
farmers will pay thistax, by alower price paid for their crop and adrop in income.

Management: After the 1999 Referendum, the Project logt 17 of its mid-levd and
upper levd managers. These managers were Indonesan nationas and had to leave
East Timor after the Referendum. The Project has moved East Timorese nationds
into these management postions and set up a training program to improve ther skill
levels. Given the time avalable to train these new managers and the ill leve of the
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expatriate gaff, the Assessment Team feds that is a manageable risk to the Project
and thisissue will work itsdf out over time.

Transportation: Before the Referendum, fuel costs were subsidized. As soon as
Eagt Timor became independent, this practice stopped and full internationd price
was pad for dl fueds. A second factor that affects transport cost is the high demand
for trucks by the NGO ‘s operating in East Timor. Over time this Stuation seems to
be gdabilizing and prices and availability for trucks are leveling off. Each year the
Project rents a ggnificant number of trucks to pick up cherry and haul parchment
from the rurd wet mills to Dili. The third issue in this sector is roads. Rura roads
are not well maintained by the UN. In some areas the Project has had to pay for road
repair so that trucks can enter remote areas, to pick up cherry. The overal affect that
the transportation bottleneck has had on the Project is to increase operating costs and
decrease profits (reduce dividends to the grower).

7.0  Supplementary Coop Services and Business

In addition to the coffee Coop activities, the NCBA East Timor Project is involved in
a number of other activities Some of these activities, such as hedth sarvices, are
linked directly to the coffee Coop. In other cases, such as in vanilla, the linkage to
the coffee Coop is less noticegble a the fidd level but evident a the management
levd. The NCBA/ USAID Eagt Timor consumer goods didtribution Coop activity,
which has just recently begun to operate, cealy has a different management
organization and stakeholder group than does the other activities.

7.1  VanillaProduction and Processing

NCBA, through its Coop operations in Indonesa, is the largest exporter of vanilla
bean in the world.  This crop requires a vey unique climate and growing
environment, which is found in reaivdy few places on eath. Smdl-scae
commercid planting on Eagt Timor, developed by NCBA, indicate that the idand
can produce high qudity vanilla In 2001 NCBA/ East Timor plans to ship
gpproximately 400 kg of processed vanilla bean, (the current price for good quality
bean is about $100.00/kg, a record high level). This is a smdl dart, however, the
Asessment Teams beieves there is dgnificant up-gde potentid for vanilla in Eagt
Timor and this is an aeas tha can be targeted for additiond USAID/ NCBA
funding.

From a risk management standpoint, vanilla is an excelent choice for East Timor's
coffee faamers.  Both crops take smilar climates, vanilla can efficiently be produced
on a smdl-scde, is environmentdly friendly, is seasondly labor intensve but does
not conflict with coffee labor demands, the markets are completely independent from
one another, and a clear processing, distribution and marketing system is dready in
place with NCBA'’s Indonesias vanilla operations. Vanilla will not grow in dl of the
areas in which the coffee Coop currently operates, but for many of the Coop's
famers, vanilla will mos likdy become an import income source and reduce
farming-risk through crop diversfication.
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7.2 Health Service

NCBA re-gated its hedth care sarvices activities after it reentered East Timor,
following the 1999 Referendum. The rationd in entering the heath care sector was
predicated on the fact that there was amost no heath services infrastructure in rurd
areas and incomes redized during the coffee harvest were usudly spent soon &fter,
affording no household funds to be used for health costs over the course of the year.

Today, less than two years after its re-garting, Clinic Café is the largest provided of
heath care in rurd East Timor seeing over 25,000 patients per year, (February 2000-
Februrary 2001). Given the current lack of hedth services in rura areas, Clinic Café
sees dl persons, without cost, regardless if they are or are not Coop members. Over
time the Clinic plans to change a smdl fee for Coop members that ddiver less than
1000 kg of cherry per year. The Clinic is conddering its options as a subcontractor
to the Government to provide primary hedth care in selected rurd areas. The Project
is some time away from making this a redity but discussons have dready begun
between the Clinic’s management and the acting UN/Ministry of Hedlth.

Clinic Café Estimated Variable Costs
Based on 16,000 Visits, over a5 month period, USD

Tota Expended | Expended per Vist
Drugs 5020.0C 31
Medica Consumables 2531.95 1€
Non-medica Consumables 6511.0€ 41
Total $14,063.01 $.88

Source: NCBA, Clinic Café

The table above denotes the variable codts per office vist. The totd cost (overhead
and variable) per vist is etimaed to be $5.07 per visit or about $8.93 per Coop
member per year. Depending on the number of annud paients these figures will
vay, however the Assessment Team feds that on the high sde cost per Coop
member will not exceed 10.33 USD/ year. At its current level of 18,830 members
this would mean an annud operating budget of 194, 566 USD. It's reasonable to
assume that this is a sustainable cost to build to the Coop’'s overhead as coffee sdes
are projected to 4.1 — 5.0 million USD annualy over the next 2 years and the Coop's
management can adjust cherry price and dividends to ensure that the hedth services
unit is sufficiently funded.

It is of interest to note that the NCBA heath unit received a 60,000 USD gift from a
US coffee company, who wishes to remain anonymous. This is a good indication of
how the Project has raised the profile of East Timor's coffee internationdly and how
it has brought to light the hardships that the Coop member face during this time of
socid and palitica adjustment
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7.3  Training Facility

The Eagt Timor Cooperative and Smal Enterprise Training Center (Kilbar) is a
recent outgrowth of the coffee activity. The Center opened its doors in the firs
quarter of 2001. The rationadle of developing a training center was, to a large degree,
predicated on the need to improve the business kill-level of Coop managers and
members.  The Project’'s management understands that to insure the Coop's
udanability, management <kills will need to be improved a dl levds of the
organization. With the Training Center now in operation, the Project has the vehicle
to provide this training and a two-year window (before EOP) to insure that skill-leve
of the Coop’ s management team is raised.

The startup budget for the Training Center was 24,000 USD. It is estimated that the
fadlity will provide 1,000 traning units annudly (one unit is one person-course
completed). To date, the facility has provided over 200 training units and appears on
track in reaching its annud training objectives.

74  Consumer Goods Distribution Cooper ative

Consumer goods are in short supply and expensive in East Timor. To address this
fundamenta problem NCBA has launched a wholesde consumer goods buying
cooperdive.  This activity is complete separate in terms of membership and
management from the coffee Coop. Since the purchasing coop officidly began in
May 2001 there is no data yet to measure its performance. From the prospective of
rurd coffee growers, anything the Project can do to reduce the cost of basc
consumer goods will be helpful.

8.0 Conclusions

The NCBA East Timor coffee activity is clearly a USAID success gory. The coffee
cooperatives have operated profitably snce 1995. The activity has developed and
implemented a solid production and marketing drategy, effectivey maximizing
profits for its grower-members. Building on 24 years of regiond experience, the
NCBA management team is usng a proven cooperative busness modd, which has
demondrated long-term successes in edtablishing profitable, export driven, high-
vaue agribusnesses in the region. The NCBA Project has done a remarkably good
job a carving out a niche in the globd high-vaue coffee market, to the benefit of the
Project stakeholders.

The coffee activity is making a direct postive contribution to USAID’s SO target in
East Timor (Revitdization of the Locd Economy). The activity is the sngle largest
generaior of export earnings in the country. Its impact is particularly sgnificant in
remote rurad areas where few other donorg projects operate. The Assessment Team
feds that, assuming that reaive economic and politicd dability returns to East
Timor in the medium-term, the NCBA coffee activity will, in al likelihood, become
a sdf-sugainable cooperative business by planned EOP, a end December 2002.
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ANNEX A

Economic & Demogr aphic Data:

| Officia Currency as of May 2001 | USDollar
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Figure 15, Source: NCBA

East Timor: Sdected Statistics

Population (1997 data): 881,600
Number of Households (1997 data): 186,743
Food Production Crop (1997 data): Metric Tons
- Maze 126,000 MT
Cassava 85,000 MT

Rice 72,000 MT

Coffee 9,900 MT

Peanut 5500 MT

Source: Indonesia Statistical Handbook for East Timor 1997
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ANNEX B
What Defines Cup Quality

The Price/Quality Reationship: The commercid coffee busness has long
purchased coffee by description adone i.e. 16-screen Colombian Exceso or PW
Mexican. These descriptions refer to a Sze of bean and type of qudity that are
sandard and known throughout the business. A UGQ Excdso means Usua Good
Qudity and refers to a standard grade with a standard number of defects and no
digtinct flavor flaws. Generdly, coffees bought this way are lower grades with lower
prices.

The specidty coffee busness, however, rdies far more heavily on what is known as
“cup;” i.e the taste of the coffee. : Chief among the factors that affect cup are Origin,
Process and Roast. Specidty buyers search for coffees that define ther origin in
flavor; eg. Kenyas thet are light in body, lemony or citrus-y in flavor and character,
Sumatras that are full-bodied and low in acidity, or Ethiopians tha are winey,
chocolate-y and full-bodied. When found, these coffees command a premium in
price.

Origin: Whereas commercid roasters use

Common Negative Cupping coffees interchangegbly (witness the term
Ta‘msUMinThe“’]dugry “Centrds’ to describe any coffee  from
Centrd America), specidty roasters tend to

Fermented (at origin) focus on spedific origins.  Each origin has its
Baggy (old) own digdinct flavor, dthough some coffees
Medicina ae quite smilar. The difference between a
[— Ran_ama and_ Mexican, f_or example, is
Rio-y (hard) difficult to discern except in the very top-

y ’ most grades. Some cupping terms used to

decribe these cup characterigtics  follow:

fruity (dtrus-y), wine-y, berry-like
(blueberries), chocolate-y, full-bodied, and light. With respect to East Timor, the
cupping terms used to describe the coffee are usudly acidic (coffeespesk for lively
on the tongue not that which gives you a somach ache), full-bodied, and “a good
blender.” In time, as the coffee develops name-recognition again after its long hiatus
from the market scene, the coffee could concelvably become a stand-aone origin,
sold on its own merits.

Process. Coffee processng can be divided into two types: washed and unwashed.

Unwashed coffees (Naturds) are typicaly those which farmers process themsdves.
In Ethiopia and Yemen, for example, the cherry is dlowed to dry in the sun with the
interior bean essentidly marinating in its own chery juice.  This produces a fruity,
berrylike flavor, which is much-prized in the specidty coffee busness. Ethiopian
Harar might fetch $1.40/1b. in the present market, and Yemens might feich a
whopping $3.00/Ib. These coffees, however, have traditionally never been tied to the
NY”C,” and they are typicdly never used in commercid blends as they are too
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expendve. Brazil Naturds, on the other hand, grown in full sun and harvested by
mechine, traditiondly earn the lowest price of Arabica beans, say $50/b. in the
present market.  Apat from the high-earning Ethiopians and Yemens, naurdly
processed coffee typicaly commands a low price in the market. Farmers cannot
control the qudity of the beans, and everything gets mixed together, good with bad.
The reaulting lack of uniformity drives down the qudity, dooming the coffee to the
low-priced, commercia blend category.

Washed coffee on the other hand, is characterized by the purchase of cherry. An
Estate owner or a coop brings cherry to a benficio (wet mill), which then processes
dl the cherry to a uniform standard. Only red cherry is acceptable (as opposed to
black or green) for specidty grades. The more sdective the grower can be in sorting
cherry, the higher price his coffee will fetch, due to uniformity of character and
cleanness.

In both processes, the sorting and grading of beans after drying or washing
(depending on the process) removes black or broken beans from the pile, thereby
increesng the pricee A fam or coop might then sdl off the rgected beans as
“seconds.”

A last process, used dmogt exclusvely in Sumdra, is a semi-wash, where the coffee
is briefly wet before pulping (removing the cherry).

It is often, but not exclusvely, true that washed coffees command a higher price than
Naturds. Cetanly in the case of East Timor, wet milling was the obvious and
correct choice in improving the qudity of the coffee.

Roast: A knowledgeable roastmaster knows how to “develop” a bean to maximize
its flavor characterigics. A Kenya, for example, should be roasted light, as a dark
roast would burn up the light, fruity qudlities that make it prized and expensve. A
Sumatra, on the other hand, develops its smooth, beefy character best when roasted
dark. Commercid roasters might roast dl coffees to one uniform degree and that is
usualy exceedingly light because the darker you roast a coffee, the more you burn
off voume—and coffee is sold by weght. Under-roagting, then, makes the can
weigh more as does a practice called “water-quenching.” In theory, water-quenching
stops the “cooking” process of the beans and cools them down, but in fact it is agan
acommercid tool for adding weight to the can.
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ANNEX C
Certified Stocks

Cetified stocks are the physcad dores of coffee held by the Coffee Board in
warehouses throughout the country. The Board accepts only clean, inoffensve
coffee that meets certain bean-Sze requirements.  This sysem dlows liquidity in thet
producers can dways “sdl to the board.” In times of over production, this accounts
for arise in the certified stocks. That is, there is a lot of physica coffee being stock-
piled. This stockpile coincides in genera with a decrease in the price of coffee due
to an overabundance of coffee avalable to commercid buyers. Generadly spesking,
there is an inverse redaionship between stocks and prices. For example, a coffee
giant like Procter and Gamble need not pay high prices for coffee in Centrd
America, S0 long as there are ample stocks available for the asking from the Board,
paticulaly in light of somewhat dack standards for qudity within the commercid
sector. While true specidty companies would find little use for the certified stocks,
which tend to be mediocre in qudity and often quite old as wdl, they are bound like
everyone else to the ample equations of supply and demand. If there are high stocks
of cetified coffees avalable of any qudity, the entire industry sees a drop in the
price of coffee.

Comparable Mean Parchment (dehulled) Yields

| | |
Estate Grown - Best Practices 2000

Asia - Small Holder, Farmed 700

East Timor - Semi Wild [__] 200

0 500 1000 1500 2000 2500
kg

Figure 16, Source NCBA

Thus maximizing production and market share is not in the interes of individua
producing countries or the globa coffee indusry. If coffee producing countries do
not want to face a magor shake-up on the production side and the resulting
unemployment and economic downturn associated, then producer coordination is the
only way to restore market sability. That is, producing nations must develop in
essence a quota system that limits the number of bags each country may export
percentage-wise in order to limit the overdl supply of coffee and raise the
international price.  To date, schemes of this type, notably the Brazilian coffee
retention plan, have faled to gain widespread support. The present wesk market,
however, may findly drive reuctant participants to action.
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ANNEX D

Increase Awar eness of the | ssues:

The following BBC report dated May 17, 2001 demonstrates why East Timor coffee may soon
be part of an industry strategy:

“ “Coffee farmers face destitution’ — Top prices are charged for coffee in the high street.
Millions of coffee farmers in the developing countries are living in extreme poverty while
business corporations in the industry continue to make record profits, according to a report
published by the international development charity Oxfam.

Thereport comes ahead of the first World Coffee Conference, a three-day gathering of leading
figuresin the industry in London, which begins on Thursday.

Oxfamis concerned at the growing disparity of wealth between different parts of the coffee
industry, following a 60% drop in the value of the crop on international commodity marketsin
the last three years.

The British Coffee Association has dismissed the report’s findings as ‘too short term.’

‘Rich vs. Poor’ —Oxfamsaysthat in real terms, coffee prices arelower than they have ever
been. This, it says, is having devastating consequences for poor farmersin coffee growing
countries. Vulnerable at the best of times, Oxfam says they now face a descent into extreme
poverty, with serious consequences for health, education, and social stability. Meanwhile, the
charity says, big multinational food companies, café and restaurant chainsin rich nations have
gained enormously fromthedropin prices. The value of raw coffee beanshasfallen sharplyin
the last three years due to overproduction, but prices paid for the processed product in
consuming nations have remained much the same.

‘Minimum Wage' — Oxfam says the price of raw coffee exported from producer countries
accountsfor lessthan 7% of the eventual cost of coffee to Wester n consumers—therest, over
90%, goes to coffee processors and retailersin rich countries.

Oxfam cites increased profits at Nestle, the giant Swiss instant coffee processor, and the
fashionable American coffee shop chain Starbucks as evidence of its case. It iscalling for an
inter nationally agreed upon minimum coffee price of $1 per pound ($0.45/kg)((sic)) — about
double the lowest current levels.

‘Report Rejected —In itsfirst reaction, the British Coffee Association (BCA) said it shared
Oxfam’ s concern over | ow pricesfor producers. However, the BCA— which represents coffee
manufacturers selling in the UK — says Oxfamfail sto address the fundamental economics of the
coffee market in the long term. Increasing prices of green coffee beans without i mplementing
appropriate controls on production would not help the livelihood of the growersin producing
countriesin the longer term, the BCA argued in a press release.”

The largest roasters fear such targeting by organizations like Oxfam or Wildlife International as
being exploitive to growers or the environment. There is considerable buzz within the industry
indicating that some large roaster may soon be the first to take the plunge into Organic or Fair
Trade coffee as ameans of staving off this negative pubI|C|ty Should this haopen NCBA/East
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ANNEX E

Health Services Data;

Clinic Cafe - Patient Visits
Feb.2000 - Feb.2001

Dili | 365
] @ Clinic
Lauana 1119 | B Mobile
c -
R
§ Gleno 909 | 622
o
9 i
Manubisse 964 | 1167 |
Aifu 3015
| | | | | |

0 500 1000 1500 2000 2500 3000 3500
Number of Visits

Figure 17, Source NCBA

Most Common Medical Conditions
Al Clinics, 12 months of data

Others
31% Under 5
_ Monitoring
Malaria 7%
5%

. Diarrhea
Abdqm!nal 16%
Condistions

4%

Chest Infections
Upper 5%
Respitatory

Infections

32%

Figure 18, Source, NCBA
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ANNEX F
Selected Coffee Coop Economic Data

Crop Payments to Coop Members and Total Wages
Paid to Employees

3,500,000

3,000,000 Total Wages

2,500,000 @ Crop Payments o .
a 2,000,000
= 1,500,000 i

1,000,000 i

500,000
0 _— : : . .
95 96 97 98 99 00
Year

Figure 19, Source: TERADP Second Semi-Annual Progress Report (9/00-2/01)

As can be noted in Figure 19, payment to coffee Coop members and employees
increase during the five years of the Project. Payments to famer (members) fdl in
2000 &s a result of faling world coffee prices and a loss in inventory due to looting.
The above graph shows wages pad for al TERADP activities, about 97% of which
ae pad to employees of the coffee activity. Based on the above information the
Asessment Team feds that the coffee activity is making a sgnificant contribution to
its USAID Strategic Objectivesin East Timor.

Cumulative Revolving Fund USD Value
& Precent Non-Performing Debt
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Figure 20, Source: TERADP Second Semi-Annual Progress Report (9/00-2/01)

Figure 20 shows the positive trends in debt recover and use of Project/Coop revolving fund capital.
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ANNEX G
CONTACTS
Name

NCBA: Project Managers:

Chief of Party

Sam Filiaci

Director NCBA Program
South East Asia

David Boyce
Cooperative Development Advisor

John Kreag
Consumer Goods Cooperative Mgr.

Ross Brandon
Health Maintenance Ops Advisor

Alistair Laird
Mechanical/Technical Manager

USAID/Indonesia CTO:

Bob Dakan
Senior Policy Advisor

Other Contacts:

Manuel Carrascalao
National Council East Time

Brian Palmer
Agricultural Advisor CNRT-CN

Jim Tulloch
UNTAET Health Director

Serge Verniau
UNTAET Agriculture Director

Getu Reta
Country Program Manger, DAI

Anton Soedjarwo
Director, Appropriate Tech. Group

Klaten, Indonesia
Dili, East Timor

Dili, East Timor

Dili, East Timor

Dili, East Timor

Dili, East Timor

USAID
Jarkarta, Indonesia

Dili, East Timor

Dili, East Timor

Dili, East Timor

Dili, East Timor

Dili, East Timor

Yogyakarta, Indoesia

0272-21077

(670) 390-313138

(62) (21) 344-2111

0407 726 996

(61) 8 8942 2203
Ext. 5684

(61)-418-595-512

(62)-274-885423

clusa@idola.net.id

rdakan@usaid.gov

brian_palmer@wvi.org

ethpmu@ntisp.com
tullochj@un.org

Getu_Reta@dai.cm
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