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QUESTIONS WITH ANSWERS 

[-1-]  (-a-)

Identify sources of the big coffee roasters market power and explain the consequences of this market power.

The main sources of the big roasters market power are their abilities to control and manage the costs in terms of technological advantages and of the raw material – the green bean. For instance, if a roaster is able to extract more soluble coffee form the coffee bean, this can help to improve profits.

Their branding power has also impacts on their good profitability and strong market power. Brand power gives roasters serious negotiating clout with the retailers who stock their products.

Another source of the big coffee roasters market power are their flexible blends which means that the coffee roasters have no longer need to hold large stocks of coffee, because contracts with international traders now guarantee them a ready supply of large volumes of different coffee types at relatively short notice. This allows them to mix and match their coffees and adjust their blends with increasing flexibility.

Flexible financing is another source of market power from which coffee roasters construct contracts with traders that enable them to spread and hedge the risks of future price volatility instead of paying the current market price.

All of these sources of market power keep big coffee roasters profitable and able to cut costs even in the middle of crisis. However there are concerns about new technologies and techniques those coffee roasters are using in order to cut their costs of production, due to lower quality of coffee and the environmental impacts of growing it.

[-1-]  (-b-)

Explain the problems created for the coffee exporting countries by falling coffee prices.
Coffee is a commodity product whose prices have fallen significantly in recent years caused by massive oversupply. This significant fall in the coffee prices have affects and causes problems for coffee exporting countries. Falling coffee prices leads to worsening terms of trade. For example for every 1 ton of coffee exported in 1965 to pay for a given amount of imports, 5 ton must be exported in 1999.

To pay for imports a country must earn foreign exchange that is internationally acceptable currency i.e. US dollars. Coffee exporting countries are mainly developing countries, which mostly rely on export earnings, borrowings and loans from banks.

A fall in coffee prices means that the revenues will fall as well. This creates problems for the country in terms of shortages of foreign exchange to finance imports, increasing inability to finance debt repayments which must be repaid in dollar earned from exporters, and falling value of the coffee producing countries’ currency resulting in higher import prices. This will worsen even more terms of trade. The price of coffee has not even fallen but it has also remained volatile which will create even more problems for developing countries that produce coffee. One problem that this creates is the instability in revenues, profits and incomes for the country. Another problem is that price volatility has created uncertainty making hard for farmers in exporting countries to plan and invest. This creates problems also in the growth rates of the country in terms of production and therefore results in high unemployment due to fluctuations in output. All those problems are faced by coffee exporting countries.

[-2-] Analyse the pricing strategy employed by coffee bar chains suggest as Starbucks.

 – Starbucks charges very high prices for their products. One of the reasons may be because of their branding or product differentiation, or both.

Starbucks produce more than 20 different coffee drinks, which give the consumers the opportunity to choose what they want. Because of this strong branding and product differentiation that the Starbucks contains, has made it very difficult for the consumers to compare prices which gives the business more control over pricing and therefore charge higher prices.

Some argue that Starbucks employs price-skimming strategy. Price skimming entails charging a relatively high price for the product but going for a niche market, which means lower total sales but higher margins.

Star bucks charge a high price but doesn’t go for a niche market, in other words Starbucks goes for a mass market and use product differentiation.

One strategy, which is used by Starbucks, is the premium price strategy. This strategy is the strategy of charging a high price and providing product differentiation at the same time, to target different market segments. Premium price strategy is mainly targeted to consumers who are not price sensitive and mainly with high incomes.  

This strategy is very difficult to achieve but once achieved is very difficult for the consumer to make price comparisons between coffee bars. This will give the business more control over their pricing.

Premium price strategy will create high margins for the company, which means that branches do not have to have a very high turnover to breakeven.

Starbucks are not very crowded by the consumers like food chains i.e. McDonalds, so that they can use their place more effectively resulting in a high profits and therefore covering the costs of production very efficiently. At the same time generating enough money to open new bars elsewhere becoming a very strong multinational and making their brand name even more recognisable. 

So, Starbucks product differentiation gives the consumer no choice or otherwise they cant make comparisons of prices between different coffee bars. And this helps Starbucks to charge higher prices and gain higher margins.

[-3-] Evaluate the strategies that the coffee producers might employ to improve the prices they obtain and the added value they capture.

There are 25 million coffee farmers around the world who are dependent for their livelihoods on coffee and their main income comes from producing it. However raw coffee prices have fallen significantly by 25 % from 1960 levels. This resulted in many farmers switching their crops to others and many not even covering their costs of production. In contrast with the mainstream price slump, niche or specialty coffees have been a runaway success. Sellers distinguishing these coffees by highlighting their country of origin, by emphasising their particular characteristics, or by showing a commitment to organic, shade grown or fair trade practices. The farmers who can sell into these markets often get a much better price for their crop.

One strategy for the farmers to get better prices is by supplying to fair trade companies such as Cafédirect. Fair trade offers farmers a better deal and pays them a reasonable price, from which the farmers can cover up their costs of production efficiently and may be able to generate funds to educate their children, get enough food and water supply (in Africa), bye medicines etc. However some economists argue that offering the farmers a higher price wont help the position of the coffee prices, as farmers will produce more in order to sell them to the fair trade.     

Other strategies for the producers to increase their prices is by going for a higher quality of coffee in the market, which means that the consumers will pay a higher price for more quality coffee. This will give the coffee producers high mark-up and the coffee will be of high value.

Targeting young consumers in terms of fashion is another strategy. This may make young consumers to drink more coffee and enforce the consumption habit and therefore improve the market position of the coffee producers and may increase the demand, which the price might increase as well.

Branding and marketing will increase consumers’ loyalty from which the consumers are more prepared to pay a higher price for the coffee, and their products will be recognisable capturing a high value. For e.g. Jamaica has cultivated their Blue Mountain brand of coffee and India its Monsooned Malabar both of which are highly prized. Another strategy is to encourage consumption in emerging market, notably China and India where people drink more tea instead of coffee.

However most of these strategies are long-term strategies, which need considerable amount of time to be developed. On the other hand Oxfam has proposed that the coffee producers should destroy 15 million bags of low-grade coffee and pay compensation to farmers. They argue that this can be paid for with a tax on high profits on large coffee roasters, such as Nestle, Kraft etc. they think that this strategy will reduce the excess supply and therefore may increase the price.

All these strategies will help towards improving the livelihoods of 25 million producers worldwide and increase the price of these commodity prices.   

BRIEF QUESTIONS WITH ANSWERS FOR ECONOMICS

COFFEE MARKET
Questions 
1. Identify the main reasons for a fall in the raw coffee price?

Draw a supply and demand diagram to illustrate your answer.

2. What is the effect on producers’ revenues if the price falls? Explain why this is the case.

3. Give reasons why the Starbucks coffee is so high? Why is it little affected by the raw coffee price?
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· Do the questions yourself for exam practice 
Brief Answers
(1) – Raw coffee prices have fallen significantly in the last three years. It has fallen by almost 50 per cent. One of the reasons for a fall in the raw coffee price is the increased supply. Theoretically an increase of supply will reduce prices significantly or just a little, all depending on the elasticity of supply and demand. This over production in which every year is added another 2 per cent increase compared with

1-1.5 per cent growth rate in demand has given the opportunity to the buyers or big coffee roaster such as: Nestle, Kraft, Sara Lee and Procter & Gamble to offer a “take it or leave it” price. For this case can be drawn a diagram to illustrate the answer.











(2) –The producers thought that they would make a great deal of money with their raw coffee because they had grown so much coffee which most of it was unharmed from whether such as frost. They got it absolutely wrong. The oversupply made the raw coffee prices to fall down and the producers were only getting a small percentage of revenues. This had a great effect on producer as some producers who are dependant on coffee had to pull their children out of school, they still cant afford to buy basic medicines, and are cutting back on their food. All these are caused because the farmers who produce the coffee are spending more money to produce it than are receiving from it. Some farmers have also turned their lands to produce some other crops. In this country a jar of coffee costs no less than £1.85 from which the farmers get no more than 9p, which means that their costs are far higher.   

(3) – No matter what the price with the raw coffee is, Starbucks is still ahead of the game in terms of charging high prices for their cappuccinos, frappuchinos, raspberry mocha chip cream, etc

A fall in raw coffee price didn’t affect Starbucks and many other popular coffee chains. This is because the demand for instant coffee has increased during last years, and keeps increasing for 1-1.5 per cent every year. Also the price fall in coffee beans is one of the many factors that determine the price for a cappuccino or any other coffee. There are factors like staff costs, soaring rents for prime sites, and other materials which coffee chains topically make 25p for every 150p cup of coffee.    
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Question
[-1-] Evaluate the possible consequences for people in both developed and developing countries of continuing moves towards free trade.

Answer

Developed countries means countries that already made progress and developing means something being in progress in terms of improving society on a series of social and economic indicators.

Such indicators are; low levels of unemployment, stable and non-corrupt institutions good access to healthcare, low pollution levels, good access to education and training good income per capita, civil and political rights, access to clean water and sanitation, life expectancy , etc.

Free trade is becoming an important key factor for developed and developing countries and is having great economical impacts on many national economies.

Free trade is giving the consumer more choice, especially in developed countries, thus creating more competitive pressures and therefore more incentive to improve efficiency. Due to competitive pressures that the free trade creates, has resulted in a good way for consumers in developed countries as they can get lower prices for different products, meaning that their real income will be higher.

Free trade has also resulted into the expansion of sectors in the economy with comparative advantage, causing export led growth. Free trade to some extend has also created advantages in developing countries as they get a continuing increased number of foreign direct investments, which has a regional multiplier effect on that country’s economy. Outsourcing would also be present as western firms try to exploit the lowest cost location investing into developing countries and therefore creating jobs for people there. This will have regional multiplier effects on the whole economy. However the disadvantage of this is that workers in developing countries may be exploited.

However, free trade also causes many disadvantages/costs for both developed and developing countries. One major disadvantage on both developed and developing countries’ economy may be that the domestic firms may lose out due to more efficient foreign competition creating structural unemployment for the country and therefore creating macro-economic problems. The other problem may be that the developing countries may face greater income inequalities between winners and looser due to foreign direct investments, as foreign firms may pay higher wages for their workers compared to domestic firms. This may have greater impacts on the countries economy, as it makes even harder for domestic firms in developing countries to compete with foreign firms. And this will create redundant workers and as the income inequality increases small farmers in developing countries may loose out.

Because of free trade and external liberalisation there may also be greater economic volatility, e.g. exchange rate volatility, which creates uncertainty for firms to compete and operate sufficiently.

This may cause many problems for many firms as they will find it harder to forecast and plan for future expansion and operations. This then will cause greater vulnerability to the state of world economy as a result of lack of confidence.

In developing countries free trade may even have disadvantages on the environment. This is because of greater emphasis on exports and intensified competition may intensify further damage to the environment.

One industry which will be heavily affected by the free trade movements is agricultural industry. With the removal of the protectionism and external liberalisation amongst developed and developing countries will have a negative impact and nock-on-effect on both developed and developing countries’ economies. Developed countries will face very expensive costs to subsidise the farmers and setting buffer schemes which will cost the governments. On the other hand the consumers will pay lower prices for agricultural goods due to grater competition, and there will be greater choice of agricultural goods.  However in developing countries many farmers may loose out due to the competition from the developed countries’ agricultural goods ‘dumped’ into their countries. This will result in many farmers loosing out, and having to sell their crops below their production costs, resulting in further poverty.

Free trade creates many opportunities into the local and national economies in both developed and developing countries. It can lead the country towards growth and improve living standards for many people. It will have regional multiplier effects into the economies and create new jobs as investments take place. It will improve many peoples’ real incomes and create competitive pressures creating incentives to more efficient and quality production techniques. However it will create disadvantages for both developed and developing countries too which may harm many people and force them out of the business. It will also harm the environment and domestic firms, due to exports and FDI. It will also create uncertainty for firms in developing countries as the economic volatility and vulnerability increases. 

Finally, free trade is major argument for which many economies don’t want to adopt before taking very important measures into consideration, especially developed countries. However developed countries like the idea of free trade as they eventually get more out of it!
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So an increase in supply or a shift of S to S1 will reduce prices from P1 to P2, however the quantity sold will increase from Q1 to Q2.
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