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Analysis 
Massacre of the (not so) innocents 
The New Year celebrations for the world�s hedge fund managers saw very few 
champagne corks burst against the trading screens � there was too much blood 
on the carpet for much joy to be felt. Q4 2008 broke all the wrong records. 
According to our estimates (based on the BarclayHedge database which covers 
6,500 hedge funds) total assets under management (AUM) between January and 
the end of November 2008 fell a staggering $532bn, taking them to $1.045 
trillion.1 It looks as though 2008 was the worst year for hedge funds in two 
decades. When a military unit is decimated (i.e. 10% of its personnel are put out 
of action) it is usually regarded as unfit for front-line duties. What can be said 
about an asset management industry that has managed away a third of its 
investors� assets in less than a year? 

In favour of the hedge funds it might be said that they were, to some extent, 
innocent victims of the headlong rush to cash during the final quarter of 2008, 
and that they were swamped by an unprecedented wave of redemption requests. 
Yet those that live by the sword, die by it too � or rather, die by a thousand little 
cuts. The extremely handsome terms normally imposed by hedge funds on their 
would-be investors have been justified (in the past) by the promise of 
exceptional returns, far beyond those of an innocent bank deposit account. And 
the hedge fund survivors, after all, have still got plenty of liquidity to play with � 
a trillion here, a trillion there, and pretty soon you can bail out a punch-drunk 
national economy or two. 

The unanswerable question right now however is whether the survivors of the 
rout will be able to persuade their investors that 2008�s horrors have merely 
teed-up the potential for chunky gains this year and beyond. Has the tsunami of 
redemption requests receded, or is it simply gathering breath for the next 
onslaught? Will that trillion dollars� worth of hedge fund AUM still be with us a 
year from now � or will it have been sliced and diced once again? 

In a way it�s remarkable that � after the global capital markets� disaster of Q4 
2008 � so many investors have remained faithful to hedge funds. The fact that 
such an exceptionally large pool of cash remains in the hands of hedge funds 
could be seen as very supportive. Maybe, to misquote Arnold Schwarzenegger: 
�We�ll be back.� The fact that the pool of AUM has not entirely disappeared is 
testimony to something � and that something is unlikely to be complacency. 
Sure, the fund community has shrunk to almost half its original size, but it�s a 
matter of judgement as to whether one believes this means the survivors will be 
that much cleverer as a consequence of having gone through fire and ice, or 
whether they might just be about to repeat the mistakes of their late (and maybe 
not too lamented) competitors. 

Steep losses � but better than the indexes 
Funds with more than 50% of their assets devoted to generalised commodity 
weighted strategies were particularly exposed to the boom-and-bust. These funds 
lost an estimated 36% of their asset base during January-November 2008, their 
investment levels falling by $15.4bn. Hedge funds with a particular bias towards 
soft commodities (again, during January-November 2008) lost, in our estimate, 
$19.1bn � also a 36% decline in AUM. By far the best place for an investor to be 
in hedge funds in 2008 was in those funds with a bias towards energy 
commodities � of those, the survivors (and many crashed and burned, having 
called the crude oil price wrongly, either on the way up or the way down) lost 
about 19% of the asset base they started out with in January 2008, relatively 
better than general commodity hedge funds or agri-biased ones. These energy 
hedge funds now account for an estimated $30.4bn, as compared to a previous 

                                                           
1 VM estimates, based on BarclayHedge data as of January 2009. Other estimates (such as 
that from Hedge Fund Research) are slightly higher, at $1.4 trillion. 
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asset base of $37.57bn. Metals-biased hedge funds did better than agri-biased 
hedge funds, but worse than energy hedge funds. Metals-biased hedge funds in 
our database saw a substantial 25% decline, leaving them with $53.2bn AUM at 
the end of November.  

Assets under management (AUM) � all hedge funds, $ trillion 
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But if hedge funds had a rotten year, the survivors can nevertheless point to the 
fact that they did no worse � and in some cases, particularly the energy-biased 
funds, somewhat better � than most of the major indices. The GSCI benchmark 
Commodity Index ended the year 46% down, its heavy exposure to crude oil 
rendering it highly vulnerable to the collapsed crude oil price. The S&P 500 
finished the year at 41% down, while by the end of 2008 the MSCI Emerging 
markets index had fallen 48%.  

How did hedge funds do in terms of their average return on investments? Hedge 
Funds� returns started looking sickly at the beginning of the summer in 2008, 
long before the nosedive in Q4. The relationship between poor returns and asset 
losses in the hedge fund industry is not straightforward. Asset loss figures 
include not just losses from investment strategies gone sour, but also money 
directly pulled out by investors. The effect of poor returns on a hedge fund�s 
asset base is easily multiplied when panicked investors demand their cash back. 
In order to finance such unanticipated handouts, many hedge funds were forced 
to liquidate positions that were well out of the money, but which may not have 
been doomed strategies in the long-term. This scramble to squeeze cash from 
illiquid investment strategies led to many closures in the last quarter. 
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Hedge fund returns are much trickier to assess than the simple, broad-brush 
overview of the decline in AUM. Databases of hedge funds are not set in 
concrete; they resemble, rather, a swarm of insects in which individual  
members are constantly both dying and being born. The survivors by definition 
look to be in good health. So too in the hedge fund swarm there is an in-built 
survivor bias, which can superficially disguise the fact that some hedge funds 
have gone belly-up. 

For this reason we pay more attention to AUM, as that arguably provides a 
better quantitative indicator of the health of the hedge fund population. But 
returns also tell a story. For hedge funds that were predominantly invested in 
commodities in 2008, the annual average return was unsurprisingly negative, 
with the funds in our database losing 16.1%. As noted above these are the funds 
that survived; including those that didn�t would see a much worse performance. 
The average performance range over January-November shows that not all 
commodity hedge funds are created equal. On average the worst funds saw a 
monthly loss of 41%, while the best gained 29%. In the total hedge fund 
population, the range of returns is even more diverse, between 80% up and a 
dismal 56% down. But evidently there were more losers than winners � even 
with some funds showing such stellar returns, the total sample remains in the 
red. 

Following six consecutive months of negative returns and losing a third of their 
asset base, the community of commodity-inclined hedge funds has naturally 
slimmed down. According to BarclayHedge data, the number of hedge fund 
managers that ceased trading and thereby dropped into what it calls the 
�graveyard database� over the course of 2008 was 500 (to end November). The 
actual number of individual fund closures during the year is obviously higher 
than that, as most managers have more than one fund. Despite the dire climate, 
there were some plucky start-ups in 2008, but closures outnumbered new start-
ups by three times. 

2009 � year zero 
The survivors of the year�s cull are not necessarily the fittest. Rather they are 
just as likely to owe their survival to a mixture of luck and not being tied to one 
of the many collapsing financial institutions that was no longer able or willing to 
sustain their leverage. Many more hedge funds will no doubt exit the scene in 
the course of what will be a very tough 2009. There remains very strong 
pressure on survivors to unwind losing trades, but this may be impossible for 
some, simply because some securities have become unsaleable at almost any 
price. Hedge fund investors may want to liquidate their holdings even at a 
substantial loss but hedge funds have been and are reneging on their previously 
advertised redemption terms. A whole new secondary market in hedge fund 
holdings has sprang up, with some banks (in Switzerland � where else?) willing 
to buy investments in some of the more established hedge funds, but usually at a 
20% discount. The image of hedge funds as expensive but sure-fire ways of 
making over the odds has been shattered; the only person consistently year upon 
year making over the odds in a hedge fund was one Bernard Madoff, now c/o the 
District Attorney�s office in New York. 

So in 2009 there will be even less money around, combined with the threat of 
much tighter regulation (or meddlesome interference, as hedge fund managers 
prefer to call it). Yet while regulation of this shadow financial sector will surely 
be on the agenda for policymakers this year, it will (now that all asset classes 
have been humbled) be an afterthought to the grand project: the resuscitation of 
the global economy. One (scarcely noticed) consequence of the collapse in 
hedge funds has been the disappearance of the semi-hysterical attacks on hedge 
funds per se that were aired regularly in 2008, accusing them of driving 
commodity prices to artificially high levels. Piecemeal tinkering, rather than 
comprehensive industry codes, is more likely to be the dominant feature of the 
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as much as 26 Mt of fertiliser but sales collapsed in Q4 2008 and are likely to be 
flat in 2009.  

Cecafe, Brazil�s Council of Green Coffee Exporters, forecast in January that 
expected green coffee exports will fall by almost 4% in 2009 (year-on-year) to 
25.1m bags. Exports in December were 3.2m bags, substantially higher than the 
same month in 2007. Brazil�s agriculture minister, Reinhold Stephanes, said in 
January that the government is considering various measures designed to assist 
the country�s coffee producers, including a one-year postponement of all 
cooperative and producer debts that fall due in 2009, or possible payment of 
such debts by delivery of coffee, although one obvious difficulty with that would 
be determining an appropriate price. The Brazilian government has in any case 
begun to cut interest rates, by 1% in January to 12.75%. Last year was however 
a strong year for Brazil�s coffee producers in terms of exports � 29.382m bags in 
total. 

BOVESPA share index 
 

Real against the US dollar 

25,000

35,000

45,000

55,000

65,000

75,000

85,000

Jan-08 Mar-08 May-08 Jul-08 Sep-08 Nov-08
 

 

1.5

1.6

1.7

1.8

1.9

2.0

2.1

2.2

2.3

2.4

Jan-07 May-07 Sep-07 Jan-08 May-08 Sep-08
 

Source: Reuters Ecowin  Source: Reuters Ecowin 

  
Brazil cumulative arabica exports (000 60kg bags) 
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Brazil monthly exports (000 60kg bags) 

Harvest  2005/06  2006/07  
  Arabica Conillon All other Total Arabica Conillon All other Total

October  1,767 105 273 2,145 1,856 240 214 2,310
November  1,834 91 291 2,216 2,470 248 263 2,981
December  1,903 26 367 2,296 2,346 94 339 2,779
January  1,626 27 167 1,820 2,011 53 213 2,276
February  1,612 37 193 1,843 1,860 21 227 2,107
March  1,853 39 242 2,134 2,085 51 260 2,396
April  1,554 20 248 1,822 1,874 28 203 2,105
May  1,882 71 284 2,238 2,105 93 277 2,476
June  1,427 77 250 1,754 1,645 139 268 2,051
July  1,465 128 244 1,838 1,659 173 292 2,124
August  2,305 187 309 2,801 1,744 175 265 2,184
September  2,125 193 192 2,510 1,714 213 281 2,209
Total  21,354 1,002 3,061 25,417 23,369 1,526 3,101 27,996

  2007/08  2008/09  
  Arabica Conillon All other Total Arabica Conillon All other Total

October  2,256 238 357 2,851 2,581 197 240 3,018
November  2,070 121 273 2,463 2,588 104 195 2,888
December  2,010 50 272 2,332 2,863 153 233 3,249
January  1,868 44 316 2,228  
February  1,820 31 243 2,094  
March  1,864 152 259 2,275  
April  1,896 128 710 2,296  
May  1,457 206 421 1,939  
June  1,312 135 119 1,733  
July  1,479 278 161 2,032  
August  1,593 296 278 2,167  
September  2,341 313 262 2,915  
Total  21,965 1,993 3,672 27,325 8,032 455 668 9,154

Source: Fortis Commodity Derivatives 

Central America and Mexico 
Some parts of Central America�s coffee growing regions got off to a slow start 
in the October 2008-September 2009 season as a result of heavy rainfall 
delaying bean maturation, but drier weather in November and December helped 
and the harvest has since picked up speed. Mexico�s coffee exports so far in the 
current season (up to the end of December), have slipped by almost 24% 
compared to the same period of the previous season, at a total of 342,159 60-kg 
bags. We estimate Mexico will this season have a total arabica harvest of 4.5m 
bags, a reasonable recovery from the 3.91m bags of 2007-2008, although its 
robusta output is likely to shrink by 80,000 bags, to 200,000 bags. 

Combined exports from Mexico, Costa Rica, El Salvador, Guatemala, Honduras, 
and Nicaragua since the start of the 2008-2009 season (again, to the end of 
December) have been 2.075m bags, substantially higher than for the same period 
of 2007-2008, when the total was 1.598m bags. Within this overall rise the 
initial delay due to heavy rainfall can be seen. El Salvador�s cumulative exports 
to the end of December, for example, fell by almost 18% compared with the 
same period of last season, to 211,883 bags, although December exports 
recovered strongly, rising by 16.4% (v. December 2007) to 87,950 60-kg bags. 
December exports from Costa Rica were 88,966 60-kg bags, up more than 40% 
from the same month a year earlier. Its cumulative exports to date for the 2008-
2009 coffee year are 204,663 60-kg bags, 25% higher than the same October-
December period of the 2007-2008 season. Some countries in the region are 
expressing concern that the high cost of fertilisers last year will affect overall 
output and thus exports � in late December Guatemala revised downwards its 
estimate for 2008-2009 coffee exports to 3.37m kg bags, 11.8% less than 2007-
2008, due to the high cost of inputs as well as the biennial cycle of its arabica 
trees.  
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Colombia 
Colombia�s coffee production dropped 39% to 933,000 60-kg bags in November 
2008 v. the same month of 2007 because of heavy rains, and exports for the 
same month dropped 15%, to 893,000 60-kg bags, according to the country�s 
National Federation of Coffee Growers. It�s now clear that the crop for the 2008-
2009 season will be somewhat lower as a consequence of the adverse weather at 
the start of the season, although currently we are expecting a relatively small 
drop, of 200,000 bags, to a total of 12.2 m bags. Reports from Colombia in late 
January spoke of the risk of default on as much as 15% of already contracted 
export deliveries for December 2008 and January 2009. For October and 
November of the current 2008-2009 season we estimate output was almost 30% 
lower than the same two months of the 2007-2008 season. Currently there are 
almost no offers for export for 2H 2009. 

However, it�s too early to tell whether the unusually heavy rainfall at the start of 
the harvest has merely delayed matters or if it will actually significantly reduce 
the overall total crop for 2008-2009. Farmers had been struggling in 2007 with a 
much stronger local currency but the peso depreciated by 15% against the US 
dollar over the whole of 2008 � so the incentive for ensuring the harvest is as 
good as possible is there. The situation is made more complicated by the fact 
that Colombia is undergoing a large project to replace elderly arabica trees on 
about 300,000 hectares, a replacement programme that will continue until 2012. 
Eventually this ought to see the country�s output rise to as much as 17m bags by 
2014. Production and export figures for January and February 2009 will give a 
clearer indication of the likely overall pattern for this season. 

Late December 2008 saw an interesting initiative, which � if realised � might 
ensure Colombia�s coffee producers have more of a captive market in the US. 
Gabriel Silva, director of Colombia�s National Federation of Coffee Growers, 
said he hopes the Federation will take a minority stake in Starbucks, and that the 
deal might be concluded by the end of Q1 2009. Starbucks gave no official 
comment. 

  
Colombia cumulative production (000 60kg bags) 
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Colombia monthly production and shipment (000 60kg bags) 

Harvest  2005/06 2006/07 2007/08   2008/09 
  Production Shipment Production Shipment Production Shipment  Production Shipment

October  1,131 751 1,024 964 1,129 893  939 815
November  1,237 987 1,242 929 1,520 1,050  933 893
December  1,066 1,177 1,294 1,216 921 921  1,105 1,024
January  1,102 826 963 892 1,400 1,010  
February  888 943 1,000 1,060 1,090 1,160  
March  713 883 771 810 872 921  
April  779 623 769 767 886 900  
May  1,087 874 994 752 820 1,187  
June  1,174 881 1,219 906 1,046 886  
July  821 905 995 979 891 836  
August  1,142 938 990 977 715 588  
September  813 964 897 891   
Total  11,953 10,752 12,158 11,126 11,329 10,352  2,977 2,732

Source: Fortis Commodity Derivatives 

Indonesia 
We have increased our estimate for Indonesia�s 2008-2009 robusta output from 
our October 2008 Coffee Outlook, by 300,000 60-kg bags (to 6.75m bags), 
largely on better weather conditions, giving an expected combined arabica-
robusta total of 7.45m bags, against 7.2m bags last season. According to 
Indonesian trade data the country�s coffee exports in (calendar year) 2008 rose 
36% (year-on-year) to more than 7.283m bags. A combination of high prices and 
an improved harvest, together with sales from stocks from the previous season 
led to the rise in exports. The bulk of the exports were from Sumatra, which saw 
a 66% rise in its exports last year. The main robusta harvest in Sumatra normally 
starts in March and peaks in August. 

  
Indonesia cumulative exports (000 60kg bags) 
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Central America* and Mexico, exports (000 60k bags) 

Harvest 2004/05 2005/06 2006/07 2007/08 2008/09

October 373 350 412 481 422
November 380 408 421 423 640
December 697 648 608 694 1,014
January 1,013 966 1,034 1,253 
February 1,298 1,361 1,316 1,520 
March 1,562 1,574 1,954 1,721 
April 1,525 1,532 1,658 1,934 
May 1,466 1,717 1,816 1,457 
June 1,302 1,421 1,537 1,592 
July 840 1,215 1,301 1,402 
August 688 956 1,198 1,116 
September 427 609 731 536 
Total 11,573 12,756 13,985 14,130 2,075

Source: Fortis Commodity Derivatives  * Costa Rica, Guatemala, Honduras, El Salvador & Nicaragua
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Indonesia exports (000 60kg bags) 

Harvest  2003/2004  2004/2005   
  Arabica Robusta Others* Total Arabica Robusta Others* Total

Oct  49 283 10 343 79 805 18 901 
Nov  64 407 14 485 5 439 24 467 
Dec  54 469 10 532 10 826 14 850 
Jan  36 295 9 340 15 376 34 425 
Feb  100 379 31 510 2 705 25 732 
Mar  22 121 5 148 - 518 19 538 
Apr  36 324 10 370 1 453 38 491 
May  14 127 18 159 - 608 30 637 
Jun  11 241 21 273 0 455 50 505 
Jul  2 374 16 392 - 776 15 791 
Aug  24 270 18 312 1 596 28 625 
Sep  84 885 42 1,011 10 750 13 773 
Total  496 4,175 204 4,876 123 7,306 307 7,736 

  2005/2006  2006/2007   
  Arabica Robusta Others* Total Arabica Robusta Others* Total

Oct  3 417 14 433 - 526 20 545 
Nov  - 828 28 856 - 524 9 533 
Dec  - 609 22 630 - 369 3 372 
Jan  - 454 16 470 - 298 4 302 
Feb  - 669 9 678 - 250 2 252 
Mar  - 525 13 538 - 242 4 246 
Apr  - 361 11 373 - 212 4 215 
May  - 262 10 272 - 262 3 265 
Jun  - 292 9 301 - 359 16 375 
Jul  - 1,114 26 1,140 - 605 23 628 
Aug  0.3 953 38 991 - 595 27 622 
Sep  - 671 19 689 - 674 20 694 
Total  3 7,153 216 7,372 - 4,195 135 5,050 

  2007/2008  2008/2009   
  Arabica Robusta Others* Total Arabica Robusta Others* Total

Oct  -  606 15 621      
Nov  -  642 19 660      
Dec  -  459 13 472      
Jan  -  471 13 484      
Feb  -  526 10 536      
Mar    410 8 419      
Apr   496 16 512      
May   559 21 580      
Jun   702 25 726      
Jul   888 26 914      
Aug   859 18 877      
Sep         
Total   6,617 184 6,801      

Source: Fortis Commodity Derivatives * Includes non-Arabica, non-Robusta coffee, decaffeinated coffee and roasted coffee.

 

Africa 
Uganda: Uganda�s coffee exports surged in 2008 (year-on-year) by 23% 
according to the country�s Coffee Development Authority (UCDA), totalling 
3.3m 60-kg bags. The UCDA said the increase was due to a successful 
programme of tree replanting. Exports so far this season (October �December 
2008) have been consistently strong and in total have been 91,000t higher than 
the same three months of the 2007-2008 season. We expect this higher output to 
be sustained this season and envisage Uganda�s total production in 2008-2009 
will rise by 250,000 bags over last, with 2.75m bags of robusta and 500,000 bags 
of arabica. 

Kenya: Kenya�s production in the 2007-2008 season fell 22% compared to the 
previous, to just 700,000 60-kg bags. Kenya�s problems have been a 
combination of coffee berry disease and poor management, plus poor returns to 
farmers as a result of a stronger local currency, but we are optimistic that 
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attempts to tackle disease will result in a rebound in 2008-2009 to 1m bags of 
arabica output. 

Ethiopia: The Ethiopian Coffee Growers, Producers and Exporters Association 
(ECGPEA) is predicting the country�s coffee output will almost double by 2014 
to 10m 60-kg bags as a result a locally-raised investment of some $150m in new 
plantations. The aim is to raise output on the new plantations to an average 
1.4t/hectare compared with the current average of 0.4t on existing 
smallholdings. The country�s exports in 2007-2008 (almost 2.85m bags) are 
expected by ECGPEA to rise to almost 3.75m bags in 2008-2009. 

Rwanda: Rwanda�s Coffee Marketing Board, OCIR CAFE, remains hopeful 
that output in the 2008-2009 season may rebound to more than 466,666 60-kg 
bags, following a training project to improve husbandry among the country�s 
small-scale farmers. Producers of its specialist arabica coffee, about 20% of 
which is exported to the US, have however been deterred by relatively low 
prices and local economic problems such as the scarcity of credit. We expect 
output this season to be markedly lower than last, at 400,000 bags. 

Angola: Angola was once upon a time a significant coffee producer � at one 
point in the early 1970s producing more than 3.3m 60-kg bags/year � but the 27-
year civil war after it gained independence from Portugal in 1975 devastated the 
coffee sector, and farmers turned to providing staple foods. Its national Coffee 
Institute now hopes to supervise the investment of $150m over four years and 
raise output back to that level by 2013.  

Tanzania: The Tanzania Coffee Board said in January that insufficient rainfall 
in October-November 2008 resulted in poor flowering in northern growing 
regions, and this may diminish production during its May 2009-April 2010 
season by as much as 17%. The Board put output for 2008-2009 at almost 1m 
60-kg bags, against 716,666 bags during 2007-2008. The Board aims to raise 
production to more than 1.6m bags by 2013, partly by increasing the area 
planted to coffee from some 250,000 hectares presently to 300,000 hectares, and 
by encouraging farmers to plant more disease and pest-resistant varieties. As 
elsewhere, however, local farmers are struggling with much higher input costs � 
local fertiliser prices tripled in 2008. 

  
Uganda cumulative exports (000 60kg bags) 
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Consumption 
Recession-proof? Depends where you live 
As the world slides into its deepest and most widespread recession since the 
1980s, possibly even the 1930s, commodity markets naturally fear a slump in 
demand. That is why prices of most commodities have fallen so far, and so 
quickly. But what does a �slump in demand� mean? In coffee it�s natural to 
think in terms of the volume consumed, i.e. our estimates that 78.6m bags of 
arabica and 49.2m bags of robusta being consumed in the 2008-2009 season, 
might fall, by (for the sake of argument) 10%, to 71m bags and 45m bags 
respectively.  

But in practice this is not what happens. Demand is a dynamic entity and moves 
in response to the price of the commodity, its supply, and stock movements. If 
supply were to be maintained at our estimated level for 2008-2009 and demand 
did fall by 10%, what will happen to the �unconsumed� coffee? It could be added 
to stocks if the sellers, or further down the line, traders or investors, believe that 
prices will rally in the future. In a sense this can be viewed as lower supply or 
higher demand. Alternatively, if the sellers wish to sell the coffee, or 
traders/investors do not wish to buy it, the price will have to fall to ensure 
consumers demand it. There must be some price at which all coffee can be sold, 
as consumers substitute it for other drinks.  

So a decline in demand can show up in three ways: a fall in volumes consumed; 
a decline in the price; a rise in stocks. These are not mutually exclusive; indeed 
it is usually the case that all three occur. But it is possible, albeit improbable, 
that a decline in demand only shows up in a fall in price. 

In the case of coffee, how demand is affected by the global recession depends on 
a myriad of factors. The main ones are the geographical scope and scale of the 
recession, its impact on consumer income and spending, and how that affects 
demand for coffee specifically. The impact this has on coffee volumes and price 
will be affected by the supply response, which in turn will impact on demand.  

It is clear the recession is affecting coffee-consuming areas of the world. About 
31% of coffee is consumed in the EU and 5% in non-EU Europe. The US and 
Canada take 19%, Brazil 14% and Japan 6%. GDP declined in Q4 2008 in all of 
these countries/regions and � with the exception of Brazil � is expected to 
decline again in 2009. The extent to which the recession impacts on consumer 
expenditure is hard to gauge. As consumer spending is such a large part of GDP 
(70%-80% in most countries) it clearly will mirror the economy as a whole. 
Typically, it holds up rather better than output, as consumers dig into savings. 
However, given in many regions (certainly the US and UK) this recession in 
large part has been caused by heavily indebted consumers reining in spending, 
this time it might do rather worse. Certainly retail expenditure has now fallen 

Uganda monthly exports (000 60kg bags) 

Harvest 2005/06 2006/07 2007/08 2008/09

October 122 155 173 180
November 183 251 199 267
December 180 249 273 299
January 229 316 361 
February 166 222 318 
March 156 213 279 
April 147 192 237 
May 123 185 444 
June 187 245 278 
July 176 269 325 
August 176 231 324 
September 159 179 213 
Total 2,003 2,706 3,424 746

Source: Fortis Commodity Derivatives 
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more across the OECD than at any time since 1991, while in the US consumer 
confidence is at its lowest since records began in the late 1960s. 

US consumer confidence 1985=100 
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Source: VM Group  Source: VM Group 

But falling consumer expenditure does not necessarily mean less will be spent 
on coffee � consumers might choose to spend less on other items. It has been 
suggested that small, relatively inexpensive treats such as coffee are less likely 
to be cut than more expensive, �big-ticket� items. Even if they do spend less on 
coffee it might not affect volumes, as national chains might sell less of their 
relatively expensive coffee but people may just switch to drinking more coffee at 
home � it is, after all, slightly addictive.  

Looking at past recessions, most notably the one in the early 1980s and then 
again in the early 1990s, there is some evidence that coffee demand took a hit. 
One proxy for demand, imports of green coffee into the nine largest importers 
(Belgium, France, Germany, Italy, Japan, Netherlands, Spain, the UK and the 
US) fell from 52.8m 60kg bags in 1979 to 49.5m 60kg bags in 1980, a decline of 
6%. The previous year imports had risen by 14%. Imports also fell in 1991, 
another year when the US was in recession, that time by 4%. Similarly in 1993, 
when most of Europe was in recession, they fell 4%. Finally in 2001, when there 
was a mild slowdown, imports fell by 1%. But the correlation is weak � in other 
years, when GDP growth was strong, imports also fell. 

Imports of green coffee into 9 leading importers (millions 60kg bags) 
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A more rigorous approach is to look at consumption and all the other factors, as 
well as income, such as price and tastes. The standard economist�s measure of a 
good�s sensitivity to income, its �income elasticity of demand�, can be calculated 
from this approach. This works as follows: if the demand for a good falls by 5% 
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when income declines by 10%, it is said to have an income elasticity of demand 
of 0.5, which is less than one, so it is deemed �inelastic�. Conversely, if it fell by 
20%, it would have an income elasticity of demand of 2, which � as it is greater 
than one � means it is �elastic�.  

The most comprehensive such study of coffee demand, across 88 countries 
between 1990-2005, found that a 1% increase in income led to a 0.25% increase 
in coffee consumption, i.e. that coffee demand was relatively inelastic.2 
However, the study also found that income elasticity differed markedly across 
countries, in particular between high and low income countries. For the highest 
income countries, income elasticity was close to zero, for the lowest as high as 
0.44 (but this is still inelastic). The study also looked at price elasticity of 
demand, the sensitivity of demand to changes in prices. It found that this was 
about 0.5, i.e. somewhat more sensitive than to income, and relatively consistent 
across markets.  

If these findings are a good guide as to what will happen to coffee demand in a 
recession, then in the developed countries, at least, there will not be much 
impact on demand at all. That this makes some sense can be seen by our 
estimate of consumption for developed countries in 2000, of 69m bags, and that 
of 2008, of 77m bags. This is an increase of just 11% in eight years, a rate of just 
1.3% a year, when income growth was about 3% a year. Furthermore, the real 
price of coffee trended downwards throughout this period, until 2007. 

It is the developing markets where coffee demand could take a hit, as these have 
a higher income elasticity of demand, something that is good when economic 
times are good, but not when they are bad. GDP forecasts for developing 
countries are very varied, with China still expected to grow at a decent rate of 
6%-7% in 2009; others, such as Brazil (the most important in this context as it is 
a large coffee consumer) slowing to 1%-2%, and some others actually seeing 
declines in GDP. Furthermore all growth forecasts are continually being revised 
downwards.3  

If this analysis is correct, then the promise of significant growth in developing 
economies, above the relatively modest global average, would take a knock. 
China, for example � often seen as the key nation for future demand growth in 
many commodities � has looked very promising given that it has been a net 
importer of coffee since June 2008, with coffee imports outstripping exports by 
4,457t (slightly more than 74,000 60-kg bags) during January-November 2008; 
its coffee exports fell by 95% in November to just 61t, according to Chinese 
customs data. So 2009 looked to be set fair to see China�s coffee demand 
vigorously growing. But its own economic problems and fast-slowing economy 
may now delay that, as drinking coffee in China is an expensive habit for most 
citizens. On the other hand demand in Brazil has so far held up well � Abic, the 
National Roasters Association of Brazil, said in January that local demand 
reached 18.1m bags in 2008. However as a major producer Brazil is somewhat 
special.  

Putting all this together suggests that coffee consumption growth may stall but is 
unlikely to slump in the wake of the global economic recession, although that 
does not necessarily mean that particular coffee retailers will avoid difficulties. 
Starbucks, for example, said in early December 2008 that it would try to cut 
$400m of costs by Q4 2009, following a review that concluded that sales at its 
stores in the US that had been open for at least a year had fallen by 9% in 
October and November 2008, compared to the same months in 2007. Demand in 
richer countries is likely to ride out the economic storm rather better than in 
                                                           
2 Galindo, Arturo José, How Much Coffee Will the World Drink? Modeling Non-Linearities in 
the Demand for Coffee (February 2007). Available at SSRN 
(http://ssrn.com/abstract=962352http://papers.ssrn.com/sol3/papers.cfm?abstract_id=9623
52) 
3 Brazil is, of course, also a major producer, so it is not straightforward to gauge the impact of 
income and prices on coffee consumption. 
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poorer countries, for a given decline in income. In poorer countries, coffee 
consumers are more susceptible to falling income, but on the other hand incomes 
there should hold up better. Globally, if the income inelasticity of demand of 
0.25% is accurate, and GDP declines by 1%-2% (worse than expected), then 
coffee demand would decline by 0.25%-0.5%. Furthermore, if coffee has a price 
elasticity of 0.5, then a price decline of just 1%-2% would offset this. But in our 
view the ICO�s anticipation of demand growth averaging 2.5% this year and 
next currently looks like the triumph of hope over harsh economic reality. Our 
analysis suggests moreover that the price will not be soaring anytime soon � 
unless there are some supply-side shocks. 

As yet there is little to suggest that might happen, although there has been 
considerable speculation emerging from Colombia and other parts of Central 
America that harvests across the region are running unusually late, at least. 

Comment 
Since our last report the speculative position on ICE Futures US has remained 
net short, and until a brief rally in the last few weeks remained in a narrow range 
between negative 13,000 contracts and negative 18,000 contracts. Starting the 
week ending 6th January 2009, the position rallied to a net short of 11,498 
contracts, and then in the week ending 20th January to a net short of just 1,933 
contracts.  

  
Coffee, ICE Futures US, non-commercial net long and price 
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  Source: Reuters Ecowin 

The index fund position continued to decline throughout this period, battered by 
the outflows from commodity indices. At the end of Q3 2008 they held a net 
50,815 contracts, already down from a peak in the week ending 26th February of 
67,021 contracts. By the end of 2008 they had plummeted to just 33,953 
contracts. The index rebalancing, which takes place in January (see hedge fund 
page for more details) we estimate to be slightly negative, and indeed by the 
week ending 20th January the net index position had again fallen, to just 31,398 
contracts, its lowest since February 2006. 

The week ending 23rd January saw the March contract on ICE Futures close at 
$1.1965/pound, a rise of 3.3% on the start of the week and the highest settlement 
since 5th November 2008. Much of this rise appeared to be related to questions 
concerning the likely outcome of the arabica harvest for central America and 
Colombia, where cash differentials have been rising, reflecting a tightness in 
supply for the region�s high quality mild-washed arabica coffee, particularly in 
the context of the Brazilian harvest in 2009-2010 being an �off� year for arabica. 
The unanswerable question right now is whether the central 
American/Colombian harvest is simply running behind normal schedule, or 
whether by the end of the season it will be significantly lower. 
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As for robusta, there have been starkly contrasting pictures between New York 
and London. On ICE Futures US the short-lived and little-loved robusta contract 
was quietly de-listed at the end of 2008, with few mourners in attendance. On 
Liffe, the shift in January from the 5t to the new 10t contract invoked a 
substantial premium of the Jan-09 (5t) to the March-09 (10t) contract, which by 
close of business on 27th January, had ballooned to $600/t. This has been caused 
by one large receiver choosing to take control of the old 5t certified stocks, 
which in turn has attracted a great deal of fresh coffees to the terminal market. 
The new 10t contract is designed to eliminate as much as possible the likelihood 
of a �squeeze�, by widening the parameters that govern the tenderable quality of 
coffees. Despite this, the market has too fresh a memory of previous events and 
prefers to take a cautious view when faced with the prospect of yet another 
inverted structure. This had led to a firming of the board in the short term, but 
should see the structure revert to carry as the ongoing fundamental picture of 
supply and demand in the coming months, in which there is little apparent 
evidence of anything but good supply coming out of Vietnam, Indonesia and 
other major robusta origins is borne out. 

The outlook for arabica is somewhat different. It may be that the arabica supply 
surplus is set to become considerably tighter in the coming months, and a rise is 
surely on the cards at some point in 1H 2009; but continuing background 
macroeconomic gloom is likely to mean that any such rise will build slowly and 
somewhat cautiously, rather than gallop ahead. Had we not been in the midst of 
the worst economic recession since the 1930s, things might have been very 
different, and the chances of racing towards well above $2/pound might have 
been a racing certainty. In the context of almost universal global economic 
gloom, the current performance is pretty remarkable. 
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Production by regions and according to Oct/Sept harvest year (million 60kg bags) 

  2008/09 2007/08 2006/07   2005/06 
  Arabica Robusta Arabica Robusta Arabica Robusta  Arabica Robusta

South America     
Bolivia  0.14 0.00 0.14 0.00 0.15 0.00  0.15 0.00
Brazil  32.20 11.50 39.50 12.50 28.50 11.00  34.00 10.50
Colombia  12.20 0.00 12.40 0.00 12.20 0.00  11.95 0.00
Ecuador  0.50 0.40 0.45 0.35 0.50 0.40  0.40 0.50
Peru  4.25 0.00 2.95 0.00 3.50 0.00  3.50 0.00
Venezuela  1.00 0.00 1.10 0.00 1.00 0.00  1.00 0.00
Central America and Caribbean         
Costa Rica  1.91 0.00 1.96 0.00 1.91 0.00  1.80 0.00
Cuba  0.50 0.00 0.35 0.00 0.21 0.00  0.21 0.00
Dominican Rep  0.75 0.00 0.60 0.00 0.40 0.00  0.40 0.00
El Salvador  1.60 0.00 1.60 0.00 1.32 0.00  1.38 0.00
Guatemala  3.70 0.01 3.50 0.03 3.70 0.03  3.45 0.03
Haiti  0.40 0.00 0.40 0.00 0.42 0.00  0.42 0.00
Honduras  3.50 0.00 4.20 0.00 3.60 0.00  3.01 0.00
Mexico  4.50 0.20 3.91 0.28 4.10 0.20  3.80 0.20
Nicaragua  1.50 0.00 1.69 0.00 1.38 0.00  1.40 0.00
Panama  0.25 0.02 0.20 0.02 0.18 0.02  0.18 0.02
Africa         
Burundi  0.58 0.00 0.55 0.00 0.52 0.00  0.50 0.00
Cameroon  0.14 0.70 0.14 0.66 0.14 0.65  0.14 1.00
Central African Rep.  0.00 0.10 0.00 0.50 0.00 0.12  0.00 0.12
Congo Dem Rep  0.05 0.50 0.05 0.55 0.05 0.50  0.05 0.50
Ethiopia  5.00 0.00 6.00 0.00 5.50 0.00  4.70 0.00
Guinea  0.00 0.25 0.00 0.33 0.00 0.13  0.00 0.13
Ivory Coast  0.00 3.00 0.00 2.10 0.00 2.20  0.00 2.00
Kenya  1.00 0.00 0.70 0.00 0.80 0.00  0.80 0.00
Madagascar  0.06 0.50 0.05 0.45 0.02 0.30  0.02 0.30
Rwanda  0.40 0.00 0.53 0.00 0.30 0.00  0.52 0.00
Tanzania  0.80 0.25 0.75 0.20 0.75 0.20  0.60 0.20
Togo  0.00 0.20 0.00 0.20 0.00 0.15  0.00 0.23
Uganda  0.50 2.75 0.50 2.50 0.43 2.27  0.35 1.65
Zimbabwe  0.10 0.00 0.10 0.00 0.10 0.00  0.10 0.00
Asia          
India  1.70 3.20 1.77 3.00 1.90 3.00  1.70 2.60
Indonesia  0.70 6.75 0.73 6.47 0.50 5.20  0.80 6.30
Papua New Guinea  0.95 0.10 1.16 0.10 1.14 0.06  1.14 0.06
Philippines  0.40 0.60 0.06 0.65 0.04 0.50  0.04 0.50
Malaysia  0.00 0.45 0.00 0.45 0.00 0.45  0.00 0.16
Thailand  0.00 1.00 0.00 1.00 0.00 0.90  0.00 0.90
Vietnam  0.40 21.00 0.40 19.10 0.30 20.20  0.30 14.00
     
RoW   0.45 0.36 0.43 0.36 0.40 0.35  0.20 0.25
     
Totals  82.63 53.84 88.87 51.40 75.96 48.83  79.01 42.15

Source: Fortis Commodity Derivatives  Note � revisions from previous estimates are signified by italics
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Seasonal usage major consumers (million 60kg bags) 

  2008/09 2007/08 2006/07 2005/06 2004/05

Europe    
France  5.8 5.7 5.6 5.6 5.6
Germany  10.8 10.3 10.2 10.1 10.1
Italy  5.8 5.7 5.6 5.2 5.2
Other EU  15.5 15.3 15.1 15.1 15.0
Poland  2.3 2.3 2.2 2.1 2.0
FSU  3.1 3.0 2.9 2.6 2.5
Other Europe  7.7 7.5 7.2 6.9 6.7
Americas    
Canada  2.8 2.7 2.6 2.5 2.5
USA  21.0 21.4 21.3 19.9 19.8
Brazil  18.1 17.5 17.0 15.2 14.9
Mexico  2.1 2.0 1.8 1.7 1.6
Colombia  1.5 1.5 1.4 1.3 1.3
Asia    
India  1.7 1.6 1.5 1.3 1.3
Indonesia  2.5 2.5 1.9 1.7 1.7
Japan  7.7 7.7 7.6 7.7 7.7
Philippines  1.4 1.4 1.2 1.1 1.1
South Korea  1.5 1.5 1.5 1.4 1.4
Africa    
Algeria  2.4 2.3 2.2 2.2 2.2
Ethiopia  2.0 2.0 1.9 1.8 1.8
RoW  12.3 12.0 11.5 9.6 9.4
Total  127.7 125.9 122.2 115.0 113.8

Source: Fortis Commodity Derivatives  Note � revisions from previous estimates are signified by italics
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* This is the LIFFE 5t contract up to the end of November, then the 10t contract 
afterwards.  
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Arabica price, ICE Futures US, since 1972, nominal and real (cents/lb) 
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ICO stocks (000 60kg bags) and ICE Futures US price (c/lb) (inversed) 
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Source: Fortis Commodity Derivatives  Source: Fortis Commodity Derivatives 
Note: LIFFE 5t contract. 

 

Long positions on ICE Futures US by type of investor since Jan 2006 
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Weather watch 
North America: Unusually warm dry weather across parts of the USA�s main 
winter wheat growing states, particularly Kansas and Texas, has raised the risk 
of premature crop development which could leave the wheat vulnerable to 
insufficient rainfall, unless rain and/or snow falls by mid-February. Winter 
wheat areas in the US are in any case 9% lower than last season at just over 42m 
acres. 

South America: Argentina�s grain belt has been under increasing stress from 
the protracted drought, which has also affected parts of Brazil�s southernmost 
soybean growing areas and those of Paraguay too. Uruguay declared an 
agricultural emergency mid-January across more than 6m acres. The whole 
region is undergoing the lowest rainfall in perhaps five decades and has 
experienced a scorching hot, dry summer. The outlook is for some intermittent 
rainfall in the coming weeks, but perhaps neither sufficient in volume nor early 
enough to prevent further damage to the developing soybean, corn and wheat 
crops. Across the coffee-growing regions of Brazil, Mexico and central America 
conditions have been favourable for the developing crop; in Colombia the 
developing mid-crop is likely to have good weather in the coming weeks. 

Asia: Vietnam�s developing new season (2009-2010) coffee crop could do with 
more rainfall but conditions there are normal for the time of year and farmers are 
irrigating as usual in the build-up to the start of the rainy season in April-May. 
There is slight concern that China�s wheat belt has had insufficient snowfall to 
protect the developing wheat crop from temperatures dropping below freezing. 

Europe: Western European temperatures have returned to close to normal for 
the season and there are no reports as yet of any winter crop stress, apart from 
parts of central and northwest Poland, where the developing rapeseed crop has 
had insufficient levels of protective snowfall; otherwise precipitation has been 
generally good. A cold and unsettled spell for February is possible for Western 
Europe, although conditions in Eastern Europe may be milder than typical for 
the time of year. Snow cover in Ukraine and west Russia�s wheat areas has 
probably been sufficient to protect the developing crop from the more severe 
cold weather of early January. 

Africa: Ivory Coast and Ghana�s developing cocoa mid-crops have so far 
experienced a relatively weak-to-moderate harmattan, which should alleviate 
anxieties about soil moisture levels for the time being.  
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Supply and demand 

Coffee supply and demand balance, million bags 

 2006/07 2007/08   2008/09 
 Arabica Robusta Arabica Robusta  Arabica Robusta

South America 45.85 11.40  56.54 12.85   50.29 11.90
C. America and Caribbean 17.22 0.25  18.41 0.33   19.11 0.23
Africa 8.61 6.52  9.37 7.09   8.63 8.25
Asia 3.88 30.31  4.12 30.77   4.15 33.10
RoW 0.40 0.35  0.43 0.36   0.45 0.36
    
Total production 75.96 48.83  88.87 51.40   82.63 53.84
    
Demand 75.00 47.20  77.65 48.25   78.55 49.15
    
Balance 0.96 1.63  11.22 3.15   4.08 4.69

Source: Fortis Commodity Derivatives  Note � revisions from previous estimates signified by italics 

Cocoa supply and demand balance, 000s tonnes 

   2006/07 2007/08 2008/09

Africa  2,344  2,566   2,532 
Americas   417  446   449 
Asia   580  589   618 
Net production*   3,308  3,565   3,563 
    
Europe   1,594  1,656   1,630 
Africa   511  539   544 
Americas   850  801   803 
Asia   666  689   631 
Total grindings   3,621  3,685   3,608 
    
Balance  (313) (120)  (45) 
Stocks   1,573  1,453   1,408 
Stock ratio (%)**   43 39 39

Source: Fortis Commodity Derivatives:  *1% less than total production to account for a
 loss in weight due to reduced moisture during transport 
  **Stocks as a % of total grindings

Sugar supply and demand balance, million tonnes raw equivalent 

   2006/2007 2007/2008 2008/2009

Europe and FSU  26.7 24.8  21.6 
Americas  59.1 59.2  62.0 
Asia & Oceania  67.1 71.1  64.8 
Middle East and Africa  13.2 13.5  13.9 
Production  166.1 168.6  162.3 
    
Europe and FSU  32.3 32.3  32.5 
Americas  38.0 39.1  39.7 
Asia & Oceania  58.5 61.8  64.1 
Middle East and Africa  23.8 24.6  25.2 
Unknown 4.3 4.3  4.3 
Consumption  156.9 162.1  165.9 
  
Balance  9.1 6.6  (3.6) 
End stocks  62.2 69.2  65.7 
Stocks/consumption ratio (%)  39.6 42.7 39.6

Source: International Sugar Organisation 
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Hedge funds activity 
News 
� Jan 5th: The House Financial Services Committee discussed the Madoff case, 

in which Bernard Madoff is accused of presiding over a giant Ponzi-scheme 
which lured a multitude of investors. The unwinding of the scheme will cause 
estimated losses upwards of $50bn. The Securities Exchange Commission is 
examining the affair, alongside a criminal investigation in which Madoff is 
individually charged with securities� fraud. 

� Dec 20th: Hedge Funds and other US companies which invest in securitised 
consumer loans will be given access to a $200bn loan program under the US 
Federal Reserve Term Asset-backed Securities Loan Facility, which will run 
until 2012. The facility is intended to shore up consumer credit and is the first 
to allow hedge funds access to federal money. 

 
Analysis 
� The world after Madoff 
 
So many hedge funds have now disappeared that databases covering the sector 
inescapably contain a �survivor bias� � performance returns probably look better 
than they are for the sector as a whole. So it is no surprise that results for 
November 2008 showed a marginal improvement, but we need to bear in mind 
that these are the survivors of the rout. The average performance for all hedge 
funds was still in the red, at a negative 1.76%, but this was a sharp improvement 
from the average negative 6.04% rate of return reported the previous month. 
While performance rates are still low they may have stabilised and are unlikely 
to return to the lows seen in the last few months of 2008, if only because the 
weak ones have already gone to the wall. After taking some heavy knocks 
during the year, metals funds in our database managed to return an average of 
5.67%, significantly outperforming the CRB Precious Metals Index which was 
still in the red, reporting negative returns of 2.35%. Strategies devoted to 
investment in metals fared more favourably than those weighted to energy and 
softs in November 2008, although overall the performance of metals funds has 
been more volatile. 

Outlook 
As the Securities and Exchange Commission (SEC) begins its examination 
of the Madoff fiasco, hedge funds are bracing themselves for the inevitable 
calls for greater regulation. The SEC might also do some self-examination, 
looking into why its own mechanisms of oversight failed to pick up a Ponzi 
scheme of such magnitude. Loss of investor confidence and public trust in 
financial markets couldn�t have come at a worse time. The scandal neatly 
hammered home the final nail in 2008, a year in which both stocks and 
commodities saw their markets boom and bust, with a higher level of 
correlation than has been seen for some time. The fund universe will 
continue to shrink over the course of 2009, but at a far slower rate than 
during the tumult of 2008. A smaller, more tightly managed hedge fund 
community may not necessarily be such a bad thing; after the excesses of 
2008 a little austerity seems appropriate. 

Commodity indices rebalancing 
In the past few months we have regularly assessed the likely impact on futures 
markets of the rebalancing of the two main commodity indices in early 2009.4 
This rebalancing has now been completed: that of the S&P GSCI over the five 
days until Wednesday 14th January, and the Dow-Jones AIG across five days 
until Thursday 15th January. Hard and fast methods of assessing the impact of 
the rebalancing, and thereby checking our estimates, are limited. The best 
method of considering what has happened is to examine the data on estimated 
                                                           
4 For more information and methodology see the Fortis Agricommodities Monthly or Fortis 
Metals Monthly, November 2008 editions.  
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index holdings published by the CFTC in its Commitment of Traders� (COT) 
Report for 12 agricommodities. Unfortunately the report is released only weekly 
and thus cannot be matched exactly to the dates of the rebalancing. Furthermore, 
as it covers up to the close of business on a Tuesday, and the reweighting took 
place from a Thursday to Thursday, we need to look at the last two weeks� 
reports. The table below shows our final estimates for the two indices� 
rebalancing published in early January (earlier versions were similar). The next 
three columns show the change in the long, short and net positions as reported to 
the CFTC. In most examples our estimates are close to the reported change in 
the �net position�,5 although there are some differences. In live cattle, corn, 
cotton and sugar our estimates were too low, whereas in KBOT wheat and lean 
hogs we are somewhat higher. In cocoa and feeder cattle we predicted an 
increase when there was a decrease.  

Estimates of commodity rebalancing and the outcome 

  Our final estimates CFTC data  

  
S&P GSCI 

 
DOW-JONES 

AIG
Combined Change in long 

position
Change in short 

position 
Change in net 

position

Lean hogs  695 (16,970) (16,275) (19,210) (5,877) (13,333)
Live cattle  2,853 (13,630) (10,777) (14,297) 371 (14,668)
Sugar  (700) (30,960) (31,660) (37,140) 993 (38,133)
Wheat KBOT  (2,341)   (2,341) (1,649) (975) (674)
Coffee  (361) (3,827) (4,187) (1,989) 1,473 (3,462)
Corn   1,340 (16,156) (14,816) (14,447) 5,319 (19,766)
Cotton  273 (2,169) (1,895) (1,161) 1,207 (2,368)
Soybeans  1,052 (3,763) (2,711) 2,780 3,276 (496)
Cocoa  71   71 344 556 (212)
Soybean Oil    988 988 2,126 1,077 1,049
Feeder Cattle  243   243 (389) 167 (556)
Wheat CBOT  926 1,902 2,828 3,016 (235) 3,251

Source: VM Group 
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However, there are a number of reasons why these estimates will never be 
completely accurate. First, the precise size of the two indices is not publicly 
available, and so we (like anyone else) must make estimates. Second, in any 
week there are inflows and outflows into the indices, and as there are funds 
                                                           
5 The �net� position seems the most obvious measure to use as, although commodity indices 
tend to be long-only, the dealers who buy and sell the contracts will have other holdings and 
will be looking at the net impact.  
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based on sub-indices and even individual commodities, these do not need to be 
of the same magnitude for each commodity. As we have had to use two weeks� 
data to check our results this problem is magnified. This is especially true when 
our forecast changes were small, such as in cocoa; in those cases such factors 
can easily skew the result. In short, as the chart above shows, the forecasts were 
very close, and in fact �explain� 98.2% of the change in the net position as 
reported to the CFTC.  
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Cocoa 
News 
� Jan 20th: Brazilian cocoa grindings in Q4 2008 were just 474t higher year-on-

year, at 57,693t; total Brazilian grindings for 2008 were up 2.7% year-on-year 
at 232,142.9t. 

� Jan 15th: US cocoa grindings in Q4 2008 rose by 1.85% compared to the same 
period of 2007, to a total of 92,088t, according to the National Confectioners 
Association. Previously in the month the European Cocoa Association 
reported Q4 2008 grindings in Europe rose by just 0.1% (to 349,351t). 
German Q4 2008 grindings fell 17.2% year-on-year to 87,576t, according to 
BDSI, the German confectionery producers� association. 

 
Analysis 
� Prices soar on speculative interest 
 
Friday 23rd January was a memorable day for cocoa futures � as sterling 
collapsed to its lowest against the US dollar in 23 years, so too the London 
cocoa price broke through £2,000/t for the first time in almost 24 years. 
However, given the precipitous drop in the value of sterling, it is more 
instructive to look at cocoa prices in euro or dollar terms to measure prices in a 
historical context. The grindings� reports from Brazil, the US and Europe for the 
final quarter of 2008 were slightly better than might have been expected and, 
given that these together account for about one-third of total global grindings, 
this was positive news. However, cocoa product stocks by the end of Q4 2008 
were marginally up on the previous quarter, so consumption has fallen slightly. 
Furthermore, with returns on cocoa bean grindings running at the worst levels 
for many years, grindings for other areas of the world, Asia in particular, are 
likely to have been substantially lower in Q4, and those regions are likely to be 
most affected in any consumption downturn. Currently we are expecting a total 
fall in global grindings in 2009 in the order of 2%, year-on-year, although those 
in the EU and US may hold on to current levels. In terms of supply, both Nigeria 
and Cameroon�s export figures are currently better than expected and reflect the 
stimulus being given from very high prices. The outlook for the mid-crops in 
West Africa is currently satisfactory � weather conditions across West Africa 
have been close to normal and so we expect a normal timing to the harvesting of 
the mid-crop. In Brazil, the recent drought in Bahia has ended but the damage 
has already been done; early arrivals for the temporão crop will be poor. 

Outlook 
Ivory Coast arrivals so far for the main crop of the 2008-2009 season have 
been below what we anticipated � 691,000t by 25th January � and this has 
certainly prompted the recent upsurge of speculative investment interest. 
We remain of the view that the tail of the main crop will be significantly 
better than was the case last season. The next few weeks of Ivory Coast 
arrivals will be crucial not only in determining the actual size of the main 
crop but also the direction of the market. At the current elevated price the 
market is clearly skittishly volatile. Manufacturer forward fixed-price cover 
is currently approximately six months, lower than average for the time of 
year but higher than this time last year. Crucial decisions will have to be 
made in the coming weeks concerning appropriate levels of fixed price 
cover. Any threat to the potential for the West African mid-crops or the 
main harvest in Indonesia will almost certainly result in prices that are 
historically high when measured in all the major currencies, not just 
Sterling. 
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Sugar 
News 
� Jan 28th: Pakistan�s Economic Coordination Committee of the Cabinet agreed 

in principle to permit sugar imports, although it wants to secure the agreement 
of all stakeholders before any orders are placed. No deadline was set for 
imports nor was any quantity stipulated. As with India, Pakistan�s 2008-2009 
sugarcane crop is likely to fall from last season and with domestic 
consumption at around 4.6 Mt the country could face a shortfall of 500,000t-1 
Mt, depending on carryover stocks. 

� Jan 14th: Unica, Brazil�s Sugar Cane Industry Association, put the crush in the 
country�s centre-south 2008-2009 season by 31st December 2008 at 496.7 Mt, 
15.5% higher than at the same point during the 2007-2008 season. More than 
60% was diverted into ethanol, with total ethanol output of 24.6bn litres, 
21.3% higher than for the same period last season. 

� Jan 13th: India�s food minister, Sharad Pawar, said that the country may permit 
duty-free imports of sugar as India�s own production in the 2008-2009 season is 
expected to fall to some 18 Mt, significantly below last season�s 26.3 Mt. 

 
Analysis 
� India likely to turn importer in 2009 
 
The possibility that India might free up its raw sugar imports has obviously 
introduced yet another bullish element to a market that had in any case begun to 
turn around. India�s import duty on raw sugar is currently set at 60%. While it is 
unlikely to disappear altogether, any reduction � particularly if coupled with a 
decision to drop the requirement that equivalent volumes of refined sugar must 
be exported within two years � will further help drain supply from the world 
market. India�s much lower output of sugar this season is largely due to farmers 
having shunned sugarcane last year, when the area planted to sugarcane dropped 
by as much as 17%. Local reports from India in January state that two states � 
Punjab and Haryana � will produce 34% and 38% less sugar in the 2007-2008 
season, due entirely to a lack of cane, with the crushing season in those states 
concluding in February rather than, as typical, April. 

Outlook 
The cyclical nature of India�s sugarcane output continues to hang over the 
longer-term prospects for sugar prices. With Indian sugarcane farmers now 
getting more than 40% for their cane than this time last year, the incentive 
to plant more cane in 2009 and 2010 is much greater; all the abandoned 
sugarcane production of the 2007-2008 season could return very quickly. 
The state of Maharashtra � India�s biggest sugarcane producer � is likely to 
aim for a bumper crop in 2010-2011 according to the State Cooperative 
Sugar Factories Federation, thanks to the price recovery, although the 
state�s output this season might almost halve to about 5 Mt. The resurgence 
of Indian output might be thwarted by what the federal government does 
regarding its import policy. India may well need to import as much as 3 Mt 
of sugar this calendar year to satisfy local demand, against exports in 2008 
of some 5 Mt. And 2009 is an election year in India � no Indian politician 
will want to be accused of keeping sugar prices higher than they need be, if 
imports were cheaper. At 46,607 lots in the week ending 20th January, the 
non-commercial net long position in Sugar on ICE Futures US was its 
longest since the week ending 9th September 2008, and up from just 3,663 
lots at the end of December. To what extent this increase in speculative 
longs is positioning related to the well-publicised rebalancing away from 
sugar from the index funds is hard to say, but that certainly did happen; the 
net index tracker long is now 184,476 lots, down 38,133 from before the 
rebalancing started. Given this specific sell-off, and also the general malaise 
in index fund investment, the sugar index position is now the lowest it has 
been since 9th January 2007. 
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Wheat and corn  
News 
� Jan 22nd: China�s National Bureau of Statistics reported that the country�s 

total grains output in 2008 rose 5.4% year-on-year to a record 528.5 Mt. The 
China National Grain and Oils Information Centre (CNGOIC), estimated that 
China�s corn output last year was a record 165.5 Mt. 

� Jan 22nd: Researchers at the University of Nebraska-Lincoln published a study 
which claims that corn-based ethanol emits on average 51% less greenhouse 
gas than gasoline.  

 
Analysis 
� South American drought will cut global surpluses 
 
Argentina�s drought-stricken farmlands will see much lower output of all crops 
at the tail end of the 2008-2009 season, with wheat and soybeans particularly 
badly hit. Last season�s 16 Mt wheat crop is likely to plunge by 50%; in January 
the country�s Agriculture Secretariat estimated the wheat crop would be no more 
than 8.3 Mt, giving almost no room for exports, based on domestic demand of 7 
Mt this year. Corn production there is likely to fall by 40%, down to fractionally 
above 12 Mt. Local traders report that the ministry of trade has begun rejecting 
wheat export permits. China�s bumper grains harvest in 2008 may mean its 
imports this year will be much lower than last, but the Chinese state has been in 
the process of buying a total of 58.5 Mt of grains (more than 10%) of the harvest 
since late last year, helping already depressed domestic prices from collapsing 
and thus protecting farmers� incomes. The big harvest has also enabled the 
government to relax control on grain exports, which it had almost halted earlier 
last year. But we could be in for a surprise later this year regarding wheat, given 
the widespread South American drought and much lower plantings (during 
September-November) of winter wheat in the US, down 9% from the 2007-2008 
season. In its estimate from late November the International Grains Council 
(IGC) put global wheat production during 2008-2009 at 683 Mt and currently 
expects a healthy build-up of global stocks to a total of 150 Mt, 32 Mt more than 
the previous season and reversing the deficit of the previous three seasons. End 
of season stocks in the five major exporters (Argentina, Australia, Canada, the 
EU and the US) are expected to be 44 Mt. That quite bearish outlook may have 
to be reconsidered in the light of the latest estimate by the IGC, due later this 
month. 

Outlook 
The gloomy global economic outlook has some silver linings � orders for US 
wheat exports between 1st June 2008 and 8th January 2009 fell by 26% 
compared to the same period of the previous wheat marketing year, to a 
total of 22 Mt, and actual shipments dropped to 18.3 Mt. This will not be 
good news to wheat farmers but it may be to wheat consumers, given that 
the drought in Argentina and probable much lower winter wheat 
production in the US will certainly cut into the global trade surplus that 
had been expected to emerge in the course of 2009. As the world�s biggest 
wheat exporter the US is to some extent hostage to the strength of its 
currency and wheat buyers have been turning more to cheaper wheat from 
Russia and Ukraine. This has helped keep wheat futures� prices subdued, 
but that may change of course in the coming months, particularly if US 
spring wheat plantings shrink � as they may well do, given the high input 
costs and relatively poor returns farmers are currently staring at. 
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Palm oil and soybeans 
News 
� Jan 21st: Indonesia�s crude palm oil (CPO) production in 2009 is expected to 

rise by 6% year-on-year to 20 Mt; this is only slightly more than half the rate 
of output growth in 2008. CPO prices in Malaysian Ringitts peaked last 
March at above 4,000/t but are currently trading around 1,830/t. 

� Jan 12th: The Cameroon Development Corporation (CDC), a state-owned 
commodities company, plans to increase palm oil output by 20% (from 
113,320t in 2008) by 2012 as it prepares to be split up under an eventual 
privatisation. Cameroon currently accounts for just 0.5% of world palm oil 
production. The CDC has grown 266,000 improved variety seedlings, which 
should more than double the yield to 15t-20t tonnes/hectare. 

 
Analysis 
� China � the swing factor 
 
The prolonged drought in Argentina�s grain belt could mean the country�s 
soybean crop in the 2008-2009 season falls to as low as 36 Mt, 25% lower than 
the previous season, according to the Buenos Aires Grains Exchange. Even if 
more ample rainfall soon arrives the damage has been done, and the harvest will 
not be less than 17% lower than the previous season. Rainfall has been the 
lowest in living memory and the widespread drought across key grain growing 
areas in Argentina, Brazil, Paraguay and Uruguay mean that about 10 Mt of 
soybeans from the 2008-2009 season � previously expected to total some 118 Mt 
� have already been lost. More rain is urgently needed in February and March to 
prevent further soybean losses. The situation in neighbouring Paraguay (the 
world�s fourth-biggest soybean exporter, after Argentina) is even worse. Output 
from the country�s early-seeded soybean crop, which accounts for some 40% of 
total production in the country and harvesting of which is due to start in 
February, could drop by as much as 50%. Last season Paraguay produced a 
record 6.8 Mt soybean crop. The net effect of this will probably be to see much 
higher US soybean exports than otherwise, which will begin to have its knock-
on effect on the prices of various agricultural commodities in the coming weeks, 
as US farmers see soybean prices rise and decide to plant more of them, and less 
cotton, corn and wheat. But soybean prices � which have climbed above 
$10/bushel on the Chicago Board of Trade (CBOT), will be very weather-
sensitive in the next month. So far this marketing year, which started 1st 
September 2008, total US soybean export commitments are more than 22 Mt 
with China accounting for more than 57%. 

Outlook 
The drought in Argentina and other parts of the region is a disaster for 
local farmers and the economies, but may not be cause to see soybean prices 
(and thereby CPO and competing crop prices) go much higher. The swing 
factor will be Chinese demand and that may be much more muted in 2009, 
not least because China�s own soybean harvest in 2008 was 30% higher 
than the previous season, so its import needs will not be as high as those of 
2008, when it imported 37.4 Mt; its imports this year might be as low as 34 
Mt. Right now however the whole soybean/oilseed complex is incredibly 
sensitive to weather issues across Argentina, southern Brazil and Paraguay. 
If the drought lingers for several more weeks then the global balance this 
year could tilt much more towards deficit. And China�s soybean imports in 
December 2008 rebounded substantially from the 1.1% fall in November (v. 
November 2007), rising by almost 13% (v. December 2007) to almost 3.3 
Mt. It would be surprising if that sort of volume were maintained 
throughout 2009, given China�s own very big grains harvest � but it would 
not be astounding, given that all it would signify is a 5% growth v. 21.5% 
growth in soybean imports in 2008. 
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Frozen concentrated orange juice 
News 
� Jan 22nd: Most of Florida suffered a late-winter cold snap which was likely to 

have damaged the state�s 2008-2009 crop, which the US Department of 
Agriculture (USDA) in its January estimate put at 162m 90-lb boxes, 3m 
boxes lower than its December 2008 assessment. The extent of the damage is 
not completely clear but may become so when the USDA gives an updated 
estimate on 10th February. 

 
Analysis 
� Freeze in Florida 
 
FCOJ bulls are on vigilant watch for two things these days � a serious frost in 
the winter or extreme hurricanes in the summer. They almost got their wish on 
22nd January, the middle of the harvest of the early and midseason orange crop, 
when an Arctic air mass sped into Florida and lingered over the state�s citrus 
groves. The market reaction however to this freak weather event appeared to 
discount the likelihood of serious damage � having settled at 74.85 cents/pound 
the day before the frost, the March 2009 contract on ICE Futures closed at 74.90 
cents/pound the day after that, on 23rd January. 

Outlook 
Further (and more serious) freak Florida frosts aside, there is little on the 
horizon to prevent FCOJ futures slipping back to 60 cents/pound in the 
coming weeks. The weakness of the US economy means that orange juice 
demand � already suffering from competing beverages � is not going to lift 
off any time soon. Research from A. C. Nielsen suggests that total US 
orange juice sales in the four weeks ending 20th December 2008 fell by 0.8% 
compared to the same period of the previous year, even though retail prices 
have been coming down. And the big future-growth markets in Asia are 
hardly paragons of economic strength right now. The downwards revision 
by the USDA of its estimate for Florida�s 2008-2009 harvest means a crop 
5% lower than last season, but this supportive factor was counter balanced 
by a raise in the expected yield, from 1.58 gallons/box in December to 1.62 
gallons/box now. Further downward revisions may conceivably make space 
for penny and dime gains � but it�s an unexciting market right now and 
feels like an age before the start of the hurricane season. 
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Cotton and wool 
News 
� Dec 23rd: China�s National Cotton Reserves Corporation offered to buy a 

further 1.5 Mt from domestic mills, provided they purchase their raw cotton 
from farmers at a minimum of Yuan 5,200/t ($759/t), a price deemed 
sufficient to cover farmers� costs. This was the third round of state buying to 
support farmers, making a total of 2.72 Mt. China�s cotton imports in 
November fell 25.2% compared to November 2007 (to 76,141t), the lowest 
monthly import in almost four years. 

 
Analysis 
� Short-term pain but long-term gain 
 
The mood at the annual Beltway Cotton Conference in the US in early January 
was understandably sombre. In a way this is no surprise � 2008 was a brutal year 
for American cotton farmers, in which they were battered by high fuel and 
fertiliser costs, followed by a swift collapse in prices as, for the first time in a 
decade, retail purchases of textile and apparel products by US consumers fell. 
On top of all that, credit conditions remain very tight. Weak prices, mills 
closing, demand broken-backed � and most painful of all for dedicated 
American cotton farmers, further signs that US cotton planting appears to be in 
slow terminal decline. Expectations now are that US cotton plantings in 2009 
could slide below 8m acres, against 9.4m in 2008 and 10.82m acres in 2007 and 
15.27m in 2006. The lowest US harvested cotton acreage was 6.973m acres in 
1868, three years after the end of the Civil War. So in three seasons the US 
cotton acreage may be halved. Admittedly, this does not tell the whole story � 
while acres have been in decline, yields have been progressively improving. 
USDA data shows yields in 1989 were 614 pounds/acre but in 2008 had risen 
(although not smoothly) to 837 pounds/acre. The hope is that, as far as cotton is 
concerned, this recession may repeat the experience of previous economic 
downturns, when the collapse in demand was quite short-lived and was 
succeeded by a strong recovery. The great temptation for US cotton farmers is to 
turn increasingly to planting soybeans, which are far less dependent on the 
application of fertiliser and in 2009 are likely to show much greater profits. 

Outlook 
It�s not just the US where the area planted to cotton is shrinking. According 
to some industry estimates the global area likely to be planted to cotton in 
2009 could be as little as 74m acres, almost 2.5m acres lower than last year. 
To get the improved yields that US farmers have been achieving has taken a 
lot of systematically and regularly applied fertiliser, phosphates especially. 
While the price of fertilisers has slipped from the peaks of 2008, the decision 
a farmer has to make is whether it would not be much more sensible to 
switch more to soybeans, requiring much less fertiliser and currently 
showing much better returns. If farmers could exercise a collective decision 
they should probably opt to continue cutting their cotton plantings for 
another season or two, to bring about the prospect of much higher cotton 
prices in the longer-term. That might happen anyway � certainly more 
bullish ideas are beginning to gain traction, despite the large stock building 
now being undertaken by the Indian and Chinese governments. The 
International Cotton Advisory Council (ICAC) said China�s cotton reserves 
as of mid-January totalled 1.8 Mt, 23% of the country�s likely output in 
2008-2009 and 19% of probable domestic demand. As of close of business 
on 23rd January the March 2009 contract on ICE Futures US settled at 
50.64 cents/pound, having traded earlier that day at its highest level in three 
months. 
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Disclaimer and copyright 
The information and opinions in this report were prepared by VM Group. VM 
Group has made all reasonable efforts to ensure that all information provided in 
this report is accurate and reliable at the time of inclusion (the 1st of this month 
otherwise stated), however, there may be inadvertent and occasional errors and 
lack of accuracy or correctness, for which VM Group cannot be held 
responsible. VM Group and its employees have no obligation to inform the 
reader when opinions and information contained in this report change.  

VM Group makes no representation or warranty, express or implicit, as to the 
accuracy or completeness of contents of this report. This report is not and cannot 
be construed as an offer to sell, buy or trade any securities, equities, 
commodities or related derivative products and the report in no way offers 
investment advice. Therefore VM Group employees accept no liability for any 
direct, special, indirect, or consequential losses or damages, or any other losses 
or damages of whatsoever kind, resulting from whatever cause through the use 
of any information obtained either directly or indirectly from this report.  

The contents of this report, all the information, opinions and conclusions 
contained are protected by copyright. This complete report may not be 
reproduced without the express consent of VM Group. Short extracts may be 
reproduced but only with the full and appropriate citing of the original source. 
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About VM Group 
VM Group 
100-101 Ashmill Street 
London NW1 6RA 

Tel: +44 20 7569 5930 
Fax: +44 20 7569 5931 

VM Group is an independent commodities research consultancy specialising in 
macro-economic analysis, the generation of supply and demand scenarios, costs 
analysis, derivative research and price forecasting. Confidentiality, experience 
and independence are key elements of such advisory roles. Our aim is to assist 
those in need of external expertise, as well as those who wish to supplement 
their own in-house resources. With our extensive international contacts, we are 
able to broaden our services through links with experienced associates in related 
fields worldwide.  

To see further how we can meet your research and consulting requirements, 
please email info@vmgroup.co.uk or call or fax on the numbers above. 
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