











Further Developments

Developments in 2004

In 2004, agricultural production costs began to rise, especially for energy-
related inputs such as fertilizer, fuel, and pesticides. Although there was a

lag between the increase in petroleum prices and when farmers began to

pay more for fertilizer, fertilizer prices have risen sharply. In the long run,
farmers must cover their costs of production. Farm output prices will increase
because of reductions in output, until production again becomes profitable, or
because of offsetting price increases due to demand strength.

Developments in 2005/06

In early 2006, food commodity prices began to rise more rapidly than in previous
years. This increase reflected many diverse and not necessarily related factors.

During 2006, hedge funds, index funds, and sovereign wealth funds became
more involved in agricultural commodity markets. The investors in these
funds were not so much interested in agricultural commodities as they were
in using commodities to diversify their financial portfolios. The funds held
an increasingly large percentage of open interest in the futures market for
agricultural commodities, as well as of nonagricultural commodities such
as metals and energy. These investors only had a financial interest in the
markets and did not intend to take delivery of the agricultural commodi-
ties. Indeed, it is likely that in general, neither the investors nor the financial
managers that directed the funds’ investments knew much about the funda-
mentals of agricultural commodity markets. It is unclear to what extent the
effect these new investor interests had on prices and the underlying supply
and demand relationships for agricultural products. However, computerized
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trend-following trading practices employed by many of these funds may have
increased the short-term volatility of agricultural prices

The U.S. Energy Policy Act of 2005 mandated that renewable fuel use in
gasoline reach 7.5 billion gallons by calendar year 2012. Additionally, the
legislation did not provide liability protection for effects of methyl tertiary
butyl ether (MTBE), an oxygenating gasoline additive that has been found
to contaminate drinking water. As a result, blenders sharply reduced use of
MTBE by May 2006 and switched to ethanol as a fuel additive.?

Adverse weather reduced crop production in some countries in 2006. Russia
and Ukraine had yield losses due to drought. Australia was in the second year
of a severe drought. South Africa also experienced drought. These droughts
resulted in lower world production of grains and oilseeds, contributed to

a further decline in the global stock-to-use ratio for aggregate grains and
oilseeds, and contributed to rising prices. In September 2006, corn prices
began a significant rise to a new high.

Developments in 2007

In 2007, a number of adverse weather events affected yields across the globe,
including:

* Northern Europe had a dry spring and harvest-time floods.
* Southeast Europe experienced a drought.
 Ukraine and Russia experienced a second year of drought.

* A large area of the U.S. hard red winter wheat area had a late, hard,
multi-day freeze that killed some of the crop and reduced yields over
large areas.

* Canada’s summer growing season was hot and dry, resulting in lower
yields for wheat, barley, and rapeseed.

* Northwest Africa experienced a drought in some of its major wheat- and
barley-growing areas.

 Turkey had a drought that reduced yields in its nonirrigated production
areas.

* Australia was in the third year of the worst multiyear drought in a
century. Grain yields were very low and exports plummeted.

* Argentina had a late freeze followed by drought that reduced corn and
barley yields.

The result of adverse weather in 2007 was a second consecutive drop in
global average yields for grains and oilseeds. In historical perspective, two
sequential years of lower global yields occurred only three other times in the
last 37 years. The lower production caused yet another decline in the global
stocks-to-use ratio and created a world market environment characterized by
concern among importers about the future availability of supplies.

In May of 2007, soybean prices began a rapid upward trend. Corn prices
were already at record highs.
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By late summer 2007, some importers were aggressively contracting for
imports of grains and oilseeds. Even though prices were at record highs,
importers were buying larger volumes, not less. Some countries that usually
imported sufficient quantities of grain to meet their needs for the following
3-4 months began to contract for imports to meet their needs for the
following 5-10 months.

Large foreign exchange reserves held by some major importing countries
enabled them to contract for their import needs regardless of how high

the world price rose. There have been very large accumulations of foreign
exchange reserves held by oil-exporting countries (OPEC, Russia, and
Ukraine) and by countries with large non-oil trade surpluses (China, Japan,
and other Asian countries). Countries holding these large foreign exchange
reserves are able to import large volumes of food commodities in order to
meet their consumption needs and allay their domestic food price inflation. In
essence, they can bid supplies away from other traditional importers that do
not hold significant foreign exchange reserves.

In August 2007, world wheat prices began a sharp upward trend. Rice prices
jumped sharply later in the fall.
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Policy Responses to Rising Food Prices

The rapidly increasing world prices for food grains, feed grains, oilseeds,

and vegetable oils caused domestic food prices at the consumer level to rise
in many countries. In response to rising food prices, some countries began to
take protective policy measures designed to reduce the impact of rising world
food commodity prices on their own consumers. However, such measures
typically force greater adjustments and higher prices onto global markets.

In the fall of 2007, some exporting countries made policy changes designed
to discourage exports so as to keep domestic production within the country.
The objective was to increase domestic food supplies and restrain increases
in food prices. A partial list of these policy changes follows:

Eliminated export subsidies:

 China eliminated rebates on value-added taxes on exported grains
and grain products. The rebate was effectively an export subsidy that
was eliminated.

Export taxes:

* China, with food prices still rising after eliminating the value-added tax
rebate, imposed an export tax on a similar list of grains and products.

* Argentina raised export taxes on wheat, corn, soybeans, soybean
meal, and soybean oil.

* Russia and Kazakhstan raised export taxes on wheat.
* Malaysia imposed export taxes on palm oil.
Export quantitative restrictions:

* Argentina restricted the volume of wheat that could be exported even
before raising export taxes on grains.

» Ukraine established quantitative restrictions on wheat exports.

* India and Vietnam put quantitative restrictions on rice exports.
Export bans:

 Ukraine, Serbia, and India banned wheat exports.

* Egypt, Cambodia, Vietnam, and Indonesia banned rice exports. India,
the world’s third largest rice exporter, banned exports of rice other
than basmati, significantly reducing global exportable supplies.

» Kazakhstan banned exports of oilseeds and vegetable oils.

Early in 2008, importing countries also began to take protective policy
measures to combat rising food prices. Their objective was to make high-
cost imports available to consumers at lower prices. A partial list of policy
changes follows:

The following countries reduced import tariffs:

e India (wheat flour)

23
Global Agricultural Supply and Demand: Factors Contributing to the Recent Increase in Food Commodity Prices/ WRS-0801
Economic Research Service/USDA



* Indonesia (soybeans and wheat; streamlined the process for import-
ing wheat flour)

e Serbia (wheat)
e Thailand (pork)
* EU (grains)

* Korea and Mongolia (various food commodities)

Subsidizing consumers:

* Some countries, including Morocco and Venezuela, buy food com-
modities at high world prices and subsidize their distribution to
consumers.

Other decisions by importers:

e Iran imported corn from the United States, something that has oc-
curred rarely—only when they could not procure corn elsewhere at
reasonable prices.

The policies adopted by importing countries also changed price relationships
in world markets. Their policy changes increased the global demand for food
commodities even when world prices were already rapidly escalating.

The policies adopted by exporting countries to reduce food price inflation
within their own countries resulted in lower supplies available to the rest of
the world. Importers who want to buy food commodities now have fewer
sources. This heightened concerns among importing countries, stimulating
them to buy additional supplies, even at record high prices. The combination
of reduced supplies and increased demand meant that world market adjust-
ments had to be made by the smaller number of countries trading in the world
market that had not changed their trade policies.

The combination of reduced supplies from traditional exporters and increased
demand from importers, at a time when the global stocks-to-use ratio was
unusually low, increased importers’ concerns about future availabilities to
meet consumption needs. This boosted world market prices even more. These
contributions to higher world prices in April 2008 exacerbated an already
tight supply and demand situation.
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Implications for Food Security

Rising food commodity prices tend to negatively affect lower income
consumers more than higher income consumers. First, lower income
consumers spend a larger share of their income on food. Second, staple food
commodities such as corn, wheat, rice, and soybeans account for a larger
share of food expenditures in low-income families. Third, consumers in
low-income, food-deficit countries are vulnerable because they must rely on
imported supplies, usually purchased at higher world prices. Fourth, coun-
tries receiving food aid donations based on fixed budgets receive smaller
quantities of food aid.

A number of factors affect how much of an increase in world food
commodity prices passes through to consumers’ budgets: the percentage

of income spent on food, the percentage of retail food expenditures spent
on staple foods, government trade and domestic food policies. A simplified
comparison of the impact of higher food commodity prices on consumers in
high-income countries and on consumers in low-income, food-deficit coun-
tries illustrates these differences.

Impact of Higher Food Commodity Prices On Consumers’
Food Budgets*

High-income Low-income
countries food-deficit countries
|. Base scenario
Income $40,000 $800
Food expenditure $4,000 $400
Food costs as % of income 10.0% 50%
Disaggregate retail food spending
(staples vs. non-staples)
Staples as % of total food spending 20% 70%
Expenditures on staples $800 $280
Expenditures on non-staples $3,200 $120
Il. Scenario: 50% price increase in
staples, partial pass through on staples
Assumed % pass through 60% 60%
Increase in cost of staples $240 $84
New cost of staples $1040 $364
New total food costs $4,240 $484
Food costs as % of income 10.6% 60.5%

*These are illustrative food budgets that characterize the situations for consumers in high- and
low-income countries.

Source: As compiled by ERS.

This illustrative comparison shows that for a consumer in a high-income
country, a 50-percent increase in staple food prices causes retail food expen-
ditures to rise 6 percent ($240). This results in the percentage of income
spent on food rising from 10 to 10.6 percent—Iess than 1 percentage point.
For a consumer in a typical low-income food-deficit country, food expendi-
tures increase only $84, but that is a 21-percent increase in total food expen-
ditures. Furthermore, this $84 increase means that the percentage of income
spent on food climbs from 50 to more than 60 percent.
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For highly import-dependent or highly food-insecure countries, any decline
in import capacity stemming from rising food prices can have challenging
food security implications. Foreign food aid donations have provided supple-
mental assistance to lower income consumers in many low-income, food-
deficit countries. However, food aid donations have stagnated during the last
two decades, and food aid’s share has declined relative to total food imports
of low-income countries.? Higher food commodity prices negatively affect
the ability to provide food aid donations. Most food-aid donors budget a
fixed annual amount to fund procurement of food aid commodities. When
prices rise, their fixed budget buys less food to donate. Additionally, higher
petroleum prices have been a major factor in the sharp increase in ocean
freight rates. This further increases the cost of getting food aid donations to
the recipient countries.
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Food Price Inflation Impact on

Social Unrest

The recent price spike has led to social unrest in a number of countries.* “Incidents gleaned from news media
Peaceful protests have been held in Malaysia (millers & bakers), Indonesia reports.

(markets selling soybeans and meats), and Pakistan (wheat marketers).
Peruvian farmers blocked rail lines to protest rising fertilizer costs. In South
Africa, members of the National Labor Federation demonstrated against
higher food and electricity prices.

Less peaceful demonstrations of consumers’ anger and fear over higher food
prices (generally referred to in the news media as riots) have occurred in a
variety of countries including:

Guinea Mauritania Morocco Senegal
Cameroon Mexico Uzbekistan Yemen
Niger Burkina Faso Egypt Haiti
Ethiopia Philippines Thailand Mozambique
Ivory Coast Bangladesh Indonesia

Most of these incidents have occurred in low-income, food-deficit countries.
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Summary of Factors Contributing to

Higher Food Prices

Food prices, and particularly the prices for basic food commodities, have
risen sharply during the last 2 years. Many factors contributed to these price
increases. Long-term trends that led to slower growth in production and rapid
growth in demand contributed to a sharp downward trend in world aggregate
stocks of grains and oilseeds that began in 1999. Recent factors that have
further tightened world markets include increased global demand for biofuels
feedstocks and adverse weather conditions in 2006 and 2007 in some major
grain- and oilseed-producing areas.

Additional recent developments that have put upward pressure on food
commodity prices by further restricting available supplies or increasing
demand for food commodities include the devaluation of the U.S. dollar,
rising energy prices, increases in agricultural costs of production, growth in
foreign exchange holdings by major food-importing countries, and protective
policies adopted by some exporting and importing countries.

As a result of these market factors, stocks of grains and oilseeds in the world
have fallen to levels that make the global aggregate stock-to-use ratio for
grains and annual oilseeds the lowest since 1970. Stocks in major exporting
countries are particularly low. All of these factors have contributed to higher
world prices for food commodities.

28

Global Agricultural Supply and Demand: Factors Contributing to the Recent Increase in Food Commodity Prices/ WRS-0801
Economic Research Service/USDA



Prospects for the Future

In assessing prospects for the future, there are a number of uncertainties
and concerns:

Global economic growth: If rapid growth continues, particularly in
developing countries, it will continue to put upward pressure on food
commodity prices through increases in food demand.

Energy prices: If petroleum prices continue to rise, costs of agricultural
production will rise, as will the cost of processing, and the cost of trans-
porting products to markets both within a country and exporting to other
countries. Continued high petroleum prices will also sustain the global
incentives to produce more biofuels.

Biofuels production: In USDA’s 10-year agricultural projections,
global growth in biofuels production begins to slow in the next several
years and production from grains and oilseeds flattens out in the next half
decade. World food commodity prices are not projected to retreat to past
levels. However, several years into the future, the underlying long-term
trend in rapidly increasing global demand is expected once again to be
the primary contributor to future upward pressure on food commodity
prices.

Supply response capacity of the global agricultural
production system:

* Cost of inputs: Continued increases in production costs, especially
in energy-related costs, will restrain the world’s production response.
Higher costs for fertilizer, fuel, and seeds could cause farmers with-
out access to credit to plant less than they otherwise would have, or
to shift to crops requiring fewer inputs.

* Additional cropland (quantity and quality): What will be the longrun
impact of higher world food commodity prices on the amount of land
used to produce the crops? What is the productivity of the land that
will be used to increase production?

Water shortages: How quickly will constraints on the amount of
water available for agricultural production become more widespread?

* New seed varieties and use of biotechnology: Will higher food prices
encourage some countries to adopt the use of biotechnology, especially
genetically modified seed for crops? Will future research focus more
on yield-enhancing varieties rather than cost-reducing innovations?

Biophysical response to climate change: How will climate change
affect agricultural production? How will it change temperatures, pre-
cipitation, the length of growing seasons, and variability of yields?
How, and under what circumstances, will climate change increase
and/or reduce production? In affected regions, how difficult will it
be for producers to shift to different crops, to adopt new cropping
patterns, and to adjust production practices to the new environment?
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With such low world stocks of food commodities, food prices are vulnerable
to a production shortfall in one or more major production areas. If a signifi-
cant shortfall occurs this year due to weather or disease, food prices might
continue to rise sharply from the current high level. Although trade flows can
mitigate some of these effects, new or existing trade restrictions or barriers
can exacerbate price impacts. However, if good crop production conditions
exist in the Northern Hemisphere during the next 6 months, food commodity
prices could retreat significantly from their current highs.
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