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Briefing session n° 7: Rising Food Prices: an opportunity for change?

What caused the food price spike?
Steve Wiggins – ODI
Executive Summary
The food price spike can be seen as combination of medium changes in supply of cereals, short-term triggers, and then panic reactions to rising prices that reinforced the initial price increases.
Medium-term supply and the world food system
The main function of the world food system is to make available sufficient staple food to meet demand at low and falling prices. For most of the four decades between 1960 and 2000 it did this. Increasing amounts of staple foods were produced at prices on world markets that declined overall by 55 to 65% in real terms. Although the variability of prices did not decline, there was only one major price spike during that time: that of 1973/74. 
A key factor was the success of the ‘green revolution’ in developing countries. While production of the three main grains — maize, rice and wheat — in North America and Europe increased by 2.5 to 3 times between the early 1960s and the present, in many parts of the developing world the equivalent increase was 3.5 times or more. 
World production of cereals has been slowing down: see Figure 1. While increases in production averaged 2.8% a year until the mid-1980s, comfortably ahead of population growth, subsequently growth rates have fallen to around 1% a year on average, behind population growth.
Figure 1: World cereals production since the early 1960s
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 Source: FAOSTAT data for cereals production, USDA data for stocks

As growth of production has slowed, stocks have been drawn down. Built up in the decade following the food price shock of 1973/74, since the turn of the new century stocks that were more than one third of annual use fell to less than one fifth. Consequently the ability of the system to cope with shocks weakened.
Triggers
During the last three years two shocks have struck. Wheat harvests in Australia failed for three years from 2005 to 2007, as did those in Russia and the Ukraine in 2006 and 2007. 

In addition, oil prices have risen sharply. These push up the costs of agricultural production, largely by raising the cost of nitrogen fertiliser. More importantly higher oil prices have made it profitable to produce ethanol in the US from the maize crop. Whereas in 2002/03 ethanol distilleries bought up 10% of the US maize crop, this year it is around 24%.

Panic reactions
With too few stocks to buffer the shocks to supply and demand, prices rose sharply during 2007. This then led some key actors to change their behaviour. Some countries, such as Argentina, Ukraine, India, and Vietnam, restricted exports of grain.  Other countries, this time wealthy importers, fearing even higher prices and absolute shortages, ordered more imports than usual to be on the safe side. 

As prices rose on agricultural markets, hedge funds entered the futures markets on a large scale. Whether this affected spot prices is questionable, but the additional buying of futures and options probably pushed these prices higher and contributed to uncertainty and anxiety about the likely severity of the price rises. 
Conclusion
We need a more resilient world food system if this shock is not to be repeated in the near future. Climate change makes it likely that future harvests will more variable. Food stocks need to be rebuilt so that we have 30% or so in hand. But to do this, negotiations will have to take place about which countries will hold the stocks, who pays, and how to co-ordinate their management in clear and transparent ways that do not undermine the workings of the market.  
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