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Food price instability poses an extremely seriotgblem for developing countries (DCs).
Firstly, it hits DC consumers hard as they oftenotie a large proportion of their income to
the purchase of fodd This generates seriodfsod security problems (under-nutrition,
malnutrition) and sometimgmolitical instability (price surges in 2008 sparked riots in cities
across some forty DCsproducersare also affected. By making investment in agtioel a
very risky undertaking, price instabilitpbstructs green revolutions. As these green
revolutions are now widely considered to be a resgsstep in economic development, this
is also brought to a halt by price instability. &ig, for certain importing countries rendered
vulnerable by their low foreign exchange reservasce instability may also generate
macr oeconomic problems (import rationing, reduced exchange rate).

The international community therefore must assumeentajor responsibility of helping DCs
manage food price instability. Fortunately, thecdssions taking place this year in the G20
and in the FAO's Committee on World Food Secuf@i#$) are creating favorable conditions
for international mobilization in this field.

But if we are to meet the threat that price indilgbposes for global food security and
agricultural modernization in DCs, we must find nealutions. The aim of this note is
therefore precisely to develop such proposals anih sl will be put forward. The first two
are devoted to mechanisms designed to protect [pQlaion from the effects of food price
instability. The second two are designed to redgien price instability in DCs and on
international markets. The last two concern theessary re-balancing of WTO rules,
allowing countries the possibility to protect thestves from international price instability
while at the same time preventing them from exeebgincreasing this instability.

* *

! For instance in Mali, on average 64% of housetedpenditure is devoted to food products. Cerealseal
account on average for 18,4% of urban householdradifure and 34,9% of rural household expenditaoe.the
20% poorest rural households, this even reaches!4@foBocoum (2011)Sécurité Alimentaire et Pauvreté.
Analyse Economique des Déterminants de la Consdommdes Ménages. Application au Malfhése de
Doctorat. Université Montpellier 1, 242 p. + anngexe

2 These proposals emerged from a study conduct@®d@8-2009 on the instruments that can be brougbt in
play to manage price instability in DCs. This stufiiyanced by thé\gence Francaise de Développemamd the
French Ministry of Foreign and European Affairs,swentrusted to a European consortium, ECART, argl wa
coordinated by Franck Galtier. It involved foureesch institutions: CIRAD, IRAM, NRI and the Unigéty of
Wageningen (WUR). The content of this note was dr&rem the manuscript of a book to be published\Bp.
The views expressed herein do not necessarilyctafiese of any person or body other than the autho



A. DEVELOPING PROTECTIVE MECHANISM S AGAINST PRICE INSTABILITY

A1l. For vulnerable householdsin developing countries

By reducing the food consumption of poor househghiiiee surges may lead to major food
security problems.

For many years, food aid was thought to be thetisoluFood crises were supposed to be
managed by providing emergency aid distributed &keharge or sold at a low cost, with
efforts made to target precisely those areas osdtmalds suffering from food insecurity.

Two factors have contributed to a gradual changtniimking: increased awareness that aid
may have perverse effects (if aid forces down griteis will harm producers) and increasing
recourse to a definition of food security that gbegond the question of physical availability
to encompass problems of access to food. Thisdth®h diversification of aid mechanisms

with aid no longer necessarily being made up ofifbat also sometimes of money or food
stamps.

The 2005 crisis in the Sahel countries (and moréigodarly in Niger) highlighted a new
dimension to the problenthe decapitalization of householfiseakened by successive crises)
that reduces their capacity to respond to shoaksluced savings, decreased productive
capital and reduced human capital through undettiomt which is detrimental to the health
of household members.

Emergency aid (activated only in times of criss}herefore insufficient. Structural aid that
aims to recapitalize vulnerable households is resags And this leads to the idea of setting
up multi-annual safety nets.

Proposal 1. Support the setting up of multi-annual safety netsin DCs

In addition to activating emergency aid in timeso$is, medium-termaction should be taken
to recapitalize vulnerable households and thusas® their resilience. This could be doné¢ by
using safety nets whereby every year assets are traesfesver a determined period tg a

number of households

v

This kind of program is already used in some coest(see for example tH&ocial Cask
Transfersprogram in Malawi and theroductive Safety Net ProgramnmeEthiopia). But few
programs of this type are in operation and thos¢ tto exist could advantageously | be

extended in terms of the number of households eovand the assets transferred. These
programs have proved to be effective but their bast prevented DCs from setting them up
or giving them sufficient breadth. Help from théeimational community in setting up these

programs is therefore vital.

A2. For developing countries

International price instability and/or productiarsiability in DCs may cause sudden increases
in the food bill paid by importing countries. Inwdries with low foreign exchange reserves
this may cause the exchange rate to fall, or wansg lead to import rationing. In such
situations external aid must be provided.

Different instruments are already available: foadl @d certain forms of emergency credit
(particularly as provided to countries by the IMBlt these instruments have come in for a
great deal of criticism, particularly regarding thme required for their implementation.



Some have suggested that DC governments could nsme&ance instruments (weather
insurance, call option), but very few attempts hagen made in this direction. It is also fairly
unrealistic to imagine vulnerable importing couesdriallowing themselves the luxury of
paying insurance premiums, unless assisted byreenational communify Others have
suggested setting up a public mechanism to steliie spending of vulnerable countries on
imported food products (a mirror image of the STABEechanism developed by the EU to
stabilize the export income of ACP countries). Bue STABEX system would appear to
suffer from the same defect as food aid and emeygeredit: excessively long timelines.

A critical evaluation of these different instrumetterefore appears to be necessary.

Proposal 2: A study should be conducted to deter mine the potentials and weaknesses of
the various mechanisms designed to protect vulnerableimporting countries

This study would cover all the possible instrumehtg could be used to assist "vulnerable"
importing countries facing difficulties in payinbeir food bill: food aid, emergency credits,
insurance instruments and public mechanisms taligalspending on food imports. The
study would be based primarily on empirical evidenanalysis of past experience such as
with food aid in Niger during the 2005 crisis, fiteited access to IMF credit during the 2008
crisis, the experience gained by Malawi, Ethiopid &exico in government use of insurance
instruments, and experience gained through STABEX.

The study would therefore assess the differentunstnts and put forward proposals|to
improve their performance.

The limits of protection-based approaches.

Although multi-annual safety nets and emergencyaggdcrucial to prevent or halt food crises,
they are of limited effectiveness if used alonegéiing may prove costly and flawed (some
households requiring aid may not be covered). Thblpm grows if a large number of people
need aid, as is the case with major price surjeion must therefore be taken on prices to
reduce the frequency and amplitude of surges amsl tbnder the safety nets more effective

Also, although safety nets aim only to protect arbad rural consumers against price surges,
producers should also be protected against fallprgces for this is essential tstimulate
investment and thus promote the modernization oaB@ulture

The price of food staples must therefore be stadallion DC internal markets.

Likewise, protective mechanisms must be used toagmrthe macroeconomic effects of
international price instability on vulnerable impog countries. These mechanisms, however,
have difficulty managing the effects of major pre@rges. Firstly, funds are not transferred
fast enough to meet the urgent nature of the reéecondly, international price surges affect
all vulnerable importing countries at the same fimeaning that the funds needed may well
be very largelnternational action must therefore be envisagedeiduce the frequency and
amplitude of price surges.

% If we look at the principal success story in thidd — the Malawi government's acquisition of & o@tion for
maize in 2005 - the 9% premium was paid by the Wo&tment for International Development.



B. REDUCING PRICE INSTABILITY
B1l.InDCs

This is where most action should be taken for ini®Csthat food price instability causes
most harm both short term (food insecurity, pdditimstability) and long term (obstructing
green revolutions, and therefore economic developme

Price stabilization policies must therefore bewgetn DCs, particularly for food staples such
as cereals as these account for most of the cafdake of the populations in these countries.
These policies could be based on the regulatiampbrts and exports and/or on recourse to
public stocks. Historically, for England in the h8tentury, North America, the European
Union (CAP), and Asian countries, green revolutibase almost always taken place thanks
to such mechanisms used to stabilize grain pricethe domestic market (these policies -
depending on the case - concerned maize, whese)r r

Sub-Saharan Africa has seen few success siartass field . And this for two major reasons:
firstly, these policies lack funding (except inewfcountries that possess mining resources,
for example Zambia that was able to finance itszmarice stabilization mechanism thanks to
money from copper), and secondly, the weaknessubfi@ policy governance structures
which, on occasion, leads to unpredictable pullierventions after the State has caved in to
pressure from the street or from lobbies. Thesemahy interventions upset markets, with
private operators deciding not to stock or importfear that public interventions will drive
prices down. To be effective, these public inteti@s must supplement rather than play
against market mechanisms. They must thereforeoberged by rules; for instance the State
must only intervene when prices move outside aipusly defined band.

These two problems could be solved simultaneouglgrbating an international competitive
fund.

Proposal 3: Create a competitive international fund to finance grain price stabilization
policiesin DCs.

Such a fund would ensure that grain price stahibmngpolicies are no longer the preserve of a
few countries with income from mining or other smes. Conditionalities would guarantee
the good governance of these policies. These dondlities must primarily concern the fact
that the triggering of interventions is governeddiyple rules known to all. This condition
guarantees the predictability of public intervenioand thus avoids discouraging private
storage.

The fund would be competitive and finance only best stabilization policy projects. The
procedures for country eligibility and project ssien are still to be specified. Countries
would require support both to develop and implentbiese policies (technical assistance,
training). The fund could start with a relativelyjnall sum and initially finance a few pilot
schemes in order to render the mechanism creditdeatiractive both for donors and DCs.
As an indication, were the fund to be initially pided with €50 million per year, this would
be sufficient to finance a grain price stabilizatfgolicy in a small West African country such
as Mali, Burkina Faso or Benin.

4 With the possible exception of Malawi and Zambihich are too recent for us to determine whethesehe
policies are really successful and reproducible.



B2. On international markets

DCs have few means at their disposal to proteanseédves from grain price surges on
international markets. In 2008, importing countrsasv prices rise on their domestic markets.
This caused food security problems and in somescpshtical unrest. Exporting countries,
for their part, have often protected themselveth@past by restricting their exports, but this
has the effect of accentuating the surge in inteynal prices.

The frequency and amplitude of price rises mustefioee be reduced. To do this we can
tackle the different root causes of these surgas (@ofuels or excessive speculation on
futures markets). However, such a strategy can bale a limited impact given that prices
surge for many reasons and these are often irdegcend some are difficult to control (e.g.
climate shocks).

Another complementary and more effective option dae to increase global grain stocks.
These buffer and absorb shocks that are likelyawase price rises (biofuels, speculative
bubbles, drought, etc.). This "universal" instrumeould be used to combat price rises
stemming from any cause. This theoretical role gdayy stocks has been confirmed
empirically: price surges on wheat, rice and coarkats have always occurred when stocks
are abnormally low (see figures 1 to 3).

And, as it happens, global grain stocks have fallesrply over the last few years following
changes to agricultural policies in the USA, thedpean Union and China. For many authors,
the increased instability of international pricasce 2005 can be explained primarily by low
stocks. Public incentives are therefore requiredntowease stock levels for it is widely
recognized that private grain stocks are insufficidBut public incentives are difficult to
implement given that each country, taken indivilyahas every interest in letting other
countries shoulder the burden of global grain sto€Bnly an international agreement that
shares the grain stocks burden could increase Igbdhek levels and guarantee that these do
not fall below the minimum required to avoid ovellgquent and substantial price surges.

Proposal 4: An international agreement to maintain global grain stocks above a
minimum level

This would involve establishing a minimum stockgetrand leaving countries to choose the
policy they consider most appropriate to reacifsitbsidies for private storage or for the use
of hedging instruments by storers, expansion ofipstocks, etc.).

Global minimum stocks (in terms of months of conption) would need to be established

for each grain (wheat, corn and rice) by an expenimittee on the basis of past movements
in the markets for these products. Country stocdsgwould then be set by sharing the eftort
between countries in a redistributive manner: tfierterequested would increase with the

country's income (it could be imagined that DCs ldonot be asked to make an effort

whereas emerging countries would be asked to malkeoderate effort and developéed

countries a greater effort). This system would &laee the advantage of obliging countries to
be more transparent about their stocks. The goweenaf this mechanism (control system

and sanctions) remains to be specified.

Such a device would be far less complex than ttegnational public stocks set up in the past
to stabilize the price of certain commodities (swashcacao) Yet this device would b
sufficient to reduce considerably the frequency amglitude of price surges.

® Similar to the type of agreement used for greesb@as emissions.



C. REVISING WTO RULES FOR A BETTER BALANCE BETWEEN
STABILISATION AND PROTECTION

Trade policies arehe only effective means available to DCs to ptoteemselves from
international price instability For instance, importing countries may levy anampariff that

is indexed on international prices, and this futmpensates for the effects of turbulence on
international markets (when the international pfigks the tariff is increased by the same
amount, and vice versa when the international priges). Likewise, exporting countries
may restrict exports as the only means to prevantesnational price surge from causing a
price surge on their domestic market.

But at the same timehese trade policies may accentuate price instgbdn international
markets For example, levying variable tariffs on imponeans that demands made of the
international market are insensitive to variationsinternational prices (and this tends to
amplify the variations). But above all, if expoese restricted in response to price surges on
the international market, this reduces supplieshen market, further increasing prices (as
happened in 2008).

The role of the international community (through @Viules) is therefore to balance these
partially contradictory goalsallow countries to protect themselves from in&tional price
instability, without permitting them to overly acteaate this instability. Just the right dose
must therefore be found: if too strict, WTO ruledl wrevent countries from protecting
themselves from international turbulence; if toa, lahey will increase the volatility of
international prices.

Unfortunately,current WTO rules are a long way from striking thedance Sometimes they
are too strict. For instance, variable tariffs orports are prohibited (except in very special
cases) even though these are essential if impocbagtries are to stabilize domestic prices
and these tariffs often have a fairly minor dediabg effect on international prices
(particularly when levied by “small” countriés On the other hand, WTO rules may
sometimes be too lax. They allow countries to i&sfood exports to any extent they wish,
and this can cause international price surgeseatiyraccentuate surges (as occurred in 2008).

WTO rules therefore need to be re-balanckd particular, importing DCs must be given
more freedom to use variable tariffs, and this esflg concerns "small" importing countries.
At the same time, the right of exporting countriesrestrict their grain exports should be
limited while leaving them the possibility to protethemselves from international price
surges. Two proposals are put forward herein togdoialance to this situation.

® The very widespread idea that it is impossiblstabilize international prices is based on the sapg failure
of International Commaodity Agreements. These age#m- the declared intention of which was to $itesbthe

international price of various commodities (coffeagao, natural rubber, tin, etc.) - were neatlalahndoned in
the 1980s. But the real reason for their failures Weat their true objective was to support, nobisize, prices.

This led to the build up of overabundant stocksw#h cacao) or to tensions between exporting amgorting

countries (as with coffee). It cannot therefore dmmcluded from the failure of these agreements ithés

impossible to stabilize international prices (amtneir trend value). It should also be noted thatmechanism
we propose is far less complex that a price statibn mechanism: it does not aim to hold pricethiwia

predefined band but only to guarantee minimum stock

’In this case it may be necessary to subsidize fitapo

8 Here we use the term "small country" in its megrgiven by the theory of international trade: ardopwhose

import or export volumes are too small to affee itternational price of the commaodity considered



Proposal 5: Allow small, grain-importing DCsrecourseto indexed variabletariffs

The WTO currently prohibits indexed variable taiffOnly fixed tariffs are tolerated
condition either that they remain below ceilingsedmined in 1994 ("consolidated levels
or the country finds itself in the situation debed by the "special safeguard clause". ]
tariff may be modified on aad hocbasis (so long as it remains below the consolitkeeel).
By contrast, indexed tariffs are prohibited eventhé highest tariff band is below tk
consolidated level (see WTO's decision concerriieglispute between Argentina and Chil

The justification given for this is that indexedriffs render the demand of importin
countries insensitive to international prices (ghts, at least in theory, is a factor th
increases international price instability).

However, for small, grain-importing countries (likeost countries in Sub-Saharan Afric
this destabilizing effect on international markisteegligible whereas the stabilizing effect
consumer prices and prices paid to producers isetheountries has very benefic
consequences on food security and investmentsicuitgre.

Here it should be underlined that to be effecthe tiriffs must be indexedd hocvariations
in tariff levels cause unpredictability and thisaburages private operators from import
and storing grain and ultimately results in incesh@rice instability (as illustrated by tk
experience of various eastern and southern Afrccamtries). Indexed tariffs are also mg
readily accepted by populations as they guarantastain reciprocity (producers will be le
opposed to a decrease in import tariffs —when matigonal prices rise- if they know that the
tariffs will be raised should international prides).

The ban that weighs on indexed variable tarsffi®uld therefore be lifted for the import
certain products (grain) by certain countries (“Bimenporting developing countries).

Proposal 6: Limit theright of countriestorestrict grain exports
Countries at present have the right to restridt gp@in exports to any extent they wish.

The desire of exporting DCs to restrict their grarports during periods of internation
price surges is perfectly legitimater they cannot accept to see their market emputiegtain
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and domestic prices rise in consequence. Expattiatiens have been far more substantial

for rice than for wheat or corn, simply becausee ris primarily exported by DCs ar
emerging countries where it is key to food security

But export restrictions may also be speculative in ratuf countries foresee tha
international prices are about to climb, they mayehan interest in differing their exports
obtain a better price. In this case export resomst run the risk of inflating a veritab
speculative bubble: the more certain countriegiotsheir exports, the more other exporti
countries have every interest in doing the sameo/ling to some experts this is wh
happened on the rice market in 2008.

The best rule would therefore be to allow countt@sestrict their exportwithin the limits
necessary to ensure sufficient supplies for themestic marketln practical terms, expo
bans would be prohibited but export quotas wouldabthorized, with volumes based
estimates of a country's needs. Experience gaingdfeod aid (where volumes are oft¢
based on such estimates) has shown that such avaapps possible though difficult ("gra
balance sheets" give rise to heated discussions@mtdoversy but at the end of the day
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different parties always manage to come to an aggad.




These six proposals are not exclusive, they argptamentary.

Proposals 1 to 3 are the most important as thegerarfood price instabilitin DCsprecisely
where the consequences are most serious for consuffieed insecurity) and producers
(green revolutions obstructed).

But national and regional price stabilization pegc can prove difficult to implement if
international prices are too unstable or if WTOesulare too strict. That is why specific
proposals are necessary to avoid internationak@urges (proposals 4 and 6) and to allow
countries to protect themselves from internatiopakte instability impacting on their
domestic prices (proposals 5 and 6).

Finally, specific instruments are necessary to lralporting countries that find it difficult to
pay their food bill. Here, current instruments dddoe assessed and improvements suggested
(proposal 2).

FIGURES

Figure 1: International maize stocks and price$(0t2008)
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Sources: IMF for prices and USDA for stocks



Figure 2: International wheat stocks and price$(Q12008)
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Figure 3: International rice stocks and prices (:2608)
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