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Presenter
Presentation Notes
Food price increases threaten millions of the world’s poorest citizens with food insecurity, and—along with other commodity price increases—are also partly responsible for a rise in global inflation.
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The IMF WEO food index estimates that worldwide food prices have risen by close to 60 percent since end-2005.
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The increase has been even greater for staple foods such as wheat and rice that impact poorer households more severely.
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An adverse terms of trade shock is equivalent to a reduction in real income. Following a food price increase, a food importing country’s exports can buy less foreign food. As a result, the consumption basket it can finance out of its current production shrinks, so that in real terms, its income has been reduced.



This income cannot be regained through fiscal policy, monetary policy or exchange rate policy. However, other events in the economy might compensate—Kuwait for example may be a net importer of food, but gains from rising oil prices have generously compensated. 


2007-2008: Impact of Projected Food Price
Increases on Trade Balances
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The global distribution of the effects of food price increases on countries’ trade balances can be seen in this chart. But it can also be used to give a rough idea of the effect of food price increases on real incomes. Countries that gain are in blue, those who lose are in red. As you can see, the current situation heavily favors the richer nations and most strongly penalizes the poorest, particularly those in Africa.
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As regards Inflationary pressure, this can result both from a direct rise in import prices; and from higher import prices of other goods if the food price increases set off a general rise in inflation in trading partners.



As this chart indicates, such a general price rise seems to be occurring worldwide.
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Turning to Europe, we can see that the larger food price increases were concentrated in Central Europe and the Baltic states, and that this has been going on for some time. Food price inflation in Albania on the other hand is relatively recent, really only starting in August last year. 
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Why is food price inflation higher outside of core Europe? 



One reason is that the weight of food in consumption is higher in emerging Europe. Given a higher weight for food in the basket, an increase in overall world food prices translates into a higher increase in the overall CPI index.
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Not surprisingly, higher weights for food in consumption are strongly related to per capita income levels. Consequently, less affluent countries would be expected to undergo faster food inflation than their richer neighbors. 
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Another reason for faster food inflation in emerging Europe is the starting point. Absolute food prices (measured in Euros) are lower in the new member states of the EU than in the old member states. This means first of all that, with a smaller base, the percentage impact of a given Euro price increase would be higher in emerging Europe.

 

Another point is that a global price rise on top of an already large price differential increases the incentive to develop export markets for local produce. As exporters enter local markets, demand increases and prices are driven up towards world levels. Food prices in absolute terms would thus be expected to converge.



In this latter regard, access to export markets typically increases over time--through EU ascension or through agents developing trading relationships and promoting acceptance of their products in local markets. 
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Since 2002, a rapid increase of food trade between the new member states and the old member states of the EU has taken place.



Other factors leading to convergence of food prices—and therefore more rapid food inflation in Emerging Europe—is that wages and incomes are converging towards European norms. This has two effects:



(i)  	input costs such as labor rise, shifting up the local supply curve and increasing prices; and

(ii) 	local consumption also increases, raising prices from the demand side.



It is interesting and important to note that this process of convergence in prices is and would be expected to take place even in the presence of stable world food prices. What is required for it to happen is different starting points in terms of absolute prices and increasing trade and income levels.
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Evidence of food price convergence:



This chart shows the coefficient of variation of comparative food price indices in the food subcategories across countries. A fall in the coefficient of variation means prices are converging.



The greatest convergence appears to have taken place in the more processed food categories. (One explanation would be that these are the most easily traded food categories). 
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The prices of the most processed (and more easily traded) food items do appear to have converged more.
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Convergence has been occurring over time.



However, at the end of 2007, average food prices in the new member states were still about 30 percent below the level in the EU-15 countries, which implies that this process still has a ways to go.



Such convergence from the bottom up clearly requires higher price increases—higher food inflation—in the countries with the lower starting points (although exchange rate appreciation can reduce this differential).
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In Albania, as in the Baltic states and Central Europe, food price inflation accounted for most of the inflationary pressure in recent months, beginning in August last year.
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On a broad measure of food inflation, which includes all food items in the consumption basket, food price inflation was only 8 percent over the last year (March 2007-March 2008). This means that for the food bill for the average person in Albania rose by 8 percent. Given food’s weight in overall consumption of about 39 percent, this means roughly that 3-4 percent more of households’ total consumption expenditure will need to be diverted to food to maintain consumption levels.



However, there is considerable variance in consumption patterns. Generally speaking, poorer households tend to consume products on the left hand side of this chart, where the price increases are much higher.



In terms of real income, real incomes of the poor would decline in this situation by a greater percentage than those of richer citizens, both because of the base effect and because of the type of goods they consume.
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Given that food prices outside of core Europe were already converging (rising) towards European norms; and 

Increases in world food prices have accelerated these price movements,



What can we expect for the future? 



The IMF commodities division expects food price increases to broadly plateau, but for the price level to stay high.



Given that some organic convergence of food prices in emerging European countries would be expected to continue, it is possible  that food inflation in these countries may not end with the rise in world prices. However, it might be reasonable to expect a considerable deceleration.
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The inflationary implications of the food shock and the continued convergence of food prices in the new member states towards European norms should, in the first place, be met by efforts to raise the competitiveness of the retail and distribution sectors. Ensuring competitive market prices will maximize efficiency and in some cases, shrinking margins can replace price increases.



Monetary policy should  focus on containing second round effects of the price increase. What is of primary importance is that monetary policy maintain inflationary expectations at low levels by reacting to any second round effects quickly and decisively. The strength of the monetary policy actions required will vary by country, but the action must be used if needed to maintain belief in a low inflationary outcome. 



The risk of second round effects could be reduced by providing markets with a clear explanation of the expected evolution of food prices, and the resulting effect on headline inflation and announced inflation targets. 



Over the medium term, supply would be expected to respond to the higher price incentives and help moderate food prices. Policy can play a role here by removing obstacles to the efficient functioning of markets; and by well-conceived, non-distortionary agricultural policy.



Price controls and export restrictions should be avoided, as they distort markets and prevent a supply response. Export restrictions also have the effect of reducing supply to the rest of the world and so exacerbate global problems.
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If the aim is to protect the poor...



...The first principle needs to be that any program of assistance should take place within a macroeconomic framework designed to ensure price stability. Accelerating inflation would in many cases hurt the poor more than the initial rise in food prices, as wages rise slower than prices—and wages at the lower end of the income spectrum rise slowest of all.



If countries decide to act, a tailored solution taking into account individual country characteristics would clearly be required. 



However, as a general rule, the IMF is recommending targeted subsidies that impact only the most vulnerable groups—these are cheaper and least inflationary. 



As a second best solution, a temporary reduction in taxes on food could be considered. A reduction in tax is better than a fresh subsidy, as the tax reduction removes a market distortion while a subsidy adds one.



Blanket transfers or wage increases should be avoided, as they could prove inflationary and end up hurting the poor more that the initial rise in food prices.
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