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Delegations will find attached a note on recentetigyments in food prices as agreed by the
Council (ECOFIN) on 3 June 2008.
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ANNEX

Brussels 4 June 2008

Note for the European Council

Recent developments in food prices — main driveraa policy responses

In recent years, the world economy has faced afignt commodity price boom. Whilst
commodity price rises have not been uniform, tleedases have been broad-based (including oil,
agricultural and some metals) and taken togethey ttave had a greater impact than individual
price developments. After thirty years of fallingplgal food prices (in real terms), this trend has
been reversed dramatically since 2006 with a surgerices for agricultural products, although
despite rapid increases, today's food prices dteirstreal terms, on average lower than they were
for example in the 1980s. Prices for wheat andydaioducts in Europe increased by 96% and 30%
respectively between September 2006 and Febru&§. 20

The acceleration in agricultural commodity prices impacted significantly on euro area
consumer food prices. Between September 2007 andhvV2008 the contribution of food price
inflation to euro area headline inflation increadeain 0.4 percentage points to 1.0 percentage
point. Processed food price inflation jumped fror2% to 8.2% between July 2007 and March
2008, whilst unprocessed food price inflation imsed from 2.1 % in September 2007 to 3.8% in
March 2008. The inflationary impact of food priceieases has varied significantly across Member
States depending on country-specific conditiond sagcthe share of food in the CPI index and the
degree of competition in retail markets (e.g. @wit@ processed food increased in France by 0.7%
in 2007 whereas the increase in Slovenia was 5.Z#)ited competition at the various stages of
the food supply chain in retail and distributiorttees is one candidate that may have caused this

phenomenon and which has fuelled or magnified foddtion.

Despite the recent fall in (wholesale) prices fmme commodities, such as wheat or certain

dairy products, the agricultural markets are sglt and the risk of further price increases rermai
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Thedriving forces and underlying factors behind the recent agricultural commodity price
increases encompass both structural and more tanydactors and are mainly driven by factors
outside the EU:

* Animportantstructural determinant for tighter markets has be@rcreasing global demand

stemming primarily from income increases in emeggg@oonomiesnotably China and India,

which has added to the effect of global populagoowth. Higher oil and enerqgy pricase also

affecting agricultural prices through higher inputces for farmers, as well as higher costs for
transport and food processing. A World Bank stugtygests that a 10% rise in crude oil prices

translates into a 1-2% increase in food pricesthieamore, increasing global demand stemming

from biofuel productionis at the same time shifting supply from cropgaded to food to fuel,
with a particularly strong impact on corn/soybesiogs-. Other structural factors reducing
supply include the slowing down of growth in cergialds, as well as the potential impact of
climate change (which in the long term may havessible negative effect on supply due to
reduction in cultivatable land and in the shortrténcrease the volatility of agricultural

production due to extreme weather events).

» Temporary supply-side factorshave also added to already tight markets. Of qder
relevance have been supply shortfalls in a numbienmortant producing and exporting
countries due to bad weathmnditions in 2006 and 2007 which led to excetilyrpoor
harvests (e.g. in Australia). Historically low lés@f international stocksave meant that the

surge in agricultural commodity prices has not begshioned by stock releases. Moreover,

several important producing countries have imp@sgubrt restrictions or taxde avoid

domestic shortages which further tighten intermati@agricultural markets. Furthermore, the

shift of investment portfolios towards commoditeesd derivativanarkets in the context of low

interest rates and unwinding of global imbalangeduding the depreciation of the US dollar,
may also have contributed to increasing food prieeéX007. Notwithstanding this, the positive
role a deeper and more developed financial markttd agricultural sector can play for the

overall development of the agricultural economyudtidoe acknowledged.

! While biofuels still account for only 1.5% of theobal liquid fuels supply, they accounted for agmbalf
of the increase in consumption of corn in 2006€li& to corn-based ethanol production in the US. In
contrast, the impact of EU biofuel policy has besher limited so far, as biofuels currently usssléhan 1%
of EU cereal production
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Clearly further and deeper analysis of the indiaiddrivers of agricultural commodity price
increases is needed, including on the future effettlimate change on agricultural production. In
the short term, it seems that the growth rate®aod fprices have reached a peak and are expected to
moderate. Howevelpoking ahead the most likely scenario is that global demograghends
combined with rising incomes and changing food ocomgion patterns, notably in the emerging
markets, and increasing biofuel production, willntoue to increase demand for agricultural

commodities.

Higher agricultural prices have been partly causetigher oil and energy prices through
higher input prices for farmers as well as higlests for transport and food processing. The Ecofin
Council expressed concern in regard to the contirsuege in oil prices and discussed various ways
to address their social and economic consequembese developments underscore the need to
foster energy efficiency and alternative energyrses, increase the transparency of oil markets,
promote competition in energy markets and enhdmedialogue with oil producing countries. The
Ecofin Council confirms the agreement reached imdhaster in 2005 that distortionary fiscal and
other policy interventions should be avoided ay fhrevent the necessary adjustment by economic
agents. Measures that can be considered to aketiatimpact of higher oil prices on the poorer
sections of the population should remain short-tenah targeted, and should avoid distortionary
effects. The Council encourages the Commissionrtbér review developments of commodity

related markets, and consider adequate policy nsgsoaiming at limiting price volatility.

The impact on prices is difficult to predict, asvitl largely depend on supply-side responses
and developments (including climate change effetts)to what extent supply can match
increasing demand. In addition, the agriculturat@eis an area where, given specific policies and
its characteristics, price signals do not fullyyplleir role. Over the medium term, demand
pressures will continue to influence price dynamias this reason it is important to devise
appropriate supply and demapolicy responsesvhich can help to reduce the upward pressure on
agricultural commodity and food prices in the EUrbgponding to market signals in the
agricultural sector and improving the responsiver#supply. These policies can be framed in

terms of short and medium term measures:
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Short-term measures:

» Several short-term steps have been taken in thetGARtigate the effects of the price
increases, including the suspension of import dudie cereals and, for 2008, the obligation to

set aside land, the decision to increase milk cuatal the sale of intervention stocks.

» Itis also important to note the possible distritwil effects of increasing food prices. A
number of Member States have envisaged short-texasunes to cushion the temporary impact
of the recent commodity price developments for iogome households. However, it is
important to ensure that price signals are nobdistl and to avoid broad-based second round
effects on wages and prices (including throughxatien schemes). In this context, and in line

with the Manchester statement on oil prices, angsuees should be short-term and targeted.
* The Council (Ecofin) supports the Commission intamto closely monitor developments in
commodity-related markets and analyse their impagtrice movements and any possible

policy implications.

Mid and long-term measures:

» With the aim of increasing supply, it is importaot

0 continue to_improve market orientation in agrictdtin order to allow farmers to respond

more quickly to price signals and to increase tfiieiency of agricultural factor markets
(e.g. CAP Health Check);
0 ensure the sustainability of biofuels policiesthe EU and assess possible impacts on

agricultural products for food and take actiometessary, to address shortcomings;

0 increase productivity growtin agriculture (including through research andowation) in

both EU and developing countries.
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» Given the varying impact of commaodity price incree®n consumer prices in Member States,

scrutiny of the competitive structure of the foaghgly chainseems warranted, in particular as

regards concentration and market segmentationedbitd retail and distribution sectors.
Competition at the national level should be streaged and the implementation of the single

market be further pursued.

Initiatives at the international level:

* Itis also important to promote a stable, globatraaconomic environment and to foster co-

ordination with our international partndwsfind consistent responses to global challeniges,

particular:

0 promoting sustainable production of biofuels a¢inational level, e.g. by encouraging the
adoption of sustainability criteria and tacklingwhte change (including support for the
efficient use of energy to reduce dependence aatil®bil markets);

0 continuing to strive for the successful conclusidran ambitious, balanced and global
agreement in the Doha Round, and to promote arlzettedinated international response to
food price escalation exacerbated for example Ippexestrictions;

o working with the international community to providssistance to the most affected
countries and, in the longer term, support foraaiaimed at reducing imbalances between

supply and demand for food in the least developenhtries.
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