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Executive summary

About this paper

The present study is part of a series on Policy Coherence for Development (PCD) commissioned by the
Swiss Agency for Development and Cooperation (SDC) over the last two years. As part of Switzerland’s
increased efforts to strengthen its PCD strategy and tools, SDC commissioned the European Centre for
Development Policy Management (ECDPM) to conduct a study on the Swiss PCD system, its structure and
procedures, as well as to do a series of thematic PCD dossiers aimed at mapping ongoing policy
discussions and trade-offs within a selection of global development areas. This paper on PCD for food
security is part of that latter series, while preceding thematic dossiers focused on commodities and trade,
tax policy and illicit financial flows, and migration (Knoll et al., 2013).1

This report focuses on PCD for Food Security and, although tailored to the Swiss domestic policy
context, it offers an overview of the status quo in scientific and policy discussions mainly at the EU and
international level. It covers a selection of non-development policy areas with a potentially critical impact on
global food prices and/or the food security situation in developing countries. Looking at food security from a
PCD perspective, the objective of this literature review is to:

1. identify and discuss the PCD issues associated with the identified policy domains;

2. outline both the scientific and policy discourse on their respective impact on food security; and

3. map the European and international policy responses aimed at addressing the incoherencies and/or
their impact. Given the data collection period, policy initiatives up to June 2014 are included in the
report.

Building on the PCD agenda’s of the EU, the OECD and other relevant actors, the paper is structured
around the following selection of policy areas identified in consultation with the SDC:

1. Domestic support in agriculture (Section 2);

2. Trade policies (Section 3);

3. Land grabbing and responsible investment in agriculture (Section 4); and

4. Food price volatility, biofuels and speculation in commodity markets (Section 5)

This is not a comprehensive selection and other policy areas such as fisheries and research are likely to
have some type of impact on global food security as well. The selection has been informed by EU and
international agenda’s related to policy coherence for food security and their relevance for the Swiss context.
The policy areas covered play a key role when seeking to improve global food security beyond
development cooperation.

Domestic support in agriculture

Agricultural policies in OECD countries can have complex and different effects across developing
countries. Even within these countries, effects can be expected to be different between segments of the
population. Generally, two channels are widely cited. First, support schemes that maintain high prices on
domestic markets and lead to surpluses, which are subsequently dumped on international markets through
the use of export subsidies. A second category encompasses policies such as price support and input
subsidies that depress world markets, again lowering world prices (Brooks, 2012).

The most harmful types of domestic support include market price support, production quotas and
seasonal quotas and coupled subsidy payments. In short they rely on some kind of insulation from world

! Additional information on SDC'’s stance and efforts to promote PCD is available at http://www.sdc-devpol.ch/
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market prices (through the use of Tariff Rate Quota for example) and/or direct support in the form of
subsidies or administered prices. Brooks (2012) suggests that trade distorting support policies often miss
their own targets domestically, and could be replaced by social safety nets or tools that help farmers
manage risks.

Trade-distorting support has gradually reduced in OECD countries. This is a welcome trend from a
PCD perspective, although it is worth noting that these changes are driven by world market tendencies
rather than explicit policy changes (OECD, 2013b). This means that should world prices decrease, this
trend could be reversed, suggesting a continuing rationale for monitoring developments domestically.
Switzerland retains a high level of producer support, three times above the OECD average (OECD, 2013b).
The “potentially most distorting support” category of the Producer Support Estimate (PSE) stands at 43% of
total Swiss support to its agricultural sector — a high figure that has been gradually declining.2 Aerni et al
(2011) argue that Switzerland could move to a less trade distortive agricultural policy while still supporting
its farming sector by replacing financial support to farmers with support in the form of research and
“coaching” by the federal government. They argue that the high level of support from the Swiss government
is a function of social preferences towards a multifunctional view of agriculture, but note that current
instruments are a reflection of sectoral interest groups.

At the multilateral level, agricultural subsidies have been a contentious issue ever since the inception of
the world trading system. They are currently regulated under the WTO’s Agreement on Agriculture (AoA),
which has the long-term objective of ‘securing substantial progressive reductions in support and protection’.
From a PCD perspective, the AoA is in essence the only binding tool that governments use to manage,
monitor and gradually reduce the negative externalities that their policies have on each other.

A distinction between developed and developing countries is made under the AoA, in line with the
Special and Differential Treatment (SDT) principle. Contention continues to exist on the level to which SDT
should be applied and to which countries. Under the current rules, few developing countries are near their
limit on permitted trade-distorting domestic support, but there are cases of particular countries and
particular commodities where the boundaries are hit (e.g. in the case of India). Many developing countries
therefore argue that the existing flexibility in the AoA does not go far enough, for example when it comes to
clarifying the extent to which green box policies, which are allowed without limits because they are
considered to not or only minimally distort trade, are indeed “least trade distorting” (see ICTSD, 2009). De
Schutter (2011) also contends that Green Box-compatible policies are not reflective of the needs of
developing countries and calls for further reflection as to what type of policies of potential use to developing
countries’ food security efforts might need to be included in the Green Box.

Trade Policies

e Market Access for developing country agricultural exports. The Generalised System of
Preferences (GSPs) is the main way many developing countries access developed countries’
markets. Preference giving countries are however largely free to decide what products are included
in their GSP schemes and how they are treated. From a PCD perspective, it is therefore important
to monitor the nature of the agricultural goods excluded under these schemes, and advocate for
their inclusion under the GSP.

2 Potentially most trade distorting support is defined by the OECD as “payments based on output and variable inputs

use without input constraints”.
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Private and public standards are amongst the greatest barriers faced by developing countries’
agricultural exporters.3 Goodison (2014) identifies, inter alia, the minimum standards applied, the
frequency and duration of inspections and the costs of those inspections as a major constraint for
ACP agricultural exports to the EU. Unlike under recent bilateral Free Trade Agreements (FTAs),
GSP schemes do not include provisions for dialogue on these standards and countries are largely
free to set the level of standards they deem fit, provided they do not constitute “hidden” forms of
protections and that they are based on scientific principles. The FAO’s and WHO’s Codex
Alimentarius indirectly sets the global norms and standards when it comes to Sanitary and
Phytosanitary (SPS) standards. Further, in order to promote transparency and reduce trade
disruption, new standards are to be notified to the WTO’s SPS committee. Finally, private
standards, such as the ones used by retail chains in the EU, have come to the fore in recent
discussion at the WTO. Members have tried to address the topic by coming up with a definition of
what these standards entail, yet according to the WTO, these have so far been largely
unsuccessful.*

* Developing country protection from agricultural imports. Using agricultural protection
measures as a development tool is controversial in the sense that protection can prove ineffective
and counterproductive since there is no guarantee that supply will pick up in response to an
increase in demand for local produce resulting from increased protection. However, provided that
protective measures are used as part of an overall agricultural development strategy it can prove to
be a powerful tool for agricultural development. Introducing time-bound protection measures
combined with supply side interventions can therefore be a legitimate policy choice (Alpha et al,
2006). The issue from a PCD perspective is therefore to ensure that during multilateral and
bilateral trade negotiations, developing countries retain some leeway in setting their tariff levels.
This includes special agricultural safeguards, import licensing arrangements, Tariff Rate Quotas,
variable and seasonal tariffs. This would require an analysis of potential competitive threats to the
productive agricultural sectors of negotiating developing countries Such an assessment for bilateral
agreements would have to be done on a case-by-case basis, taking the negotiating partner’s
concerns and domestic priorities into account.

* Multilateral disciplines on agricultural export restrictions. Poor, net-importing developing
countries are particularly at risk of suffering disproportionately from the effects of export
restrictions. From a short-term national point of view, export restrictions can make sense as a
temporary emergency measure, to be lifted once international prices return to their “normal levels”
(Anania, 2013). In an international context however, they drive up international prices and increase
volatility (see FAO et al, 2011). Moreover, once a large exporter implements export restrictions,
there are strong incentives for others to follow suit. There currently is an apparent lack of strong
multilateral discipline in this regard. Switzerland proposed at the WTO the elimination of all export
restrictions on agricultural products and the binding at zero of all export tariffs (with a flexibility
clause for LDCs). This is praiseworthy, as current disciplines on export restrictions do not cover
export taxes and the language permitting the use of other kinds of restriction can be interpreted
very widely. Anania (2013) concludes that an agreement outside of the WTO framework would lack
enforceability, though Bureau and Jean (2013) point out the lack of political will to come to such an
agreement on the use of export restrictions. At the level of the G20, the strongest commitments

Rules of origin, in the case of processed products can be an issue as well but they are generally regarded as less
detrimental to agricultural exports since agricultural products are almost by definition originating from the exporting
territory.

http://www.wto.org/english/news_e/news14_e/sps_25mar14_e.htm



were taken in 2011 when the Summit in Cannes announced that G20 governments would work
towards the exemption of goods destined to the World Food Programme (WFP) from export
restrictions.

Land grabbing and responsible investment in agriculture

There is conflicting evidence about how FDI affects food security. Studies like Wimberley (1991) and
Mihalache-O’Keef & Li (2011) show a negative impact of FDI in the agricultural sector on food security
through increase in food prices and decline in domestic food supply as it crowds out domestic farms/firms
and many foreign investors focus on production for exports, while an FAO simulation for Sub Saharan
Africa (Rakotoarisoa, 2011) shows that this will be compensated by increases in factor returns and
employment, thus effectively increasing net income and food consumption.®

The issue of ‘land grabbing’ has become one of the most contentious aspects of agricultural FDI.
Lack of reliable, detailed information and the variety and complexity of FDI-related land acquisitions means
however that impact assessments have so far mainly relied on case studies. FAO (2013b) case studies
found evidence that FDI in specific cases contributes to increases in agricultural production and yields,
diversification of crops and the adoption of higher standards. World Bank (2010) case studies however
have demonstrated that in many instances foreign investments involving large-scale land acquisitions have
contributed to loss of livelihoods. Problems have included displacement of local people without proper
compensation and, similar to the FAO case studies, generation of negative environmental externalities.
While evidence is inconclusive, case studies show that impacts are diverse and depended on a range of
factors related to the policy context and business models used.

Land management and the role of host and source governments is critical in this regard. Governments
can design and implement policy measures to promote sustainable business conduct (supply side), inform
and incentivize citizens to adhere to sustainable consumption patterns (demand side, indirectly informing
investment decisions) and monitor progress. How FDI works for global food security roughly hinges on the
following three issues:

* Compliance with social and environmental standards. This includes general international
efforts and initiatives to encourage multinationals to adhere to CSR principles such as the UN
Global Compact, launched in 2000 to advance sustainable business models and markets, the UN
Guiding Principles on Business and Human Rights endorsed in 2011 and the OECD Guidelines for
Multinational Enterprises first adopted in 1976 and last updated in 2011. More specific regulatory
frameworks seek to guide investments particularly along agricultural value chains. A UN Inter-
Agency Working Group composed of FAO, UNCTAD, IFAD and the World Bank have jointly
developed the Principles for Responsible Agricultural Investment that Respect Rights, Livelihoods
and Resources (PRAI) in 2010 and 2011. The United Nations Committee on World Food Security
adopted in 2012 the Voluntary Guidelines on the Responsible Governance of Tenure of Land,
Fisheries and Forests in the Context of National Food Security (VGGT). Building on the PRAI and
VGGT, the Committee on World Food Security is currently in the process of developing Principles
for Responsible Agricultural Investment in the Context of Food Security and Nutrition Underlying
contentious issues in the negotiations are divergent views on i) the impact of different types of
agricultural investments (large-scale investments versus smallholders) and ii) the role of the state
(limited to creating an enabling environment or a more interventionist approach to support
smallholder investments). Ways for Switzerland and others to promote the application of the

®  The FAO study makes no differentiation among household groups.



principles and CSR more broadly are to (i) raise awareness among companies and other
stakeholders; (ii) strengthen monitoring and complaints mechanisms by assessing the (aggregate)
impact of foreign agricultural investments on third countries and imposing stricter reporting
requirements for transnational companies on non-financial indicators) ; and (iii) lead by example by
ensuring that public procurement procedures require respect for human rights and certain
environmental, social and fiscal standards, and asking the same of state companies and
companies receiving state support when venturing abroad (e.g. state guarantees).

Host countries’ policy space versus foreign investor protection. Investment provisions under
Free Trade Agreements (FTA) and Bilateral Investment Treaties (BIT) generally guarantee certain
standards of treatment for foreign investors. If not designed with appropriate safeguards, this can
constrain the host countries’ policy space to regulate investments and to impose measures that it
deems necessary to pursue food security objectives. As a result of the failure of the multilateral
system under the WTO Agreement on Trade-Related Investment Measures (TRIMS Agreement) to
address these issues it is primarily left to bilateral FTAs and BITs. According to Concord, many
bilateral investment agreements are biased in favour of investors’ rights (e.g. CONCORD, 2012)
while others have made claims that international investment protection standards often constrain
host states’ regulatory powers (see for example ETUC 2013; Heri et al 2011). The 2012 EC
Communication on Trade, Growth and Development reveals in this sense the EU’s intention to
improve FDI-related instruments in EU FTAs to help build an enabling environment for business,
while preserving ‘the right of countries to regulate and to enter limitations and restrictions’ (EC,
2012b). There is a window of opportunity here to strengthen the development dimensions (incl.
food security), increase attention for policy space and ISDS procedures in new investment
agreements in Switzerland and beyond. Between 2014 and 2018, at least 350 BITs worldwide will
reach the end of their initial duration (UNCTAD, 2013b).

Public-private collaboration for food security. Governments increasingly engage with
international business directly to leverage private sector activity for development objectives. In line
with this trend, the Busan Partnership for Effective Development Cooperation in 2011 called for
more public-private collaboration. In the same vein, the 2012 EU ‘Agenda for Change’ stresses the
need to develop new ways of engaging with the private sector to increase the impact of EU
development cooperation (Council of the European Union, 2012). The European Commission has
issued a communication in May 2014 that further clarifies how this will be operationalized. One
example of private-public collaboration for food security is the New Alliance for Food Security and
Nutrition, which emanated from the G8 Camp David Summit in May 2012. A question that is
heavily debated however, is the extent to which the New Alliance effectively contributes to
sustainable development and food security. The NGO Alliance of Food Sovereignty in Africa,
among many other African and European critics, has scrutinized the New Alliance in this regard
and concluded that governmental pledges under the cooperation frameworks are skewed towards
the interests of international and large-scale businesses, including land-law revisions to facilitate
long-term land leases for commercial investors and easing of tax laws.®

6
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Food price volatility: speculation in commodity markets and biofuels

Price volatility is to some extent natural to agricultural markets, due to climatic shocks and market
fluctuations. Over the past decade however, food prices started to increase dramatically, and have become
increasingly volatile. This persistence of high and volatile prices shows that different driving factors are at
work simultaneously though the relative weight of these factors remains subject to discussion. The UN’s
High Level Panel of Experts on Food and Nutrition Security (HLPE) identified in 2011 three causes for
international food price volatility, notably trade policies (see Section 3), speculation and demand elasticity,
the latter mainly induced by increased worldwide demand for agro-fuel crops.

Speculation in commodity markets. There is no academic consensus regarding the correlation
between increased speculation and food price volatility. On the one hand, there are analytical
studies and literature surveys that find little scientific evidence that increased speculative capital in
commodity futures markets impact on spot prices in the mid to long term (Ederer et al. 2013;
Heumesser and Staritz, 2013; Meijerink et al., 2011; Shutes and Meijerink, 2012). On the other end
of the academic spectrum, researchers argue the increasing domination of financial, rather than
commercial, actors in agricultural commodity markets increases the likelihood of excessive short-
term price fluctuations, which increasingly diverge from the actual spot market price (Cordier and
Gohin, 2012; Henn, 2013; Lagi et al, 2011; UNCTAD, 2012).

At international level, the G20 has so far been the most active body for discussion on commodity
market regulation. In 2008, the International Organisation of Securities Commissions (I0SCO) set
up a Special Task Force on Commodity Futures Markets following the public debate on price
surges in commodity markets. In September 2011, the IOSCO Task Force presented a report with
Principles for Commodity Derivatives Regulation and Supervision, responding to the G20’s 2010
request at the Seoul summit to provide it with insights on what a global regulatory framework for
commodity derivative markets could look like. The G20 summit in Cannes then endorsed the
recommendations from both the I0SCO report as well as from a G20 Study Group on
Commodities.” Also, the 2011 summit led to the establishment of an Agricultural Market
Information System (AMIS), an inter-agency platform to contribute to enhanced food market
transparency and encourage better coordination of responsive measures to market uncertainty. It
is the mandate of the Financial Stability Board (FSB) to oversee and coordinate the translation of
the G20’s agreed commitments into national regulations. In its 2013 report on the overall
implementation record, the FSB notes mixed progress in the overall implementation of the
proposed reforms on OTC derivative trading with most progress in the area of improving reporting
and transparency (FSB, 2013b).

Reform initiatives in the EU and the US have focused on improving transparency and reporting,
regulating Over The Counter (OTC) trade, establishing position limits and, to a lesser extent, the
strengthening of regulatory bodies’ intervention powers. Staritz and Kublbéck (2013) however
suggest that despite significant steps in the right direction, the G20 commitments and regulatory
efforts by the EU and the US, or Switzerland for that matter, still lack important provisions to
effectively address the impact of commodity speculation on global food security.

Biofuels and food prices. There is little to no doubt that demand for biofuel feedstock drives up
food prices in international agricultural markets (Zilberman et al. 2012). Although monitoring the net
overall effect of biofuels production on world food prices is complex and blurred by the use of

7
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different statistical models, it is widely recognised that the rising demand for biofuels drives up food
prices and price volatility because:
i)  crops used for biofuels reduce the availability of these crops as food or feed;
i) mandate induced demand is inelastic and adds to price volatility;
i) rising oil prices constitute an opportunity gain for key food- or flex crops;
iv) financial investments in basket funds with both agricultural commodities and fuel shares
enhance the correlation between food and energy markets.

Policy discussions on biofuels have primarily focused on concerns related to environmental
sustainability, rather than on food security or food prices. Yet tentative steps have been taken, to
curb the impact of biofuel mandates on food prices. In 2011, ten intergovernmental organisations,
including the OECD, FAO, WB and the WTO, issued a landmark report on Price Volatility in Food
and Agricultural Markets. Regarding the role of biofuels, the report concludes that ‘biofuel
production will exert considerable upward pressure on prices in the future’ and recommends G20
governments to remove any provisions that subsidize or mandate biofuels production or
consumption.

The EU and the US, respectively the world’s largest consumer and producer of biofuels, have
both set in motion a reform process to cap the use of food-based biofuels at their current levels.
In the US, this has to do with an approaching ceiling, the ‘blending wall’, on corn ethanol within the
current rules and the current inability of second-generation biofuels to replace their projected share
in the energy market. In the EU, the European Parliament was deeply divided in its voting on the
proposed revision of the Renewable Energy Directive (RED) in September 2013. The result was a
tentative victory for environmentalists on binding Indirect Land Use Chance (ILUC) factors yet the
proposed 5% cap on first generation biofuels was raised to 6 %. At EU Council level, European
ministers for energy however failed to agree on a compromise deal, and have not pinned down a
new timing to discuss the proposal once again, effectively pushing any decision on a revision of
the EU’s biofuels policy into the indefinite.

In conclusion, this paper shows how abrupt rises and increasing volatility of food prices and the
subsequent deterioration in food security conditions in many parts of the world have triggered a better
understanding of the structural principles and mechanisms underpinning the functioning of global food
markets. The fragility of the global food system points in this sense to a deepening integration of
agricultural, financial and energy markets. It is against this context that the idea of the ‘right to adequate
food’ has gained ground as a conceptual tool to rethink our understanding of food security and what it
entails for the different actors involved. Realizing the right to adequate food for everyone demands a
crosscutting, holistic approach to address multiple challenges across the different dimensions of food
security. This entails coherent action by all actors involved, across a wide range of policies and at different
complementary levels of governance. Moreover, improving the right to food in developing countries may
require policy reforms in middle- and high income countries since food security challenges in the global
south can be directly connected to (the implications) of (a lack of) policy measures in developed countries.
While many actors in the developed world have committed themselves to improve policy coherence for
development, much remains unclear as to what this implies in the case of specific policy dossiers. Scientific
considerations, as well as a wide range of economic and political interests all weigh in on the policy
debates that ultimately contribute to the state of food security in developing countries.
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1. Introduction

The State of Food Insecurity flagship report by the FAO estimates that over the period 2011- 2013 around
842 million people, or one out of eight worldwide, suffer from chronic hunger. This number is gradually
decreasing, and developing regions overall have witnessed significant progress toward the Millennium
Development Goal 1 of halving the world’s hungry between 1990 and 2015. Despite overall progress
however, food security remains a major global challenge and progress is mixed and subject to marked
differences across regions. Such different progress rates have translated in changes in the distribution of
food insecurity in the world, with the majority of undernourished people living respectively in Southern Asia,
Sub-Saharan Africa and Eastern Asia. Regarding malnutrition, 2.6 million children per year still die from an
inadequate intake of nutrients, causing stunting and wasted growth. This is particularly the case in Sub-
Saharan Africa where an estimated one out of five people is malnourished (FAO, 2013a).

The abrupt rise and volatility of food prices between 2007 and 2008, and the deterioration in food
security conditions in many parts of the world showed the vulnerability of the world food system. A second
wave of food price surges only deepened this sense of acknowledgement that the principles and
mechanisms underpinning the functioning of global food markets are flawed. The fragility of the global food
system, particularly in the face of sudden shocks, also pointed to the deepening integration of agricultural,
financial and energy markets while more structural challenges like climate change and population growth
add to the vulnerability and raise questions about the overall sustainability of the food system (Wise and
Murphy, 2012). It is in this context that the idea of the ‘right to adequate food’ has gained ground as a
conceptual tool to rethink our understanding of food security and what it entails for the different actors
involved.® Considering food security as a human right implies a shift to the proposition that ‘each individual
must be granted a remedy if his or her right to food is violated’. For policy makers, this entails a duty
against which they can be held accountable (De Schutter, 2009).

The paradigm shift and renewed attention for food security and agricultural development includes a
growing awareness that realizing the right to adequate food for everyone demands a crosscutting,
holistic approach to address multiple challenges across the four dimensions of food security: availability,
access, utilisation and stability. This entails coherent action by all actors involved, across a wide range of
policies and at different complementary levels of governance. Moreover, improving the right to food in
developing countries may require policy reforms in middle- and high income countries since food security
challenges in the global south can be directly connected to (the implications) of (a lack of) policy measures
in developed countries (De Schutter, 2014).

From a donor-perspective, the concept of Policy Coherence for Development (PCD) is aimed at addressing
this interdependence. It is about ensuring that no policies — be it for agriculture, trade, energy or tax etc. —
should hamper the achievement of its international development goals, including, in this particular context,
the fulfilment of peoples’ right to adequate food. Ideally, donors’ development and other policies should
support one-another and in case the latter impedes the first, then the non-development policy is to be
altered. A 2013 OECD report on PCD and Global Food Security highlighted the pivotal importance of PCD

The right to food has been recognized as a human right in many binding and non- binding legal instruments since it
was first established in 1948 as part of Article 25(1) of the Universal Declaration of Human Rights. Of all these
documents, Article 11 of the International Covenant on Economic, Social and Cultural Rights (ICESCR) of 1966
presents the most important specification of the right to food: “The States Parties [...] recognize the right of every
one to an adequate standard of living [...] including adequate food.” As regards its definition, the Committee on
Economic, Social and Cultural Rights (CESCR) in its General Comment No. 12 defines the right to food as being
“realized when every man, woman and child, alone or in community with others, has physical and economic access
at all times to adequate food or means for its procurement”. Source: Heri, S. et al. 2011.
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in combatting world hunger. It identifies ways in which developed countries can address policy
incoherencies, avoid negative spillovers and make optimal use of potential synergies to make PCD work
better for development in the area of food security. Trade, investment, biofuel mandates and agricultural
support are among the identified areas of concern for policy coherence for food security (OECD, 2013a).

At the EU level, the PCD Work Programme 2010 — 2013 (EC, 2010a) and related conclusions of the
Foreign Affairs Council in 2009 (EC, 2009), 2012 (EC, 2012a) and 2013 (EC, 2013a) have identified food
security as one of the key development objectives for proactive PCD action. The relevant EU policy areas
for food security as identified in the PCD Work Programme are i) agricultural policy; ii) trade; iii) research
and development and innovation; iv) biodiversity; v) land use and the impact of bioenergy production; and
vi) fisheries policy. Despite such targeted prioritisation and the many institutional mechanisms in place,
many challenges remain for the EU to better align its different interests with the declared food and nutrition
security objectives (Engel et al., 2013). UN Special Rapporteur on the Right to Food Olivier De Schutter
has been a vocal advocate for PCD in the area of food security. He has been calling on the EU, as well as
other international actors, to ensure that their policies contribute to, rather than hamper, food security and
smallholder interests in developing countries. In this regard, De Schutter engaged particularly in
discussions on price volatility, commodity market regulation and agricultural support and protection
mechanisms.’

Building on the policy areas identified by the actors mentioned above, and in deliberation with the Swiss
Agency for Development and Cooperation (SDC), it was agreed to focus this study on the following policy
areas for analysis:

. Domestic support in agriculture (Section 2);

. Trade policies (Section 3);

. Land grabbing and responsible investment in agriculture (Section 4); and

. Food price volatility, biofuels and speculation in commodity markets (Section 5).

An overview table summarizing the relevant PCD issues and related European and international initiatives
in these policy areas is included in Annex 2.

This report presents the results of a literature review of key state-of-the art studies and policy documents
on how these non-development policy areas can affect global food prices and the food security situation of
a partner country. Looking at food security from a Policy Coherence for Development (PCD) perspective,
the aim of the overview is to i) identify and discuss the PCD issues associated with these policy domains;
ii) outline the scientific and policy discourse on their respective impact on food security; and iii) map the
European and international policy responses aimed at addressing the incoherencies and/or their impact.
Given the data collection period, policy initiatives up to June 2014 are included in the report.

The paper focuses predominantly on policy discussions at EU and international level, and not on specific
issues of the Swiss policy debate. Efforts were made however to use a Swiss perspective in identifying
relevant discussions and policy alternatives. This should allow the analysis to inform internal SDC discussions
and enrich the Swiss political debate on the coherency issues associated with global food security.

Please note that the selection of policy areas is not comprehensive . Policy initiatives in other policy areas
such as fisheries and research can also impact on global food security. The authors, in collaboration with
SDC, had to make choices in terms of breath and depth, to fit the time and resources available for this
study. The choices have been informed by EU and international agenda’s related to policy coherence for
food security and their relevance for the Swiss context.

o http://www.srfood.org/en



2. Domestic support in agriculture

Agricultural policies concern the policy measures used by governments to modify the economic,
environmental and social framework in which agricultural production takes place. Agricultural policies in
OECD countries have long been a topic of concern because of the negative impact they can have on
developing countries’ agricultural producers (see for example Matthews, 2005). Not all agricultural policies in
OECD countries have negative spill over effects, but those that do have complex and differentiated effects on
different developing countries. Even within these countries, effects can be expected to be different between
segments of the population. Generally, two channels are widely cited: first, support schemes that maintain
high prices on domestic markets and lead to surpluses which are subsequently dumped on international
markets through the use of export subsidies. A second category encompasses policies such as price support
and input subsidies that depress world markets, again lowering world prices (Brooks, 2012).

It is important to note that developed countries and developing countries support their agricultural sectors
with different tools, with varying and differentiated levels of negative spillovers to the outside world (see
OECD 2013b for an overview). The most harmful types of interventions include market price support,
production quotas and seasonal quotas and coupled subsidy payments (see Box 1 for illustrations). In
short they rely on some kind of insulation from world market prices (through the use of Tariff Rate Quota for
example) and/or direct support in the form of subsidies or administered prices. Switzerland maintains an
exceptionally high usage of these tools, including one of the most trade distorting ones (OECD, 2013b)

Box 1: Agricultural support instruments in OECD countries.

Coupled payments are granted to farmers if they produce a specific commodity associated to the payment. As such,
their aim is to promote the production of particular commodities by making the profitability of their production
dependent not only on their market price, but also on the associated amount of payment. Coupled payments thus
encourage production, and may lead to overproduction, bringing down world food prices. Reducing them could benefit
exports and farmers’ income in many developing countries.

Decoupled or direct payments remove the link between a payment and the production figures of a specific
commodity and are therefore believed not to influence production decisions. Generally, countries move from coupled
to direct payments in order to give farmers the freedom to produce according to market demand and reduce
distortions. Whereas decoupled payments are indeed less trade distorting, they still form an incentive for non
competitive farmers to stay in the industry, thus maintaining artificial levels of production and land use for farming,

Export subsidies are calculated to make up the difference between domestic prices and lower world market prices.
They depress world markets, and engender unfair competition for other agricultural producers on their own or on third
markets.

Production quotas are limitations on the amount of a product that can be placed on the market. They are used in
conjunction with import quotas, which restrict the access that third countries enjoy to the Swiss market. Swiss quotas
on meat and meat products for example are auctioned off on a yearly basis and are prohibitive even for the most
competitive African meat exporters (Hoffman, 2014).

Support to the agricultural sector in OECD countries has been the focus of intense attention and
negotiations over the last decades. These most trade distorting policy tools are subject to limits at the
multilateral level (or reduction commitments). Generally speaking, support to the agricultural sector is also
subjected to regular monitoring by the OECD and the WTO."

10 Through, for example, WTO trade policy reviews or Switzerland’s own notifications to the WTO.
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Since different types of domestic support to agriculture are characterized by strong externalities in the way
they impact trading partners, they are subject to disciplines at the multilateral level through the WTO’s
Agreement on Agriculture (AoA) (WTO, 1995). One of the objectives of this multilateral agreement is to
limit the policy space of its various members to apply such tools, in order to minimize these externalities,
while at the same time being conscious of the legitimate objectives these policy tools serve domestically.
Generally, the end goal of these agreements and negotiations is to move towards types of support that
have less of an impact on third countries.

Various policy discussions are relevant from a PCD perspective, ranging from the domestic level,
such as the reform leading to Switzerland’s Politique agricole 2014-2017,"" to the multilateral level, e.g. the
WTO Doha round’s agriculture negotiations. The aim of monitoring domestic level discussion would be to
advocate for forms of support that are least trade distorting. Monitoring multilateral level discussions should
ensure that the governance framework limiting the use of harmful types of domestic support (such as those
listed in the Amber and Blue boxesm) is strengthened, while allowing developing countries to take
measures in support of their own agricultural producers through so-called Special and Differential
Treatment (SDT) provisions.

2.1. Advocating for development-friendly domestic support

OECD domestic support policies can negatively impact the food security situation in developing
countries, inasmuch as they have an impact on international markets (Brooks, 2012). Not all types of
domestic support fit this category, but those that do are widely considered to have negative effects on the
relative competitiveness of developing countries’ producers. The direction of impact depends, among other
factors, on the trade profile of the country and its relationship with the OECD Market in question. Net Food
Importing Countries (NFICs), for example, generally benefit from lower international prices because their
food security situation is highly sensitive to price fluctuations at international level. Naturally these effects
differ in extent depending on the commodity and target group at hand.

There are several ways of gauging the overall amount of domestic support countries provide to their
producers: WTO members’ submissions to the WTO’s Committee on Agriculture, and the OECD’s
Producer Support Estimate (PSE) are considered the main ones. The PSE has the advantage of
aggregating various support tools and measures in a single indicator.” The information provided to the
WTO on the other hand, mainly monitors the compliance with multilateral commitments, and is as such less
suited to gauge the overall scope and extent of an external effect of domestic support.

Generally speaking, trade-distorting support has gradually reduced in OECD countries (Brooks,
2012). This is a welcome trend from a PCD perspective, although the OECD report notes that these
changes are driven by world market tendencies rather than explicit policy changes (OECD, 2013b). This
means that should world prices decrease, this trend could be reversed. This suggests a continuing
rationale for monitoring developments domestically.

" http://www.blw.admin.ch/themen/00005/00044/01178/index.htmli?lang=fr
http://www.wto.org/english/tratop_e/agric_e/negs_bkgrnd13_boxes_e.htm

Note however that the PSE includes indicators on border protection measures. It therefore includes elements of
trade policy and market access described in the section below. http://www.oecd.org/tad/agricultural-
policies/producerandconsumersupportestimatesdatabase.htm
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Switzerland retains a high level of producer support, three times above the OECD average (OECD, 2013b).
The “potentially most distorting support” category of the PSE stands at 43% of total Swiss support to its
agricultural sector — a high figure that has been gradually declining.14 Switzerland ranks as one of the worst
performers in the Centre for Global Development’s (CGD) Commitment to Development Index (CDI) when
it comes to trade-distorting farm subsidies. Switzerland’s move from market price support - generally
considered as trade distorting because of the associated market access implications - to direct payments,
decoupled from production, is seen as positive. The new agricultural policy adopted in 2014 reinforces the
trend towards direct general payments — although it stops short of overhauling many negative aspects of
Swiss agricultural policy such as remaining production related direct payments and price support

(see WTO, 2013).

Currently, Switzerland supports 19 agricultural commodities through coupled or decoupled payments or
administered prices.”® And although Switzerland has discontinued the use of export subsidies in 2010,
export refunds are still provided for in the Swiss legal framework. While Switzerland is currently in the
process of drafting and introducing a new agricultural policy, the WTO concludes that it “does not signal a
change towards more market-orientation of Swiss agricultural policy” and that “most of the direct payments
will continue to have a close link to production and livestock rearing” (WTO, 2013).

Aerni et al (2011) argue that Switzerland could move to a less trade distortive agricultural policy while still
supporting its farming sector by replacing financial support to farmers with support in the form of research
and “coaching” by the federal government. They argue that the high level of support from the Swiss
government is a function of social preferences towards a multifunctional view of agriculture, but note that
current instruments are a reflection of sectoral interest groups. Taking the example of New Zealand’s
agricultural policy reform in the 1980s, sectoral support for such reforms can come from a wish to put the
farmers back at the center of economic decision making, and by having the government providing them
with the tools to optimize their business choices. Brooks (2012) suggests that trade distorting support
policies often miss their own targets domestically, and could be replaced by social safety nets or tools that
help farmers manage risks.

2.2. Multilateral disciplines on domestic support

Agricultural subsidies have been a contentious issue at the international level ever since the inception of
the world trading system. It is currently regulated under the WTO’s Agreement on Agriculture (AoA), which
has the long-term objective of ‘securing substantial progressive reductions in support and protection’. From
a PCD perspective, the AoA is in essence the only binding tool that governments use to manage, monitor
and gradually reduce the negative externalities that their policies have on each other.

For this purpose, the AoA contains domestic support reduction commitments. It determines that the ‘Total
Aggregate Measurement of Support’ (AMS) '® is to be reduced by 20% by developed countries and by
13.3% by developing countries, while no reduction is required for LDCs. Domestic support measures that
have little to no impact on trade, labelled ‘green box policies’, are excluded from the AMS calculation, and

Potentially most trade distorting support is defined by the OECD as “payments based on output and variable inputs
use without input constraints”.

These are: milk and milk products, wheat, maize, barley, oats, sugar beet, oil seeds, bovine meat, meat of swine,
poultry, eggs, potatoes, cider apples, tobacco, grapes, wool, rape seeds and soya beans. See WTO Document
G/AG/N/CHE/47, 49 and 55/ Rev. 1.

The AMS is calculated by multiplying the difference between market price and support price by the quantity
procured.
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thus from reduction commitments. This concerns policies in areas such as research, disease control and
food security. In addition to the green box policies, other criteria for exemption have been determined, such
as support that makes up only maximum 5% (developed countries) or 10% (developing countries) of the
value of production of individual products or, in the case of non-product-specific support, the value of total
agricultural production.17

The AoA indeed makes a distinction between developed and developing countries in line with the Special
and Differential Treatment principle. Developing countries are required lower reduction percentages and
allowed longer implementation periods for domestic support reduction commitments. Within the group of
developing countries, LDCs are fully exempted from domestic support reduction commitments. However,
contention exists on the level to which SDT should be applied and to which countries. Under the current
rules, few developing countries are near their limit on permitted trade-distorting domestic support, but there
are cases of particular countries and particular commodities where the boundaries are hit (such as India).
Therefore, many developing countries argue that the existing flexibility in the AoA does not go far enough.

There has been controversy for example on the extent to which green box policies are indeed “least trade
distorting”, and it appears important to clarify and address these concerns (see ICTSD, 2009). De Schutter
(2011) also contends that Green Box-compatible policies are not reflective of the needs of developing
countries insofar as “policies and services related to farmer settlement, land reform programmes, rural
development and rural livelihood security in developing country Members, such as provision of
infrastructural services, land rehabilitation, soil conservation and resource management, drought
management and flood control, rural employment programmes, nutritional food security, issuance of
property titles and settlement programmes, to promote rural development and poverty alleviation” might not
be eligible for Green Box treatment. He calls for further reflection as to what type of policies of potential use
to developing countries’ food security efforts might need to be included in the Green Box.

De Schutter (2011a) also advocates for making more space for tools such as food reserves and marketing
boards in order to allow the state to intervene in agricultural markets. These recommendations are far from
consensual and came to the fore during the Bali ministerial meeting in 2013 where India sought to relax
WTO rules in order to be able to run its domestic food stockholding program. It is to be noted that from a
food security perspective, there is no easy answer to this case. On one side of the debate De Schutter
(2011) and others contend that such schemes are crucial in order for national governments to achieve the
“right to food” while other WTO members argue that relaxing rules on potentially trade distorting support
could have the effect of allowing larger developing countries to destabilise world markets, at significant cost
to other vulnerable countries.

Such views and negotiating positions are indeed apparent in the longstanding Doha Development Round
of WTO negotiations, which will alter the AoA provisions on domestic support. As indicated above, in the
most recent WTO ministerial conference in Bali in December 2013, agriculture and more specifically
agricultural subsidies proved once again to be a very contentious subject. The negotiators managed to
cover agriculture in the ‘Bali package’ that was agreed, but only after India was allowed a waiver for its
agricultural subsidy programme for food security considerations. Post Bali, it remains to be seen what
permanent solution will be found for India’s waiver and, more broadly, what steps will be taken to curb
agricultural subsidies detrimental to international development, while keeping some flexibility for food
security considerations when needed.

" The 5% limit applies to developed countries, developing countries face a 10% limit.
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3. Trade Policies

Trade policy has a strong bearing on the agricultural sector. From a PCD and food security
perspective, three aspects are particularly important: i) the extent to which developed country markets are
open to agricultural exports from developing countries, ii) the extent to which developing countries have
enough policy space to tackle the specific challenges faced by their respective agro-food sectors and iii)
the extent to which export restrictions are regulated at the multilateral level.

Access by developing countries to developed countries’ markets should be the focus of a PCD
analysis/monitoring, because the easier the access to foreign markets, the more producers and exporters
in developing countries will be able to expand production, attract investment in the agricultural sector and
generate employment and income. Access issues include tariff, and, importantly, non-tariff barriers such as
standards or, to a lesser extent, rules of origin (for processed agricultural products). Private standards are
also becoming an increasingly important factor in de facto determining access to developed country
markets, but since they are privately run there is less leeway for governments to influence them.

Secondly, providing a measure of protection to the agricultural sector can — under specific
circumstances and provided other measures to address supply side constraints are taken — prove to be a
useful policy tool for agricultural development and food security. Developing country governments should
therefore be able to impose a reasonable measure of protection on some sectors should they wish to do
so, as part of a broader effort to boost domestic agricultural production. The general aim of these efforts is
to boost local demand for locally produced products — shifting rents from consumers to producers. These
efforts are likely to fail and have negative consequences on food security if not accompanied by broader
efforts to tackle supply side constraints and improve the business environment (see Alpha, 2006). Specific
policy processes to follow in this regard are bilateral trade agreements and multilateral liberalization efforts.
De Schutter (2011b) also calls for human rights impact assessments of trade (and investment) agreements
to ensure states will not make demands or concessions that will make it more difficult for them, or for other
party or parties, to comply with their human rights obligations. Burgi (2014), for her part, concludes that
current EU impact assessments do not adequately address human rights dimensions.

Thirdly, export restrictions put in place by major agricultural exporters in the form of taxes, bans or
quotas have been criticized as particularly harmful policy measures in times of food price hikes. Developing
countries dependent on food imports are particularly affected by the use of these measures. Current
disciplines on the use of export restrictions are widely considered as being insufficient (Anania, 2013).

3.1. Market Access for developing country agricultural exports

Developed countries still maintain a high level of protection on their agricultural sectors. For Switzerland,
the average Most Favoured Nation (MFN) tariff stands at 31.9% in the agricultural sector, which is,
significantly higher than protection in other sectors (WTO, 2013). Commitments to reduce these rates have
been made at various occasions, most notably at the start of the Doha round, where WTO members
committed themselves to “comprehensive negotiations aimed at substantial improvements in market

access”.'®

'8 Doha WTO Ministerial 2001: Ministerial Declaration.



Most developed countries grant special preference schemes for developing countries: Generalised
Systems of Preferences (GSPs). These schemes are, de facto, the way many developing countries
access developed countries’ markets. Notwithstanding the result of WTO negotiations, GSP tariff rates on
agricultural products are an important tool as developed economies have to provide improved market
access to agricultural exports from the developing world.

It follows that from a policy coherence for food security perspective, an important factor to take into
consideration is whether or not these schemes cover agricultural products of importance to developing
countries’ agricultural exports, and the extent of the preference margin they provide (calculated as the
difference between the Most Favoured Nation (MFN) rate and the preferential GSP rate). Preference giving
countries, such as Switzerland, are largely free to decide what products are included in their GSP schemes
and how they are treated. The more products covered, and the larger the margin provided, the greater the
opportunities for exporters from developing countries to penetrate the Swiss market."®

The EU has three GSP schemes: the Standard GSP, available to developing countries that are not
Upper-Middle Income Countries or High Income Countries; the GSP +, available to “vulnerable” developing
countries; and the Everything but Arms (EBA) available to all Least Developed Countries (LDC). The GSP
excludes some agricultural goods from its coverage, and provides only partial reduction on some of the
other agricultural goods covered. The GSP+ has essentially the same coverage but provides for complete
reduction on the goods covered. EBA provides full tariff reduction on all goods. The average tariff on
agricultural goods under the EU GSP is 12.9%, 9.3% for the GSP+, and 0% for EBA (WTO, 2013).

Switzerland, like the EU, differentiates its scheme according to the level of development of specific
developing countries. LDCs and countries going under debt relief benefit from complete elimination of all
duties on imports into the Swiss market. With regards to the “standard” GSP, available to non-LDCs,
Switzerland only offers very little reductions from the MFN rate on agricultural products: from a 31.9%
average MFN protection rate to 30% under the GSP (WTO, 2013).° Only 36.6% of agricultural tariff lines
are duty free under the Swiss GSP (ibid). 63.6% of these lines have non-ad valorem tariff rates, meaning
that they use a quota system.

From a PCD perspective, it would be important to monitor the nature of agricultural goods excluded under
these schemes, and advocate for their inclusion under the Swiss GSP. Evidence exist that some of the
quota systems used by Switzerland act as powerful barriers to developing countries agricultural exports.
For example, Hoffman (2014) notes that, when it comes to exports of beef to Switzerland “quotas (...)
auction price is so high that it acts as an internal non-tariff barrier that is in many cases as high or even
higher than the tariff that the EU market imposes”. At first sight, there is an opportunity to expand this
coverage and its depth without compromising exports from LDCs.

Standards, private and public, are one of the greatest barriers for developing countries’ agricultural
exports.21 Developing country exporters are often unable to meet those standards and are thus denied
export opportunities. This includes the minimum standards applied, the frequency and duration of
inspections and the costs of inspections, which Goodison (2014) has identified as a major constraint for
ACP agricultural exports to the EU for example. Unlike under recent bilateral FTAs, GSP schemes do not

' Note however that competition on the Swiss market might have more to do with quality of the product rather than

price (UNCTAD, 2013a).

Using the WTO definition of agricultural goods.

Rules of origin, in the case of processed products can be an issue as well but they are generally regarded of lesser
significance to agricultural exports since agricultural products are almost by definition originating from the exporting
territory.

20
21
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include provisions for dialogue on these standards — which often results in the impositions of standards that
are costly for exporters, or incompatible with domestic production methods. The way these standards are
developed could pay more attention to the specific challenges that developing country exporters face.

Countries are largely free to set the level of standards they deem fit, provided they do not constitute
“hidden” forms of protections and that they are based on scientific principles. The FAO’s and WHO’s Codex
Alimentarius indirectly sets the global norms and standards when it comes to Sanitary and Phytosanitary
(SPS) standards. Further, in order to promote transparency and reduce trade disruption, new standards are
to be notified to the WTO’s SPS committee.

Finally, private standards, such as the ones used by retail chains in the EU, have come to the fore in recent
discussion at the WTO. Members have tried to address the topic by coming up with a definition of what
these standards entail, yet according to the WTO, these have so far been largely unsuccessful.”?

3.2. Developing country protection from agricultural imports

The issue of using agricultural protection as a development tool is controversial because it can lead to
higher consumer prices and deteriorate the overall food security situation of the home country. However,
provided that it is used as part of an overall agricultural development strategy it can prove to be a powerful
tool for agricultural development. Trade negotiations, bilateral and multilateral, can limit the ability of
developing countries to use trade policy to insulate producers from competition or price fluctuations.
Typically, trade negotiations such as the WTO round or the EPA negotiations with the EU introduce some
kind of flexibility for developing countries.

The Doha Ministerial declaration of 2001 for example recognized that “ special and differential treatment
for developing countries shall be an integral part of all elements of the negotiations and shall be embodied
in the schedules of concessions and commitments (...) to enable developing countries to effectively take
account of their development needs, including food security and rural development.”*

Protection can prove an ineffective and counterproductive policy tool: there is no guarantee that supply will
pick up in response to an increase in demand resulting from increased protection. Focusing on supply-side
constraints (marketing, infrastructure, inputs, etc.), can be a much more effective strategy. In cases where
production does not pick up after an increase in protection, the result could be an increase in price levels and
thus result in increased food insecurity. There are further political economy issues that can arise from a
protectionist policy — namely that it becomes a permanent feature of a country’s policy arsenal because of
political dynamics.

Introducing time-bound protection measures combined with supply side intervention however can be a
legitimate policy choice (Alpha et al, 2006). The issue from a PCD perspective is therefore to ensure that
during multilateral and bilateral trade negotiations, developing countries retain some leeway in setting their
tariff levels. This includes special agricultural safeguards, import licensing arrangements, Tariff Rate
Quotas, variable and seasonal tariffs — which are also used by the EU and Switzerland.

For Switzerland, this would include an analysis of potential competitive threats to the productive
agricultural sectors of countries it negotiates bilateral agreements with. Such an assessment would have to

22

" http://www.wto.org/english/news_e/news14_e/sps_25mar14_e.htm

http://www.wto.org/english/thewto_e/minist_e/min01_e/mindecl_e.htm
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be done on a case-by-case basis, taking the negotiating partner’s concerns and domestic priorities into
account, and in consideration of other instruments such as bilateral safeguards that the agreement would
most likely contain. In the case of the EU, for example, this was done to some extent by introducing the
principle of asymmetry in EPA negotiations — ACP countries were free to exclude 20 to 25% of goods from
liberalization. In some countries of the Southern Africa EPA group however, the issue of special safeguards
for agricultural products is a controversial one. Switzerland, in its only FTA with a region comprising several
LDC (the European Free Trade Area — South African Customs Union FTA) has a broad-based safeguard
clause allowing for the temporary restriction of imports or exports for food security purposes.24

3.3. Strengthening multilateral disciplines on agricultural export restrictions

Several countries have taken steps to restrict export of agricultural products during the agricultural price
spikes of 2007 and 2008. These restrictions aim to insulate the domestic market from high international
prices. From a purely national standpoint, restrictions can be understood as rational, temporary emergency
measures to be lifted once international prices return to their “normal levels” (Anania, 2013). From an
international point of view however, export restrictions have the effect of further driving up international
prices and of increasing volatility (see FAO et al, 2011). Moreover, once a large exporter implements
export restrictions, there are strong incentives for others to follow suit. Poorer developing countries
dependent on food imports are particularly at risk of suffering disproportionately from the effect of these
restrictions.

The 2007-08 food price crises made it clear that there currently is an apparent lack of strong multilateral
discipline at the WTO on these matters. Switzerland proposed at the WTO the elimination of all export
restrictions on agricultural products and the binding at zero of all export tariffs (with a flexibility clause for
LDCs). This is praiseworthy, as current disciplines on export restrictions do not cover export taxes and the
language permitting the use of other kinds of restriction can be interpreted very widely. Anania (2013)
discusses various ways of addressing these regulatory shortcoming, and concludes that an agreement
outside of the WTO framework would lack enforceability. Bureau and Jean (2013) however note the lack of
political will to come to such an agreement on the use of export restrictions. The European Commission, in
its Trade, Growth and Development communication (EC, 2012b) also mentions export restrictions as
something in need of more action at the multilateral level. Several G20 summits have also addressed the
issue of export restriction, and have included commitments on their reductions. The strongest commitments
were taken in 2011 when the G20 Summit in Cannes announced it would work towards exemption of
goods destined to the World Food Programme (WFP) from export restrictions.

4. Land grabbing and responsible investment in
agriculture

There is an increasing trend of Foreign Direct Investment (FDI) in the agricultural sector in developing
countries. Particularly many resource abundant low-income countries have recently witnessed a growing
foreign agricultural investment inflow. Even though agricultural investment generally represents less than 5
percent of total FDI (FAO, 2013b), it is part of an upward trend in FDI. In the most recent World Investment

* See http://www.efta.int/media/documents/legal-texts/free-trade-relations/southern-african-customs-union-

SACU/EFTA-SACU%20Free%20Trade%20Agreement.pdf
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Report of UNCTAD, the agricultural sector was identified with prospects for a further increasing share of
FDI, particularly in Africa and Asia.®

Switzerland is an important player in this respect, ranking in the top 10 of the world’s investor economies,
measured by the value of outward FDI (UNCTAD, 2013b). Swiss transnational corporations in 2009
employed about 2.6 million people outside of Switzerland, of which 750.000 in developing countries. A
quarter of total Swiss outward FDI stocks was located in developing countries (UNCTAD 2011b).

While FDI cannot be expected to become the main source of capital, it can potentially generate various
types of benefits for the agricultural sector of the host country and its food security situation. Foreign
investments in agricultural value chains in developing countries can significantly contribute to the reduction
of poverty, hunger and malnutrition by improving livelihoods and employment opportunities, leading to
increased purchasing power and higher tax revenues for the state to improve public service provision. Host
countries may also benefit through enhanced skills and technology transfer (Gerlach & Liu, 2010).
However, the benefits of agricultural investments do not come about automatically and foreign investments
can also lead to undesirable outcomes such as rising inequality, erosion of labour standards and land
degradation (Te Velde, 2001; Wimberley, 1991; Cotula et al, 2009).

The issue of ‘land grabbing’ is one of the most contentious aspects of agricultural FDI. Land
grabbing refers to the issue of large-scale transnational land acquisitions by multinationals, investment
funds and sovereign wealth funds. While the question of agricultural investment is much broader than land
acquisition and many investment projects do not involve the transfer of control over land, this increasing
international flow of funds directed towards large-scale land acquisitions has received most attention.
(FAO, 2012b). De Schutter has indicated in this regard that preventing land grabbing is crucial for food
security (De Schutter, 2010a). There is little empirical data about the actual magnitude of this
phenomenon. The Land Matrix indicates that the scale of foreign investments in agricultural land is
smaller than what the media headlines suggest and they are dwarfed by local land investments (World
Bank, 2010)26, but it is important in size nevertheless and has increased over the past decade (FAO,
2013b).27 The surge can be attributed partly to the 2007-2008 boom in food prices, which prompted
investors to seek opportunities to secure food supplies. Biofuel initiatives have also been identified as a
significant driver, as it encouraged large-scale land acquisitions for biofuels production (Matondi et al
2012).

There is conflicting evidence about how FDI really affects food security. Studies like Wimberley (1991) and
Mihalache-O’Keef & Li (2011) show a negative impact of FDI in the agricultural sector on food security
through increase in food prices and decline in domestic food supply as it crowds out domestic farms/firms
and many foreign investors focus on production for exports, while an FAO simulation for Sub Saharan

% Developing countries increasingly act not only as countries of destination but also as source countries. This

particularly holds true for Asian emerging economies (UNCTAD, 2013).

® An agricultural land acquisition survey of the World Bank (2010) estimated that domestic investors were responsible
for 80% of the land transactions in the surveyed developing countries. Although the average area covered by the
transactions was smaller than that of foreign investments, domestic investors still accounted for 60% of the total
acquired area.

The Land Matrix is a partnership that systematically collates information on large-scale land acquisitions from
media reports, international NGOs and academics. See www.landmatrix.org. It identified 1217 agricultural land
deals in developing countries, accounting for in total over 83 million hectares of land over the period 2000-2012.
However, it is estimated that the area concerned by transactions that it judged as reliable (i.e. cross-checked with
other sources) accounts for only 39.3 percent of this area. This is a total area as large as 2.2% of all land used for
crop production worldwide, as that totals over 1.5 billion hectares (FAO, 2013c). In terms of destination of FDI, the
Land Matrix indicates that Africa is the most targeted region, with land deals covering 56.2 million hectares,
compared with 17.7 million hectares in Asia, and 7 million hectares in Latin America. See www.landmatrix.org.
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Africa (Rakotoarisoa, 2011) shows that this will be compensated by increases in factor returns and
employment, thus increasing net income and food consumption.28

Lack of reliable, detailed information and the complexity of the matter, has meant that impact assessments
have mainly relied on case studies. FAO (2013b) case studies found evidence that FDI in specific cases
contributed to increases in agricultural production and yields, diversification of crops and the adoption of
higher standards. The country studies show that transfer of technology takes place, but is generally lower
than the level announced by investors. There was evidence of negative environmental impacts, mainly due
to the intensification of production generated by the investment, which puts higher pressure on natural
resources. World Bank (2010) case studies illustrate that in many instances foreign investments involving
large-scale land acquisitions have contributed to loss of livelihoods. Problems have included displacement
of local people without proper compensation and, similar to the FAO case studies, generation of negative
environmental externalities.

While evidence is inconclusive, case studies do show that impacts are diverse and depended on a range of
factors related to the policy context and business models used. The studies suggest for example that land
management is crucial. The disadvantages of investments involving large-scale land acquisitions often
outweigh the few benefits to the local communities in countries where land rights are unclear and insecure.
The negative impacts then include the displacement of local smallholders with inadequate or no
compensation, the loss of grazing land for pastoralists, the loss of income for local communities, and in
general, negative impacts on livelihoods due to reduced access to resources (FAO, 2013b).

This shows that the role of governments is important as they can create a favourable environment for
inclusive and sustainable agricultural investments. Host and source countries can seek to maximize the
benefits of foreign investments for food security while minimizing negative effects. Governments can
design and implement policy measures to promote sustainable business conduct (supply side), inform and
incentivize citizens to adhere to sustainable consumption patterns (demand side, indirectly informing
investment decisions) and monitor progress.

What policy initiatives and discussions at EU and international level can shape how FDI works for global
food and nutrition security? Three broad issues of importance are examined in the following sections:

i) compliance with social and environmental standards;
i) host countries’ policy space versus foreign investor protection;
iii) public-private collaboration for food security.

Initiatives related to tax and financial transparency are also relevant, as effective taxation holds the
potential of capitalizing on inflows of FDI. However, this policy area is not discussed in this section, as an
earlier PCD dossier in this series has been dedicated to that topic (Knoll et al, 2013). Transparency issues
also feature in the next chapter, in particular in Section 5.1, which highlights efforts to enhance
transparency of commodity trading.

% The FAO study makes no differentiation among household groups.

12



4.1. Compliance with social and environmental standards

Although many multinational companies have developed Corporate Social Responsibility (CSR) policies,
accusations of human rights violations remain commonplace. Research has shown that the extractive
industry has been most accused by human rights organisations of violations, followed by the food and
beverage industry (United Nations, 2006). Key accusations in the latter sector relate to issues regarding
land tenure, labour rights and access to water. Most reported violations take place in countries in the South
with weak institutions.

International efforts and initiatives to encourage multinationals to adhere to CSR principles have
intensified over the past few years. Examples of general frameworks include the UN Global Compact
launched in 2000 to advance sustainable business models and markets, the UN Guiding Principles on
Business and Human Rights endorsed in 2011 and the OECD Guidelines for Multinational Enterprises first
adopted in 1976 and last updated in 2011.

A number of more specific frameworks seek to guide investments particularly along agricultural value
chains. A United Nations Inter-Agency Working Group composed of FAO, UNCTAD, IFAD and the World
Bank have jointly developed the Principles for Responsible Agricultural Investment that Respect
Rights, Livelihoods and Resources (PRAI) in 2010 and 2011. The United Nations Committee on World
Food Security adopted in 2012 the Voluntary Guidelines on the Responsible Governance of Tenure of
Land, Fisheries and Forests in the Context of National Food Security (VGGT). Switzerland, together
with EU Member States, participated actively in the negotiations of these guidelines. While the guidelines
recognize that investments are essential, they recommend safeguards to be put in place to protect
customary tenure rights, strengthen food security and take environmental considerations into account.

Building on the PRAI and VGGT, the Committee on World Food Security is currently in the process of
developing Principles for Responsible Agricultural Investment in the Context of Food Security and
Nutrition for which regional consultations have been held in the period November 2013 - February 2014
and that are expected to be adopted in the course of this year. Substantive issues discussed in this
process, and which therefore emerge as core elements of the framework to ensure responsible agricultural
investments, are the following:

- respect for tenure of land, fisheries and water;

- conservation of natural resource and contributions to climate change adaptation and mitigation;

- gender equality and women’s empowerment;

- engagement and empowerment of youth;

- respect for cultural heritage and traditional knowledge;

- promotion of safe and healthy productive systems;

- establishment of systems to review impacts and ensure accountability and transparency.

Policy coherence as such is also a topic of discussion and its importance is explicitly stressed in the draft of
the principles under negotiation (Committee on World Food Security, 2014). Underlying contentious issues
in the negotiations are divergent views on the importance of different types of agricultural investments
(large-scale investments versus smallholders) and the role of the state (limited to creating an enabling
environment versus a more interventionist approach to support smallholder investments).29

# see for example the Civil Society Position on the first draft of the CFS responsible agricultural investment

principles, http://www.csm4cfs.org/files/SottoPagine/118/csm_position_rai_first_draft_12_may_2014_en.pdf
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The EC Communication on Corporate Social Responsibility presents an EU agenda for 2011 — 2014,
to promote CSR and includes measures to ensure policies to promote CSR are fully consistent with
international standards as well as to address CSR in established dialogues with partner countries and
regions (EC, 2011). The Commission has committed to work with EU Member States, the private sector
and other stakeholders to jointly prepare a progress report and organize a review meeting by mid 2014 on
the implementation of this agenda. The level of ambition and degree of traction of the communication is
however very low, following a lobbying efforts by the private sector, particulary on the issue of labour
standards — as such, no binding commitments are in place for EU countries or companies on CSR.

This renewed CSR policy gives greater attention to human rights, which include, even though not explicitly
mentioned in the Communication, the right to adequate food. This has been informed by the UN ‘Protect,
Respect and Remedy’ Framework for better managing business and human rights challenges, developed
by Professor and UN Special Representative John Ruggie. It builds on three pillars: (i) the State duty to
protect human rights against abuses by third parties, including corporations, through appropriate policies,
regulation, adjudication and enforcement measures; (ii) the corporate responsibility to respect human
rights, meaning to act with due diligence to avoid infringing on the rights of others; and (iii) greater
accessibility of victims to effective remedies, both judicial and non-judicial.

A study in 2009 and 2010 (Augenstein, 2010) revealed that the existing European legal framework already
contributed in some respects to the implementation of the UN framework on business and human rights.
For instance, a number of alleged human rights violations committed by European corporations outside the
European Union have been brought to European courts. At the same time, it pointed out legal gaps and
policy incoherencies to tackle. It noted for example that third-country victims of corporate human rights
violations could encounter significant obstacles in obtaining effective redress both in the third country and
in the EU. Beyond recommending the EU to tackle legal issues, the study argued for enhanced political
dialogue with third countries and regions to discuss business and human rights issues. The study’s
recommendations could inform the response of the Swiss Federal Council to the request of the parliament
to develop a strategy to apply the Ruggie framework in Switzerland.

A mix of ways to promote the Ruggie Framework and, more generally, corporate social responsibility and
sustainable agricultural investments, as applied by the EU and its Member States (Steurer et al, 2008), for
possible inspiration of Switzerland, is to:

. Raise awareness among companies and other stakeholders. This includes information provision,
training and giving out awards. The Knowledge and Information Centre on CSR in the Netherlands,
called “MVO Nederland” is an example of an institutional structure created to specifically take on this
task;

. Strengthen monitoring and complaints mechanisms. This includes support to assess the
(aggregate) impact of foreign agricultural investments on third countries, stricter reporting
requirements for transnational companies on non-financial indicators and putting in place accessible
complaint mechanisms.

. Lead by example. This includes public procurement procedures that require respect for human
rights and certain environmental, social and fiscal standards. Companies receiving state support
when venturing abroad (e.g. state guarantees) could be asked for the same, as announced in the
European Commission’s communication on the role of the private sector in achieving inclusive and
sustainable growth in developing countries (EC, 2014). Furthermore, state enterprises could be
required to be consistent with those standards when investing or promoting investments abroad.

14



Civil Society Organisations generally consider internationally accepted investment principles and
guidelines welcome tools to seek to make policies that impact on agricultural investment more coherent
with global food and nutrition security objectives,.30 However, what curbs their influence is that they are
largely voluntary and that few tools exist to enforce abidance.®’

4.2. Host countries’ policy space versus foreign investor protection

Investment conditions are agreed between (groups of) countries to facilitate FDI. This is done at
international level in the context of the WTO and bilaterally between (groups of) countries through bilateral
Free Trade Agreements (FTA) and Investment Treaties (BIT). FTAs can contain an investment chapter that
lies down the terms of market access of investments and BITs entirely focus on the promotion and
protection of foreign investment. The investment provisions generally guarantee certain standards of
treatment for foreign investors. If not designed with appropriate safeguards, this can constrain the host
countries’ policy space to regulate investments and to impose measures that it deems necessary to pursue
food security objectives.

At international level the WTO Agreement on Trade-Related Investment Measures (TRIMS Agreement)
contains limitations to the measures a country can take to restrict foreign investments, some of which can
be relevant to food security. It bans the use of local content requirements, manufacturing requirements,
trade balancing requirements, domestic sales requirements, technology transfer requirements, export
performance requirements, local equity restrictions, foreign exchange restrictions, remittance restrictions,
licensing requirements, and employment restrictions. Exceptions are however permitted for developing
countries by virtue of their economic development needs.

WTO members have not been able to address investment policy in a comprehensive manner, following the
failure to obtain an agreement at the Ministerial Meeting in Singapore in 1996 and failed efforts to address
it in the Doha Development Round.** As a result of the failure of the multilateral system to address the
issue it is primarily left to bilateral FTAs and BITs to cover it.>

Concord claims that many bilateral investment agreements are biased in favour of investors’ rights. It
argues that without rebalancing rights and duties of investors, there is a risk that important measures taken
by governments for example to ensure public service provision, to protect the environment, and to
strengthen food security, could be subject to litigation through the investor-to-state dispute settlement
clauses (e.g. CONCORD, 2012). Others have also claimed that international investment protection
standards can constrain host states’ regulatory powers (see for example ETUC 2013; Heri et al 2011).

The 2012 EC Communication on Trade, Growth and Development reveals in this sense the EU’s
intention to improve FDl-related instruments in EU FTAs to help build an enabling environment for

%0 See for example Concord. 2013; and FIAN. 2012.

¥ To enforce abidance, states and groups of states can decide to transcribe voluntary standards into national
legislation. For example, many of the voluntary guidelines and principles discussed seek to promote transparency
of private sector activities and the Markets in Financial Instruments Directive (MiFID) of the EU contains actual
mandatory transparency requirements for certain companies, see also Section 5.1.

The relationship between trade and investment was initially part of the Doha Development Agenda as one of the
four “Singapore Issues”- it was dropped from the Doha Agenda in the July 2004 package.

The Lisbon Treaty that entered into force in 2009 has shifted the power to negotiate bilateral investment provisions
with non-EU states, from the EU member states to the Union. EU Member States still have a large network of pre-
Lisbon Bilateral Investment Treaties that remain in force, but new EU- wide investment treaties will eventually
replace BITs between the EU Member States and third parties.
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business, while preserving ‘the right of countries to regulate and to enter limitations and restrictions’ (EC,
2012b). Literature indicates that possible ways to do so include furthering the reduction of asymmetries
in negotiation capacities. Furthermore, preambles to investment agreements often focus on investment
promotion and protection as the main aim of the agreement, so efforts could be undertaken to ensure that
the preamble of investment treaties reflects human rights and developmental policy objectives like
sustainable development, environmental protection or raising living standards.* Uncertainty about
provision interpretations carries the risk of governments refraining from taking policy measures for fear of
triggering international arbitration, so vague language that creates uncertainty about the breadth of
investors’ protection is to be avoided (Peterson, 2004).

The UNCTAD World Investment Report 2013 notes a trend in recent years in this direction. An assessment
of recently concluded investment agreements revealed an increased use of sustainable-development-
oriented features. In total 12 out of 17 analysed agreements concluded in 2012 refer to the protection of
health and safety, labour rights, environment or sustainable development in their preamble; 10 specify the
possibility of exceptions on agreement provisions for issues like the protection of human, animal or plant
life or the conservation of natural resources and 7 contain clauses that explicitly state that parties should
not relax health, safety or environmental standards to attract foreign investments. The analysed
agreements also show increased attention for preserving regulatory space for public policies or minimize
exposure to investment litigation. They include provisions that define a narrow scope of the agreement
(e.g. by excluding certain assets from the definition of investment); that provide details on fair and equitable
treatment or indirect expropriation; that carefully regulate access to Investor-State Dispute Settlement
(ISDS)35 or leave ISDS out altogether.

As regards ISDS, investment agreements indeed increasingly specify particular aspects of arbitral
proceedings, for example the requirement for investors to first pursue local remedies (judicial or
administrative) in the host state for a certain period of time, before being granted access to international
arbitrage rules and forums, such as the International Centre for the Settlement of Investment Disputes
(ICSID) and the United Nations Conference on International Trade Law (UNCITRAL).36 ISDS provisions
related to greater transparency of the arbitration process, e.g. specifying the extent and timing of
disclosure of information on ISDS cases, are also increasingly included.*” Other ISDS provisions concern
matter like the selection of arbitrators to ensure their independence, the distribution of arbitration
costs and legal fees and early dismissal of frivolous claims (UNCTAD, 2014).

% The stated objectives in the preambule have an important impact on the interpretation of treaty provisions and the

treaty’s application in case of disputes between foreign investors and host states.

Examples are clauses that limit provisions or policy areas that are subject to ISDS or that restrict the allotted time
period within which claims can be submitted to the ISDS mechanism.

The ICSID Convention and the UNCITRAL Arbitration Rules are the two sets of rules that are most often mentioned
as possible forums for ISDS in investment agreements. The majority of known investor-State disputes have been
arbitrated under these two set of rules, which also feature in investment agreements concluded by Switzerland.
ICSID by July 2012 had launched 390 investment dispute cases, of which 6% in area of water sanitation and food
protection and 5% in area of agriculture, fishing and forestry. Source:
https://icsid.worldbank.org/ICSID/FrontServlet?requestType=CasesRH&reqFrom=Main&actionVal=ViewAllCases
Efforts have also been made in recent years to enhance transparency of investor-State disputes under the
standard ICSID and UNCITRAL arbitration rules. A set of improved transparency rules under UNCITRAL was
agreed in 2013, which for example now allow for non-parties to attend oral hearings and publication of key
arbitration documents. These rules apply only to disputes under investment agreements concluded on or after 1
April 2014, unless parties to specific older agreements separately agree to their application to these existing
agreements. Civil society organisations flag that transparency issues remain, e.g. consent is needed of the parties
to publish awards and there is no explicit mechanism for amicus curiae submissions (meaning that a court may
hear non-parties informally in order to seek to facilitate its data collection (UNCTAD, 2014). Elements of standard
arbitral rules like ICSID and UNCITRAL can be overruled by specific provisions in investment agreements.
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This seems to correspond with the state-of-affairs and trend of bilateral investment agreements concluded
by Switzerland. Switzerland has bilateral investment agreements with a large number of countries,
including over 20 LDCs. Most are silent on human rights and sustainable development objectives and food
security. However, the recent agreement with Egypt that entered into force in 2012 does mention in its
preamble the aim of “sustainable development of both states”. It also provides space for safeguard
measures with regard to capital movement in case of difficulties in relation to the countries’ monetary or
exchange rate policy. It still contains nothing specific on human rights and food security concerns. It is
more elaborate on investor-State dispute settlement procedures than earlier concluded Swiss investment
agreements as it contains the requirement for investors to submit the dispute to domestic administrative
procedures of the host country for 6 months before allowing submission to an international arbitral tribunal
such as ICSID and specifies procedures for the appointment of arbitrators.*®

There is a window of opportunity to strengthen the development dimensions (incl. food security), attention
for policy space and ISDS procedures in new investment agreements in Switzerland and beyond. Between
2014 and 2018, at least 350 BITs worldwide will reach the end of their initial duration (UNCTAD, 2013b).

4.3. Public - private collaboration for food security

In addition to government-to-government BIT and FTAs, governments increasingly engage with
international business directly to leverage private sector activity for development objectives. In this
spirit, the signatories of the Busan Partnership for Effective Development Cooperation in 2011 called for
more public-private collaboration.®® In the same vein, the EU ‘Agenda for Change’ adopted in 2012
stressed the need to develop new ways of engaging with the private sector to increase the impact of EU
development cooperation (Council of the European Union, 2012). The European Commission has issued a
communication in May 2014 that further clarifies how this will be operationalized. The Communication
refers to the (European and local) private sector as a partner in development cooperation. It specifies that
“European companies can contribute to enterprise development in partner countries by integrating local
micro-, small- and medium-sized enterprises into their supply chains, especially in the agriculture and agro-
food sectors, as well as through transfer of technology including eco-innovations or renewable energy
solutions” (EC, 2014).

Such private-public collaboration can take the form of multi-stakeholder alliances for coordinated action
and structured dialogue. An existing example in the agricultural sector is the New Alliance for Food
Security and Nutrition, which emanated from the G8 Camp David Summit in May 2012. The New Alliance
is designed to build on the African-owned Comprehensive African Agriculture Development Programme
(CAADP), which was established in 2002 as the agricultural component of the New Partnership for Africa’s
Development (NEPAD) and joined forces with the Grow Africa partnership platform initiated by the World
Economic Forum. It takes the shape of Cooperation Framework Agreements, which cover pro-poor policy
reform commitments by African governments, intended investments by private companies for inclusive and
sustainable agricultural value chain development and development partners’ engagement to align support
to country-led CAADP plans. The New Alliance has been rolled out in ten African countries, notably Benin,
Ghana, Ethiopia, Tanzania, Cote d’lvoire, Burkina Faso, Nigeria, Senegal, Malawi and Mozambique.

¥ Most investment agreements concluded by Switzerland with third countries are available at

http://www.seco.admin.ch/themen/00513/00594/04638/index.html?lang=en
http://www.oecd.org/dac/effectiveness/fourthhighlevelforumonaideffectiveness.htm
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A question that is heavily debated is to what extent the New Alliance effectively contribute to sustainable
development and food security. Does it benefit vulnerable groups, like the smallholder farmers, or does it
primarily serve the interests of large international agri-businesses, such as the Swiss company Syngenta
that is affiliated? Former UN Special Rapporteur on the Right to Food De Schutter has indeed noted that
smallholders form a vulnerable group amongst other things because of the increased competition for the
resources on which they depend and the pressures of industrial agriculture (De Schutter, 2014). The NGO
Alliance of Food Sovereignty in Africa criticises the New Alliance in this regard, pointing out that the
governments’ pledges under the cooperation frameworks are skewed towards the interests of international
and large-scale businesses. Commitments include land-law revisions to facilitate long-term land leases for
commercial investors and easing of tax laws.”® An analysis by ONE, of the companies’ investment
intentions under the cooperation frameworks shows a different picture. It indicates that, contrary to the
common perceptions, many African firms are involved, including a considerable number of Small and
Medium Enterprises. It also states that most investors infend to include smallholder farmers in sourcing and
production. The organisation does point to the key challenge to transform intentions into results and
monitor those in a transparent way (Hong, 2013).

Moving beyond structured dialogue between the public and private sector such as provided by the New
Alliance, public-private collaboration can also involve co-funding to promote sustainable FDI in
agriculture. In this spirit, the recent European Commission Communication on the private sector and
development highlights the importance of blending loans and grants and indicates that a considerable
share of EU support to private sector development could be allocated to financial instruments such as
loans, guarantees, risk-sharing instruments and equity or quasi-equity instruments, which can also be
considered by Switzerland (EC, 2014)."’

5. Food price volatility: speculation in commodity
markets and biofuels

Whereas many governments and institutions continue to see food security as a matter of supply and
demand, the 2007-08 food price crisis evoked an emerging narrative that increasingly interprets hunger as
a matter of access, rather than availability. Global food insecurity is in this sense as much an issue of
physical scarcity as it is an issue of pricing mechanisms and power imbalances in the food and agricultural
market system.

Higher and more volatile food prices can lead to reduced, more variable and more uncertain real income
levels. Food price volatility is therefore likely to lead to food insecurity and malnutrition of vulnerable
groups, as well as pushing people into (deeper) poverty, often with permanent results as cuts are to be
made in expenditure on healthcare and education. Whereas the impact of volatility is clearly negative for
consumers, food producers and other stakeholders along the agro-food value chain also face risks in case
price drops occur. Only producers operating on a sufficiently large scale can in these cases carry the
losses. As such, price volatility, different from simply rising food prices, affects net consumers and many
net producers (mostly smallholders) negatively (FAO et al., 2011).

4 For an overview of host country reform commitments under the G8 New Alliance framework, please see:
http://www.theguardian.com/global-development/interactive/2014/feb/18/g8-fight-future-african-farming-interactive
http://www.cgdev.org/initiative/commitment-development-index/index.
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The 2013 FAO flagship report on The State of Food Insecurity in the World offers a more nuanced
assessment of the actual impact of food price volatility on food security. Based on newly available
data, the report finds that large swings in primary food prices translate only to a limited extent and with a
time lag of a couple of months into higher consumer prices. Surges in food prices were therefore much
more muted at consumer level than those experienced by agricultural producers or at the level of
international trade. Secondly, there seem to be surprisingly little differences in regional price transmission,
with the one exception of Eastern Africa where price transmission is high. Consumers in that region have
been more exposed to price swings in primary food goods than consumers elsewhere. In these countries,
price volatility at global and regional level can reduce citizens’ purchasing power considerably and thus
their ability to meet their basic food needs (FAO, 2013a: 13-14).

Price volatility is to some extent natural to agricultural markets, due to climatic shocks and market
fluctuations. Over the past decade however, food prices started to increase dramatically, and have become
increasingly volatile. A critical peak was reached in 2007-2008 when food prices reached their highest level
in thirty years. Afterwards, in 2009 they fell sharply, only to peak again in 2010-2011 (HLPE, 2011). The
OECD-FAO Agricultural Outlook projects that future agricultural prices will remain historically high and
continuously volatile, particularly if food stocks and reserves in major producing and consuming countries
remain low (OECD-FAO, 2013). The persistence of high and volatile prices shows that different driving
factors are at work simultaneously. The relative weight of different factors remains subject to discussion.
The UN’s High Level Panel of Experts on Food and Nutrition Security (HLPE) identified in 2011 three
possible causes for international food price volatility, notably trade policies (see Section 3), speculation and
demand elasticity42, the latter mainly induced by increased worldwide demand for agro-fuel crops.

5.1. Speculation in commodity markets*?

From a PCD perspective, more transparent and better-regulated commodity markets can help constrain
extreme price volatility. The debate on food price volatility in the EU and globally has focused on whether a
perceived lack of regulation in financial markets causes more volatility, and if so, what type of legislation
should be introduced to address this. Current approaches revolve predominantly on the principles and
guidelines outlined by the G20 and focus on improving transparency and reporting, regulating OTC trade,
establishing position limits and, though to a lesser extent, strengthening the powers of regulatory
authorities and improving international cooperation.44

5.1.1. Food Price Volatility and commodity market speculation

Financial speculation on food commodity markets is the most controversial factor underpinning
increasingly volatile food prices. While macroeconomic factors - including high oil prices, increasing
demand from the biofuel industry, decreasing food reserves and fluctuations in demand and supply —
certainly play a role, they alone do not offer a sufficient explanation for the recent increase and volatility of
food prices. Some therefore believe that only speculative behavior on global commodity markets can

2 The elasticity of demand measures the extent to which demand responds to an increase in prices while other

determinants of demand remain constant.

This subsection complements and further elaborates the part on ‘Finance and Competition’ of the Commodities
chapter in Knoll et al., 2013, albeit with a targeted focus on food security and agricultural commodities.

For an explanatory summary on the functioning of commodity markets and how they affect world food prices,
please consult Annex 1.
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explain such price spikes and point to financial actors increasingly moving into agricultural commodity
markets to bet on future (estimate) prices of these commodities (Lagi et al., 2011).*

A sharp increase of financial speculation for agricultural commodities was indeed noted around the time of
the 2007-08 crises, yet there is considerable disagreement among analysts about the role of financial
speculation as a driver for food price volatility (FAO, 2012). This absence of academic consensus is
largely due to a lack of definite proof in the one or the other direction caused by a lack of adequate
definitions and reliable information (Ulysses, 2013).

On the one hand, there are analytical studies and literature surveys that find little scientific evidence that
increased speculative capital in commodity futures markets impact on spot prices in the mid to long term. In
their view, speculators simply respond to basic fundamentals in terms of changes in supply and demand
conditions and in fact provide greater liquidity to markets. As such, there is a tendency to argue that index
funds trading have a stabilizing effect on price volatility, particularly for cereal prices. Additionally, some
commodities that are not traded on futures markets have also witnessed increased volatility. Finally, it is
recognized that increased speculation may lead to more short-term volatility, yet this does not affect food
prices at household level. (Ederer et al. 2013; Heumesser and Staritz, 2013; Meijerink et al., 2011; Shutes
and Meijerink, 2012).

On the other side of the academic spectrum, analysts point to the correlation between increased
speculation and food price volatility. These researchers argue that the financial deregulation in derivatives
markets has allowed for an increase in cash flows in commodity markets from institutional investors (e.g.
pension funds) through commodity indexes as a strategy for portfolio diversification. The increasing
domination of financial, rather than commercial, actors in agricultural commodity markets would therefore
increase the likelihood of excessive short-term price fluctuations and increasingly diverge from the actual
spot market price (Cordier and Gohin, 2012; Henn, 2013; Lagi et al, 2011; UNCTAD, 2012). Also, recent
research at the Osterreichische Forschungstiftung fiir Internationale Entwicklung (OFSE) questions in how
far commodity futures markets still play their fundamental roles of hedging and price discovery tools
(Ederer et al., 2013; Heumesser and Staritz, 2013).

The absence of academic consensus is further complicated by i) inadequate analysis of the advantages
of increased speculation on futures markets (UNCTAD, 2011a) and ii) the different actors involved. The
latter point is particularly relevant since the traditional divide between ‘typical speculators’ such as financial
investors on the one hand and commercial operators or ‘hedgers’, has become increasingly blurred. Big
commodity traders for example, such as Archer Daniels Midland, Bunge, Cargill and Louis Dreyfus (the so-
called ABCD companies), have seized an increasingly important role in the overall financialisation of
commodity markets, yet actively seek exemption from regulations that would limit the level of their
investments in commodity futures (Oxfam, 2013). In spite of the difficulties in pinpointing the exact causes
of increased volatility, there is an increasing body of literature demanding for better regulation of
commodity markets (Clapp and Helleiner, 2012; Mugglin, 2014).

5.1.2. G20 initiatives to regulate agricultural commodity markets

On the policy side of the discussion, there is a growing recognition, at national as well as at international
level, that excessive financial speculation has affected the volatility of food prices on futures markets, as
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well as in spot markets.*® In view of the debates presented above, most international organisations have
advocated the adoption of a precautionary approach (HLPE —CFS, 2011: 38).

At international level, the G20 has so far been the most active body for discussion on commodity market
regulation. In 2008, the International Organisation of Securities Commissions (I0OSCO) set up a Special
Task Force on Commodity Futures Markets following public and media debate on the price surges in
commodity markets. The IOSCO Task Force presented its report in 2009, highlighting the need for greater
transparency, particularly on Over-The-Counter (OTC) trading.47 Following these recommendations, the
G20 Summit in Pittsburgh that year agreed on stronger regulation of the largely unregulated OTC trade. In
order to improve transparency, mitigate systemic risks and prevent market abuse, the following
commitments were agreed upon to reform OTC derivatives markets by end- 2012 (FSB, 2013a):

. all OTC derivatives contracts should be reported to trade repositories (TRs)*?;

. all standardised contracts would be traded on exchanges or electronic trading platforms and cleared
through central counterparties (CCPs);

. non-centrally cleared contracts are to be subjected to higher capital requirements and minimum

margining requirements.

In 2011, the French presidency took on a broader approach and made ‘combatting commodity price
volatility’ one of its five priority areas for action. The aim was to find collective solutions in order to reduce
excessive commodity price volatility — particularly in energy and agriculture - and exploring new ways to
allow developing countries to benefit from new financial instruments.*® The eventual outcome declaration
however, the G20 Action Plan on Food Price Volatility and Agriculture, issued by the Agricultural
ministers in June 2011, failed to constitute a strong policy response. Focus of the Action Plan was on
improving (investment in) agricultural productivity while food speculation was largely left to the Finance
Ministers (G20, 2011).%°

In September 2011, the I0SCO Task Force presented a report with Principles for Commodity
Derivatives Regulation and Supervision, responding to the G20’s 2010 request at the Seoul summit to
provide it with insights on what a global regulatory framework for commodity derivative markets could look
like. The report has a particular focus on transparent price setting and outlines principles across the board
of market organisation, ranging from design to monitoring and enforcement, to enhancing price discovery
mechanisms (I0SCO, 2011).

The G20 summit in Cannes endorsed the recommendations from both the IOSCO report as well as from
a G20 Study Group on Commodities.”’ As such, it was agreed that market regulators should be granted
effective intervention powers to prevent market abuse, e.g. through the establishment of (ex-ante) position
limits. Also, the 2011 summit led to the establishment of an Agricultural Market Information System (AMIS),

6 Olivier De Schutter, the UN Special Rapporteur on the Right the Food has been a particularly active voice in the

debate on re-regulation of commodity markets, calling for a greater regulatory distinction between financial and
specialist commercial speculators on futures markets (De Schutter, 2010b). Also, the UN has warned repeatedly
about the negative impact of speculaton on  food commodities, see for example:
http://www.un.org/apps/news/story.asp?NewsID=42412&Cr=Food&Cr1=FAQO - .UzB4zVFdXBp

Over-The-Counter trading concerns a contract directly between two parties. This is different from exchange traded
derivatives, which are traded on a regulated market place with standardized rules and procedures for buyers and
sellers.

Trade repositories are electronic platforms that act as an authoritative registry to collect and maintain records of
trade in OTC derivatives. Their main function is to provide an effective tool for mitigating the inherent opacity of
OTC derivatives markets.

https://s3.amazonaws.com/PDS3/allegati/The priorities of G20.pdf
http://www.theguardian.com/global-development/2011/jun/23/g20-action-plan-to-curb-food-prices
http://www.cmegroup.com/education/files/G20Nakaso-November202011.pdf
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an inter-agency platform to contribute to enhanced food market transparency and encourage better
coordination of responsive measures to market uncertainty.*

The subsequent Mexican G20 presidency took food security as one of its five priorities, and reaffirmed
the G20 commitments to “enhance transparency and avoid abuse in financial commodity markets,
including OTC, with effective intervention powers for market regulators and authorities and an appropriate
regulation and supervisory framework”. The final declaration further states that G20 member countries
should “rapidly finalise their decision-making and put in place the needed legislation and regulations to
meet the G20 commitment for central clearing” (G20, 2012).

The 2013 Russian and 2014 Australian presidencies have retained financial regulation high on the agenda.
While such G20 initiatives can potentially be quite influential, the G20 has no legislative enforcement tools;
its commitments are to be implemented through legislation by its member countries. It is the mandate of
the Financial Stability Board (FSB) to oversee and coordinate the translation of the G20’s agreed
commitments into national regulations. In its 2013 report on the overall implementation record, the FSB
notes mixed progress in the overall implementation of the proposed reforms on OTC derivative
trading with most progress in the area of improving reporting and transparency (FSB, 2013b).53

5.1.3. Towards more stringent regulatory frameworks in the US, the EU and
Switzerland

The US and the EU, both home to the world’s largest agricultural commodity markets, have taken a broad
range of measures in strengthening the regulatory framework for their respective commodity markets,
including the OTC markets.

. In the US, the Wall Street Reform and Consumer Protection, or Dodd-Frank Act, was signed into law
by president Obama in July 2010. The new law aims to i) reform the institutional regulation and
oversight framework; ii) regulate the distinction between banks and other financial traders and
institutions; and iii) regulate both consumer and investor protection (Kern, 2010). With regard to
commodity derivative markets, it sets out more stringent position limits and several provisions to
ensure greater control and transparency in OTC-, swap- and proprietary-trading. However, the new
act does not include the much-discussed ‘Volcker rule’, intended to prevent banks from using
taxpayer-backed funds to speculate on financial markets. As such, there is still a long way to go in
terms of introducing structural changes to the financial markets.** Also worth noting is that, over
three years after entering into legislation, many of the provisions under the ‘Dodd-Frank Act’ are still
to be implemented due to grandfathering clauses®, lengthy consultation procedures and lobby work
from the financial sector (Dodd-Frank Resource Center, 2014).

. In the European Union, a compromise was reached in January 2014, after four years of debate, on
a review of the Markets in Financial Instrument Directive (MIFID). MiFID | was implemented in
November 2007 and constituted the cornerstone of capital market regulation in the EU. In the wake

52

" http://www.amis-outlook.org’/home/en/

A Working Group of the FSB has published reports on the implementation of OTC derivatives market reforms. The
latest report, from 2013, is available here:
https://www.g20.org/sites/default/files/g20_resources/library/FSB_Secretariat_Traffic_Lights_Scoreboard.pdf
http://www.huffingtonpost.com/2010/06/25/financial-reform-bill-pas_n_625191.html

For more information on the Dodd-Frank Act, see: http://www.davispolk.com/dodd-frank/

Meaning provisions will only enter into force after a certain transition period.
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of the financial crisis however, a review was launched to put in place a more transparent and stable
financial system. As such, the 2011 EC proposal for a MiFID 1l did not explicitly refer to speculation
on agricultural commodities yet focused on stricter monitoring and regulation and increased
transparency in general.56 The Impact Assessment accompanying the Communication however,
identified agricultural markets as one of the key benchmark commodity derivative markets where an
increased presence of financial investors has led to excessive price increases and volatility

In October 2012, the European Parliament adopted its report on MiFID I, introducing mandatory
limits on harmful speculation that fuels price volatility on global agricultural commodity markets: “as
commodity derivative markets have an effect on global food prices, strengthening the regulatory
framework is also necessary in order to ensure Policy Coherence for Development as enshrined in
Article 208 TFEU”(EP, 2012).

The final text, agreed by the EP and the Council of ministers for Economic and Financial Affairs in
January 2014, is generally perceived as a good, yet timid step in the right direction. Among the most
relevant provisions are measures to limit trading, rules on high frequency trading, increased
transparency and limits on the positions held in commodity futures markets.”” As a result of the
strong opposition from the UK government and financial lobby groups, some loopholes remain, most
notably the possibility to set limits on positioning at the national level, instead of EU-wide — a
measure which according to the World Development Movement (WDM) could lead to a regulatory
race to the bottom.*® Currently, the European Securities and Markets Authorities (ESMA) is tasked
with drafting so-called level-2 implementation measures, including delegated acts (e.g. on
positioning limits) and technical standards, essentially drafting out the technical details of the
legislative agreement for the European Commission to endorse before the absolute implementation
deadline of 30 January 2017, when MiFID | expires.*

Switzerland, the world’s leading commodities trading hub, has witnessed an increasingly vibrant
public and political debate on the issue of speculation on food commodities. Here as well, a lack of
conclusive empirical evidence fueled discussions whether speculation has a destabilising rather than
a stabilising effect on commodity markets (Mugglin, 2014: 10-14). Home to the FSB Secretariat in
Basel and a member to IOSCO since 1996, Switzerland is significantly behind in the overall
implementation process of the G20 reform agenda, compared to other jurisdictions.60 The existing
legislation does not cover the entire scope of the G20 commitments as stipulated under the OTC
derivatives market reform agenda, yet full compliance with these requirements is expected in 2015.

A background report on commodities by the Swiss Federal Council adopted 17 recommendations to
improve Switzerland’s attractiveness as a business environment while increasing the transparency of
finance and production flows. This includes recommendations related to G20 initiatives to increase
transparency in price setting and the monitoring of physical markets at multilateral fora, as well as
the recommendation for Switzerland to advocate internationally for a global standard of transparency
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For

an overview of the MiFID reform process, see:

http://ec.europa.eu/internal_market/securities/isd/mifid/index_en.htm
http://europa.eu/rapid/press-release_ MEMO-14-15_en.htm
http://www.wdm.org.uk/food-and-hunger/eu-takes-historic-step-stop-banks-betting-hunger

For

an overview of implementation challenges ahead for MiFID 11, see:

http://blogs.cfainstitute.org/marketintegrity/2014/01/22/mifid-ii-agreement-finally-reached-implementation-
challenges-ahead/

For

a review of Progress in Implementing Derivatives Market Reforms in Switzerland, we refer to

https://www.fas.org/sgp/crs/misc/R42961.pdf (pg. 49).
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requirements (FASC, 2013). The overall implementation of these recommendations is believed to be
well on track and a progress report released in March 2014 concludes that Switzerland i) fulfills the
majority of IOSCO Principles for the Regulation and Supervision of Commodity Derivatives Markets
and ii) that the requirements it does not meet yet (e.g. on data collection and OTC regulation) will be
met once a new law is in place (FASC, 2014: 6).

Indeed, in December 2013, Swiss authorities launched consultations on a Financial Market
Infrastructure Act (FMIA), aimed at reforming the country’s important commodity markets (FSB,
2013B: 9). For OTC derivatives, mandatory clearing obligations are part of this proposed reform
package, as well as transparency and reporting, though this would not imply regulatory supervision
or registration requirements.

A recent study by the Austrian Foundation for Development Research (OFSE) offers a comprehensive
overview of EU and US initiatives to re-regulate commodity derivative markets. The study identifies the
following shortcomings in the current regulatory framework (Staritz and Kiblbéck, 2013: 24):

1. Transparency and reporting is incomplete for all commodity derivative transactions, hampering the
implementation and monitoring of position limits.

2. There is a need for mandatory exchange trading for commercial traders with genuine hedging
intentions.

3. Individual and aggregate position limits for commodity futures trading, at the national as well as the
EU level, are necessary to prevent market abuse by dominant (groups of) traders.

4, In order to restrict high frequency trading or very short-term trading, a Financial Transaction
Tax (FTT) could be introduced for both exchange and OTC trading.

5. Further action is needed to address harmful trading strategies, e.g. high frequency trading, index-
replication, technical/algorithmic trading, and/or certain actors (e.g. pension funds).

6. Proprietary trading by financial and commercial traders involved in hedging for themselves or
their clients should be prohibited.

7. Market regulators require effective intervention powers and sufficient resources.

8. A global regulatory authority embedded in the UN System should be established to develop
globally recognized and harmonised regulations.

Reform initiatives so far have focused on improving transparency and reporting, regulating OTC trade,
establishing position limits and, to a lesser extent, the strengthening of regulatory bodies’ intervention powers.
The study concludes that, despite significant steps in the right direction, the G20 commitments and
regulations by the EU and the US, or Switzerland for that matter, still lack important provisions to effectively
address food speculation. This particularly holds true regarding exemptions that categorically exclude
commercial traders from regulatory requirements. A problematic observation since it has become increasingly
difficult to distinct between commercial, hedging and financial speculation. Finally, there is a need for better
international cooperation and alignment of market regulation. Given the global nature of commodity trading,
with contracts between parties from different jurisdictions, closer cooperation between national and regional
(EU) regulatory authorities is necessary to prevent a ‘race to the bottom’ or regulatory arbitrage among
jurisdictions. Ideally, a global system at UN level could propose an incremental harmonisation of national
market regulation, or at least set minimum standards and position limits (Ederer et all, 2013).
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5.2. Biofuels and food prices

There is little to no doubt that demand for biofuel feedstock drives up food prices in international
agricultural markets (Zilberman et al. 2012).61 Although monitoring the net overall effect of biofuels
production on world food prices is complex and blurred by the use of competing statistical models, it is
widely recognised that the rising demand for biofuels drives up food prices and price volatility because:

. crops used for biofuels reduce the availability of these crops as food or feed;

. mandate induced demand is inelastic and adds to price volatility;

. rising oil prices constitute an opportunity gain for key food- or flex crops;

. financial investments in basket funds with both agricultural commodities and fuel shares enhance the

correlation between food and energy markets.

Many other factors influence global food prices. In view of policy-relevance, discussions on price-
transmission focus on the isolated effect of biofuels on food prices and their volatility, ceteris paribus,
looking exclusively at their additional impact. Depending on the model of analysis and the type of biofuel
considered, economic modeling has so far estimated biofuel induced food price increases varying from a
few percent to a several dozen percent. While there is general consensus that a rise in biofuels
consumption triggers a rise in food commodity prices, the extent of this impact and in how far it drives food
price volatility however, is subject to scientific dispute. The biofuels debate thus remains a controversial
one, subject to vivid discussion within the scientific community and opposed (vested) interests.

On the one hand, more and more scientists claim that the high volatility witnessed over the past few years
is not an exceptional phenomenon. They see the development of commodity prices above all as a result of
basic fundamentals of supply and demand and biofuels are in this regard only accountable for higher and
more volatile prices in conjunction with other, more influential factors such as changes in weather, income,
population, dietary habits and the macroeconomic environment (Baffes and Haniotis, 2010; Gilbert, 2010).
Even assuming that biofuels do have some impact on agricultural commodity prices on the world market
does not imply that they also have an effect on market prices in developing countries. While some
acknowledge that additional demand for food and feedstock increases agricultural commodity prices, it is
argued that such increases merely evoke short-term impacts. Also, since biofuel mandates in fact
guarantee a rather predictable demand for feedstock, they could actually reduce global food price volatility
(ECOFYS, 2013; Schmitz, 2012;).

On the other side of the scientific spectrum, a significant amount of authoritative studies have been
issued that suggest biofuel production contributes considerably to food price volatility (Schmidhuber, 2006;
Collins, 2008; Flamini, 2008; Mitchell, 2008; Abbott, et al. 2011) and consider biofuels mandates as one of
the key drivers for the 2007-08 food price crisis (Wise, 2012). Indeed, the 2013 OECD-FAOQO Agricultural
Outlook for 2013-2022 identifies the demand for food and feed crops for the production of biofuels as a
significant factor in (projected) future higher prices for agricultural commodities. Prices of biofuels are
projected to rise continuously over the next ten years if biofuel mandates are maintained around the world.

Biofuels are part of the deepening integration of energy and agriculture markets and the outlook
anticipates that high and volatile oil prices will contribute to higher and more volatile food prices through i)
competition for land, and ii) financial investment in commodity baskets containing oil and non-oil
commodities such as agricultural commodities (OECD-FAO, 2013). Finally, subsidies for first-generation,

" Whether higher food prices are positive or negative for food security depends on a range of different factors but this

discussion is beyond the scope of this paper.
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‘food-based’, biofuels lower the costs of biofuel production and thus increase the dependence of crop
prices on the price of oil (Schmidhuber, 2006).

The CFS HLPE 2013 report on “Biofuels and food security” builds on an exhaustive review of literature,
looking at ‘how’, and ‘to what extent’ biofuels can drive food prices in different contexts. Since this is by
definition based on simulations, the report cautions for firm conclusions, yet offers the following robust
observations (HLPE, 2013):

. Regardless of the context, a stimulated biofuel demand affects food commodity prices.

. Biofuels played an important role in short-term food price increases (shocks) over the past few
years, yet it is disputed whether they have been the most important contributor.

. Different biofuels have different impacts and impacts can translate from one crop to another as long
as they can be substituted in the field or at demand level.

. Biofuels establish a link between energy and agriculture markets and volatility can go in both

directions. The strength of the correlation is however disputed and short-term effects on volatility and
long-term links can be different and variable among the feedstocks used.

Policy discussions on biofuels have primarily focused on concerns related to environmental
sustainability, rather than on food security or food prices. Yet tentative steps have been taken, to curb the
impact of biofuel mandates on food prices. The past few years have witnessed a more nuanced and
technical approach to the debate since Jean Ziegler, then UN Special Rapporteur on the Right to Food,
called for a freeze in biofuel production in 2007, stating it was “a crime against humanity to convert
agricultural productive soil into soil which produces food stuff that will be burned into biofuel.??

The position of the WB is in this regard perhaps remarkable. In 2008, WB President Robert Zoellick
identified the demand for energy crops as a significant —though not the only - contributor to soaring global
food prices.?® Later that year, a confidential WB report was leaked just days before the G8 summit in Japan
was to discuss food and fuel prices.64 The leaked report claimed biofuels had raised food prices by 75%
and evoked severe critique regarding its analytical rigor. Contrary to the findings from 2008, a 2010 study
by the WB concluded that the effects of biofuels had not been as large as originally perceived (Baffes and
Haniotis, 2010). Finally, in 2013 the Bank released a report concluding that biofuels had a rather
insignificant impact on global food prices over the past decade, while high oil prices and exchange rate
fluctuations would increasingly be the main causes for extreme food price increases (Baffes and Dennis,
2013).

In 2011, ten intergovernmental organisations, including the OECD, FAO, WB and the WTO, issued a
landmark report on Price Volatility in Food and Agricultural Markets. The report was requested by leaders
of the G20 and suggests a series of policy responses to address global food price volatility. Regarding the
role of biofuels, the report concludes that ‘projections encompass a broad range of possible effects but all
suggest that biofuel production will exert considerable upward pressure on prices in the future’ and “as long
as governments impose mandates, biofuel production will aggravate the price inelasticity of demand that
contributes to volatility in agricultural prices” (FAO et al. 2011: p. 10). As such, G20 governments are
recommended to remove any provisions that subsidize or mandate biofuels production or consumption. If
they fail to do so, contingency plans are in order to adjust (at least temporarily) such policies when global

62
63
64

http://www.un.org/apps/news/story.asp?NewsID=24434& - .Ux9S1fSwLXg
http://www.npr.org/templates/story/story.php?storyld=89545855
http://www.theguardian.com/environment/2008/jul/03/biofuels.renewableenergy?guni=Article:in body link
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markets are under pressure and food supplies are endangered (FAO et al., 2011 ).65 The eventual outcome
of the G20 meeting in Paris in June 2011, however, recognized the vital role of biofuels in the reduction of
greenhouse gases, energy security and rural development, claiming there was not enough evidence to link
biofuels to food price volatility. Since 2011, bio-energy discussions in G20 fora have primarily focused on
environmental objectives and climate change mitigation.

Both the EU and the US, respectively the world’s largest consumer and producer of biofuels, have recently
set in motion a reform process to cap the use of food-based biofuels at their current levels. In the US,
this has to do with an approaching ceiling, the ‘blending wall’, on corn ethanol within the current rules and
the current inability of second-generation biofuels to replace their projected share in the energy market.

In the EU, the reform of the Renewable Energy Directive (RED) is not as much about food price concerns
as it is about environmental considerations. In October 2012, the European Commission presented its
proposals to amend the RED and the accompanying Fuel Quality Directive (FQD)66 with the main aim to
limit the impact of land use change for food-based biofuel production. Nonetheless, the EC’s reform
proposal suggested a 5% blending cap for food-crop based biofuels, the 2011 average consumption level
for the EU in general, yet already exceeded by some of the Member States. The proposal explains the cap
as a means to limit Indirect Land Use Change (ILUC) emissions. While the European Commission does not
acknowledges a direct link between EU biofuel production mandates and food price increases in
agricultural markets (ECOFYS et al., 2012), the Commission’s 2013 Renewable Energy Progress Report
notes that pressure exerted on global food markets is likely to drop in case of a decrease in consumption of
food-based biofuels (EC, 2013b). The memo accompanying the new reform proposal notes in this regard
that any “increased use of land increases the competition for the resources that we get from our land
areas” and that “under the new rules, the growth in biofuels in the EU should come from feedstock that are
not in competition with food crops, thus minimising these impacts."67

The European Parliament was deeply divided in its voting on the proposed revision in September 2013.
The result was a tentative victory for environmentalists on binding ILUC factors yet the proposed 5% cap
on first generation biofuels was raised to 6 %. Reflective of the strong split in opinions was the narrow vote
against a negotiation-mandate with the European Council. At EU Council level, European ministers for
energy failed to agree on a compromise deal in December 2013 but agreed to a 7% cap in June 2014. A
second reading of the RED reform in the parliament will take place in autumn 2014.%

By global standards, Switzerland is a minor biofuels producer and biofuels do not constitute a significant
contribution to the Swiss climate change agenda with regard to reducing GHG-emissions. The import of
biofuels is since July 2008 exempted from petroleum taxes, yet faces stringent ecological and social
standards. In August 2012, the Swiss government announced it would stop paying subsidies for biofuels,
given their limited contribution to the Swiss energy and climate policy objectives, as well as due to
reservations regarding their ecological and social sustainability (Confédération Suisse, 2012).

% Annex D of the reports offers ideas on how to introduce flexibility into policy driven demand for agricultural feed

stocks for biofuel production. http://www.oecd.org/tad/agricultural-trade/48152638.pdf

The FQD introduced in 2009 the mandatory target to achieve by 2020 a 6% reduction in GHG intensity of fuels
used for transport.

http://europa.eu/rapid/press-release_ MEMO-12-787_en.htm

For a detailed analysis of the RED reform from a PCD perspective: (Engel, et al., 2013)
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Annex 1: Speculation on commodity derivatives

The particular issue of concern is speculation on derivatives of food commodities. Foodstuffs are
not only sold and purchased directly, but are also subject to advance buying of future harvests. In the latter
case, buyers and sellers (e.g. farmers, processors, producers or traders) agree to buy or sell a given
amount of a commodity at a given time in the future, but at a price that is agreed upon in advance. Such
agreements for future transaction are referred to as ‘derivatives’ since they derive their value from an
underlying asset (e.g. stocks, bonds, interest rates and commodity indexes).

Entering the ‘futures’ market, seller and buyer establish a certain guarantee regarding the price of their
transaction. Farmers lock in prices when they are planting in case of low prices at the time of harvest, and
processors in turn insure themselves against high prices in case a bad harvest occurs. In other words,
futures ‘hedge’ against price fluctuations. In order to facilitate trade between seller and buyer on the futures
markets, ‘hedgers’ or ‘speculators’ act as intermediaries who buy and sell from respectively farmer and
processor and offer, against a certain insurance fee, to carry their losses (or skim the profits) in case
commodity prices drop below or rise above a certain margin. There are roughly two types of derivatives
contracts:

. Exchange traded derivatives are traded on a regulated marketplace with standardised rules and
procedures for buyers and sellers to adhere to when trading in futures contracts. Once a contract is
sealed, it goes through a clearing house which then buys and sells all contracts. The added value of
trading on exchange markets is that both parties are guaranteed that the deal will be executed and
that contracts are interchangeable as long as they cover the same commodity and the same
specifications in terms of delivery, quantity and delivery location.

. Contrary to exchange markets, Over-The-Counter (OTC) trading concerns a contract directly
between two parties, they are not listed on the exchange and no third party is involved. As such,
these transactions are not regulated or standardized in terms of quantity, quality and maturity dates.
The absence of a third party, hedging the deal, makes OTC trading risky since there is no instance
that guarantees payment. OTC’s constitute the vast majority of trading in derivatives.

‘Traditional’, or commercial speculation’ is based on market fundamentals, essentially supply and
demand, making profits by anticipating price changes and taking appropriate positions. Speculation in this
sense is not new, in fact it is an intrinsic part of the functioning of futures markets. It also helps with the
‘price discovery’ of a given commodity since traders generally know the market well and act as stock
managers who buy and sell at the most opportune moment, keeping their profits or losses reasonably
limited. This type of speculation also helps both producers and purchasers in providing liquidity in the short
term on transactions that are done months ahead of the final transaction (FAO, 2010). For these reasons,
this sort of commercial trading is often considered as ‘good’ or ‘useful’ speculation and the traders involved
are referred to as ‘hedgers’, rather than speculators. That said, speculation or hedging always drives up
food prices since the hedger’s risk premium or insurance fee drives up prices on both ends. Also,
speculation can have significant price effects through the hoarding of large volumes of a commodity (in
anticipation of higher prices), without adding any economic value. (Wahl, 2009).

Non-commercial speculation on commodity prices is the type of speculation referred to in the price
volatility debate. This is not the traditional, hedging or commercial type, but a financial form of speculation.
In the latter case, traders are not interested in the commodity as such, but in a speculative gain, based on
expected ‘herding behaviour’ when large groups of speculators join strong, usually upward, price trends
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that deviate significantly from the actual value of the commodity as it would be determined through direct
trade, described as the ‘cash’ or ‘spot’ market. In developed and well accessible markets such behaviour
could then easily result in the emergence of speculative bubbles (EC, 2008). Speculation on commodity
markets used to be dominated by a limited number of highly specialist physical trading houses®’, yet due to
the deregulation of global commodity markets, the past few years (and particularly after the crash of the
housing market in 2007) have seen an overwhelming influx of non-traditional, institutional investors such as
pension funds, sovereign wealth funds and large commercial banks, which tend to invest in particular
derivative instruments such as Commodity Indexes. Such funds speculate on baskets of up to twenty or
more different commodity futures, including metals and oil, but also agricultural commodities.”

Commodity Indexes not only link food prices to the prices of oil and/or minerals (the other commodities in
the basket) that can have volatile prices, they also tend to spend large amounts. Such increases in
speculative activities then raise the volume of trading in futures, which in turn leads to higher futures prices.
This then translates into higher ‘spot’ prices. Moreover, Commodity indexes hold futures contracts for a
long time, which makes them less likely to be sufficiently responsive to basic market fundamentals
(Tadessa et al., 2013).

70 Agricultural commodities usually account for 10% - 20 % of the index.
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