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GLOSSARY
Commodity A product for which there is a demand and that is sold without qualitative  

differentiation across a market. The term “commodity” generally refers to 
physical goods that constitute the building blocks of more complex products. 
Commodity prices are determined as a function of the market as a whole.

Commodity markets Commodities can be traded in two separate, but related, markets: the cash 
(spot) market and the futures market. The cash (spot) market refers to the 
trading of physical commodities based on current prices for immediate 
delivery. The futures market deals with future transactions to take place at a 
later date, such as options or forward contracts.

Derivatives A financial asset (such as options, swaps, futures, etc.) whose value is   
derived from the value of one or more underlying assets, such as   
commodities.

Foreign Direct Investment (FDI) Direct investment into production or business in a country by an entity 
 (e.g. individual, company or fund) in another country, by buying an asset  

(e.g. company or land) in the target country or by expanding operations of 
an existing business in that country.

Futures contract A contract to buy or sell an asset, such as a physical commodity or a financial 
instrument, at a specified future date and at a price agreed today (the futures 
price).

Hedging The act of entering into a financial contract in order to protect one against  
unexpected, expected or anticipated changes that may be incurred by a  
companion investment. A hedge is used to reduce any substantial losses/
gains suffered by an individual or an organization.

Official Development Assistance (ODA) Financial aid given by governments and other agencies to support the 
economic, environmental, social and political development of developing 
countries. It is focused on alleviating poverty in the long term, rather than 
being a short-term response. ODA is a measure of government-contributed 
aid, compiled by the Development Assistance Committee of the Organisation 
for Economic Co-operation and Development (OECD) since 1969.

Speculation Transactions by financial participants (investment banks, hedge funds, etc.) 
who have no commercial interest in the underlying commodity, but who are 
taking on financial risk in order to make a return on price changes. This can 
be contrasted with commercial participants (e.g. producers, processors, end 
users) with a real interest in trading the commodity.

Speculator A commodity speculator is a market participant who trades commodities
 with greater-than-average risk (often on the futures market) with the  

expectation of making greater-than-average profits, but running the risk of 
suffering greater-than-average losses.

Spot price, or spot rate The current market price of some product, commodity, security or currency 
ready for immediate delivery. It is the price at which the asset changes hands 
on the spot date.

Volatility Refers to frequent and uncertain sharp rises or falls in the price of a security, 
commodity or general market, within a short-term period.
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ABSTRACT
In the past few years, world food prices have reached all-time highs. Rising food prices and their increasing volatility 
have had  significant economic and social impacts in South Africa and in many other developing countries. 

The causes of food price inflation are complex, and can be mutually reinforcing. They have many dimensions, both 
short-and
long-term, both specific to agriculture and food production (such as the vagaries of the weather and a changing cli-
mate) and  common to all commodities (relating to macroeconomic conditions and geopolitical tensions). Different 
factors have different 
impacts on different commodities at different points in time, which makes it all the more difficult to address and man-
age the 
challenges of food inflation and price volatility.

This paper sets out the most significant links between food price inflation and financial flows, including the following: 

• Overall investment into agriculture has been declining in real terms, yet well-targeted investment is critical for 
increasing productivity. Investment in agriculture in South Africa has fluctuated and investment in research and 
development (R&D) is below the government’s own target, although South Africa still has significant capacity  
compared to the rest of Africa. 

• The currencies of major food-exporting countries (such as the USA, Russia and Australia) translate to changes in 
international food prices. The depreciation of the US dollar (the indicator currency for most commodities) between 
2002 and 2008 strengthened demand from non-US dollar commodity consumers and producers, driving prices 
higher. In South Africa, the depreciating rand is currently leading to higher food and fuel import bills. 

• Agriculture is dependent on oil, the price of which is highly volatile and leads to higher costs and volatility in  
energy,  transportation and fertiliser costs. Crude oil is also linked to agricultural commodities in the financial  
markets, so the oil price drives the movement of traded agricultural commodities.     
 

• Competition for land for industrial development and for crops to be used for fuel, rather than for food, is  
increasingly driven by mandates/subsidies and higher oil prices. Demand for biofuels has had a major impact on 
some world food commodity prices, and in South Africa there is competition for high-quality agricultural land.  
 

• The role of speculators is complex and can be both beneficial and harmful. While financial markets have a role in 
helping  farmers and processors to manage their risk, food commodities are now an asset class in their own right 
and are traded to make a profit, leading to increased volatility. 

The consequences of global food inflation on consumers and producers in developed and developing countries are 
highly  differentiated, depending on the degree of transmission of world food prices in domestic markets and the  
particular commodity.  In South Africa, food price movements depend heavily on domestic influence.

Reducing food price inflation will have broader benefits for social and economic development. Policy measures can 
seek to reduce inflation itself or to mitigate its impacts, especially on the most vulnerable. Direct intervention in 
markets is problematic, though it is agreed that transparency and more comprehensive data are needed. Fully  
solving the challenge of food inflation requires action on various issues at the international level, where South Africa 
can provide advocacy and leadership. There are also important  domestic actions that can be taken and South Africa 
should focus on building short-and long-term resilience to food inflation.

KEY WORDS
Food price inflation, food price volatility, financial flows, commodities speculation, investment in agriculture
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1.  INTRODUCTION
1.1  PURPOSE OF THE DOCUMENT 
This paper provides an overview of recent trends in food prices and explores the links between financial flows and 
rising food prices, both globally and as they relate to South Africa. It explains what is meant by food price inflation 
and volatility, and what the causes and impacts of food inflation have been. It then sets out in more detail the financial 
drivers of food inflation, and the impact on food prices. The document concludes with a summary of some of the policy 
interventions proposed in the literature, and suggests some areas for specific further research.

1.2 BACKGROUND
The food system is struggling under the pressure of multiple and conflicting forces. Demand for resources has been 
increasing; global population grew 30% from 1990 to 2010, and increasing numbers of people are consuming meat 
and highly processed foods. The pressure will continue to grow, with the population expected to reach 9.6 billion 
in 2050, and three billion are expected to enter the consumptive middle classes by 2030. The underlying natural 
resources for supplying food (land and water) are exploited and degraded, and water scarcity is increasing. Climate 
change will exacerbate these challenges and change production areas and pest/disease patterns. Globalisation 
is leading to volatile links between agriculture and international financial markets as the dynamics of resource 
production and consumption are increasingly connected to markets, trade and the global environment. The rising 
price of food is a powerful consequence of these combined pressures. 

The 2007/08 world food price crisis showed how these pressures can combine and risk overwhelming the ability of 
states, markets and technology to adapt. Since then, concerns about food security and food price inflation have moved 
to the forefront of the international development agenda. International agencies and governments are increasingly 
focusing on the issues,1 as understanding the causes and consequences of food inflation is necessary in order to decide 
on appropriate policy interventions. 

While South Africa, like any other country, is affected by global food price increases, it also has to contend with its own 
domestic issues. South Africa’s population has grown by 25% from 2000 to 2013, and it has an income distribution 
structure that means food prices are critical for most of the population

1 For example, the World Bank has a Food Price Watch page; the G20 convened a special meeting to discuss responses; the Global Agriculture and Food 
Security Programme was set up in 2009 to provide financing; the High Level Panel of Experts on Food Security and Nutrition was established in 2010

The 2007/08 world food price crisis 
From the beginning of 2007 to early 2008, the prices of basic international food commodities increased dramatically 
on international markets, creating a world crisis. It was caused by a near-perfect storm of factors: systemic changes 
to the food system (such as increasing global demand); short-term factors (including droughts in grain-producing 
nations and rising oil prices – leading to higher fertiliser and transport costs), and low world food stockpiles.

Between 2006 and 2008, average world prices for rice rose by 217%, wheat by 136%, corn by 125% and soybeans 
by 107% (Steinberg 2008). The prices reached record highs in a short space of time: rice doubled in seven months, 
and wheat doubled within a year. In 2007 total food import bills rose by an estimated 25% for developing countries. 
Countries reacted by banning or restricting exports to protect domestic markets, but this reduced world supply, 
further exacerbating price increases. More than 80 million people were pushed into hunger, which led to riots and 
protests in more than 30 countries around the world.
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2. FOOD PRICE INFLATION
This section explains what is meant by food price inflation and volatility, and summarises the main causes. 
It sets out some of the impacts of food inflation, globally and in South Africa.

2.1 WHAT IS FOOD PRICE INFLATION AND VOLATILITY? 
Food price inflation and volatility are two closely related issues that have different implications but many common 
drivers. Figure 1 illustrates rising prices and increasing volatility in agricultural commodities, as well as the price of 
food. As can be seen, both phenomena have been particularly significant in the last 10 years. 

Figure 1: Commodities indices from 1990 to 2013 

Source: FAO Food Price Index

Note: The FAO Price Index consists of the average of five commodity group price indices (meat, dairy, cereals, oils and fats, sugar), weighted with the average export 
shares of each of the groups for 2002–2004.

2.1.1 FOOD PRICE INFLATION
After declining in real terms (i.e. after adjusting for general inflation) throughout the 1980s and 1990s, international 
food prices began rising in 2002. World prices of wheat, coarse grains, rice and oil-seed crops all nearly doubled 
 between 2005 and 2008, fell sharply in 2009, only to rise to even higher peaks in 2011 (at more than double their 
levels during 2000–2002). The last 10 years have seen the longest sustained cyclical rise in real prices in the last 50 
years. Prices have come down slightly from their 2011 peak, but they are still well above their historical averages. 
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2.1.2 FOOD PRICE VOLATILITY
A degree of volatility is an essential feature of a normally functioning market. Agricultural output varies due to 
weather and disease. Demand and supply are relatively inelastic2 in the short term. As a result, large price swings are 
needed for consumers to adjust to the full impact of a supply shock when stocks are low. Production takes time, so 
supply cannot respond to price changes quickly. Low stocks amplify price movements. This volatility causes 
uncertainty, which reduces leverage and investment, cuts into farmers’ profits and discourages long-term planning 
and investment – decreasing agricultural productivity (FAO 2012). Poor storage facilities prevent farmers from selling 
products when prices rise. At the national level, volatility contributes to inflation, while volatile food import bills 
threaten exchange reserves and impact on the economy. 

While the events of 2007/08 and 2011 were temporary spikes, it appears that something more persistent is happening. 
The IMF index of US dollar prices of globally traded food rose from 1957 to 2003 at an average annual rate of 1.6%. 
From 2003 to 2008, this has been nearly 15% (Johnson 2008). Looking towards the future, the OECD-FAO 
 Agricultural Outlook for 2013 to 2023 (OECD-FAO 2013) expects prices to remain higher than historical trends show, 
and continue to be volatile. 

2.2 WHAT IS CAUSING FOOD PRICE INFLATION?
The causes of inflation and volatility are complex, and result from a combination of mutually reinforcing factors in 
both demand and supply. Some factors are cyclical or temporary (e.g. negative crop-yield shocks due to weather, 
or low stocks); others are longer-term structural trends underlying growth in demand (e.g. population growth and 
changing dietary preferences), resulting in a situation where growth in food demand continues to outstrip growth in 
its supply. While some factors are food-specific, others relate to macroeconomic factors (e.g. increasing oil prices) with 
common effects across commodity groups. Furthermore, some short-term causes (e.g. weather events) appear to be 
more extreme or common due to longer-term causes such as climate change. 

This paper focuses on the major financial drivers of food inflation, as summarised in Figure 2. There are many other 
forces at play (such as market-distorting subsidies) but these are beyond the scope of this paper.

Figure 2: Major causes of recent food price inflation and volatility

Source: Irbaris

2 Those consuming commodities as staples are willing to give up other expenditure (health, education) to continue to eat. 
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Financial drivers, considered in more detail in section 3, include the following possible outcomes: 

• Underinvestment in agriculture, particularly in R&D and the enabling environment (e.g. infrastructure and 
education), leads to a lower growth in productivity.

• Exchange rates affect global commodity prices (which are priced in US dollar) and also imports/exports. When the 
US dollar depreciates, there is a link with rising commodity prices. In addition, when a currency such as the rand 
depreciates, imports into the country become much more expensive. Interest rates on farmers’ debts can link to 
foreign currency. 

• Increases in the price of crude oil have several impacts, including making inputs and transportation more 
expensive and increasing demand for alternative fuels (e.g. biofuels). Close links to the commodity markets may 
also push up food prices. 

• Biofuels programmes3 in the USA and Europe provide subsidies and mandates to increase biofuel production, 
thereby leading to greater use of corn and vegetable oils for biofuels, thus increasing the price of commodities. 

• Speculation on the future prices of commodities may push prices up, and increased trading volumes contribute to 
price volatility.

2.3  WHAT ARE THE IMPACTS OF FOOD INFLATION?
2.3.1 DOMESTIC MARKETS
The political and social consequences of food price shocks are most felt where “price transmission” (of international 
prices into domestic markets) is rapid and the resilience of the domestic market is low. Liberalisation of markets 
over the past 20 years has meant that domestic prices are more connected to international prices. If markets are 
efficient and policies are not an obstacle to their operation, changes in the world price of any commodity should be 
similarly reflected in domestic prices. Different grains are dominant in different countries, and so the impacts of each 
commodity price can affect countries in different ways and at different times. 

Transmission to domestic prices is usually incomplete, and in some countries in Africa, the change in domestic prices 
has been less than the change in international prices. The degree of transmission varies significantly across countries 
and commodities (ODI 2010). This shows the potential significance of domestic policy, such as protective trade 
policies, or the impact of exchange rates against the US dollar. Consumption patterns are also key – when imported 
products are relied upon, international food price inflation has a greater impact on a domestic market than when 
(substitute) domestic resources are available. For example, in some parts of Africa during the 2007/08 crisis, a good 
harvest of staple domestic crops, i.e. maize, sorghum, millet and cassava, limited the pass-through of global prices and 
allowed substitution of imported wheat. However, rice prices were transmitted much more completely as almost all rice 
consumed is imported (Minot 2011).

2.3.2 CONSUMERS 
Food price inflation increases poverty, affects nutrition and exacerbates inequality – the higher the prices, the stronger 
the welfare consequences for consumers (HLPE 2011). Agricultural commodity price increases have a much greater 
impact on low-income consumers, as food is a much larger fraction of total expenditure (up to 75% in some countries). 
Food price changes directly impact the nutrition of large numbers of people and their financial capacity for education, 
health care and other basic needs. In the 2007/08 crisis, more than 180 million people were pushed into hunger 
(i.e. became undernourished) (HLPE 2011). In 2011, high prices of staple foods and energy led to a doubling of 
inflation rates in low-income countries (IMF 2011). Urban households tend to spend the largest proportion of their 
income on internationally traded food staples. Among rural households, female-headed households face higher welfare 
losses than male ones, as they tend to spend more on food and also face gender-specific obstacles that limit their ability 
to produce more food (FAO 2008).

3 Although this is not strictly a “financial” driver, it is included here due to the close links with oil prices. 
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2.3.3 PRODUCERS 
In theory, high prices are good for producers. However, in practice, in developing countries the benefits often do not 
materialise as increased input costs tend to outweigh any increase in output prices. Moreover, supply-side constraints 
such as storage and transport, or limited access to credit, also prevent producers (apart from large commercial farms) 
from capitalising on increased prices. In addition, volatility increases risk margins, which deter investment in supply. 
Farmers risk losing their investments if price falls occur while they are locked into strategies dependent on higher 
prices to be viable (FAO et al. 2011). Short-term but frequent price fluctuations can also, therefore, lead to higher 
long-term prices and greater supply insecurity.

2.3.4 GOVERNMENTS
Volatility makes policy responses more challenging and complicates investment and consumption decisions. 
Economically, exchange reserves can be threatened, development budgets disrupted, and growth and development 
tends to slow. If a government reduces import tariffs to compensate for increased prices, it can reduce fiscal revenues. 

High food prices in countries where the population spends a considerable amount on food cause social deprivation 
and can trigger social unrest. The impact of food price surges was demonstrated in 2008, when public demonstrations 
protesting higher food costs were held in several dozen countries. Many were peaceful, some were violent and one 
(Madagascar) led to the removal of the country’s president. In 2011 during another food price spike, there were more 
protests, and food prices played their part in the Arab Spring.

2.4 FOOD PRICE INFLATION IN SOUTH AFRICA
South Africa has been suffering from especially high inflation recently. Between 2002 and 2008, the contribution 
of food products to headline inflation rose to approximately 1.4% its weight in the consumption basket (Rangasamy 
2010). Inflation hit highs of 6.4% in August 2013, and grocery costs are stated to be increasing at three times that. 
The cost of bread, meat, milk, cheese, vegetables, sugar and cooking oil increased by 49% between 2008 and 2013, 
while the price of bread alone increased by 69% in the five-year period (Citypress 2013). Inflation is predicted to rise to 
9% by the end of 2013 (Maswanganyi 2013) as a result of both international and domestic factors, including the weak 
rand, high electricity costs, increased labour costs, droughts and international food price hikes. The price of petrol has 
increased by 14% since January 2013 (AA Fuel Pricing), almost doubling in price since 2007. 

Food prices in South Africa actually rose less in the 2007/08 crisis than in many other countries. In sub-Saharan 
Africa, while there was considerable variation between countries, the average food price increase was 63% between 
June 2007 and June 2008, representing 71% of the rise in international markets (Minot 2011). South Africa 
experienced among the lowest price increases, between 25 and 39% of the rise in world food prices. Although South 
Africa has the fifth highest per capita income in Africa, poverty and inequality remain widespread with about a quarter 
of the population unemployed and living on less than US$1.25 a day (Human Development Indicators).

South Africa may suffer in other ways from links to the world markets. Historically a net exporter, South Africa has 
been posting trade deficits since 2004 primarily due to decreasing commodity exports and increasing imports of fuel 
and high-value-added goods (motor vehicles, electronics, pharmaceuticals). South Africa has a relatively sophisticated 
agricultural sector, yet it is an importer of much processed food, making it more vulnerable to international food price 
inflation and high fuel prices as the rand weakens. 

There are links between recent violence in South Africa and record of prices for basic food items. In South Africa in 
2009, more than half the per capita food intake was from grains, of which 57% was maize and 32% was wheat. The 
mining riots in August 2012 coincided with record prices for maize and other basic food items in South Africa. The 
xenophobic riots of 2008, which coincided with food riots around the world, were attributed to anger about foreigners 
competing for limited resources – arguably exacerbated by high food prices (Bar-Yam et al. 2013).
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3.  FINANCIAL FLOWS AND MARKET DRIVERS
In general, food production in the country is susceptible to climate risk and is therefore vulnerable to climate change. 
However, there will be expected gains and losses specific to each farming system and each province. It is imperative to 
identify where these gains and losses are, and to direct the policies and adaptation strategies in such a manner that the 
expected overall negative effects may be reduced. In such cases, it is possible that food production in the country may 
reap benefits from climate change. But this would require policy responses supported by adequate research.

In this paper, financial flows cover the financial and market-based elements that affect food availability and price, as 
opposed to the non-financial factors such as weather, demand growth, changing consumption patterns and crop yields. 

This section considers the links between food price inflation with reference to: 
• investment in agriculture
• exchange rates
• oil prices
• competition for resources and biofuels
• commodities trading and speculation.

3.1 INVESTMENT IN AGRICULTURE
Investment in agriculture is “one of the most effective ways of promoting agricultural productivity, reducing poverty 
and enhancing environmental sustainability”, according to the FAO (2012: vii). However, there has been a period of 
restricted public support for agriculture globally, at the same time as there has been a slowing rate of yield growth and 
an increased demand for food – driven by both population and income growth. Globally, levels of private and public 
investment per worker in agriculture are either stagnant or falling. 

A particular issue when considering investment flows to agriculture is that systematic and comprehensive data on 
agricultural investment is limited. Data sets reviewed did not reveal data for South Africa for government expenditure 
on agriculture, or for the Agricultural Orientation Index.4 

Farmers are the largest source of investment, followed by domestic public, with small amounts of foreign public 
investment (Official Development Assistance, or ODA) and foreign private investment (Foreign Direct Investment, or 
FDI) (FAO 2012:vii). The fraction of investment flows to sub-Saharan Africa is extremely small, as illustrated in 
Figure 3.

4 The AOI is a way to assess whether government expenditures on agriculture reflect the economic importance of the sector. This is calculated as the 
share of agriculture in total government expenditure divided by the share of agriculture in total GDP. It is an indicator of the degree to which the share 
of agriculture in public expenditure is commensurate with the weight of the sector in GDP.
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Figure 3: Average annual investment in agriculture in selected low-and middle-income countries, by source.

Source: FAO (2012: vii) 5

Note: The number of countries covered is shown in parentheses next to the relevant type of flow. All flows are 
reported in constant 2005 US dollars with the exception of FDI inflows, which are reported in current US dollars. Data 
is average for 2005-07 or for the most recent year available. 

3.1.1 DOMESTIC INVESTMENT

(a) Private investment

Private domestic investment (i.e. farmers themselves investing in their agricultural capital on-farm) is the largest 
source of funding. On-farm investment is more than three times as large as all other sources of investment combined. 
Annual investment in on-farm agricultural capital stock exceeds government investment by more than four to one, and 
other resource flows by a much larger margin (FAO 2012: 20). 

Private investment has to be catalysed by public investment, which is crucial in creating an enabling environment for 
on-farm investment. Public expenditures have higher social payoffs when they are concentrated on the provision of 
public goods such as agricultural research, rural infrastructure and education, rather than on subsidies for fertilisers, 
water and credit (FAO 2012: 20, 23).

5 See also Lowder et al. (2012). Gross annual on-farm investment in agricultural capital stock is calculated using a 5% annual depreciation rate for the 
annual change in existing capital stock. Government investment is estimated using an assumption that 50% of government expenditures constitute 
investment. ODA is estimated using data from OECD (2012) Credit Reporting System Aid Activities (CRS) database (available at http://stats.oecd.org/
Index.aspx?datasetcode = CRS1); public spending on agricultural R&D is from IFPRI ASTI database (available at http://www.asti.cgiar.org/data/); 
and FDI data is from UNCTAD (data not publically available at country level. No assumption is made regarding the share of R&D, ODA and FDI that 
constitutes investment.
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6 Such as the G8 L’Aquila initiative, which pledged US$20bn in assistance to agriculture and food security over three years.

(b) Public investment

The amount of government expenditure on agriculture has increased over the last three decades in developing 
countries; however, public spending on agriculture as a proportion of GDP has declined. Governments in low-income 
countries may spend less per agricultural worker precisely because they are poor, but many of them also spend 
proportionately less of their budgets on agriculture than is warranted by the prominence of agriculture in their 
economies (FAO 2012: 20, 23). 

Agricultural R&D is a key component of public expenditure on agriculture, and is one of the most crucial contributors 
to the growth in agricultural productivity (Mogues et al. 2012). In sub-Saharan Africa, since the 1980s and 1990s, 
investment in agricultural research has been rising in a few countries and the share of R&D in agricultural GDP has 
been increasing, although it is lower than that of 1981 (FAO 2012: 20, 23, 24). A target of 1% agricultural GDP is 
recommended to be spent on agricultural R&D in developing countries; yet in 2000 this was only 0.5%, while 
high-income countries spent 2.4% (Beintema & Elliot 2009). 

Expenditure on agriculture in South Africa has declined in real terms. Funding for agricultural R&D has failed to grow 
since 1992; investment has fluctuated from 1997; the intensity of investment has stagnated, and the country has lost a 
number of experienced scientists (Flaherty et al. 2010). In 2008, for every US$100 of agricultural output, South Africa 
invested just over US$2 in agricultural R&D, which is one of the lowest ratios reported since the 1980s, and levels 
have not kept up with the government’s 3% target (Flaherty et al. 2010). In spite of this, South Africa currently ranks 
second after Nigeria in terms of agricultural R&D capacity in sub-Saharan Africa. This reflects both a well-established 
research system and the long lag times between investment and output – the impact of low investment levels will be 
felt in the future, and will exacerbate food price inflation domestically. 

3.1.2 FOREIGN INVESTMENT

(a)  Overseas Development Assistance

Since the mid-1980s, Official Development Assistance (ODA) commitments to agriculture have declined, both in 
absolute terms (measured in constant prices) and as a share of total ODA. In 2007/08, total aid commitments to 
agriculture amounted to US$7.2 billion, a decline of 43% since the peak of the mid-1980s (when agriculture received 
a 17% share) (OECD 2012; FAO 2012: 20, 23, 24, 27). Since the mid-2000s, renewed international attention to 
agricultural development and concerns over food prices6 have led to partial recovery in the amount, and share, of ODA 
to agriculture, but both are well below earlier levels. 

Overall levels of ODA to agriculture are small, yet they are more significant for individual countries that are major 
recipients. South Africa has been a substantial recipient of ODA, receiving US$1.4 billion in net ODA in 2011, though it 
appears that a mere 0.7% of this (approximately US$10 million) was spent on agriculture, forestry and fishing
(World Bank 2013). 

(b)  Foreign Direct Investment

Although agricultural investment represents less than 5% of Foreign Direct Investment (FDI) to Africa, it has been 
part of the upward trend in FDI that grew by 17% per year in Africa between 2003 and 2010. Some of this private-
sector interest in land has been in biofuels, which has served to reinforce negative drivers such as exporting crops for 
fuel rather than entering local food markets. There are indications that south-south investment in agriculture is on the 
rise, and that this trend is set to continue over the long term. However, both south-south and biofuels investments are 
more focused on the rest of Africa than on South Africa. 
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The potential impact of FDI on specific local circumstances as well as the potential for future growth is significant, 
although FDI is likely to have only a marginal impact in terms of global agricultural production. Potential benefits of 
FDI include: 

• government investment gaps could be filled
• markets could be secured for producers
• countries could receive inflows of financial resources, investment in infrastructure capital, technological spillovers, 

and transfer of knowledge. 

However, there are strong concerns about possible negative social and environmental impacts of FDI in developing 
countries (e.g. neglect of land rights and displacement of people by reducing the competitiveness of domestic food and 
agricultural production, export of any food grown, and environmental impacts), whose governments often have less 
capacity to establish and implement a regulatory framework to address these issues (FAO 2010). 

Inflows of FDI to South Africa declined from almost US$6bn in 2011 to US$4.6bn in 2012.7 However, levels were still 
above the pre-recession level of US$3.9 bn (UNCTAD 2013). South Africa was Africa’s third-largest recipient of FDI 
inflows in 2012, after Nigeria and Mozambique. It is not clear where FDI into South Africa is invested nor how to 
direct more of this towards agriculture, as data on FDI is limited. 

3.2  EXCHANGE RATES
Currency, commodity and interest rates form up to 50% of total risk for agricultural producers in Africa (Arora 2013). 
Exchange rates translate world prices into local prices, and also affect the global competitiveness of major exporting 
countries and the world prices of food. Exchange rates can also have a large and specific impact on domestic prices in 
individual countries.

3.2.1 US DOLLAR DEVALUATION
Indicator prices of commodities are in US dollars, so the fate of the US dollar has a major impact on world commodity 
prices. When the US dollar weakens and therefore loses value relative to local currencies, the expression of world 
commodity prices in US dollars can lead to a decline in the prices for commodities in the local currency. This decline in 
prices triggers an increase in demand from these countries, leading to increased prices (Charlebois & Hamann 2010).
The 2007/08 food price spike was in part caused by the depreciation of the US dollar from 2002 to 2007. During this 
time, the US dollar depreciated 22% and US exports increased by 54%. This had a major impact on the world prices of 
food commodities (Charlebois & Hamann 2010). 

3.2.2 DEPRECIATION OF THE SOUTH AFRICAN RAND
The weakening rand makes food imports into South Africa more expensive. While a falling rand may help exports, 
currently South Africa is a net importer. The rand lost 18% against the US dollar between January and August 2013, 
leading to a four-year low against the US dollar in 2013 (Charles 2013). This means that South African importers 
need to pay more for goods and essential commodities, such as food and petrol. Not only does this affect consumers 
directly, but it pushes up the costs of production for energy-intensive agriculture even further, which can be passed on 
to consumers as a result. 

7 This was largely due to a divestment as a foreign mining company offloaded its stake in a local subsidiary.
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3.2.3 INTEREST RATES
Interest rates are a significant factor in food price inflation in Africa. Country-level inflation figures are tied to 
commodity prices, and also to interest rates. Most small to medium agribusinesses and farms borrow in local currency 
on a floating rate basis over five to 10 years, often tied to global rates (i.e. the US interest rate) (Arora 2013). If global 
rates get repriced, this affects the debt. Interest rates affect commodity price volatility; increases in interest rate 
volatility suggest an increase in economic instability and therefore commodity volatility.

3.3 OIL PRICES
For the past 50 years, agricultural growth and the global food system have been based on the intensive use of 
fossil fuels. The food sector accounts for 30% of world energy consumption (FAO 2011), and non-food commodity 
components in food production and supply (i.e. energy for inputs, storage and transport) are particularly high. 

3.3.1 CRUDE OIL AND AGRICULTURAL COMMODITIES
Agriculture uses energy across the value chain for inputs, transport, processing and distribution. Each calorie of food 
energy produced in the USA uses seven calories of energy, although this will be less in developing countries with less 
intensive agriculture (Heller & Keoleian 2000). In addition to the fuel for mechanised agriculture, urea and ammonia 
fertilisers are derived from oil and natural gas, and phosphates are bulk commodities requiring oil to be transported. 
Fertiliser prices quadrupled during the 2007/08 crisis (Heady & Fan 2008), which was a highly significant driver of 
increased costs given that fertiliser prices alone account for more than one-third of the total operating costs, and 15 to 
20% of the total cost of wheat and corn. 

Food prices are tightly linked to crude-oil prices, which have been increasing. For example, one major commodity 
price index, the Reuters-CRB Energy Index, more than tripled between 2003 and 2008. The strong correlation 
between food and oil commodities is illustrated in Figure 4

Figure 4: Volatility and inflation across oil, food and cereals (August 1993 to August 2013)

Source: FAO (Food Price Index, 2002–2005 = 100) and IndexMundi (2005 = 100, simple average of three spot prices; Dated Brent, West Texas Intermediate, and the 
Dubai Fateh), Cereals Index (compiled using the grains and rice price indices weighted by their average trade share for 2002–2004)
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3.3.2 IMPACTS IN SOUTH AFRICA
The petrol price in South Africa is linked to the price of petrol in US dollars on international petrol markets. 
South Africa imports 95% of its crude oil, so the domestic price is heavily influenced by international supply and 
demand – as exacerbated by the rand/dollar exchange rate. Current geopolitical tensions and a weak rand have 
contributed to a rise in the petrol price from R11.86 to R13.50 per litre (14%) from January to August 2013 – more 
than double 2009 levels. This significantly affects agricultural production costs, as well as those for processing and 
transporting food. 

South African farmers are suffering due to increasing energy costs through high electricity and increasing water costs. 
Electricity prices have increased by 24% since 2007, despite electricity consumption only increasing by 2% in the same 
time (Gulati 2012). Electricity and water costs for the production of one kilogram of poultry have increased by 134% 
and 56% respectively (National Agricultural Marketing Council South Africa data). 

Consumers face a double threat from rising energy costs. Increases in energy costs affect consumers directly through 
paying more for electricity, and through increasing food costs as producers pass through their costs, thus putting a 
dual strain on household budgets and living standards. 

3.4 COMPETITION FOR RESOURCES AND BIOFUELS 
Agriculture uses land and water resources that could also be used for other purposes, and crops can be used for food, 
feed or fuel. This introduces competition for land and crops for fuel (or feed), and the increased demand leads to price 
increases. 

3.4.1 BIOFUELS
There has been massive growth in biofuels in the USA and the EU. This growth has been driven by legislative drivers 
and the rise in oil prices. The USA and the EU have given large-scale public support to biofuels in the form of 
subsidies, tax exemptions and new mandates requiring specific levels of renewable fuels to be blended into 
transportation fuel. This support has been the exception to the general movement to reduce aid to agriculture. 
In addition, higher oil prices and the declining US dollar have resulted in biofuels becoming substantially more 
competitive against oil (Abbott et al. 2008). 

The resulting biofuels boom has had a major impact on world food demand for cereals and vegetable oils. Most 
analysts agree that the largest demand-induced price pressure is from biofuels. For example, the use of maize for 
ethanol grew from 2004 to 2007 to such an extent that the ethanol industry absorbed 70% of the increase in maize 
production globally in that period. Increased maize production also had knock-on effects for other foods. For example 
in the USA in 2007, the rapid expansion of the area under maize by 23% resulted in a 16% decline in the area under 
soybeans, thus reducing production and contributing to a 75% increase in soybean prices (Heady & Fan 2008).

3.4.2 USE OF OTHER RESOURCES IN SOUTH AFRICA 
Within South Africa, there is much competition for land and water resources between industry and agriculture, and 
domestic use. The issues concerning water scarcity are well documented and very challenging. Less well-known is 
the competition between land for coal mining (for coal-burning power stations) and agriculture. Only 1.5% of South 
Africa has high-potential arable soils (i.e. those best suited for cash crop production). Nearly 50% of these are found 
in Mpumalanga, which is also home to the country’s main coal reserves. At the current rate of coal mining it has been 
calculated that approximately 25% of South Africa’s high-potential arable land will be lost as it is transformed to 
mining, or prospecting, causing a 14% increase in the maize price by 2020 (Van den Burgh 2012). 
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3.5 COMMODITIES TRADING AND SPECULATION
The role of speculators is complex and difficult to assess. While financial markets should help farmers and processors 
to manage their risks, they are associated with exaggerating volatility. Furthermore, the changing structure of the 
markets is arguably a threat to price stability and commercial participation. 

3.5.1 THE ROLE OF SPECULATION
Agricultural markets are inherently risky because they depend on the vagaries of the weather. Cash flow problems are 
a major issue for participants in agricultural markets. Prices can spike before the new harvest reaches the market and 
plummet when a bumper harvest is sold. Farmers want to lock in prices when they plant to lessen the risk of low prices 
at harvest; processors want to lock in prices in case of a poor harvest and increased prices. This can expose producers 
and buyers to significant price risk. 

Commodities market exchanges provide risk management tools to hedge/offset the risk of future price fluctuations. 
Speculators are expected to buy when prices are low and sell when they are high. They therefore help with 
“price discovery” (assisting farmers and buyers in discovering the reasonable price for a particular commodity) and 
provide a service that increases liquidity (cash) in the short term for sales contracted months ahead of final delivery 
(“futures contracts”). Both the buyer and the seller of a futures contract gain the certainty of a price for the transaction, 
independent of the market. These short-term trades would be tightly linked to the previous dynamics of supply and 
demand of the underlying commodity (Oxfam 2011).

3.5.2 SPECULATION AND PRICE VOLATILITY
Deregulation of markets following the US Commodity Futures Modernisation Act in 2000 and the collapse of other 
financial markets during the economic downturn led to investors swapping to agricultural commodities to diversify 
portfolios. Deregulation allows trading to take place without any limits; disclosure requirements or regulatory 
oversight and contracts are permitted where neither party is hedging against a pre-existing risk, i.e. where both parties 
are speculating. Only 2% of futures contracts end in physical delivery of the commodity, as they are usually traded 
before expiration. This therefore attracts non-commercial investors (i.e. not farmers or food processors), such as 
pension funds and hedge funds that are not interested in the underlying commodity but solely in making a profit on 
future price movements, in what is described as the “financialisation of commodity markets”. 

The precise impact of speculation on food prices today is disputed and uncertain, not least because of the lack of 
transparency of financial markets. As such, there is disagreement over the degree to which speculation caused the 
2007/08 price crisis. However, the volume of trading at the time was unprecedented: speculation in agricultural 
commodities grew more than tenfold from US$20bn in 2002 to over US$250bn in 2008 (IATP 2011), and index fund 
speculation increased by 1 900% between 2003 and 2008 (De Schutter 2010). The market share of speculators in the 
Chicago Board of Trade wheat market was 12% on 25 June 1996, but had risen to 65% on 24 June 2008 (Oxfam 2011); 
the number of maize futures contracts rose from 500 000 in 2003 to 2.5 million in 2008. 

One risk of speculation is that it increases the link between food prices and the prices of other commodities, 
including oil. Investors in Commodity Index Funds (which hold 25 to 35% of all futures contracts) bet on agricultural 
commodities as part of a basket of commodities. They speculate on price increases while holding positions for a long 
time. This can cause prices to move upwards in a number of commodities, in “co-movement”. The development of 
high-speed algorithmic trading further exaggerates the risk. In addition, market momentum drives prices due to 
“herding behaviour” in times of strong upward trends, which can lead to speculative bubbles. As a result of the design 
of these funds, the price of food is more closely linked to the price of oil than ever before (UNCTAD 2011).

One of the concerns about the increased speculation is that as prices of agricultural commodities become more 
unpredictable, it is more expensive to hedge risk. Those relying on markets to guarantee prices for physical crops must 
pay higher premiums or margins. In the 2008 crisis, hedging became too expensive, or impossible, for many farmers.
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Hedging in practice8 
A medium-scale farmer in South Africa plants a crop of maize in late 2013. The farmer cannot predict price moves 
between late 2013 and early 2014 when the maize will be ready to harvest. If prices remain stable, she will be able to 
make a small profit. If prices decrease, she will lose money and have less with which to buy new seeds and fertiliser, 
and pay for irrigation and storage. As protection, she goes to buy a “put option” from her financial broker that gives 
her the right, but not an obligation, to sell the maize in 2014 at the 2013 prices in return for a fixed premium. However, 
if prices are too unstable and the premium she is offered is too high, she may not be able to afford the protection 
against the risk of falling prices.

3.6  INTERACTIONS BETWEEN FINANCIAL FLOWS
The financial flows described in this paper cannot be examined in isolation. They each affect one another, and also 
interact with physical and non-financial drivers. It is an extremely complex problem with many interacting forces 
combining. On their own, each driver might be managed; together, they can threaten to destabilise the entire food 
system. Changes in one commodity can have a disproportionate impact on other (unrelated) commodities. 

The relative contribution to food inflation of these factors is very difficult to calculate, and different reports have 
different views of the 2007/08 price crisis. Crude oil’s contribution ranged from 15% (World Bank 2008) to 25–30% 
(Mitchell 2008) to more than 50% (Baffes & Dennis 2013); a weak dollar increased US dollar-denominated prices by 
20% (Mithcell 2008:55); and biofuels (and related consequences of speculation and export bans) are held accountable 
for between 70 and 75% (Mitchell 2008:55) of the 2007/08 crisis. Others have found that the contribution of biofuels 
to the 2008 price spike was not as much as originally thought (Baffes & Haniotis 2010).

Many of the drivers interact and reinforce one another. Oil is an integral component of modern food supply chains, 
and the rise of bioenergy leads to the increased merging of energy and food markets. For example, oil has a direct 
as well as an indirect impact (e.g. driving biofuels demand), which in turn drives food prices. Energy prices drive 
commodities speculation, which in turn drags up or results in co-movement with other linked commodities, like food. 
Non-financial drivers also interact; for example, negative crop yields on top of low food stocks together with export 
bans by major producers reinforce a lack of supply and exacerbate the problem, which is further compounded by 
speculation responding to the uncertainty of supply. 

Differences in the timing of the drivers create further complexity. Some of them have an immediate impact, such as 
commodities trading, while others have long lead or lag times, such as investment in R&D. 

4. CONCLUSIONS AND RESPONSES 
Food price inflation and food price volatility are major challenges for many countries. The socioeconomic impacts can 
be severe and are felt by producers, consumers and national governments. Evidence suggests that food inflation and 
volatility are increasing. Recent events, such as the 2007/08 crisis and the Arab Spring, illustrate the far-reaching 
consequences of rapid and dramatic changes in the price of food.

In the 2007/08 price crisis, South Africa was less affected than most. It is not clear why this was, and the transmission 
of world prices to domestic prices is an area that is not well understood. However, recent macroeconomic conditions, 
such as a depreciating rand, increased imports and increasing fuel costs, have increased food prices in South Africa 
substantially.

8 Adapted from Oxfam (2011: 48). 
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On its own, South Africa cannot address all the issues as it is difficult to influence international markets and to isolate 
domestic markets. For an individual country, reducing international volatility and inflation before it occurs is arguably 
more difficult than mitigating the consequences of inflation on its own population. For example, holding buffer stocks 
can lead to significant costs and require management, and the actions of other countries can make the international 
position worse (e.g. through trade bans, distorting subsidies in other markets, and biofuels mandates). Regulating the 
commodities markets is controversial as they play such a vital role, and there is inadequate evidence of their negative 
role in causing food price inflation. 

However, South Africa can focus on reducing the impact of price inflation and volatility by building its resilience – 
for example, by decoupling agriculture from fossil fuel-derived energy, reducing the reliance on imports, developing 
sustainable small-scale agriculture, and investing in agriculture R&D and the associated enabling environment 
through developing education and infrastructure. 

Investment is a long-term strategy and the benefits may take a long time to materialise; however, it is widely 
recognised to be the most effective element in raising supply and reducing price. It is critical for increasing 
productivity and building physical and economic security. The benefits are also wide-ranging – improving nutrition, 
stabilising food prices, increasing social development and reducing poverty. 

Table 1 sets out a number of possible actions that South Africa can take itself, and in relation to which it can influence 
the international community. The possible actions are largely derived from literature reviewed for this paper, and 
are neither comprehensive nor evaluated for their possible benefits for South Africa. They do highlight some of the 
policy proposals that the international community has suggested, and provide examples of practical actions that other 
countries are pursuing. The ideas in Table 1 are intended to address longer-term inflation (in anticipation of the event) 
rather than manage the impacts of temporary price spikes (after the event), which require emergency measures. Many 
of the ideas in the table will also help to address broader food-security issues and social development. 

Table 1: Table of possible actions to reduce food inflation from financial flows 
Note: The following possible actions are based largely on a review of the literature and are not recommendations. They are intended to provoke debate and discussion, 
rather than being a comprehensive set of actions.

CHALLENGE SOUTH AFRICA INTERNATIONAL EXAMPLES
Market failures
1. Lack of data
• On crop supply and  

demand, stocks and 
export availability

• On interest rates and  
domestic price   
movements

• Further research into gaps  
in knowledge,    
e.g. microeconomic  
vulnerability of South Africa; 
better understanding of 

 relationship between  
international prices and local 
prices

• Better information on  
domestic price movements 
and on interest rates

• Develop an institutional 
mechanism that  
systematically collects and 
analyses the data with a 
view to informing a global 
and dynamic vision of the 
actual impact of food price 
inflation

• World Food Program   
supports national Food  
Security Monitoring Systems

2. Improve market  
efficiency

• Better information systems to 
increase flow of information 
and collate data

• Develop better information 
systems and transport and 
communication  
infrastructure

• More information on global 
markets

• FAO’s new Agricultural  
Market Information System 
and the excessive food price 
variability early warning 
system

3. Lack of market   
transparency

• Advocate exchange trading 
and clearing of most   
agricultural commodity  
contracts

• Increase transparency:  
transactions reported to  

 national authorities; deals 
done on transparent  

 platforms; participants  
subject to disclosure  
requirements – categorise 
participants by entity and 
activity

• Some European banks are 
choosing not to speculate on 
food prices or to scrap funds 
tracking agricultural prices 
following Oxfam’s campaign, 
e.g. BNP Paribas suspended 
US$214m fund (FT 2013)
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5. Lack of investment • Increase investment in agriculture: in R&D, extension and 
education

• Focus investment on transition to a sustainable model of  
production in order to contribute to an effective supply  
response

• Consider new and additional sources of financing that could 
channel more private-sector finance towards sustainable 
development, e.g. payments for the provision of environmental 
public goods (e.g. biodiversity conservation, climate change or 
protection of water)

• Linking climate change finance to sustainable   
agricultural investment plans could also provide additional 
finance

• Examples and lessons 
learned from recent  
developments in emerging 
markets in Latin America 
and Asia 

• Ghana is an example of the 
impact of  agricultural   
investment in productivity 
and poverty reduction

• OECD and NEPAD policy 
framework for investment in 
agriculture

• Global Agriculture and Food 
Security Program launched 
in 2010 

6. Incorporate  
environmental  
externalities into food 
production costs

• Ensure that incentives and the underlying public investment 
decisions include environmental externalities, for example 
water, biodiversity, etc. and take into account positive impacts 
on carbon sequestration, habitat creation, recreational values, 
etc. 

• Use climate finance to support sustainable smallholder  
agriculture development

• Payments to farmers for 
ecosystem services and 
conservation, e.g. under EU 
Common Agricultural Policy

9. Reform biofuels policy • Advocate reduction in policy 
conflicts between food and 
fuel

• Reduce policy conflicts  
between food and fuel

• In July 2013, the   
European Parliament voted 
to cap the share of biofuels in 
their renewable transport  
targets at 5.5% 

7. Review stock policies • Maintain adequate 
emergency food stocks, or 
strategic reserves. These 
could be held at regional or 
national levels

• Initiatives should  
facilitate access to storage for 
farmers

• Adequate emergency food 
stocks, or strategic reserves 
must be maintained; these 
could be held at regional or 
national levels

• Prevention of domestic 
export bans during times of 
food shortages

• The Economic Community 
of Western African States 
(ECOWAS) is piloting a 
regional emergency food 
reserve system 

Energy
8. Decouple energy and 

food systems
• Reduce food system dependence on fossil energy inputs, and 

reduce greenhouse gas (GHG) emissions from land-use  
activities

• Promote local sufficiency and less energy-intensive  production 
methods

• Farming practices could 
include: regenerative fertility 
stems and tools to increase 
soil organic matter, e.g.  
agroforestry and reduced  
tilling; reducing pesticides 
for integrated pest  
management; renewable 
energy on site; bringing 
producers and consumers

 closer; educating the
 population on dietary and 

consumption patterns
• Zambia adopted  

conservation agriculture as 
policy in 1999; National Task 
Force in Malawi

4. Regulate commodities 
exchanges

• Advocate lower limits for 
non-commercial actors

• Advocate comprehensive   
reform of all derivatives  
trading

• Review frameworks to   
reduce speculative   
behaviour and limit  
volatility, but without 
overregulating and creating 
market inefficiency

• The Dodd-Frank Act in the 
USA and the second Markets 
in Financial Instruments 
Directive (MiFID) in the EU 
aim to put limits on positions 
and caps on bets

Investment
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5. FURTHER RESEARCH AND ANALYSIS
Many papers have been written on the reasons for and causes of food insecurity, and some of the potential policy  
interventions and actions that can be taken. This is a complex area, with many issues.

While there is much work being done in the area of food inflation, there are a couple of areas that seem to be lacking 
data, for example: 

• Generally, better understanding and assessment of the impact of policy responses to food inflation and their 
relative effectiveness would be extremely useful for governments planning short-and long-term strategies.  
For example, the impacts of market risks are poorly understood, and raising awareness of this is critical.

• In relation to South Africa, further investigation of whether the extent to which volatility within South Africa is 
a function of domestic volatility, or world volatility, would be beneficial for planning policy. This could include a 
better understanding of the transmission of global food prices into domestic markets, how South Africa is  
affected by world prices, how transmission is dampened and what lessons South Africa could adopt from the 
experiences in other countries. 

Ultimately, further research should also explore the relative roles that government, the private sector, and civil society 
within South Africa can play in terms of (i) reducing food price inflation, and (ii) reducing the impacts of food price 
inflation.

Domestic policies
10. Develop local/ regional 

markets and reduce  
import dependency

• Increase the “value-add” 
of farmers to develop local  
markets 

• Reduce dependency on  
imports

11. Understand  
transmission of  
international prices into 
domestic households 

• Better understanding of the 
impact of: import tariffs, 
food and fuel import bills, 
substitution effects on local 
food prices, patterns of food 
consumption

12. Review current food 
security policies

• Develop a national food  
security strategy that takes 
into account price volatility 
and financial flows

• CAADP African Framework 
for Food Security provides  
guidelines for a national food 
security strategy

• India created a Food   
Security Bill to subsidise food 
to two-thirds of the  
population
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