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Regional Trade and Food Price Stabilisation in
South Asia: Policy Responses to the 2007-08
World Price Shocks

PAauL A. DOROSH

I. INTRODUCTION

World price shocks and disruptions in international cereal trade in 2007 and 2008
caused considerable anxiety and hardship for food importing countries throughout the
world. In many countries, high international food prices raised import costs, reduced total
supplies for consumers and ultimately led to lower real incomes and food consumption
for poor houscholds. In South Asia, Pakistan, Afghanistan, Bangladesh and India were all
affected by these movements in international prices, though the effects on domestic
prices in each case was mitigated or exacerbated by each country’s own trade policies, as
well as the trade policies of its neighbours.

Prior to 2007, the general consensus among most economists and food policy
analysts was that openness to international trade, particularly private sector trade, was the
most efficient mechanism for stabilising domestic food prices and supplies. In light of the
2007-08 experience, however, many observers have concluded that international markets
cannot be trusted and that countries should rely on their own domestic production to
ensure national and houschold food security. This paper argues that liberalised
international trade still provides the best mechanism for stabilising prices and food
supplies in most years, but that appropriate contingency policies are needed for years in
which international prices are extraordinarily high.! More explicit commitments to cereal
trade liberalisation within South Asia would also promote region-wide food security and
help avoid a repetition of supply disruptions that raised food prices sharply in
Afghanistan and Bangladesh.

Section II of this paper briefly summarises movements in international prices of
cereals in nominal and real terms, showing that the price levels in 2008 reached new
record levels in nominal terms, but were still significantly below price levels of 1974 in
real terms. Sections IIT and IV then discuss the effects of the 2007-08 international price
shocks in South Asia, highlighting the roles of the international market the disruption of
the private sector regional trade, examining in turn the trade in rice between India and
Bangladesh, and the trade in wheat between Pakistan and Afghanistan. Section V
presents conclusions and implications for policy.
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response to the 1943 Great Bengal famine [Ahmed, Haggblade, and Chowdhury
(2000); Rashid, Gulati, and Cummings (2008)]. Today, large-scale government
interventions in India through the Food Corporation of India and state-level agencies
effectively break the direct link between India’s domestic prices and international
markets. In Bangladesh, there is substantial integration with international markets for
wheat, as incentives for private sector wheat imports have been maintained in spite of
large food aid inflows. Moreover, as discussed below, the Bangladesh rice market
has generally been closely linked with that of India since 1997. In Pakistan, as in
India, large scale government imports of wheat, domestic procurement from farmers
and government distribution (dominated by sales to flour mills at subsidised prices
since reforms in the late 1980s), have generally prevented a direct link between
international and domestic price movements of wheat. Finally, although
Afghanistan’s private sector wheat trade has been a vibrant source of domestic
supply since at least 2002, because Afghanistan is land-locked, prices of imported
wheat have not been directly linked to prices in the broad international market.
Rather, they have largely been driven off of Pakistan’s wheat prices and thus greatly
influenced by Pakistan’s policies. Because of these structural characteristics of rice
and wheat markets in South Asia, the effects of the international price shocks in 2007
and 2008 differed greatly across these four countries.

III. RICE POLICY AND TRADE IN INDIA AND BANGLADESH

Beginning in the late 1960s, India adopted policies to promote a Green Revolution
in cereal production, including investments in agricultural research and extension,
government procurement of rice and wheat at high prices, and subsidies to fertiliser,
irrigation water and electricity. By the early 1980s, India was self-sufficient in cereals
and large scale food aid flows ended—national food security had been achieved, although
many poor households still lack adequate access to food [del Ninno, Dorosh, and
Subbarao (2007)].

Moreover, in part because large-scale imports by India would likely result in
significant increases in world market prices and thus the cost of the imports, India’s
policy-makers have also chosen to maintain large public stocks of wheat and rice.’
When in the early 1990s political pressure to increase support prices led to a sharp
increase in the volume of procurement, the level of public stocks rose rapidly:
between 1990-01 and January 2002 government stocks increased from 15.8 to 58.0
million tons, far in excess of the (1999-2000) target stock norm of 18.8 million tons
(Figure 3). Subsidised exports of 31 million tons of rice and wheat from 2000-01
through 2003-04 enabled FCI to reduce its stock to 21.7 million tons in January
2005, and stocks remained at approximately these levels through 2006-07 [del Ninno,
Dorosh, and Subbarao (2007)].

3Concerns with the unreliability of world markets date back at least to the mid-1960s when political
considerations reduced U.S. food aid deliveries to India [del Ninno, Dorosh, and Subbarao (2007)].
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The ban on wheat exports to Afghanistan had little effect on Pakistan’s domestic
prices. Exports of wheat flour to Afghanistan (typically in the range 0.5 to 1.0 million
tons) are equivalent to only about 2 to 5 percent of Pakistan’s net wheat availability
(before exports). Assuming and elasticity of demand in the range of —0.3 to —0.5, exports
to Afghanistan raise Pakistan’s domestic wheat price by only 5 to 15 percent ceferus
paribus."’

However, with increased restrictions on Pakistan’s exports, Afghanistan’s (Kabul)
wheat prices increased dramatically from $325/ton in November 2007 to $465/ton in
January 2008. When Afghanistan’s own May 2008 domestic wheat harvest fell short of
its 2007 levels by 1.5 million tons, prices rose further to $782/ton in May 2008. Wheat
prices in Kabul subsequently fell to $560/ton in December 2008 as increased food aid
flows helped increase supplies. But domestic prices throughout 2008 remained far above
the estimated import parity price of wheat from Pakistan (about $300/ton), indicating that
Pakistan’s export restrictions were extremely effective in limiting wheat flows to
Afghanistan.'' Even at the peak of international wheat prices in March 2008 ($528/ton
import parity Lahore), unrestricted trans-shipment of wheat from international markets
through Pakistan could have reduced Afghanistan’s domestic prices (which peaked at
$782/ton in May 2008)."

This experience illustrates the critical importance for Afghanistan of maintaining
flows of wheat from external sources. In particular, although food aid inflows provide
important additional supplies, private sector imports of wheat and wheat flour have
proven to be highly effective in stabilising Afghanistan’s wheat markets when these
imports are unrestricted. In addition to improved security, price-stabilising private sector
trade between Pakistan and Afghanistan requires that clear signals are given to traders
regarding trade policies (zero or minimal restrictions on wheat trade), expected food aid
inflows and levels and prices of government sales of wheat.

V. CONCLUDING OBSERVATIONS

Cereal markets across South Asia (especially Bangladesh-India rice and Pakistan-
Afghanistan wheat) are increasingly connected. As a result, cereal price policies have
major spillover effects across borders. The 2007-08 experience with the surge in
international market cereal prices illustrated some of the negative aspects of these
linkages as export restrictions by India and Pakistan contributed to higher prices for
consumers in Bangladesh and Afghanistan.

Nonetheless, in general, the conventional case for private sector imports as a tool
for price stabilisation and improving economic efficiency still holds [Byerlee, ef al.
(2007); Jayne, et al. (2006); Dorosh (2008)]. In particular, private sector international
trade is generally more efficient than either public stocks or public trade for stabilising

YFor further discussion of the impacts of wheat flour exports to Afghanistan on Pakistan’s prices, see
Dorosh and Salam (2008).

"Although the border between Afghanistan and Pakistan is highly porous in terms of movements of
small amounts of goods and people, shipment of the hundreds of thousands of tons of grain required to
significantly offset the 1.5 million ton production shortfall is not possible on mountain paths and small roads.

Transport costs to Kabul in 2005 were estimated at about $20/ton [Chabot and Dorosh (2007)]. Total
milling, transport and marketing cost from wholesale grain Lahore to retail flour Kabul averaged $50/ton (July
2006 to June 2007).
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prices because competitive private markets can react more quickly to changing market
conditions than can public institutions. Moreover, private trade often involves lower
overall costs (increased economic efficiency) and minimal fiscal costs to government.

Liberalised private sector trade need not preclude modest levels of national
security stocks and public distribution programs, however. For example, Bangladesh
private trade added 2.5 million tons to domestic rice supplies in 8 months in 1998-99
following a major flood, and stabilised domestic prices at import parity levels. At the
same time, targeted foodgrain distribution increased access to food for poor houscholds.

Moreover, promotion of private trade to support price stabilisation need not
involve blind trust in the efficiency of markets. To verify that private markets for
imported grain are working well, margins between import parity (inclusive of taxes) and
domestic wholesale prices can be monitored. Letters of credit data indicating the number
of importing firms and their market shares can also help gauge market power of
individual traders. Government dialogue with private traders can also add to transparency
regarding policy and understanding of evolving market constraints and problems [Dorosh
(2001)].

Nonetheless, in times of very high international prices, stabilising prices in net
importing countries like Bangladesh and Afghanistan requires either releases of public
stocks or subsidised sales of government imports. The volume of such interventions need
not necessarily be large, though substantial inflows could be needed when a substantial
domestic production shock coincides with international price rises. In designing any price
stabilisation strategy, however, it is important to avoid assigning too high a probability to
large shocks or assuming that the current (high price) situation will remain unchanged.
There is always a possible scenario of a complete disruption to trade coinciding with
major production shortfalls, but in most years large stocks are unnecessary and come at a
high opportunity cost.

In conclusion, South Asia enjoyed much success in enhancing food security, by
promoting agricultural growth (a supply side policy) while promoting equitable growth
and, in some countries, using transfer programs to directly increase access to food by
poor housecholds (demand side policies). Continuing the best of past successful policies,
including promotion of private sector trade, with flexible adjustments to policies to cope
with new risks and contingencies, is likely to be the best path to enhanced food security
and reductions in poverty.
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