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Influences on Prices.  As the below chart suggests, prices that farmers receive for their 
commodities and other products depend on supply and demand factors.  The amount of 
output available from other farmers, from imports, or the extent to which other products 
represent good substitutes affect the supply side.  Demand for the product can ultimately be 
traced back from the consumer through the value chain.  Manufacturers will base their orders  
for ingredients on expectations of demand.  If demand is expected to be high, prices will tend 
to rise; if less demand is expected, prices are more likely to decrease. 
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 Most retailers, with the exception of “giants” such as Wal-Mart, will tend to order 
through a wholesaler.  The wholesaler must anticipate the demand from retailers and have 
stock on hand to meet this demand.   
 
Bargaining Power of Farmers.  Farmers who sell commodities in relatively small quantities 
ordinarily have very little bargaining power.  Since the same commodity from different 
farmers is considered identical, the farmer can in theory sell all his or her product at the 
market price but cannot sell at a higher price than that.  In practice, however, many of 
today’s commodities transactions take place electronically and/or through brokers.  This 
means that there may not be reliable information about market prices available and that the 
buyer will have the upper hand in negotiations.  The farmer could try to get bids from 
different buyers, but that will take a great deal of time away from the farmer’s work of 
actually producing crops. 
 
Predictable and Less Predictable Market Changes.  Farmers are very vulnerable to 
environmental change.  Small changes in supply and/or demand can greatly affect the prices 
that are paid for commodities (where demand tends to be very inelastic) and for supplies 
needed.  Some changes may be relatively predictable—e.g., 

• Phased-in trade agreements.  When trade agreements are signed, all markets are 
usually not completely opened immediately.  Producers are often given some time to 
adapt to the changes.  Thus, farmers may be aware of a new source of competition 
that will be phased at some specified future time. 

• Long-term diet trends.  Low carbohydrate diets have spread very quickly in recent 
times, but most other diet trends take longer to grow.  Consumers gradually reduced 
their consumption of some high fat foods over time, for example. 

• Trends in substitute products.  New technological advances may allow the use of 
certain substitute products.  For example, after the approval of aspartame 
(NutraSweet®), more and more consumers switched to sugar free soft drinks—very bad 
news for sugar and corn growers.  However, not all consumers will get used to the new 
taste immediately, so the defection may be gradual.  

• Changes in cost structure and technology.  The market prices of some farm inputs—
such as petroleum—fluctuate, but for some materials, there is a more definitive trend 
as production (supply) or demand change over time.  Technology is now becoming 
available to assess the productivity of specific plot areas based on global positioning 
satellite system (GPS).  Since this makes those farmers who adopt the technology more 
productive, it can be expected to increase supply of affected crops and thus put 
downward pressure on crops.  Because the technology is adopted gradually, the entire 
impact will not be immediate but can be anticipated over time.  

 
Less predictable changes.  Some market factors are more difficult to predict.  Since most 
commodities prices respond very strongly to supply conditions, the size of the current harvest 
will greatly affect prices.  The harvest crop yield usually cannot be accurately predicted at 
the time when sowing has to be planned.  Exchange rates between currencies also fluctuate 
dramatically.  If the dollar increases in value relative to other currencies, American crops will 
become more expensive for people in other countries to buy (they have to spend more of 
their own currency to buy the dollars that must be used to pay American farmers) and imports 
will become more attractive for Americans (because the dollar now buys more abroad). 
 
Farm value.  Farm value refers to the proportion of the total food costs paid by consumers 
that comes back to the farmer.  For some foods, such as bread, the farm value will be very 
low.  Other ingredients are used in bread, too, but the farmer usually only gets about 5% of 
the retail bread price for the wheat supplied.  The rest of the value is added through 
processing, manufacturing, distribution, and marketing.  The farm value is higher for meat 
products. 
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The fact that parties other than the farmer are making money is not necessarily a bad thing.  
Other members of the value chain add steps that are valued by the consumer.  In recent 
years, the farm value of many food products has decreased.  Again, this is not necessarily 
unreasonable since consumers are demanding more services.  The fact that consumers are 
willing to pay the supermarket more money for prepared foods, as opposed to the raw 
ingredients, does not mean that the farmer will be paid less.  We can think of the trend 
toward consumers demanding more value added to the products as making the pie larger.  
The farmer will get a slice of fewer degrees, but because the pie is larger, the total area will 
remain unaffected.  Other factors might, of course, influence farm value.  When demand for 
a greater value added product is met, the demand for the farmer’s ingredients may go up, 
leading to higher prices and benefiting the farmer. 
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Several factors affect farm value.  Some are: 
 

• Degree of processing required.  For foods that require more processing (such as the 
wheat that ultimately makes it into products such as bread and pizza), more of the 
value has to be added after the farm.  Thus, we expect farm value to be less. 

• Perishability.  Perishable products require more expensive and less efficient 
transportation.  It may also be necessary to add extra processing or to maintain extra 
capacity to perform the processing quickly.  Lettuce has to be transported very 
quickly, often in air conditioned trucks.  Shorter and less efficient channels must be 
used to get the product to the store in fresh condition.  Note that meat is highly 
perishable and requires expensive cooled transportation and storage.  The absolute 
cost that occurs after the farmer in the value chain is therefore high, but because 
meat is a very valuable product, this cost still represents a smaller percentage of the 
total value. 

• Seasonality of supply.  It may be necessary to add extra processing or to maintain 
extra capacity to perform the processing  of perishable seasonal crops quickly. Canners 
must maintain capacity that can be used only during part of the year to be able to 
handle the large crop of peaches coming in at harvest time.  There may not be any use 
for the canning plants during the rest of the year, so the total yearly cost has to be 
absorbed by the crops processed during a short period of time.  Canned and frozen 
crops may be less attractive to consumers, reducing the value of the crop during off-
season. 

• Seasonality of demand.  A commodity disproportionately in demand at one time—such 
as turkeys whose sales are concentrated during November and December—often 
require services such as freezing and/or storage, adding to costs. 

• Transportation costs.  Products that must be transported for long distances, in small 
quantities, or are difficult to handle raise costs. 

• Bulk-to-value ratio.  In part based on transportation costs, bulkier products are more 
difficult to handle and store.  Meat has high value for its bulk but wheat does not.  For 
corn, the cob and leaves carry little if any value. 
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Trends vs. fluctuations.  It is normal that prices, demand, or other variables will fluctuate—
that is, go up and down in  a seemingly random manner—over time.  These fluctuations will 
be caused by a large number of factors.  On the other hand, some changes over time tend to 
show a consistent trend—that is, even if prices seem to vary, they may tend to go up over 
time. 

Trends vs. Fluctuations
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For example, the growing popularity of low carbohydrate diets will probably continue to drive 
down demand for hot dog buns.  However, if warm weather starts unusually early one year, 
people will BBQ more, leading to a temporary spike in the demand for buns. 
 
In the above chart, prices fluctuate, but if we graph a trend line (based on a regression 
analysis of price as a function of time), we see that average prices tend to increase over 
time.  It is important to recognize that a trend that has been experienced in the past will not 
necessarily continue.  For example, consumption of eggs had been declining for some time, 
due to concerns about cholesterol, until the trend reversed, in large part because of the 
growing popularity of high-protein diets. 
 
Data with large fluctuations is described as “noisy.”  That is, it is difficult to distinguish the 
genuine trend from the temporary fluctuations because these fluctuations are relatively 
large.    Below, we see examples of relatively “clean” (as represented by the heavy line) and 
relatively “noisy” (as represented by the dotted line) data: 
 

Variations of Magnitudes of Trend and Fluctuations

0

50

100

150

200

250

1 3 5 7 9 11 13 15 17 19 21 23 25 27 29 31

Time

P
ri

ce

"Clean"

"Noisy"

Trend

 
 
A number of characteristics influence the evolution of prices, costs, consumption rates, or 
other phenomena.  Some possibilities can be seen in this chart: 
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Some changes are linear, suggesting that the change happens at a relatively consistent rate 
over time.  Changes can also be non-linear—that is, they can happen at increasing or 
decreasing rates.  For example, immigration rates and the proportion of Americans over age 
65 are growing at exponential levels.  Some trends go until a point and then level off—thus, 
the early higher rates of growth are no longer predictive of future trends.  A clear case of this 
is the maturity phase of the product life cycle where a product has now been adopted by 
most of the consumers who will ever adopt, leaving little opportunity for growth.  Some 
trends will reverse themselves.  For example, in the late 1990s, a number of people invested 
in ostriches, driving up the price.  Ostrich meat was touted as offering a taste similar to red 
meat but with much lower fat content.  Owners bred the ostriches hoping for greater profits 
from selling ostriches to others.  When the stocks were large enough that it was time to try to 
actually sell the meat, however, the “bottom fell out” of the market, resulting in a sharp 
decline in value.  Much the same thing happened in the Internet stock market during the late 
1990s.  
 
A special kind of trend involves seasonality.  Turkey and cranberries are consumed 
disproportionately during November and December in the U.S.  Prices of fresh peaches reach 
very high levels during the winter months, where much of the supply is imported, and drop 
dramatically during the summer months.  It is possible to “partition” such seasonal effects 
from a long term trend: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
When one adjusts for seasonal effects, this chart shows a consistent upward trend. 
 
Lags in response to market conditions.  A free market economy is based on the idea that the 
buyers and sellers will respond to changes in the market.  When it is no longer profitable to 
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prices rise due to high levels of demand, sellers will want to increase capacity to produce a 
greater quantity.  In practice, however, adjusting capacity takes time to accomplish.  If the 
price of beef goes up, it will take time to raise more cattle to be slaughtered.  In the short 
run, the farmer may actually produce less beef because cattle are held back for breeding 
rather than being sold off for meat.  When prices go down, the farmer has already invested in 
facilities and/or the current crop.  Thus, it will take time to adjust production.  Ironically, 
the adjustment phase may take so long, and so many farmers may “jump on the bandwagon,” 
that by the time the adjustment has taken place, the trend may have reversed!  For example, 
if farmers see an attractive market for almonds, they may grow more almond trees.  By the 
time these trees are ready to yield, however, the price may decline due to a market “glut.”  
Too many farmers may have grown too many trees, flooding the market.  Many farmers may 
then rip up their trees and grow other commodities, forcing supply down and prices up, 
encouraging a new round of investments!  Suppose that the optimal number of almond trees 
for that market is 1.2 million.  We may observe the following sequence: 
 

 
 
It takes time to recognize that prices are consistently going up or down (as opposed to just 
fluctuating).  Implementing the capacity change then takes time, and it may be necessary to 
secure a loan or other capital before the investment can be begun.  It may take some time for 
prices to be felt at the different ends of the value chain or channel.  For example, if the 
wholesale supply price of peanut butter goes up, peanut farmers who contracted in advance 
to sell at a given price may not feel the price change until it becomes time to negotiate for 
next year’s contract. 
 
“Real” vs. inflation-adjusted prices.  Inflation is a reality.  Over time, average prices tend to 
go up dramatically.  Measures of inflation—such as the U.S. Consumer Price Index—are based 
on weighing the cost of a “basket” of goods.  Different expenditures felt by a typical family—
such as food, housing, medical care, and transportation—are each weighted in arriving at an 
estimate of overall price changes. Often, however, inflation rates vary dramatically between 
product categories.  Some components of the economy—such as health care and real estate—
have very high rates of inflation while the costs of many electronic products are actually 
declining.  Changes in the prices of different agricultural products often vary considerably by 
category.  To make price comparisons meaningful over time, we can adjust for inflation.  If 
we set an arbitrary year to be our “index” year, we can more meaningfully compare economic 
data over time.  
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Food Market Structure 
 

Background.  Several characteristics of a market determine its structure.  Usually, no one 
firm or individual controls the entire value chain, but some firms may decide to integrate 
horizontally—by buying up competing firms or increasing capacity—or vertically by buying 
facilities that come earlier or later in the chain.  Some industries provide for large economies 
of scale, potentially resulting in a limited number of firms controlling a large portion of the 
total market.  Where economies of scale are smaller, or where obstacles such as government 
regulations limit the size of individual firms, the market may be more fragmented.  
 

 
 
Horizontal Integration.  Economies of scale can be important in some industries.  Sometimes, 
it may also be useful to have different brands or businesses that serve different segments.  
For example, a firm that has experience in the retail industry might want to operate both a 
full-service retail chain that can charge higher prices and a discount chain that serves a more 
price sensitive segment.   
 
When growth opportunities in existing firms are limited, there may be significant pressure to 
find other businesses in which to invest current earnings.   Frequently, stockholders do not 
want to have profits paid back in dividends since this money would be immediatley taxable.  
Firms may therefore need to find other ways to invest the money to make a satisfactory 
return, and it may be attractive to buy another firm in an industry the management already 
understands.    In the United States, and to an increasing extent in Europe, governments are 
concerned about too much market share being controlled by one or a few firms and 
opportunities to acquire competitors may therefore be limited.  There are also some 
businesses that do not lend themselves well to consolidation.  For example, running farms 
depends a great deal on entrepreneurial drive and willigness to work long hours, so corporate 
farms tend to be rare—usuallly, they would simply not be cost-effective. 
 
Vertical Integation.  Another way for a firm to grow is to integrate vertically.  Here, the firm 
will buy firms that come earlier or later in the value chain.  For example, McDonald’s could 
buy a meat packing plant that would supply much of the beef that its restaurants would need.  
There are certain advantages to vertical integration.  The most important advantage probably 
is having an assured supply in case of a “tight” market.  Sometimes, it may also be possible to 
obtain “synergy”—a situation where two assets together may be worth more than the “sum of 
their parts.”   For example, a seed manufacturer might be able to buy a chemical firm that 

SIMILAR 
FIRM 

SUPPLIER 

BUYER 

SIMILAR FIRM SIMILAR 
FIRM 

Horizontal dimension—
same level in the value chain  Vertical 

dimension
—earlier or 
later value 
chain 
members 



 8 
supplies fertilizer used in the process of producing the seed and be able to use some 
research and development investments in both processes.  In agricultural industries, 
however, genuine synergy potential does not appear to be frequent.  There are also 
considerable potential downsides to vertical integration: 

• The management will need to oversee investments in an industry where it has limited 
experience; 

• Management attention is being spread between more industries, allowing less time to 
focus in each; 

• High levels of leverage—if economic developments depress one industry, this may 
“ripple” through the value chain, compounding the problem; 

• Lack of willingness of customers at one level to buy from a firm with whom they may 
be competing at another level (e.g., other fast food restaurants where reluctant to 
buy Pepsi soda when the parent company also owned fast food restaurants); and 

• Potential conflicts of interest.  If a food manufacturer also owns a bank that lends to 
farmers, farmers may feel pressure to make decisions on sales based on financing 
decisions or vice versa.  This may cause regulatory concern and/or intervention.  

 
In practice, therefore, many atttemps at vertical integration have not been very successful.  
 
Specialization.  Firms that tend to focus on one process often become more effective.  KFC, 
for example, prides itself on the practice of doing only “chicken right.”  It is possible for 
firms that specialize to gain considerable economies of scale, including considerable 
bargaining power because of large quantities purchased.  The firm can also spread research 
and development expenses across large volumes and can afford to invest in technology and 
research that allow superior quality and performance.  Wholesalers spread costs of 
distribution across numerous product categories and develop extensive knowledge of 
efficiency in distribution.  Farmers may hire agents to negotiate and tend to focus on farming 
rather than getting into how to make and distribute butter and cartoned milk in small 
quantities. 
 
Diversification.  Agricultural price markets often fluctuate dramatically.  Therefore, it may be 
dangerous for a farmer to put “all [his or her] eggs in one basket.”  For this reason, a farmer 
may produce several different crops or may even produce both vetables and meat. Crop 
“rotations” may also be necessary because some crops deplete the soil of nutrients more than 
other crops do.  Farmers will therefore alternate between crops to allow the soil to 
“recover.”   On the average, this will probably be a less efficient strategy—the farmer does 
not get to specialize, does not get the same economies of scale, and does not get as much use 
of each piece of equipment.  However, in return, the farmer is less likely to be driven out of 
business by a disaster in one crop area.  For larger firms, diversification appears to be less 
useful.  Financial theory holds that it is usually not beneficial for stockholders if firms 
diversity.  The stockholders themselves can diversify by buying a portfolio balanced between 
different stocks.  Sometimes, however, it may be difficult for a firm to find an opportunity to 
invest current earnings in the core industry, and management may be motivated to buy into 
other industries mostly as a way to avoid paying dividends that would be subject to 
immediate taxation. 
 
Decentralization.  In the old days, it was frequently necessary for buyers and sellers to 
physically gather to settle market prices.  Many commodities would be sold through auctions 
where the price would be set by supply and demand.  Nowadays, much of the negotiation can 
be done electronically.  A farmer may notify an agent of what he or she has to send and one 
or more buyers can be approached.  Buyers and sellers can then accept or reject offers that 
are being made at various times.  This is more efficient, but it also means that less will be 
known about market prices by at least some participants.  Large buyers that can invest in 
extensive market research often will know much more than small sellers about market 
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conditions and thus have an advantage in negotiations.  Since auctions in some markets now 
account for only a minority of commodities sold, the U.S. government is now unable to supply 
reliable market price estimates for some categories. 
 
Farmer cooperatives.  Farmers may decide to set up organizations that allow them to pool 
sales and purchases or provide or obtain certain services jointly.  Cooperative organizations 
may be set up to run storage elevators or milling operations rather than contracting with 
outside firms to provide these services.  In many cases, cooperatives appear to come about 
not so much for economic savings but rather for ideological reasons—farmers feeling in 
control of the process rather than having to deal with outside firms.  Cooperatives may not be 
cost efficient, especially if they need to handle smaller volumes than commercial operators 
do.  They must also be managed—either by volunteers or outside management.  With 
cooperatives also come governance issues and the need to resolve disputes between 
members.  Cooperatives may be set up for marketing purposes—finding buyers for and 
transportation to potential buyers or establishing a regional brand identity.  Purchasing 
cooperatives may allow for greater bargaining power through larger volume purchases.  
Cooperatives can also pool buying of such services as medical benefits or insurance for farms 
with a small number of employees. 
 

Market Development 
 

Background.  Market development involves creating or expanding a market for new or existing 
products and/or increasing the value of these products.  For example, few consumers today 
are aware of the prickly pear, however, but farmers who grow this cactus plant would like to 
market it as a way to decrease “bad,” low-density cholesterol without reducing “good,” high 
density cholesterol levels. 

 
Strategies, objectives, and the hierarchy of effects.  The promotional activities needed for a 
given product will depend on factors such as its current stage in the product life cycle.  For 
prickly pear growers, simply getting more people to know that their product exists will be a 
challenge.  Once more people know, a significant challenge is going to get more people to 
actually try the product.  This may be difficult to accomplish because of the high cost of the 
product and the vast number of choices of other products that consumers can consume.  
There is simply not enough time or money to try everything available.  If a product category 
catches on, emphasis may then need to switch to brand differentiation and the firm may need 
to work on getting consumers to hold favorable beliefs about their brand.  In later stages of 
the product life cycle, where most consumers’ opinions have largely been set, temporary 
sales increases, usually through price promotions, may be the only realistic objective. 
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The strategic planning process.  In order to make good investment decisions with respect to 
how much to spend on marketing and how to allocate this spending among opportunities 
available (e.g., advertising and price promotions), it is useful to go through a strategic 
planning process.  This process involves several steps, but these steps are not rigidly 
separated and it may be necessary to return to previous stages as new considerations come 
up.   
 
 

 
 
 
Setting marketing objectives.  The first step involves setting the most appropriate marketing 
objectives.  These objectives need to be reasonably specific and manageable.  Merely saying 
that the goal is to maximize profit is not enough.  How will this be done?  It is also important 
to set priorities.  A firm might like to reduce costs, improve quality, increase distribution 
channels, increase awareness, and improve consumer percpetion of the product at the same 
time.  However, some of these objectives, such as reducing cost and improving quality at the 
same time, may not be compatible.  The firm may also not have the resources to pursue all 
the other objectives at the same time.  Therefore, the firm must focus on where resources 
will be used most effectively.  Generically, some objectives may be: 
 

• Get current users to use more 
• Get more people to buy product 
• Get product used for new purposes 
• Develop preference relative to other products or brands; and 
• Develop price insensitivity relative to other products or brands 
 

Setting strategy.  Once objectives have been set, a strategy for formulating these objectives 
can be made.  Improving quality, for example, might be achieved either by increased 
research and development, the use of higher quality materials, or by investing in new 
manufacturing technology.  The most appropriate choice will depend on factors such as cost 
and effectiveness, but may also depend on risk.  There may be a new technology that, if it 
can be perfected, would represent a large breakthrough but also carries a risk that it will not 
work. A larger firm may be able to shoulder such a s risk but for a smaller firm, the risk may 
be prohibitive.  Note that as a strategy is considered and potential complicatons arise, it may 
be necessary to reassess appropriate objectives.  
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Several criteria may be useful in evaluating a strategy.  Some strategies may seem brilliant 
but, under stricter analysis, will be recognized as unrealistic.  Strategies that take advantage 
of a firm’s special abilities (e.g., patents, technology, or human resources) and are consistent 
with consumer perception of the brand are also more likely to be successful.  
 
A number of promotional tools are available—e.g., advertising, premiums, public relations, or 
distribution enhancement.  For a review of this topic, see 
http://www.consumerpsychologist.com/intro.htm . 
 
Tactics and implementation.  Once a plan for the strategy has been made, decisions must be 
made on implementation.  If a decision as been made to position a product as a premium 
brand through advertising, specific ads must be developed and tested and appropriate media 
and advertising schedules should be resolved.  When implementation begins, results need to 
be monitored.  Some problems may be addressed with fine-tuning, but if the campaign does 
not seem to produce expected results, the strategy may need to be reconsidered. 
 
In the longter term, consumer response—such as purchase rates and beliefs held about the 
brand—can be assessed in more detail.  The next test is then whether this consumer 
response—such as improved attitudes—actually results in increased market share or higher 
profits.  Even a successful strategy must be frequently re-evaluated to address changing 
market conditions such as change in competitor strategies, costs of materials, or changes in 
consumer tastes.  
 
Consumer adoption of new food products.  Some food products have great potential for sales 
growth through expansion of the customer base.  One way to spread new foods is through 
massive advertising.  This strategy has been  used in marketing the Hot Pockets® convenience 
products.  Many foods also spread as some groups of consumers “imitate” others they see 
consuming them, and some are encouraged to try new foods based on word-of-mouth 
communication.  For a discussion of the diffusion of innovation, see 
http://www.consumerpsychologist.com/#Diffusion ). 
 
Levels of market development.  Development efforts may center at several different levels.  
Producers of a commodity—e.g., Florida orange growers—may want to promote their food, 
hoping that preference will be developed relative to other food categories (e.g., apple juice 
or sodas) or to similar products from other regions.  Alternatively, development efforts can 
focus on a branded product (e.g., Diet Coke®), a brand (e.g., all Coca Cola® branded 
products), or all brands owned by the same company (e.g., all beverages owned by the Coca 
Cola® Company).  More targeted development efforts may provide more specific results for a 
given product. 
 

Standardization and Grading 
 

Purpose.  Food standards and grades exist to allow buyers to determine the quality and 
category of a product with minimal inspection.  Grades are also useful in specifying contracts 
of commodities in advance and allow the pooling of supplies from different producers of the 
similar grade crops.  
 
Food standards.  Standards exist to regulate food sanitation, labeling, and the additives that 
must or can be used.  There are also certain specifications that a product must be called in 
order to be marketed as a product of that name (e.g., to be called “beef stew,” a product 
must contain at least 25% beef, but a product with lesser beef content could still be sold 
under a different label). 
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Food grading.  A number of federal, state, and industry grades exist for a variety of product 
categories.  Some states have grading standards for some commodities that are stricter than 
federal standards.  For many product categories, there is no federal requirement to display 
the product grade but state regulations vary.  A significant problem in grading is that end-
consumers are usually not aware of specific food grades or criteria for the different grades 
within a food category.  Thus, commodities grades are often more useful in industry 
transactions.  
 

 
Transportation 

 
A large part of the cost of food products results from transportation needs.  Transportation 
requirements tend to occur between many of the stages in the value chain.  Many food 
products have special transportation needs—e.g., 

• Refrigeration to avoid spoilage; 
• Speed due to quick perishability; and 
• Special equipment (e.g., to carry live animals). 

 
For most products, cost is the biggest issue.  Sea transportation is usually the least expensive 
method of transportation, but this is a slow and inflexible process that cannot reach all areas.  
Rail transportation is usually less expensive than trucking, when available, but this method, 
too, is slow and railroad locations limit flexibility.  Certain perishable crops can be shipped 
long distances by truck.  Trucks can be used to transport foods between other transportation 
nodes such as rail and water.   Certain very high value products—e.g., French cheese—may be 
shipped by air, but this is costly. 
 
To improve efficiency, parties within the value chain may be located at railroad locations to 
minimize transportation and transfer costs.   As bulk is removed (e.g., as corn is moved from 
the cob), the value/bulk ratio improves and transportation costs decline. 
 
Information technology advances have helped improve efficiency in transportation since 
shippers going in opposite directions during the same time period can now be more readily 
identified. 
 
 

Storage 
 

Storage is needed for certain products for purposes such as: 
• Awaiting processing while a backlog exists during a harvest season;  
• Maintaining safety or other stocks;  
• Storing a food for use outside its season or for a time of heavy consumption (e.g., 

cranberries at Thanksgiving); or 
• Keeping unsold quantities from a previous period.  

 
Efficiency is important here, too, but costs must be weighted against the quality of storage 
provided.  Some products may require cooling to avoid spoilage, for example. 
 

 
Risk Management 

 
Prices of agricultural products are frequently greatly affected by current harvest yields since 
the demand for these products tends to be very inelastic.  The quantity demanded will usually 
not change much based on the prices offered.  Since margins earned by farmers are already 
very low, the threat of facing prices below the cost of production during any one year are 
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serious.  Even if the farmer would make a reasonable profit on the average during a period 
of years, one bad year could cause the farmer to default on obligations and risk losing the 
farm. 
 
It is possible to guard against this risk, but if someone else is effectively going to provide this 
kind of insurance, that party expects to get paid for taking this risk. 
 
There are two main methods of protecting oneself.  The farmer can enter into a futures 
contract where he or she agrees to sell at, and is guaranteed, a specified price once the 
harvest is ready to be sold.  If the market price at that time is lower than the agreed-upon 
price, that is no longer the farmer’s problem.  On the other hand, if the price is actually 
higher, the farmer still has to sell at the contracted price even though the open market would 
have paid more.  A speculator buying the contract would expect to profit, on the average 
over the years, from the transaction, so if he or she expects the market price to be $6.50 per 
bushell, he or she may offer the farmer a price of  only $6.25.  This would result in an 
expected profit of $6.50-$6.25=$0.25, but this expected profit comes at the expense of 
significant risk. 
 
Another approach is to buy an option to sell.  Here, the farmer does not have to go through 
with a contract, but he or she may buy the right, say, for $2,500 to sell 10,000 bushels of corn 
at a guaranteed price of $6.40 per bushell.  If the price goes above this, the farmer can sell 
at the open market at a higher price; if not, the $6.40 is guaranteed. 
 
Futures contracts and options are often traded by investors who have no use for the 
commodities per se.  Instead, these investors expect to profit based on their predictions of 
future market prices.  “Bullish” investors expect prices to increase and may be willing to buy 
futures contracts to buy or to sell options allowing some else to sell.   The bullish investor 
believes that prices will go up.  If, for example, a bullish investor expects that the futue price 
will be $7.00 per bushell for corn, he or she may eagerly buy a contract to buy at $6.50 or sell 
an option to someone else to sell at $6.50.  He or she would expect to make a profit with the 
futures contract and that the option to sell at $6.50 would be worthless.    “Bearish” 
investors, in contrast, believe that prices will go down.  They may buy options to sell or they 
may “sell short” by selling an option for someone else to buy at a lower price.  Since the 
bearish investor expects that future prices will be low, he or she believes that it is unlikely 
that he or she will need to go out and buy commodities at a higher price to meet this 
obligation.  Instead, he or she expects that prices will be so low that it would be cheaper to 
buy on the open market than to buy at the option exercise price.  If a bearish investor 
expects the price to be $5.00 per bushell, he or she may be glad to buy a contract to sell at 
$6.00.  If things turn out this way, he or she can buy the corn at $5.00 and the other party is 
obligated to buy it at $6.00, netting the bear a profit of $1.00.  If the bear sells a right for 
someone else to buy at $6.00, he or she expects that the buyer will not want to exercise this 
option if he or she can buy the corn at $5.00, which would be cheaper than the $6.00 that 
would be paid under the option.  In practice, parties in futures contracts usually do not go 
through with an actual sale.  If a speculator has agreed to allow a farmer to sell at $6.00 
when the market price is actually only $5.00, the speculator may just pay the farmer the 
difference.  The farmer can sell more conveniently to a local buyer at the market price, and 
he or she will end up equally well off financially. 
 
 

Government Programs 
 

In the United States and in much of the rest of the world, agriculture is often a very sensitive 
issue politically.  One controversy is about the extent to which the government should 
regulate and/or finance agriculture.  On the one extreme is the laissez-faire approach that 



 14 
favors no government intervention.  The U.S. tends to emphasize a market economy 
although the government funds a great deal of research and often provides farmers other 
kinds of support such as low cost loans or price guarantees.  Attempts in other countries by 
governments to control agriculture more extensively have generally not been successful.  
Communist parties have had great difficulty producing enough agricultural products, in part 
because of lack of incentive. 
 
Recurring political issues.  A number of issues tend to be of frequent concern in setting 
agricultural policies.  Among these are:  

• Instability of prices:  Prices may fluctuate widely over time, frequently in response to 
supply conditions.  During times of low prices, farmers may find it difficult to stay in 
business. 

• Foreign imports:  Overall, the U.S. exports much more than it imports and has a strong 
interest in free trade.  Farmers of certain kinds of products are vulnerable to foreign 
imports that may be cheaper for a variety of reasons:  low exchange rates, low labor 
costs, lesser environmental regulations, or foreign subsidies. 

• Loss of family farms:  Farming is generally not very profitable and many farmers 
choose to leave, especially during periods where low prices create serious cash flow 
problems.   

• Environmental damage:  Certain agricultural practices—such as the use of some types 
of pesticides—have significant environmental consequences. 

• Stability of supply:  Having a dependable supply of food is literally a matter of 
survival.  

• Public health:  Sanitation standards and the use of certain chemicals raise concerns 
about consumer health. 

 
Types of government programs.  Government programs come in many forms that are intended 
to benefit either consumers, individual farmers, or the industry.  Some examples of programs 
are: 

• Agricultural research to improve efficiency or develop new crops.  
• The Extension Service, which trains farmers in new technology and methods.  
• Programs to ensure fair international trade.  
• Export assistance programs.  
• Health and safety regulations. 

 
 

Food Marketing Regulations 
 

Types.  Food marketing regulations cover a number of areas, but most are intended for 
purposes such as:  

• Ensuring food safety; 
• Promoting fair competition among food industry firms; and 
• Limiting deceptive practices in advertising. 

 
Fair competition regulations.  The U.S. has strong antitrust regulations to ensure fair 
competition within industries.  These regulations prohibit price fix ing, excessive market 
concentration, and attempts to drive competitors out of business so that prices can be raised 
in a less competitive market.  It is generally illegal to sell products below their fully absorbed 
cost of production—that is, the sum of variable costs and a portion of fixed costs. 
 
There are a number of ways in which competition can be threatened: 

• Collusion:  Retailers, manufacturers, or other businesses get together and agree to 
limit competition—e.g., railroads once agreed to charge farmers high shipping 
rates and not undercut each others’ prices.  Although blatantly illegal in the 
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United States, this kind of behavior is accepted in certain parts of the world, 
although European countries are now beginning to be less tolerant. 

• Discriminatory pricing:  Some full service manufacturers may decide to give better 
deal to more powerful buyers—e.g., Wal-Mart may negotiate better prices than 
Joe’s Puny and Pathetic Neighborhood Grocery Store can.  Such differences in 
prices paid by competing firms are generally legal only if they are justified by 
actual cost savings in selling to the two different firms—obviously, the average 
overhead per case of baking soda will be much lower when selling to Wal-Mart, 
which buys in huge quantities.  

• Predatory pricing:  Firms may attempt to temporarily sell products below their 
costs so that competitors are driven out of business, after which the predators will 
raise their own prices.  This is generally illegal in the U.S.  

 
Price maintenance.  Manufacturers may put pressure on retailers not to sell their products 
below or above a certain price.  While certain manufacturers are concerned that some 
distributors may take advantage of exclusive distribution deals and set maximum prices, the 
greatest concern is about minimum prices.  Here, manufacturers may be concerned that if 
price competition is too intense, services will suffer. By trying to ensure that no one sells 
below a designated floor price, full service retailers are guaranteed certain levels of 
profitability.  Generally, it is explicitly illegal for retailers and manufacturers to agree not to 
sell below a certain price (in legal terms, that would be a “conspiracy in restraint of trade).  
However, it frequently is legal for the manufacturer to tell the retailer that if he or she sells 
below the price, the manufacturer will stop selling to him or her.  It would be illegal, 
however, for the manufacturer to promise another competitor to “cut off” the offending 
retailer. 
 
Mininum and maximum price regulations.  In some jurisdictions, minimum prices may be set 
below which certain food products may not be sold.  This is often done to maintain price 
stablility and to reduce downward pressure on food prices in markets where farmers have 
difficulty breaking even.   

 
 
It should be noted that, if the demand for a product is elastic, the quantity demanded will be 
lower if a minium price that is greater than the market equilibrium price is imposed.  In the 
chart above, the roughly $8 minimum price intersects the demand curve at a smaller quantity 
than would have been demanded at the natural market price closer to $7. 
 
Maximum price regulations:  During war periods and in certain parts of the world, there may 
be maximum prices imposed on certain food product categories.  In the U.S., the concern is 
usually more that prices are too low.  For families that cannot afford food, it is more 
effective to have welfare payments available to allow the recipients to buy food on the open 
market.  Setting a price below the market equilibrium price will tend to reduce the supply, 
causing shortages. 
 

Supply and Demand Curves

0

2

4

6

8

10

12

0 20 40 60 80 100 120

Quantity

P
ric

e

Supply 

Demand 

Minimum price 

Equilibrium quantity  

Reduced 
 Quantity 



 16 
Intellectual property laws:  Patent laws encourage firms to invest in research and 
development.  Trademark laws help protect firms’ investments in brand building.  Copyrights 
are usually not relevant for food marketing issues. 
 
Tax programs.  To encourage family farming or production of certain crops, farmers may be 
given certain tax breaks.  Family farms may be subject to fewer inheritance taxes, and 
farmers may be allowed to use accelerated depreciation to encourage investment in new 
equipment. 
 


