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Summary

During the study, we put emphasis on basic characteristics and world primary
agricultural commodity market ways of functioning. This market is different in many
elements from the markets of other goods and these differences primarily include:
supply and demand characteristics for agricultural products, high volatility in agri-
cultural commodity prices, high and significant government role, as well as high mar-
ket concentration and vertically integrated food chains. All of these specifics are spe-
cially processed and the emphasis is put on developing and transition countries,
which, due to world agricultural market specifics, have inferior and very vulnerable
position in relation to developed countries.

Key words:  agricultural commodity market, supply, demand, price volatility, role
of government, market concentration

INTRODUCTION

The study points out basic features of world primary agricultural
commodity market. Every feature has detailed explanation, and the im-
pact of these specifics on developing and transition countries position is
specially processed. The study is structured in four main points:
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* This article represents a part of the Project IIT 46006 — Sustainable agriculture and
rural development in the function of accomplishing strategic objektives of the Repub-
lic of Serbia in the Danubes region.
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1. Analysis of supply and demand factors in the market of agricul-
tural products — the study includes delineate demand and supply factors
which produce the underlying trends in prices and which cause price vari-
ability around those trends.

2. Price volatility and high product prices on world agricultural
market — at this point, the main factors that cause the high price volatility
are emphasized; also, considering that in june 2008. prices of basic foods
on international markets reached their highest levels for 30 years, the
main factors that have caused this rise in prices are highlighted.

3. Role of government on world primary agricultural commodity
market —agricultural sector in most countries has been more or less regu-
lated by specific policies for centuries; at this point, the role of common
agricultural policy EU stands out (which has an impact not only on the
EU countries, but also on many others, especially on developing and tran-
sition countries), World Trade Organization standards, that are directed
towards the liberalization of world agricultural product markets and re-
ducing trade distorting domestic support in agriculture.

4. Market concentration and vertically integrated food chains — at
this point, oligopolistic market structure of world agricultural commodity
markets is particularly processed, which is increasingly dominated by
large transnational trading, processing and distribution companies, which
wield direct and increasing influence on what is produced and how.

ANALYSIS OF SUPPLY AND DEMAND FACTORS
IN THE MARKET OF AGRICULTURAL PRODUCTS

Agricultural commodity prices are determined by a combination of
the so-called market fundamentals of demand and supply and exogenous
factors, such as the climate change (weather, water shortages, drought). In
spite of intense research, there are still differences of opinion about the
nature of price trends and variability. It is important to delineate those
factors driving demand and supply that produce the underlying trends in
prices and those that cause variability around those trends.

Long-run changes in food demand are primarily the result of
population and income growth, but they are also influenced by relative
price changes and the evolution of dietary patterns. In the past, techno-
logical progress reduced costs and induced supply expansion at a faster
rate than population and income growth expanded demand, leading to a
long-run relative decline in agricultural commodity prices. Recent cir-
cumstances may have been different in that demand growth, as a result of
income growth in emerging economies and biofuel demand, may run
ahead of supply expansion, so leading to price increases. Supply expan-
sion may be constrained in the short term by the cost and availability of
key inputs and other supply-side problems, and in the longer term by the
availability of land and water resources, labour and climate change.
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In the short run, supply and demand for agricultural products are
inelastic and do not respond much to price changes, so supply and de-
mand shocks can produce wide swings in prices. Supply shocks are per-
haps most important because of the dependence of agricultural production
on the weather, although demand shocks can be important too, especially
for certain raw materials. The level of stocks in relation to demand is an
important factor in commodity prices. If the “stock-to-use” ratio is low
because stocks are low or demand is high or both, there will be upward
pressure on prices. Markets and prices for agricultural commodities do
not adjust immediately to supply or demand shocks. The effects of shocks
tend to be less persistent when they are supply shocks — owing to bad
weather for example — and more persistent in the case of demand shocks.

Prices of different commodities are linked through possible sub-
stitution or complementarities in consumption or production. These lead
to “cross” effects of price changes from one commodity to another. For
example, higher prices for maize will lead producers to grow more maize
at the expense of other crops, reducing their supply and raising their
prices; or increasing demand for livestock products will lead to increased
feed demand and prices for cereals and oilseeds.

Activity analysis of basic supply and demand factors in the market
of agricultural products may be based on a simple model' in which:

Demand (¢”) is assumed to depend on income and prices:

q” =q”(Y,B,p) (1)

where ¢” = quantity demanded of the agricultural product;
Y = income; p = price of the agrucultural product; B = population size.

Supply is assumed to depend on prices and a supply shifter, which
stands for the effect of technological change:

q° =q°(p,a) )

where ¢° = quantity supplied of the agricultural product and
a = supply, higher due to technical change.

From equation (1) and (2) calculating the amount changes of re-
quested and offered products in two consecutive time intervals, is ob-
tained that:

D
qu :n.@_}_gﬁpd_}f_i_df
q y

3)

" Koester Ulrich and Ali El Agraa (2004): “The Common Agricultural Policy”, print
in “European Union: Economics and Policies”, edited by Ali M. El-Agraa, 7 th Ed,
Prentice Hall, 2004. page 359. The model does not include the savings of the house-
hold, cause it’s based on the assumption that the total realized income of households
was spent in the same period.
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The rate of demand change is dependent variable affected by elas-
ticity of income (77), rate of change of per capita income, price elasticity

of demand (sf, ,), rate of change in price (dP/P) and rate of change in
population.

5 = Egep P + a (4)

The rate of offer change is dependent variable affected by price
elasticity of supply (82, ,) and the rate of technical change (da/a)

It is assumed that demand and supply are equated by the prevailing
price (¢° = ¢°). Eguating equation (3) and (4) and solving for the relative
change in P results in:

dp 1 [a’a dy dB]

B D .5
P e, —g.,\a y B

®)

Where 7 = elasticity of income.

Many important factors of supply and demand of agricultural
products can be identified on the basis of obtained equations. Namely, the
relative change in prices of agricultural products is the result of the fol-
lowing factors:

SqD, , = price elasticity of demand; concerning that the primary agri-
cultural products are among the products necessary for life with no close
substitute, demand for these products is inelastic, i.e. price elasticity of
demand is less than 1 (many commodity-based products are viewed as
necessities that must be purchased regardless of variations in the price);
on the other side, demand price elasticity for higher quality products (eg
organic food) may be an example of elastic demand (the demand for or-
ganic products is greatly influenced by consumers preferences appeared
as a result of information about the quality of food, healthy lifestyle, etc.);
also, changes in commodity prices can be barely perceivable at retail, as
the price of basic commodities typically represents a small fraction of the
final retail price for processed goods; in developing countries, where the
degree of processing may be smaller, demand for the basic product can
increase more quickly in response to lower world prices;

sj, , = price elasticity of supply; the price elasticity of supply is de-
fined as a numerical measure of the responsiveness of the quantity sup-
plied of product to a change in price of product alone (it is the measures
the relationship between change in quantity supplied and a change in
price); if supply is elastic, producers can increase output without a rise in
cost or a time delay; if supply is inelastic, firms find it hard to change
production in a given time period; for many agricultural products there
are time lags in the production process which means that elasticity of
supply is very low in the immediate or momentary time period (farmers
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cannot scale production up or down quickly when prices change, espe-
cially where perennial crops are concerned);

n = elasticity of income; income increase will not always be fol-
lowed by a proportional increase in demand for agricultural food products
(Engel law effect); any increase in unsatisfactory low level of income will
lead to significant increase in demand for food, but lower prices generally
do not stimulate consumers in developed countries to increase their pur-
chases of foods and other commodity-based products significantly; most
primary agricultural products is classified in the category of necessary
consumer goods, and is empirically proven that increase of income in the
structure of family consumption leads to food costs reduce, and increases
spending for so-called luxury products (Engel laws);

da/a = rate of technical change (the reality of the last 50 years
shows that technical change in agriculture has been large enough to offset
the price increasing effects of income and population growth; as the elas-
ticity of income declined with higher income and population growth
somewhat flattened, technological progress in agriculture tended to lower
food prices even more);

d o .
D~ rate of change of per capita income in the economy;

y

d?B = rate of change in population;

PRICE VOLATILITY AND HIGH PRODUCT PRICES ON
WORLD AGRICULTURAL MARKET

Agricultural markets tend to be volatile and volatility in prices
stems from supply and demand shocks which are amplified by short term
demand and supply inelasticity. The smaller demand price elasticity is,
the greater instability will be. We should bear in mind that demand price
elasticity of agricultural products decreases with increasing income (price
elasticity for agricultural products decline with growing income). Actu-
ally, the revenue would be less volatile if the price elasticity of demand
were larger than 0.5 in absolute terms”. Storage and interregional trade
help mitigate fluctuations in regional production and prices, and taking
into account the demand for stora%e and for interregional trade it is likely
that the elasticity is larger than 0.5°.

% Authors Ulrich and Ali illustrated that with the help of some algebra (assumes: de-
mand only depends on the price of product; supply is completely price inelastic; there
is no storage and all that is produced has to be consumed in the same period). They
find that percentage changes in price resulting from a 1% change in supply will be la-
ger, the lower price elasticity of demand in absolute terms. Ibidem, page 389.

3 Ibidem, page 389.
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Although the extent of volatility has declined over the last 20 years,
prices of many agricultural commodities remain highly volatile®. Spikes
or drops in prices can be triggered by a drought or a bumper crop. They
are prolonged and deepened by the fact that both supply and demand for
commodities, especially perennials, respond slowly to price changes.
When stocks are low and prices high, farmers can increase their planting,
but they cannot compress the time it takes for crops to ripen to harvest (in
the case of perennial crops that can take years). When farmers eventually
do increase production, prices fall as supplies quickly outgrow demand in
importing countries, given that demand does not grow significantly in re-
sponse to lower prices. Overall, instability tends to be higher for agricul-
tural raw materials and tropical beverages (cotton, coffee, fish, copper)
than for temperate-zone products’. The former are key commodities for
export earnings in developing countries and declining prices and price
volatility cost both farmers and governments in the developing world
dearly.

FAO report from 2009th points out that agricultural commodity
prices have always been highly variable, but around a long-run down-
ward trend’. At the same time, according to the mentioned source (FAO,
2009), in june 2008, the prices of basic foods on international markets
reached their highest levels for 30 years, threatening the food security of
the poor worldwide (many developing and least-developed countries are
food importers and have seen their annual food import bills more than
double since 2000). Since then, prices have declined, driven lower by the
financial crisis, emerging world recession, falling oil prices and an appre-
ciating US dollar. However, they are still high by recent historical stan-
dards and the structural problems underlying the vulnerability of devel-
oping countries to international price increases remain. Many factors
contributed to the dramatic increase in world food prices:

1. production shortfalls;

2. low stock levels;

3. record oil prices;

4. biofuel demand (biofuel use of grains and oilseeds);

5. growing incomes in emerging economies;

6. depreciation of the US dollar and

7. speculation.

While it is difficult to determine their individual contributions
quantitatively, some of these factors could have a persistent effect on the
average level of prices. There are some features of the current situation,
notably the historically low stock levels for cereals and strong demand for

* The State of Agricultural Commodity Markets, FAO 2004, page 21.
> Ibidem, page 21.
% The State of Agricultural Commodity Markets, FAO, 2009.
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biofuels, that suggest that, in spite of the downward adjustments from the
peak of early 2008, the recent high prices may well not be short-lived but
could persist for some years. Some Analysts wonder whether new link-
ages between food and energy markets have broken the long-run down-
ward trend in real agricultural commodity prices (the end of so-called
“cheap food”)’.

Soaring food prices came as a shock partly because consumers
throughout the world had become accustomed to the notion of so-called
“cheap food”. Up until 2006, the real cost of the global food basket had
fallen by almost one-half in the previous 30 years, with prices of many
foodstuffs falling on average by 2—3 percent per year in real terms. Tech-
nological advances greatly reduced the cost of producing foodstuffs and
this, together with widespread subsidies in countries of the Organization
for Economic Co-operation and Development (OECD) that rendered
more efficient and cheaper production elsewhere unprofitable, entrenched
the role of a few countries in supplying the world with food. This supply-
driven agricultural paradigm sent real prices spiralling downward on a
trend lasting for decades. Added to this, changes in the market and policy
setting have been instrumental in reducing stock levels and have led to far
more planned dependence on imports to meet food needs. Put together,
these developments have resulted in a significant role for major exporting
countries to supply international markets as needed. Therefore, it is not
surprising that when production shortages occur in such countries, par-
ticularly in consecutive years, global supplies are stretched and the ensu-
ing market tightness is manifest in both higher prices and higher volatil-
ity. Against this backdrop, the world’s growing demand for agricultural
commodities, driven by rising global incomes and population and then
expansion in biofuel production, left major exporters with little
opportunity to replenish stocks.

Author Ronald Trostle® points out that world market prices for ma-
jor food commodities such as grains and vegetable oils have risen sharply
during the last 2 years, as a consequence of the following factors:

1. Long-term trends that led to slower growth in production and
rapid growth in demand contributed to a sharp downward trend in world
aggregate stocks of grains and oilseeds that began in 1999;

2. Recent factors that have further tightened world markets include
increased global demand for biofuels feedstocks and adverse weather
conditions in 2006 and 2007 in some major grain- and oilseed-producing
areas.

7 .

Ibidem.
8 Ronald Trostle Global Agricultural Supply and Demand: Factors Contributing to the Re-
cent Increase in Food Commodity Prices, USDA United States Department of Agriculture,
July 2008, http://www.ers.usda.gov/Publications/ WRS0801/
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3. Devaluation of the U.S. dollar (declining value of the U.S. dol-
lar), rising energy prices, increases in agricultural costs of production,
growth in foreign exchange holdings by major food-importing countries,
and protective policies adopted by some exporting and importing coun-
tries to mitigate their own food price inflation.

Some broad indication of the relative impacts on food prices of the
various factors can be gleaned from simulations with the OECD-FAO
Aglink-Cosimo model of world agricultural markets’. This model is used
to generate market projections over the medium term on the basis of as-
sumptions concerning the future values of key variables affecting markets
and prices. Varying these assumptions and comparing the resulting pro-
jections gives an indication of the strength of each influence. The five key
assumptions examined were: biofuel use of grains and oilseeds; petro-
leum prices; income growth in major developing economies: Brazil,
China, India, Indonesia and South Africa; exchange rate of the US dollar
relative to the currencies of all other countries and crop yields.

High product prices on international markets as opportunity for
farmers in developing and transition countries. In numerous reports
FAO'" points out that high product prices on international markets did not
prove to be an opportunity for farmers in developing and transition coun-
tries to invest and raise their production and productivity. The reasons
why high prices did not filter through smallholders, lie in the fact that
markets in these countries are not sufficiently integrated into the global
trends (EU membership, or WTO), what causes high transaction costs and
impedes flow of goods, funds and information''. Also, necessary physical
infrastructure and institutions are lacking. In essence, farmers in these
countries have the following development restrictions:

1. lack of marketing chains and information channels for bringing
any increase in production to market; during the 1980s and 1990s in
many developing and transition countries the abolition of the state mar-
keting boards that had previously exerted monopoly control over domes-
tic trade and prices for agricultural commodities has left an institutional
vacuum (neither government nor the private sector has taken on these
roles); collapse of the planned economy has deprived farmers (especially
small ones) of any channels for obtaining inputs, or for selling, storing, or

° Aglink- Cosimo provides a comprehensive dynamic economic and policy-specific
representation of 58 of the world’s major producing and trading countries and regions
for the main temperate-zone commodities as well as rice, sugar and palm oil. Ethanol
and biodiesel are also now included. As most models of this type, the model is driven
by elasticities, technical parameters and policy variables. OECD-FAO Agricultural
Outlook 2008-2017, 2008.

" FA0 2009 (page 6 and page 30); FAO 2004 (page 24).

! Regional integration schemes with trading agreements and WTO (by setting rules
for trade) helped to integrate agricultural markets.
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processing output; farmers have been confronted by loss of access to
credit and soaring prices for inputs, and, as a result of this, both yields
and quality of commodities have fallen;

2. their access to affordable inputs (seeds and fertilizers) was lim-
ited (incentives to invest and produce depend on how much the costs of
inputs such as seeds and fertilizers have risen); higher costs for fertilizer,
fuel, and seeds could cause farmers to plant less than they otherwise
would have, or to shift to crops requiring fewer inputs'?;

3. their access to affordable credit was limited (undeveloped sys-
tems of agricultural banking and finance);

4. modern farming techniques and technology was limited, where-
with producers are unable to increase productivity and thus create the
possibility to use lower costs and faster than competitors achieve profits;

5. undeveloped physical infrastructure (lack of transport, undevel-
oped logistics);

6. public expenditures in agriculture have dwindled and signifi-
cantly lower than in EU countries (internal support to agriculture does not
provide income support to farmers);

7. lack of well-developed legislative and judicial systems, especially
system of commercial law that protects property and enforces contracts.

All previous deficiencies prevent the farmers from: (1) use high
product prices on international markets; (2) to break their dependence on
traditional primary commodities and diversify the agricultural products
export of high added value"; (3) and, at the same time “leave small-
holders vulnerable to price volatility and exploitation by trading compa-
nies that have often stepped in to replace the state monopoly with a pri-
vate one“'.

Price volatility and developing countries. Many developing coun-
tries (in sub-Saharan Africa or Latin America and the Caribbean) depend
on exports of a small number of agricultural commodities (sugar, cocoa,
coffee, cotton lint or bananas), even a single commodity, for a large share
of their export revenues. This concentration leaves such countries highly

2 The prices of key inputs such as energy and fertilizer increased along with product
prices — sometimes faster — so the incentive to produce more actually weakened. FAO
2009, page S.

" Diversification (shift to new crops, conversion to organic farming, meet the high
quality standards) requires access to the credit, investment, training, standard intro-
duction and other resources they would need to take advantage of these opportunities.
Regarding the introduction of standards, it should be pointed out that most manufac-
turers do not accepted standards of food safety (Food Safety Standards) or state (re-
gional) standards, or marketing or private standards (HACCP, Global Gap). The certi-
fication process is very expensive, especially for small farmers (the majority of coun-
tries have no lack of local certification bodies and must rely on foreign agencies.

" FAO 2004, page 24.
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vulnerable to unfavorable market or climatic conditions. Over the past 20
years, real prices for many of the primary commodities of these countries
depend upon have fluctuated widely and fallen significantly overall. De-
clines and fluctuations in export earnings have battered income, invest-
ment and employment in these countries and left many of them deeply in
debt. The International Monetary Fund (IMF) and World Bank have clas-
sified 42 countries as Heavily Indebted Poor Countries (HIPCs). Thirty-
seven of these rely on primary commodities for more than half of their
merchandise export earningsls.

ROLE OF GOVERNMENT ON WORLD PRIMARY
AGRICULTURAL COMMODITY MARKET

Agricultural sector in most countries has been more or less regu-
lated by specific policies for centuries. For example, agricultural trade is
the most distorted sector of trade in goods. It is characterized by export
subsidies, tariffs and very high levels of government support to primary
producers in rich developed countries. In no other area does domestic
support distort international markets to the extent that it does in agricul-
ture. Millions of farmers around the world, including in developing and
transition countries, are unfairly disadvantaged in the world market. Agri-
cultural subsidies in many developed countries generate excess produc-
tion, which puts downward pressure on international markets.

Authors (Ulrich Koester and Ali El Agraa) analyze six reasons for
this special treatment (or governmental interference in agricultural mar-
kets) (Koester and Agraa 2004, 355-62):

1. Food security concerns; if markets were to function perfectly,
fluctuations in regional production would cause no concern as long as the
world supply was stable (regional trade and stockpiling could easily sta-
bilize regional food consumption); however, markets are not perfect: in-
terregional trade may not stabilize consumption, as markets are not per-
fectly integrated due to high transaction costs; specific policies may hin-
der interregional trade flows; private stockholders may not hold high
enough stocks in order to stabilize consumption on the regional level,
making stockpiling a risky investment; thus, most countries have food se-
curity included in the list of their agricultural policy objectives; how gov-
ernments should intervene in order to achieve the objective would depend
on the size of market failure and on available policy alternatives;

2. Agricultural income; there is a widely held perception that in-
come from farming does not increase as much as non agricultural income
in a growing economy; the argument is based on a closed economy and

'3 Ibidem, page 20.
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limited mobility of labour; if sectoral labour markets are not well inte-
grated, labour income in one sector may deviate from that in others, but if
they are integrated (they are more integrated in developed market econo-
mies, where information is available and transaction cost are low), differ-
ences in labour income will reflect preferences for work, living in he
countryside, qualifications, preferences for the environment, etd;

3. Efficiency concerns; market failure on land, labour markets and
markets for rural finance provide rationales for government intervention
in order to improve the efficiency of agriculture;

4. Stability of markets; agricultural markets tend to be volatile;
storage and interregional trade help mitigate fluctuations in regional pro-
duction and prices; so domestic market policies to stabilize price fluctua-
tions are less needed nowdays than in past centuries;

5. Food safety concerns; control of the food chain is needed and it
is a genuine task for a government to take care of this type of market fail-
ure (new technologies which are based on biotechnology have created
new production processes and new products which are not always safe;
also, new products have to be tested before they are allowed to enter the
market, etd.);

6. Environmental concerns; the impact of agricultural production
on the environment has become of higher interest; by products from agri-
culture can be “bads” or goods which are non marketed goods that in-
crease welfare.

Although all the countries justify their influence on the agricultural
products market with this and other reasons, the question is how much is
the state role in the agricultural products market justified, necessary (how
much is contributing to more efficient allocation of resources), meaning
how much and when is state pulling strings and, as being such, causing
market distortions.

Distorted price policies measures were present in practice of al-
most all countries in the past, especially in EU countries. Common Agri-
cultural Policy had an extremely distorted, protectionist character (price
support, export subsidies, high agricultural tariffs), who, despite all the
reforms, still retained in large percentage. The need of solving internal
problems, and need for adjustment to Doha Declaration (World Trade
Organization, 2001)'® have caused a number of CAP reform, starting
from the end 60’s of the last century until today, which were aimed at in-
creasing the presence of measures with less impact on market disruptions.
With first CAP’s radical reform (so-called McSharry’s reform) from
1992. the EU began to dismantle the price support system, reducing guar-
anteed prices and compensating farmers with a "direct payment" less

!¢ WT/MIN(01)/DEC/1, Ministerial Declaration, adopted on 14. November 2001.
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closely related to levels of production ("decoupled" subsidies from pro-
duction levels; Single Payment Scheme — SPS). The next reforms (2003-
2008) were in the same direction: (1) market reform policies (the new re-
forms have caused the reduction in intervention price, retained high tariffs
and export subsidies were available to other member countries); (2) fur-
ther "decoupled" subsidies from production levels and linked payments to
food safety, animal welfare, and environmental standards (instead of
paying farmers to produce more, the EU now makes payments condi-
tional on farmers meeting environmental and animal welfare standards
and keeping their land in good condition). However, despite all the CAP
reform, distorted effect on world agricultural market comes from export
subsidies and high domestic support."” With high incentives, the EU low-
ers prices on world market, a farmers in developing and transition coun-
tries suffer from lost market share and unfair competition even though
they are able to produce at lower costs'®. Also, the EU market interven-
tion are in the process of deregulation, a current range of measures is very
large of foreign trade regulation, intervention buying and other forms of
withdrawal of product from the market, support to consumption of certain
products, production quotas, support to manufacturer organizations in
fruit and vegetable'’. We should also add that although tariffs (tariffs
have generally been falling), subsidies and other trade-distorting policies
in developed countries have to a large extent eroded the market share and
revenues of exports by developing countries, policies, priorities and con-
ditions within the developing countries themselves have also contributed
to their loss of competitiveness and inability to diversify into more profit-
able and less volatile sectors™.

Although protectionist measures in trade and investment still exist,
as well as the interest conflict of developed and developing countries,
which further strengthens by the increasing importance of transnational
companies, they are, in the current time, limited by World Trade Organi-
zation rules, which are primarily directed towards the liberalization of
world agricultural product markets and towards reducing trade distorting
domestic support in agriculture. Doha round of negotiations within the
WTO (negotiations have began in 2001th, and the end is expected 2010th
year) means “establish a fair and market-oriented trading system in order

'7 The largest allocations in the budget for agriculture and rural development of the
EU are direct aid and rural development
http://eur-lex.europa.cu/budget/data/D2009_VOL4/EN/nmc-titleN123 A5/index.html
'8 In the case of cotton, while there are no export subsidies in the United States and
the EU, various forms of direct support allow farmers to produce cotton that is then
exported at prices below the costs of production. FAO 20004, page 23.

19 Erjavec, Rednak, Volk, Bogdanov 2009, 23.

2 FAO, 2004, page 24.
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to correct and prevent restrictions and distortions in world agricultural
markets™'. With Doha Declaration, in the agricultural sector, an agree-
ment for negotiations between member countries of WTO was reached,
with following aims: “(1) substantial improvements in market access; (2)
reductions of, with a view to phasing out, all forms of export subsidies;
and (3) substantial reductions in trade-distorting domestic support™. In
order to ensure compliance with WTO rules and standards in the coming
years, the system of direct payments in EU will certainly remain, but it
will tighten the conditions for obtaining these funds, in other words, di-
rect payments will be reduced. Market interventions are also affected by
changes arising from WTO negotiations, where the Doha round will ,
when completed, lead to radical reduction of import customs duties and
abolition of export subsidies, so as to reducing trade distorted forms of
domestic support to agriculture. However, a foreign trade protection
complex system will surely remain, and only the policy for rural devel-
opment will continue to strengthen.

Developing and transition countries are burdened by numerous
system problems, with high budget deficit. Their agricultural budget is
small, and measures of agricultural policy are unstable. Therefore, liber-
alization in the short run could have a negative impact on food-importing,
as the removal of tariffs and subsidies would lead to higher food prices
and import bills (many of developing counties are net food importers).
Perhaps even more significant, the reduction by developing countries of
import tariffs under a multilateral agreement exposes their domestic agri-
culture sectors to intensified international competition and a threat of dis-
ruptive import surges. Although there is general agreement that, in aggre-
gate and in the longer run, trade reforms should have a positive effect on
development and growth, and hence on reducing poverty and food insecu-
rity, in the short run liberalization may offer little benefit and can impose
significant costs on developing and transition countries. In light of these
concerns, it is not surprising that the Doha Round of negotiations has
been preoccupied to some extent with measures to mitigate those effects
under the broad heading of special and differential treatment™. Gradual
foreign trade liberalization, special and differential treatment in trade ne-
gotiations, with intensive processes of strengthening domestic productiv-
ity and competitiveness, may be the only way to preserve the survival of
agriculture and many agricultural producers in these countries.

2l WI/MIN(01)/DEC/1, Ministerial Declaration, adopted on 14. November 2001,
page 3.

2 Ibidem, page 3.

2 Special and differential treatment for developing countries are an integral part of the
WTO Agreements, WT/MIN(01)/DEC/1, Ministerial Declaration, adopted on 14. No-
vember 2001, page 9.
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MARKET CONCENTRATION AND
VERTICALLY INTEGRATED FOOD CHAINS

World agricultural commodity markets, particularly those of high-
value crops and processed products, are increasingly dominated by large
transnational trading, processing and distribution companies, which wield
direct and increasing influence on what is produced and how.** Studies
have suggested that the food sector in developing and transition econo-
mies is taking on the attributes relating to the role of dominant food proc-
essors and retailers in developed countries. Control of commodity value
chains by a small number of powerful and large transnational corpora-
tions can be seen at three levels™:

1. Few large companies dominate export trade in developing
countries. In exporting developing countries, particularly following the
elimination of many marketing boards, large companies with warehous-
ing and shipping facilities have been able to exploit their financial and lo-
gistical advantages. Many now buy produce directly from farmers, speci-
fying their requirements and prices. Intensified competition favours those
farmers and traders with access to cheaper finance and good logistics. In
Kenya, for example, exports of fruits, vegetables and cut flowers have
become the second biggest source of foreign exchange. The industry
earns US$300 million per year and employs more than 70 000 people.
However, as the scale of exports has grown, the number of suppliers and
the share produced by smallholders and shipped by small- and medium-
sized domestic exporters has shrunk. Prior to the horticultural export
boom in the 1990s, smallholders produced 70 percent of fruits and vege-
tables exported from Kenya. By the end of the 1990s, 40 percent of the
produce was grown on farms owned or leased directly by importers in the
developed countries and another 42 percent was produced on large com-
mercial farms. Smallholders' share of this lucrative business had dwindled
to just 18 percent. Among exporters, seven large companies controlled
more than 75 percent of the market.

2. Concentration in international trade. At the international level,
a few vertically integrated companies have gained increasing control over
agricultural trade. A handful of vertically integrated companies now
dominate the production, distribution and international trade of both oil-
seeds and oils. Just three global companies control 80 percent of the soy-
bean crushing market in Europe and more than 70 percent in the United
States. Grain trading, storage, processing and milling is also dominated

2 On its way from farmer to consumer, for example, nearly 40 percent of the world’s
coffee is traded by just four companies and 45 percent is processed by just three cof-
fee-roasting firms. FAO, 2004, page 30.

% Ibidem, page 30-31.
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by a few big companies (three or four companies control 60 percent of the
terminal grainhandling facilities, 61 percent of the flour milling, 81 per-
cent of the maize exports).

3. Supermarkets dominate retailing. At the retail level, supermar-
kets have grown rapidly in both developed and developing countries.
Worldwide, the top 30 supermarket chains now control almost one-third
of grocery sales. At the national level, the five biggest retailers control
between 30 and 96 percent of food retailing in the EU and the United
States. Supermarkets' domination of the market gives them significant
leverage over production, distribution and trade including through direct
involvement with developing country suppliers. To simplify operations,
most supermarkets prefer to work with a limited number of suppliers who
have the resources to meet their quality requirements and delivery sched-
ules (the majority of smallholders are left out).

Olygopolists can maximize their profit by creating cartels and
demonstrating monopoly-type behaviors (rivalry is overcome through co-
operation and collusion). Processors and retailers may reap most of the
benefits, leaving little or nothing for farmers, particular in developing and
transition countries, and are primarily typical for underdeveloped institu-
tions (Enforcing Contracts, the protection of property rights, etc.). When
markets bring together large numbers of competing suppliers against a
handful of large-scale buyers, the buyers are likely to have most leverage
in setting prices. When the buyers are also linked to processors and retail-
ers in vertically integrated commodity chains, they are in a strong posi-
tion to capture a greater share of the value of the final product for traders,
processors and retailers.

Olygopoly/olygopsony is difficult to avoid, and these market
structures are not always undesirable. Reliable quantities and consistent
quality are key to the business operations of the transnational companies
and they have developed their relationships with suppliers so as to ensure
them. This includes collaboration in product development, technology
transfer and training, contract farming, financial assistance (support),
sharing information. For some producers and exporters these changes are
opening up unprecedented opportunities.

Although olygopoly/olygopsony can damage competition and en-
able large companies to create high profits at consumers’ and producers’
expense and expense of economic advance in general, their behavior, di-

26 Growers' prices do typically represent a small fraction of the retail price for finished
products, ranging from as low as 4 percent for raw cotton to 28 percent for cocoa.
Even with bananas, which require almost no processing, international trading compa-
nies, distributors and retailers claim 88 percent of the retail price; less than 12 percent
goes to the producing countries and barely 2 percent to the plantation workers.
Ibidem, page 31.
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rected against competitors, is limited by anti-monopoly laws, as well as
by personal interests of each oligopoly member. However, what is obvi-
ous is that the states, or governments, do not show enough interest (politi-
cal will) to eliminate or at least reduce (through process control and lim-
iting the concentration of capital, through control of abusing dominant
position by individual market participants, etc.) the current market dis-
ruptions (market failures) by passing through and applying the antitrust
laws. This problem is particularly pronounced in developing and transi-
tion countries, which suffer from underdeveloped institutions (particu-
larly the legislature and judiciary), high corruption, high budget deficit
and external debt, a small agricultural budget, and inconsistent agricul-
tural policies. Therefore, it seems that, in these countries, adjusting the
production levels and purchase prices by the interests of trading compa-
nies, distributors and retailers in a much greater extent than in developed
countries, has its negative impact on primary agricultural producers in-
come and profitability.

CONCLUSION

Agricultural commodity prices are determined by a combination of
the so-called market fundamentals of demand and supply (price elasticity
of demand; price elasticity of supply; elasticity of income) and exogenous
factors, such as the climate change (weather, water shortages, drought),
rate of technical change, rate of change of per capita income, rate of
change in population. Although the agricultural commodity prices have
always been highly variable (around a long-run downward trend), in june
2008, the prices of basic foods on international markets reached their
highest levels for 30 years. Since then, prices have declined, but they are
still high by recent historical standards and the structural problems un-
derlying the vulnerability of developing countries to international price
increases remain. Many factors contributed to the dramatic increase in
world food prices: production shortfalls; low stock levels; record oil
prices; biofuel demand (biofuel use of grains and oilseeds); growing in-
comes in emerging economies; depreciation of the US dollar and specu-
lation. The need to protect consumers from higher food prices must be
balanced against maintaining incentives for productivity-raising invest-
ment and supply response. Policy measures need to be targeted, non-dis-
tortionary and positive towards agricultural investment. In assessing
prospects for the future, there are a number of uncertainties and concerns:
(1) global economic growth (if rapid growth continues, particularly in de-
veloping countries, it will continue to put upward pressure on food com-
modity prices through increases in food demand); (2) energy prices (if
petroleum prices continue to rise, costs of agricultural production will
rise, as will the cost of processing, and the cost of transporting products to
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markets); (3) biofuels production (with sustained higher levels of biofu-
els-related demand, world food commodity prices are not projected to re-
treat to past levels). However, several years into the future, the underlying
long-term trend in rapidly increasing global demand is expected once
again to be the primary contributor to future upward pressure on food
commodity prices.

The study also points out that high product prices on international
markets did not prove to be an opportunity for farmers in developing and
transition countries to invest and raise their production and productivity.
The reasons why high prices did not filter through smallholders lie in the
fact that markets in these countries are not sufficiently integrated into
global flows, which causes high transaction costs and impedes flow of
goods, funds and information. What is also very important is missing -
physical infrastructure and institutions. Also, agricultural subsidies in
many developed countries generate excess production, which puts down-
ward pressure on international markets. In particular, the reduction of
long-standing distortions to global agricultural production and trade is
critical to achieving food security and higher export revenues from food
exports for most developing and transition countries. Many developing
countries need international support to overcome budgetary constraints
and to identify and implement appropriate policies. Developed countries
also need to consider the impacts of their agriculture, trade and energy
policies on international food prices and availability.

Another characteristic of agricultural world commodity market is
particularly emphasized, and it is oligopsony market structure. Studies
have suggested that the food sector in developing and transition econo-
mies is taking on the attributes relating to the role of dominant food proc-
essors and retailers in developed countries. Olygopolists can maximise
their profit by creating cartels and demonstrating monopoly-type behav-
iors (rivalry is overcome through cooperation and collusion). Processors
and retailers may reap most of the benefits, leaving little or nothing for
farmers. This problem is particularly pronounced in developing and tran-
sition countries, where farmers can not count on a large and consistent
state support, and when the business environment is under highly under-
developed institutions of legislative and judicial powers, which do not
guarantee the protection of fundamental rights: underdeveloped strength-
ening and protection of competition policy, inefficient antitrust laws ap-
plication, enforcing contracts, protection of property rights, high corrup-
tion, etc. Therefore, it seems that, in these countries, adjusting the pro-
duction levels and purchase prices to the interests of trading companies,
distributors and retailers in much greater extent than in developed coun-
tries, its negative impact has on primary agricultural producers income
and profitability.
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Becna [lapaymmh, Bragana Xamosuh, [{paro Lisujanosuh, Beorpan

I''TABHE OJUJIMKE CBETCKOI' TP2KHIITA
NNPUMAPHUX ITO/bOIMPUBPETHUX TOBAPA

Pe3ume

Tokom HcTpakuBamba, aKIeHAT je OadeH Ha OCHOBHE OJIMKE M HAauMHE (YHK-
LHOHKCAka CBETCKOT TPXKUILTA IPUMAPHUX MOJBONIPUBPEIHHX H00apa. OBO TpXKUIITE
Ce YMHOTOME pPasiiKyje OJ TPXKHUIUTA IPYTHX 10obapa, a Te pasiuKe IPBEHCTBEHO
YKIJbY4Yjy: OJUIMKE TIOHYAE U TOTPAKEGE MOJbONPHUBPEIHNUX POU3BO/IA, H3PA3UTY HE-
MOCTOjAHOCT LICHA MOJBONPUBPEAHHUX J00apa, BEIUKY U 3HAYajHy YJIOrYy BIaje, Kao U
BHCOKY KOHLICHTPALHjy TP)KMIITA M BEPTHKATHO MHTErpUCaHe JaHIe ucxpaHe. Cse
OBe crelupUIHOCTH Cy MMoceOHO oOpaljeHe ¢ HarlnackoM Ha 3eMJbe Y Pa3Bojy M TPaH3H-
MM, KOje, YCIIel YIPaBo THX CHEeUU(HIHOCTH CBETCKOT MOJHONPHUBPEIHOT TPXKHILTA,
3ay3uMajy HH(EpHOpHY 1 BeOMa OCETJbHBY IO3UIIU]Y Y OZHOCY Ha pa3BHjeHE 3eMJbE.

KibyuHe peun:  TpXHIUTE NOJBONPUBPEAHUX 100apa, IOHYA, IOTPAXKIbA,
HEMOCTOjaHOCT LICHA, YJIOTa BiaJie, KOHLCHTPAIUja TPKHUILTA.



