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Chapter 1: Basic concepts of Agricultural marketing
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1.1 Marketing & the Marketing System

 1.1.1 Definition and concepts
Market: 
The word market has been widely and variedly used to mean (a) a place or a building where commodities are bought and sold, e.g., super market; (b) potential buyers and sellers of a product, e.g., wheat market and cotton market; Some other definitions of market are given as follows:
1. A market is the sphere within which price determining forces operate.
2. A market is area within which the forces of demand and supply converge to establish a single price.
3. Market is a place or contact between a seller and buyer, where goods and services are bought and sold. Nowadays a buyer and seller do not have to meet in order for goods and services to be bought and sold. e.g. goods are bought and sold over the Internet 
4. Market means a social institution which performs activities and provides facilities for exchanging commodities between buyers and sellers.
5. Economically interpreted, the term market refers, not to a place but to a commodity or commodities and buyers and sellers who are in free intercourse with one another.
6. The American Marketing Association has defined a market as the aggregate demand of the potential buyers for a product/service.
7. Philip Kotler defined market as an area for potential exchanges. 

Agricultural Marketing:

The term marketing has a variety of meanings by various stake holders. All the concepts reflect the different aspects of the marketing process. Some of the definitions are;
· Marketing is the activity, set of institutions, and processes for creating, communicating, delivering, and exchanging offerings that have value for customers, clients, partners, and society at large.
· Marketing is the process of identifying and anticipating consumer needs and identifying products and services that can be produced to satisfy these needs at a profit.
The term agricultural marketing is composed of two words-agriculture and marketing. Agriculture is, in general to mean growing and/or raising crops and livestock. Marketing connotes a series of activities involved in moving the goods from the point of production to the point of consumption. Think of marketing as a bridge from the producer to the consumer.It includes all the activities involved in the creation of time, place, form and possession utility. 1
According to Thomsen, the study of agricultural marketing, comprises all the operations, and the agencies conducting them, involved in the movement of farm-produced foods, raw materials and their derivatives.
· Agricultural marketing in a broader sense is concerned with:
· The marketing of farm products produced by farmers
· The marketing of farm inputs required by farmers in the production of farm products
· [bookmark: _GoBack]The subject of agricultural marketing includes marketing functions, agencies, channels, efficiency and costs, price spread and market integration, producers surplus, government policy and research, training and statistics on agricultural marketing.
The marketing concept
The marketing concept proposes that in order to satisfy the organizational objectives, an organization should anticipate the needs and wants of consumers and satisfy these more effectively than competitors. Given the centrality of customer needs and wants in marketing, a rich understanding of these concepts is essential:

Needs: Something necessary for people to live a healthy, stable and safe life. 
When needs remain unfulfilled, there is a clear adverse outcome: Example the need for food, water and shelter. 
Wants: Something that is desired, wished for or aspired to. Wants are not essential for basic survival and are often shaped by culture or peer-groups.
Demands: When needs and wants are backed by the ability to pay, they have the potential to become economic demands. 

Marketing process 
 The marketing process can be described in the following seven steps:
A. Understand the market wants/needs of interest
B. Based on relative size and needs of the market, select certain segments of the market that are of the most interest to you and your organization 
C. Thoroughly describe these segments based on their individual needs 
D. Create a product or service that will meet the specific needs identified
E. Communicate the concept of the product or service to the targeted customer in a way that makes sense to the customer
F. Deliver the product or service to the targeted customer in a way that will be convenient to the customer
G. Solicit feedback from the customer about how your product or service could be improved to meet the customers’ needs even better.

1.1.2 Difference in Marketing of Agricultural and Manufactured Goods

The special characteristics which the agricultural sector possesses, and which are different from those of the manufactured sector, are: 
1. Perishability of the Product: Most farm products are perishable in nature; but the period of their perishability varies from a few hours to a few months.
2. Seasonality of Production: Farm products are produced in a particular season; they cannot be produced throughout the year. In the harvest season, prices fall. But the supply of manufactured products can be adjusted or made uniform throughout the year. Their prices therefore remain almost the same throughout the year.
3. Bulkiness of Products:
The characteristic of bulkiness of most farm products makes their transportation and storage difficult and expensive. The price spread in bulky products is higher because of the higher costs of transportation and storage.
4. Variation in Quality of Products:
There is a large variation in the quality of agricultural products, which makes their grading and standardization somewhat difficult. There is no such problem in manufactured goods, for they are products of uniform quality.
5. Irregular Supply of Agricultural Products:
The supply of agricultural products is uncertain and irregular because of the dependence of agricultural production on natural conditions. With the varying supply, the demand remaining almost constant, the prices of agricultural products fluctuate substantially.
6. Small Size of Holdings and Scattered Production:
Farm products are produced throughout the length and breadth of the country and most of the producers are of small size. This makes the estimation of supply difficult and creates problems in marketing.
7. Processing: Most of the farm products have to be processed before their consumption by the ultimate consumers. This processing function increases the price spread of agricultural commodities.

1.1.3 Classification of market

Markets may be classified on the basis of each of the following dimensions.
1. On the basis of Location:
On the basis of the place of location or operation, markets are of the following types:
a) Village Markets: A market which is located in a small village, where major transactions take place among the buyers and sellers of a village.
b) Primary Wholesale Markets: These markets are located in big towns near the centers of production of agricultural commodities. In these markets, a major part of the produce is brought for sale by the producer-farmers themselves. Transactions in these markets usually take place between the farmers and primary traders.

c) Secondary wholesale Markets: These markets are located generally in important trade centers. The major transactions in commodities take place between the village traders and wholesalers. The bulk of the arrivals in these markets is from other markets.
d) Terminal Markets: A terminal market is one where the produce is either finally disposed of to the consumers or processors, or assembled for export. Merchants are well organized and use modern methods of marketing. 
e) Seaboard Markets: Markets which are located near the seashore and are meant mainly for the import and/or export of goods.
2. On the Basis of Area/Coverage:
a) Local or Village Markets: A market in which the buying and selling activities are confined among the buyers and sellers drawn from the same village or nearby villages.
b) Regional Markets: A market in which buyers and sellers for a commodity are drawn from a larger area than the local markets. 
c) National Markets: A market in which buyers and sellers are at the national level.
d) World Market: A market in which the buyers and sellers are drawn from the whole world. These are the biggest markets from the area point of view. These markets exist in the commodities which have a world-wide demand and/or supply.
3. On the Basis of Time Span:
a) Short-period Markets: The markets which are held only for a few hours are called short-period markets. The products dealt within these markets are of highly perishable nature, such as fish, fresh vegetables, and liquid milk.
b) Long-period Markets: These markets are held for a long period than the short period markets. The commodities traded in these markets are less perishable and can be stored for some time; these are food grains and oilseeds. 
c) Secular Markets: These are markets of permanent nature. The commodities traded in these markets are durable in nature and can be stored for many years. Examples are markets for machinery and manufactured goods.
4. On the Basis of Volume of Transactions:
a) Wholesale Markets: A wholesale market is one in which commodities are bought and sold in large lots or in bulk. Transactions in these markets take place mainly between traders.
b) Retail Markets: A retail market is one in which commodities are bought by and sold to the consumers as per their requirements. Transactions in these markets take place between retailers and consumers. The retailers purchase in wholesale market and sell in small lots to the consumers. These markets are very near to the consumers.
5. On the Basis of Nature of Transactions:
a) Spot or Cash Markets: A market in which goods are exchanged for money immediately after the sale is called the spot or cash market.
b) Forward Markets: A market in which the purchase and sale of a commodity takes place at time “t”  but the exchange of the commodity takes place on some specified date in future. Sometimes even on the specified date in the future, there may not be any exchange of the commodity. Instead, the differences in the purchase and sale prices are paid or taken.
6. On the Basis of Number of Commodities in which Transaction Takes place:
a) General Markets: A market in which all types of commodities, such as food grains, oilseeds, fiber crops, etc. are bought and sold is known as general market. These markets deal in a large number of commodities.
b) Specialized Markets: A market in which transactions take place only in one or two commodities is known as a specialized market. For every group of commodities, separate markets exist. The examples are food grain markets, vegetable markets, wool market and cotton market.
7. On the Basis of Degree of Competition:
Perfect Markets: A perfect market is one in which the following conditions hold good:
a) There is a large number of buyers and sellers;
b) All the buyers and sellers in the market have perfect knowledge of demand, supply and prices;
c) Prices at any one time are uniform over a geographical area, plus or minus the cost of getting supplies from surplus to deficit areas;
d) The prices are uniform at any one place over periods of time, plus or minus the cost of storage from one period to another;
e) The prices of different forms of a product are uniform, plus or minus the cost of converting the product from one form to another.
Imperfect Markets: The markets in which the conditions of perfect competition are lacking are characterized as imperfect markets. The following situations, each based on the degree of imperfection, may be identified:
a) Monopoly Market 
b) Duopoly Market
c) Oligopoly Market 
d) Monopolistic competition
8. On the Basis of Nature of Commodities:
On the basis of the type of goods dealt in, markets may be classified into the following categories:
a) Commodity Markets: A market which deals in goods and raw materials, such as wheat, barley, cotton, fertilizer, seed, etc., are termed as commodity markets.
b) Capital Markets: The market in which bonds, shares and securities are bought and sold are called capital markets; for example, money markets and share markets.
9. On the Basis of Stage of Marketing:
a) Producing Markets: Those markets which mainly assemble the commodity for further distribution to other markets are termed as producing markets. Such markets are located in producing areas.
b) Consuming Markets: Markets which collect the produce for final disposal to the consuming population are called consumer markets. Such markets are generally located in areas where production is inadequate, or in thickly populated urban centres.
10. On the Basis of Extent of Public Intervention:
a) Regulated Markets: Markets in which business is done in accordance with the rules and regulations framed by the statutory market organization representing different sections involved in markets. The marketing costs in such markets are standardized and practices are regulated.
b) Unregulated Markets: These are the markets in which business is conducted without any set rules and regulations. 
11. On the Basis of Type of Population Served:
a) Urban Market: A market which serves mainly the population residing in an urban area is called an urban market. The nature and quantum of demand for agricultural products arising from the urban population is characterized as urban market for farm products.
b) Rural Market: The word rural market usually refers to the demand originating from the rural population. There is considerable difference in the nature of embedded services required with a farm product between urban and rural demands.
[bookmark: _Toc350991654]1.2 Conflict of Interest in the Agricultural Marketing System
Agricultural and food marketing systems consist of four main sub-systems: production, distribution, consumption and regulatory (Figure 1).

[image: Figure 1.2]
Source: Crawford (1997).
Figure 1.The subsystems of a marketing system
The key players in the chain of activities that connect food and agriculture are the farmer, (or other ‘producers’ such as fishermen), intermediaries, the food processors, and the consumer. In practice they each see the agricultural/food marketing system from a perspective of self-interest and these interests are sometimes in conflict. Illustrative examples of some of the conflicts which typically arise are given in Table 1.
Table 1: Conflict of interest in agricultural and food marketing systems
	Key players
	Interests

	Farmers
	Maximum price, unlimited quantities

	Manufacturers
	Low purchase price, high quality

	Traders and retailers
	Low purchase price, high quality

	Consumers
	Low purchase price, high quality


The farmer's interest is focused on getting the best return from his produce, which usually equates to maximum price for unlimited quantities. Manufacturers want least cost, best quality produce from the farmer so that he can sell it at competitive, but profitable prices. Traders and retailers want high quality and reliable supplies from the manufacturer or farmer, at the most competitive prices. Consumers are interested in obtaining high quality products at low prices. Clearly, there are conflicting interests here.
A study of the agricultural marketing system is necessary to an understanding of the complexities involved and the identification of bottlenecks with a view to providing efficient services in the transfer of farm products and inputs from producers to consumers.
[bookmark: _Toc350991655]1.3 Importance of Agricultural Marketing to LDCs
Agricultural marketing plays an important role not only in stimulating production and consumption, but in accelerating the pace of economic development. Its dynamic functions are of primary importance in promoting economic development.
1. Optimization of Resource use and Output Management
An efficient marketing system can contribute to an increase in the marketable surplus by scaling down the losses arising out of inefficient processing, storage and transportation. A well-designed system of marketing can effectively distribute the available stock of modern inputs, and thereby sustain a faster rate of growth in the agricultural sector. 
2. Increase in Farm Income
An efficient marketing system ensures higher levels of income for the farmers by reducing the number of middlemen or by restricting the commission on marketing services and the malpractices adopted by them in the marketing of farm products. An efficient system guarantees the farmers better prices for farm products and induces them to invest their surpluses in the purchase of modern inputs so that productivity and production may increase.
3. Widening of Markets
A well-knit marketing system widens the market for the products by taking them to remote corners both within and outside the country, i.e., to areas far away from the production points. 
4. Growth of Agro-based Industries
An improved and efficient system of agricultural marketing helps in the growth of agro-based industries and stimulates the overall development process of the economy.
5.  Marketing helps in Planning & decision making
Every business organization has to take important decisions like what to produce, how to produce, where to produce, when to produce & how these goods & services are made available to the customers. Answer to all these questions are given by Marketing Department, So Marketing helps in planning & decision making.
6. Adoption and Spread of New Technology
The marketing system helps the farmers in the adoption of new scientific and technical knowledge. New technology requires higher investment and farmers would invest only if they are assured of market clearance.
7. Employment
The marketing system provides employment to millions of persons engaged in various activities, such as packaging, transportation, storage and processing, etc.
8. Addition to National Income
Marketing activities add value to the product thereby increasing the nation’s gross national product and net national product.  
9. Better Living
The main objective of the marketing is to satisfy human wants.
10. Creation of Utility
Marketing adds cost to the product; but, at the same time, it adds utilities to the product. The following four types of utilities of the product are created by marketing:
(a) Form Utility: The processing function adds form utility to the product by changing the raw material into a finished form. With this change, the product becomes more useful than it is in the form in which it is produced by the farmer.
(b) Place Utility: The transportation function adds place utility to products by shifting them to a place of need from the place of plenty. Products command higher prices at the place of need than at the place of production because of the increased utility of the product.
(c) Time Utility: The storage function adds time utility to the products by making them available at the time when they are needed.
(d) Possession Utility: The marketing function of buying and selling helps in the transfer of ownership from one person to another. Products are transferred through marketing to persons having a higher utility from persons having a low utility.
[bookmark: _Toc350991656]
Chapter 2: The study of Agricultural marketing

[bookmark: _Toc350991657]2.1 What is Marketing Research?
Marketing research involves collection and analysis of facts relevant to various aspects of marketing. It is a process of collecting and analyzing information regarding customer needs and buying habits, the nature of competition in the market, prevailing prices, distribution network, effectiveness of advertising media, etc. Marketing research gathers, records and analyses facts for arriving at rational decisions and developing suitable marketing strategies.
2.2. Marketing Functions
Any single activity performed in carrying a product from the point of its production to the ultimate consumer may be termed as a marketing function. The marketing functions can be classified into three broad groups. These are:
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Rural Development and Agricultural Extension Department
2. Physical Functions
Storage and Warehousing
Processing
Transportation
3. Exchange Functions
Buying
Selling
4. Facilitative Functions
a. Grading and Standardization
b. Packaging 
c. Financing
d. Risk Taking/ bearing
e. Dissemination of Market Information
f. Promotion of the product 
g. Market Research
h. Marketing Management

1. Physical Functions
a) Storage and Warehousing
Storage refers to holding and preserving goods from the time of their procurement or production till the time of their sale. In other words storage involves making suitable arrangements for preserving the goods till they are bought by the consumers and delivered to them. Warehousing is synonymous to storage but is normally used for large-scale storage facility for goods. You must have seen cold storage where vegetables like tomato, cabbage, potato etc. are stored to be consumed throughout the year. In marketing it is essential to store raw material and finished goods to be used later by the company for production or for resale. Agriculture is characterized by relatively large and irregular seasonal and year to year fluctuations in production. The consumption of most farm products, on the other hand, is relatively stable. These conflicting behaviors of demand and supply make it necessary that large quantities of farm produce should be held for a considerable period of time.
b) Transportation
In marketing, transport as an activity refers to physical movement of raw materials as well as finished goods from the place of production to place of consumption. Goods are transported through various means like railways, roadways, waterways and airways. For heavy and bulky goods, the railways and waterways are the best. For other goods, it depends upon the demand, cost involved, urgency, nature of the goods etc. to decide about a suitable means of transportation.
c) Processing
Processing is an important marketing function in the present-day marketing of agricultural commodities. A large proportion of farm products was sold in an unprocessed form. At present, consumers are dependent upon processing for most of their requirements.
The processing activity involves a change in the form of the commodity. Processing converts the raw material and brings the products nearer to human consumption. It is concerned with the addition of value to the product by changing its form.
2. Exchange Functions
Buying and Selling:
Buying and selling is the most important activity in the marketing process. At every stage, buyers and sellers come together, goods are transferred from seller to buyer, and the possession utility is added to the commodities. The number of times the selling and buying activity is performed depends on the length of the marketing channel. 
The buying activity involves the purchase of the right goods at the right place, at the right time, in the right quantities and at the right price. It involves the problems of what to buy, when to buy, from where to buy, how to buy and how to settle the prices and the terms of purchase.
The objective of selling is to dispose of the goods at a satisfactory price. The prices of products, particularly of agricultural commodities vary from place to place, from time to time, and with the quantity to be sold. Selling, therefore, involves the problems of when to sell, where to sell, through whom to sell, and whether to sell in one lot or in parts.
3. Facilitating Functions 
a) Grading and standardization
Standardization means the determination of the standards to be established for different commodities. Standards are established on the basis of certain characteristics-such as weight, size, colour, appearance, texture, moisture content, staple length, amount of foreign matter, ripeness, sweetness, taste, chemical content, etc. These characteristics, on the basis of which products are standardized, are termed grade standards. Thus, standardization means making the quality specifications of the grades uniform among buyers and sellers over space and over time. Grading means the sorting of the unlike lots of the produce into different lots according to the quality specifications laid down. Each lot has substantially the same characteristics in so far as quality is concerned. It is a method of dividing products into certain groups or lots in accordance with predetermined standards. Grading follows standardization. It is a sub-function of standardization.
b) Packaging
Packaging is the first function performed in the marketing of agricultural commodities. It is required for nearly all farm products at every stage of the marketing process. The type of the container used in the packing of commodities varies with the type of the commodity as well as with the stage of marketing. For example, gunny bags are used for cereals, pulses and oilseeds when they are taken from the farm to the market.
Packaging involves putting the goods in attractive packets according to the convenience of consumers. Important considerations to be kept in view in this connection are the size of the package and the type of packaging material used. Goods may be packaged in bottles (plastic or glass), boxes (made of tin, glass, paper, plastic), cans or bags.
Packaging is also used as a promotional tool as suitable and attractive packages influences the demand of the products.

c) Financing
The financing function of marketing involves the use of capital to meet the financial requirements of the agencies engaged in various marketing activities. No business is possible nowadays without the financial support of other agencies because the owned funds available with the producers and market middlemen (such as wholesalers, retailers and processors) are not sufficient.
d) Risk Bearing 
Risks are inherent in the performance of any marking function they are involved at almost all stage in the marketing process, Risk bearing in marketing is the function of assuming or accepting the possibility of loss in marketing products. Economic risks can be classified into two broad classifications physical risks and market risks. 
The physical risks are those that occur from destruction or deterioration of the product itself by fire, accident, wind, earthquakes, or other means. 
Market risks are those that occur because of changes in value of a product as it is marketed. An unfavorable movement in prices might result in high inventory losses. A change in consumer taste might reduce the desirability and price of the product. A new marketing strategy of competitors might result in a loss of customers for other firms. 
Successful marketers are those who take calculated risks. They try to
1) Eliminate the risk 
2) Minimize the risk 
3) Transfer the risk ( insurance companies would assure (take) the risk 
4) If all 1-3 are not possible the marketer accepts the risk 
Protection against risk:. 
1) Improvement in infrastructure: adequate storage, transport, and processing.
2) Insurance: paying insurance premium will transfer source risks to insurance companies
3) Market information: improving the growing and dissemination of MI helps to reduce market risk by avoiding excessive price fluctuation
4) Forward or in advance selling (future trading): price agreement may be made two or three weeks/months before the purchase (no more worry about price fluctuation).
5) Government price support:-setting price floor or price ceiling 
6) Vertical integration/coordination: e.g. to avoid risks made by market middlemen the process may use their own buying agents.
e) Market information
Market information is an important marketing function which ensures the smooth and efficient operation of the marketing system. Accurate, adequate and timely availability of market information facilitates decision about when and where to market products.
Market information:
· Creates a competitive market process and checks the growth of monopoly or profiteering by individuals. 
· Is the lifeblood of a market.
· Includes all the facts, estimates, opinions and other information which affect the marketing of goods and services.
· Is useful for all sections of society which are concerned with marketing. i.e, farmers, market middlemen, general economy and government.
Market information is of two types
a)Market Intelligence: This includes information relating to such facts as the prices that prevailed in the past and market arrivals over time. These are essentially a record of what has happened in the past. Market intelligence is therefore, of historical nature.
b) Market News: This term refers to current information about prices, arrivals and changes in market conditions. This information helps the farmer in taking decisions about when and where to sell his produce. The availability of market news in time and with speed is of the utmost value.
f) Promotion of the Product
Promotional activities include personal selling, advertising, sales promotion and publicity. All promotional activities involve communication with the existing and prospective customers whereby they are made aware of the product, its distinctive features, price, availability etc. The objective of promotional activities is to motivate the customers to buy the product.

g) Marketing Management
Marketing management is the art and science of choosing target markets and building profitable relationships with them. Creating, delivering and communicating superior customer value is key. Marketing management is the conscious effort to achieve desired exchange outcomes with target markets. The marketer’s basic skill lies in influencing the level, timing, and composition of demand for a product, service, organization, place, person, idea, or some form of information. Marketing management is defined as the analysis, planning, implementation, and control of programs designed to create, build, and maintain beneficial exchanges with target buyers for the purpose of achieving organizational objectives.

2.3. Approaches to the Study of Agricultural Marketing
There are different approaches to the study of agricultural marketing. These approaches explain clearly the mechanism and concept of marketing. The study of marketing has been approached in more than one way. The most commonly approaches used to study agricultural marketing are:
1) Product or commodity approach: 
This approach refers to the study of a product in detail.  In other words, the study relates to the flow of a certain commodity and its movement from the original producer right up to the ultimate customer. 
The marketing situation of each product chosen for study is examined from such viewpoints as sources and conditions of supply, nature and extent of demand, mode of transporting, storage, standardization, packing, producer marketing organizations, policies, different middlemen who take part in distributing the product. Thus, it is possible to get a full picture of the marketing from the original producer to the ultimate consumer.
By  this approach, similar commodities are sometimes grouped together and described as grain marketing, fruit marketing, livestock marketing, vegetable marketing, etc, or even sometimes each grain crop can be described independently as; wheat marketing, maize marketing, barely marketing, etc, each fruit as; banana, orange, etc. each vegetable as; potato,  tomato, etc marketing.
It is simple and gives good result over the marketing of each product. But at the same time this approach is time-consuming and repetitive process which is a drawback.
2) Functional Approach:
The functional approach is the study of various functions performed in changing the product of the farmer into the product desired by the consumers. It involves the business activities performed by firms in the marketing system. The most common classification of the functions performed are exchange functions, physical and facilitating function. This approach allows easy identification of the utilities being created and serves to identify the activity being examined in the other approaches. By analyzing and studying every function in detail and problems confronted in the performance of each function, it is possible to understand marketing properly.
3) Institutional Approach:
Deals with the “who” of marketing, i.e. who are involved in the market. It deals with merchant middlemen(retailers, wholesalers), agent middle men (broker and commission men), Speculative middle men (buy and sell on their own account but expect profit made from price movement), processors, manufacturers and facilitators. Institutional approach is emphasizing on who is doing the market function. The institutional approach identifies the business organization and managers that add utility to the product. 
4) Behavioural Systems Approach (BSA)
A more recent approach to emphasize the system of marketing, dwelling on the interaction of subsystems rather than on individual function or firms is the system approach. This behavioral system allows systems to be identified with the particular problem being addressed. The obvious disadvantage of this method is that it is abstract in nature and the reliance on intimate knowledge of individual’s firm characteristics and behavioral interactions. Such data and on intimate knowledge is seldom available. In this approach the firm is taken a system of behaviour and emphasis is on: 
· Optimal input-output combination, which identifies motives and means of affecting the input–output ratio.
· Who has the market power (may be legal, sociological, political, etc.).
2.4.  Factors Affecting the Marketing System
A variety of environmental forces influence a company’s marketing system. Some of them are controllable while some others are uncontrollable. It is the responsibility of the marketing manager to change the company’s policies along with the changing environment.
The Environmental Factors may be classified as:
1. Internal Factor
2. External Factor
External Factors may be further classified into: External Micro Factors & External Macro Factors
1. Internal Environmental Factors:
A Company’s marketing system is influenced by its capabilities regarding production, financial & other factors. Hence, the marketing management/manager must take into consideration these departments before finalizing marketing decisions. The Research & Development Department, the Personnel Department, the Accounting Department also have an impact on the Marketing Department. It is the responsibility of a manager to co-ordinate all department by setting up unified objectives.
A. External Micro Factors:
1. Suppliers: They are the people who provide necessary resources needed to produce goods & services. Policies of the suppliers have a significant influence over the marketing manager’s decisions. A company must build cordial & long-term relationship with suppliers.
2. Marketing Intermediaries: They are the people who assist the flow of products from the producers to the consumers; they include wholesalers, retailers, agents, etc. These people create place & time utility. A company must select an effective chain of middlemen, so as to make the goods reach the market in time. The middlemen give necessary information to the manufacturers about the market. If a company does not satisfy the middlemen, they neglect its products & may push the competitor’s product.
3. Consumers: The main aim of production is to meet the demands of the consumers. Hence, the consumers are the center point of all marketing activities. If they are not taken into consideration, before taking the decisions, the company is bound to fail in achieving its objectives. A company’s marketing strategy is influenced by its target consumer. Eg: If a manufacturer wants to sell to the wholesaler, he may directly sell to them, if he wants to sell to another manufacturer, he may sell through his agent or if he wants to sell to ultimate consumer he may sell through wholesalers or retailers. Hence each type of consumer has a unique feature, which influences a company’s marketing decision.
4. Competitors: A prudent marketing manager has to be in constant touch regarding the information relating to the competitor’s strategies. He has to identify his competitor’s strategies, build his plans to overtake them in the market to attract competitor’s consumers towards his products.
5. Public: A Company’s obligation is not only to meet the requirements of its customers, but also to satisfy the various groups. A public is defined as “any group that has an actual or potential ability to achieve its objectives”. A positive interaction with the public increase its goodwill irrespective of the nature of the public. A company has to maintain cordial relation with all groups, public may or may not be interested in the company, but the company must be interested in the views of the public.
Public may be various types. They are Press, Financial Public, Government and General Public
B. External Macro Environment:
These are the factors/forces on which the company has no control. Hence, it has to frame its policies within the limits set by these forces:
1. Demography: This is one of the most influencing factors because it deals with the people who form the market. A company should study the population, its distribution, age composition, etc before deciding the marketing strategies. Each group of population behaves differently depending upon various factors such as age, status, etc. if these factors are considered, a company can produce only those products which suits the requirement of the consumers. In this regard, it is said that “to understand the market you must understand its demography”.
2. Economic Environment: A company can successfully sell its products only when people have enough money to spend. The economic environment affects a consumer’s purchasing behavior either by increasing his disposable income or by reducing it. Eg: During the time of inflation, the value of money comes down. Hence, it is difficult for them to purchase more products. Income of the consumer must also be taken into account. Eg: In a market where both husband & wife work, their purchasing power will be more. Hence, companies may sell their products quite easily.
3. Physical Environment or Natural Forces: A company has to adopt its policies within the limits set by nature. A man can improve the nature but cannot find an alternative for it.
Nature offers resources, but in a limited manner. A product manager utilizes it efficiently. Companies must find the best combination of production for the sake of efficient utilization of the available resources. 
4. Technological Factors: From customer’s point of view, improvement in technology means improvement in the standard of living. In this regard, it is said that “Technologies shape a Person’s Life”. Every new invention builds a new market & a new group of customers. A new technology improves our lifestyle & at the same time creates many problems.
In simple words, following are the impacts of technological factors on the market:
a) They create new wants
b) They create new industries
c) They may destroy old industries
d) They may increase the cost of Research & Development.
5. Social & Cultural Factors: Most of us purchase because of the influence of social & cultural factors. The lifestyle, values, believes, etc are determined among other things by the society in which we live. The society is a combination of various groups with different cultures & subcultures. Each society has its own behavior. A marketing manager must study the society in which he operates.
The marketing manager should take note of these differences before finalizing the marketing strategies. Culture changes over a period of time. He must try to anticipate the changes for new marketing opportunities.



Chapter 3: Agricultural Marketing Channels, Efficiency, Costs and Margins 

3.1 Marketing Channels

There are different definitions for marketing channels based on the breadth and width of interest of analysis. 
1. According to Moore “The chain of intermediaries through whom the various food grains pass from producers to consumers constitutes their marketing channels”. 
2. Kohls and Uhl have defined marketing channels as alternative routes of product flows from producers to consumers.
It can also be defined as market channels are set of interdependent organizations (i.e., intermediaries) involved in the flow of products (goods and services) from producer to consumers and the flow of information on the other direction
Factors affecting length of marketing channels in agricultural marketing 
Marketing channels for agricultural products vary from product to product country to country, lot to lot and time to time. For example, the marketing channels for fruits are different from those for food grains. Packagers play a crucial role in the marketing of fruits. The level of the development of a society or country determines the final form in which consumers demand the product. For example, consumers in developed countries demand more processed foods in a packed form. Wheat has to be supplied in the form of bread. Processors play a dominant role in such societies. In developing countries like Ethiopia, However, most food grains are purchased by consumers in the raw form and processing is done at the consumer's level. Again, the lots originating at small farms follow different route or channels from the one originating in large farms. For example, small farms usually sell their produce to village traders; it may or may not enter the main market. But large farms usually sell their produce in the main market, where it goes into the hands of wholesalers. The produce sold immediately after the harvest usually follows longer channel than the one sold in later months.
Types of market channels
There are two main routes through which agricultural commodities reach the consumers: 
(i) Direct Market Channel: Sometimes, agricultural commodities directly pass from producers to consumers. There is a complete absence of middlemen or intermediaries. Since there are no intermediaries, the producer must perform all channel functions. But it is only a very small proportion of the agricultural commodities which moves directly from producers to consumers. 
producer - Consumer
(ii) Indirect Market Channel: Agricultural commodities generally move from producers to consumers through intermediaries or middlemen. The number of intermediaries may vary from one to many. In the modern era of specialized production, both the horizontal and vertical distance between the producer and the consumer has increased, resulting in a reduction of direct sales.  Some examples of the indirect market channels are 
A. The producer - retailer - consumer  channel
B. The producer- wholesaler-retailer-consumer channel  .
C. The producer - agent - wholesaler- retailer – consumer channel
Functions of the Channels:
1. Channels of distribution helps, the goods & services to move from the place of production to the place of consumption, hence they create place utility.
2. Goods are brought by the channels when they are needed. Hence they create time utility.
3. A channel reduces complexity in the distribution system
4. Inclusion of channel reduces the financial burden of the producers
5. They provide various services such as standardization, grading, etc.
6. They supply the market information to the producers
7. They help producers in promoting their sales.

Marketing agents
Marketing agencies are the middlemen involved in carrying out the marketing functions. They could be individuals or agribusiness organizations that specialize in performing the various marketing functions involved in the purchase or sale of goods as they are moved from producers to consumers. The agencies and institution which perform various marketing functions are classified as follows:-
i. Merchant middlemen 
· Retailers 
· Wholesalers 
ii. Agent middlemen 
· Brokers 
· Commission men 
iii. Speculative middlemen 
iv. Facilitative organizations 
These agencies vary widely in size and ownership. They get their reward in the form of marketing margins. 
i. Merchant middlemen
These middlemen have properties in common in that they take title to, and therefore own, the products they handle. They buy and sell for their own gain. 
A) Retailers: are those merchant middlemen that buy products for resale directly to the ultimate consumer of the goods. He/she is the producer's personal representative to the consumer. From the functional viewpoint, the retailer may perform all of the marketing functions. They are mostly large in number. 
B) Wholesalers: are those merchant middlemen or manufacturers that sell to retailers, other wholesalers, and/or industrial users but do not sell a significant amount to ultimate consumers. Wholesalers make up a highly heterogeneous group of varying sizes and characteristics. One group of wholesalers are the local buyers or countryside assemblers who buy goods in the producing area directly from farmers and transport the products forward to the larger cities where they are sold to other wholesalers and processors. These wholesalers/assemblers/ can handle different agricultural products or can specialize in handling a limited number of products. They may be cash-and-carry wholesalers or service wholesalers who will extend credit and offer delivery and other services. 
ii) Agent Middlemen
Agent middlemen, as the name implies, act only as a representative of their clients. They do not take title to and therefore do not own, the products they handle, while merchant middlemen (wholesalers and retailers) secure their income from a margin between the buying and selling prices, agent middlemen receive their income in the form of fees and commissions. Agent middlemen in reality sell services to their principals, not physical goods to customers.  In many instances, the power of agent middlemen is market knowledge and "know-how" which they use in bringing buyers and sellers together. Agent middlemen can be broken down into two major groups, commission-men and brokers.
a) Commission-men are usually granted broad powers by those who consign goods to them. He normally takes over the physical handling of the product, arranges for the terms of sale, collects, deducts his fee, and remits the balance to his principal. 
b) Brokers: - usually does not have physical control of the product. He usually follows the directions of his principal closely and has less discretionary power in price negotiations than commission-men. He just acts in between the sellers and buyers. Brokers link sellers and buyers and assist in negotiation. 
iii) Speculative middlemen
Speculative middlemen are those who take title to products with the major purpose of profiting from price movements. Speculative middlemen seek out and specialize in taking risks and usually do a minimum of handling and merchandizing. They often attempt to earn their profits from the short-run fluctuations in prices. Purchases and sales are usually made at the same level in the marketing channel. For example, livestock speculators buy goats or sheep today and sell them back today or tomorrow in the same yards. Speculative middlemen often perform a very important job as a competitive force in the maintenance of an adequate pricing structure. 
iv. Facilitative organizations
Some middlemen do not buy and sell directly but assist in the marketing process. Marketing can take place even if they are not active. But the efficiency of the system increases when they engage in business. These middlemen receive their income in the form of fees or service charges from those who use their services.
The main ones are as follows: 
Laborers They physically move the goods in marketplace. They do unloading from and the loading on to bullock carts or trucks. They perform cleaning, sieving, and refilling jobs and stitch/sew/ the bags. Without their active co-operation, the marketing system would not function smoothly. 
Weigh men: They facilitate the correct weighment of the produce.  They get payment for their services through the commission agent. 
Graders: These middlemen sort out the product into different grades. They facilitate the process of prices settlement between the buyer and the seller.
Transport Agency: This agency assists in the movement of the produce from one market to another.
Communication Agency: It helps in the communication of the information about the prices prevailing, and quantity available, in the market. 
Advertising Agency: It enables prospective or potential buyers to know the quality of the product and decide about the purchase of commodities. 
· [bookmark: _Toc350991662]Newspapers, the radio, cinema, slides, television and Internet are the main media for advertisements.
Auctioners: They help in exchange function by putting the produce for auction /public sale/ and bidding by the buyers. 
Another group of organizations falling in this general category is the trade associations. The primary purpose of a large majority of these organizations is to gather, evaluate, and disseminate information of value to a particular group of trade. They may carry on research of mutual interest. 
Elimination of Middlemen or are middlemen necessary in the channels:
· Arguments in Favor of Middlemen:
1. If there were no Middlemen, it would have been difficult for the producers and consumers to meet personally to buy and sell. Hence inclusion of middlemen reduces the complexities of the distribution function.
1. Many producers do not have the resources to sell their products directly to the consumers.
1. They perform some of the important marketing functions like standardization, grading, transportation, warehousing, etc this makes producers concentrate on their production activities.
1. It is the Middlemen who help in stabilizing the prices
1. It brings down the cost of production of some of the functions of the producers as they are taken over by the middlemen.
1. As they purchase on large scale they also bring down the storage cost
1. They provide important marketing information to the producers.
1. They create place and time utilities.
· Arguments Against Middlemen:
1. They are considered as parasites who for one reason or another prevent the direct contact between producers and consumers. This mistakes producers ignorant of consumer’s grievances which result in customer dissatisfaction which may bring down the sale.
1. Middlemen also manipulate the economy. This misleads both the consumers and producers.
1. They unnecessarily increase the price of the product.
1. They often dictate the terms of marketing. In fact, the term ‘Black Market’ was the creation of middle men.
1. They are also referred to as fair weather Friends. In other words, they only sell those products which gives them maximum profits. They go on changing their Loyalties depending on the profitability.
1. In practice they do not perform any marketing function. They simply transfer ownership without shouldering any responsibility. 
To conclude, it can be said that many manufacturers regard middlemen as Evils. But, all of them can’t eliminate middlemen. Hence they are considered as necessary Evil.

3.2 Assessing the Performance of a Marketing System

The performance of a marketing system can be evaluated in terms of how well it performs in relation to what society and the market participants expect of it. The performance of a marketing strategy for the agricultural and food marketing system can be assessed through the following measures: 
· The farmer’s share of the retail price paid by the end user or consumer
· The gross marketing margin or farm-retail price spread, and
· The proportion of a consumer’s income which must be spent on food.
Whatever the perspective from which a marketing system’s performance is evaluated, the terms most commonly used are efficiency and effectiveness.
Market effectiveness relates to the achievement of goals without consideration of the cost. However, markets can be effective but not efficient.
Marketing efficiency is the ratio of market output (satisfaction) to marketing input (cost of resources); 
An increase in ratio represents improved efficiency and vice versa. Improved efficiency brought through;
· A reduction in marketing cost without reduction in consumer satisfaction
· An increment in consumer satisfaction  without reduction in marketing cost
· A higher level of consumer satisfaction at higher marketing cost may mean increased efficiency if the additional satisfaction derived by consumer outweighs the additional cost incurred on the marketing process.
Increased efficiency is in the best interests of farmers, traders, processors, wholesalers, retailers, consumers and society as a whole. The efficiency of a marketing system is measured in terms of the level and/or costs to the system of the inputs, to achieve a given level and/or quality of output. Such inputs are generally in the form of land, finance, time, manpower and materials.
Typical outputs include the movement of a given amount of product to markets at specific distances, the supply of a particular level of service to target market segments and the supply of products at a target price. Hence resources are the costs and utilities are the benefits that comprise the marketing efficiency ratio. Efficient marketing optimizes the ratio between inputs and outputs.
Marketing efficiency is principally comprised of operational efficiency and pricing efficiency. 
· Operational efficiency is increased when marketing costs are reduced whilst outputs are either maintained or expanded. 
· Pricing efficiency is concerned with the efficient allocation of resources by a marketing system. 
Technical or Physical or Operational efficiency: 
It pertains to the cost of performing a function; Efficiency is increased when the cost of performing a function per unit of output is reduced. Improved operational efficiency is evident where marketing costs are reduced but outputs are either maintained or actually increase. Examples of operational efficiency gains would be the introduction of a less expensive method of storing grain or an innovative milk package that reduces energy costs when the product sits in retailers' refrigerators. Technological innovations are not the only avenue leading to higher levels of operational efficiency. An organization that improves its raw material procurement practices, by say centralizing purchases, buying in larger quantities or taking advantage of unit freight rates, is likely to increase operating efficiency. 
In the same way, an organization that rearranges sales territories and distributes fewer but larger loads to each delivery point can improve its levels of operational efficiency. Physical losses as commodities produce or products move through the channels of distribution are another aspect of operational efficiency. The higher the losses, is the lower the level of operational efficiency.
In practice, changes in the cost of marketing influence consumers' satisfaction, and efforts to increase the customer's utility often affect marketing costs. A new marketing practice that reduces costs but also reduces consumers' satisfaction may actually reduce the efficiency ratio. Marketing firms, operating within a competitive environment, are especially well motivated in seeking to increase operational efficiency. Although their goal may be higher profits, often the benefits of improved operations accrue to customers in the form of lower prices. Competition acts as a brake on the extent to which profits increase and limits any tendency for customer service and satisfaction levels to fall.
Pricing / Allocative efficiency: 
System is able to allocate farm products either over time, across the space or among the traders, processors and consumers at a point of time in such a way that no other allocation would make producers and consumers better off. This is achieved via pricing the product at different stages, places, and times among different users. Pricing efficiency refers to the structural characteristics of the marketing system, when the sellers are able to get the true value of their produce and the consumers receive true worth of their money. 
Pricing efficiency is a second form of marketing efficiency and is based on the assumption that competitive markets are efficient. It is concerned with the ability of the marketing system to allocate resources and coordinate the entire agricultural/food production and marketing process in accordance with consumer directives. The evidence of pricing efficiency is efficient resource allocation and maximum economic output. If consumers are willing to pay three cents more per orange for orange juice than for fresh oranges, it can be inferred that the process of juicing adds three cents of form utility to fresh oranges. The pricing mechanism directly affects production, in this instance, by indicating that a certain amount of the available oranges should be processed rather than sold as fruit.

3.3. Market Integration 
Integration shows the relationship of the firms in a market. The extent of integration influences the conduct of the firms and consequently their marketing efficiency. The behavior of a highly integrated market is different from that of a disintegrated market. Markets differ in the extent of integration and, therefore, there is a variation in their degree of efficiency. 
Examples of market integration are:
· the establishment of wholesaling facilities by food retailers
· the setting up of another plant by a milk processor. 
In each case, there is a concentration of decision making in the hands of a single management. 
Types of Market Integration 
There are three basic kinds of market integration. 
(i) Horizontal Integration 
This occurs when a firm or agency gains control of other firms or agencies performing similar marketing functions at the same level in the marketing sequence. In this type of integration, some marketing agencies (say, sellers) combine to form a union with a view to reducing their effective number and the extent of actual competition in the market. In most markets, there is a large number of agencies which do not effectively compete with each other. This is indicative of some element of horizontal integration. Horizontal integration is advantageous for the members who join the group. 
Similarly, if farmers join hands and form co-operatives, they are able to sell their produce in bulk and reduce their cost of marketing. Horizontal integration of selling firms is generally not in the interest of the consumers of buyers. Horizontal integration enables the organization to achieve the economies associated with size of the firm. It also helps the firm to organize some complex types of operations and services which are needed by the local units but individually, they may not be able to perform with ease and/or efficiency. 
(ii) Vertical Integration 
Vertical integration occurs when a firm performs more than one activity in the sequence of the marketing process. It is a linking together of two or more functions in the marketing process within a single firm or under a single ownership. For example, if a firm assumes the functions of the commission agent as well as retailing, it is vertical integration. Another example of vertical integration is a flour mill which engages in retailing activity as well. Vertical integration leads to some economies in the cost of marketing. 
A vertically integrated firm has an advantage over other firms in respect of greater market power either in terms of sources of supplies or distribution network. Vertical integration reduces the number of middlemen in the marketing channel. It is of two types, forward or backward, depending upon the stage at which the integration occurs. 
(a) Forward Integration: If a firm assumes another function of marketing which is close to the consumption function, it is a case of forward integration. for example, a wholesaler assuming the function of retailing.
(b) Backward Integration: This involves ownership or a combination of sources of supply; for example, when a processing firm assumes the function of assembling/purchasing the produce from villages. 
(iii) Conglomeration 
A combination of agencies or activities not directly related to each other may, when it operates under a unified management, be termed a conglomeration. The conglomerate is involved in a number of different and frequently unrelated activities. For example, the firm may be dealing in food grains trading; processing of horticultural products;; selling and repairs of electronic equipments. Such a conglomeration of activities serves as a means of spreading the risk and helps in expanding the activities to additional markets. Firms often expand both vertically and horizontally. They have grown vertically by operating their own wholesale, purchasing and processing establishment. 
Most of the business firms have some degree of vertical integration, horizontal integration and conglomerate character. The main objective of such an arrangement is to undertake closely related activities that will permit them to effectively meet the requirements of their customers
3.4. Marketing Costs and Margins
Marketing costs 
It includes the expenses incurred on all functions or services from bringing of the produce from framer to reach the ultimate consumers. Marketing costs include labor, transport, packaging, containers, rent, utilities (water and energy), advertising, selling expenses, depreciation allowances and interest charges. Marketing costs vary from commodity to commodity and product to product. There are several factors that individually or collectively account for these differences. These include: the more waste the greater the proportion of customers' expenditure which goes on marketing costs the more perishable the product the greater the marketing costs the more processing of the commodity the greater the marketing costs, the greater the amount of produce handling and transportation the greater the marketing costs. 
The major agricultural marketing costs and their calculations 
1. Handling costs 
Handling costs are easily overlooked. Each time a product is handled the cost per kilogram will be negligible. But a product can be handled many times before it reaches the consumer. The sum total of all these small handling costs can be considerable, particularly in countries with relatively high labor costs. In some cases it is possible to get an accurate idea of handling costs. For example, porters at wholesale markets usually charge a fixed rate per box or per cart. In other cases, however, there will not be a fixed charge. Costs per container will then need to be worked out approximately by dividing the wage of the employee by the number of packages handled
2. Packaging costs 
Most products and produce need packing. Packaging serves three basic purposes:-
· It provides a convenient way of handling and transporting produce. 
· It provides protection of the produce.  
· Packaging can be used to divide the produce into convenient units for retail sale and to make the produce more attractive to the consumer, thus increasing the price at which it can be sold.
The simplest packaging cost calculations are those where the packaging material is used only once. All that needs to be known is how much produce the package contains in order to work out the packaging cost per kilogram. With the use of more expensive packaging every effort is made to use the packages over and over again. In these circumstances there is a need to make an estimate of how many times the container is used to arrive at a cost per journey. Allowance must also be made for transporting empty package back to the beginning of the marketing chain. 
Example: Assume that oranges are packed 20 kg at a time in wooden boxes which, with occasional repairs, can be used for 10 trips. A box costs 10 birr, repairs and cleaning during its life costs 2 birr and each time the box is transported back empty to the producing area costs 1 birr. Then the packaging cost per trip is:- [(original cost + repairs) / no. of trips] + transport when empty. That is:- (10 birr + 2birr)/10trips + 1birr = 2.20birr per 20kg
and  2.20 birr / 20 kg   = 0.11 birr per kg. 
3. Transport costs 
Transport costs are incurred by farmers when they take their produce to the market and by traders as they move the produce down the marketing chain to the consumer. Sometimes transport costs are very obvious because they involve a direct payment by a farmer or trader to a truck owner on a per piece basis. In other cases transport costs are less direct, as when the trader, or even the farmer, owns and operates his own vehicle. In these case, there is no financial outlay but there is still an opportunity cost. Payment to truck drivers to carry produce to market on a ‘per piece’ basis makes for easy marketing cost calculations but is usually a more expensive way of transporting produce.
When a truck is hired or the trader uses his own, the calculation is more difficult because the vehicle may be used for several different commodities each packed in a different sized container. For most trucks the factor limiting quantities carried is space available, not weight. This requires making a rough estimate of the volume of the containers used for each commodity. The space available in the truck (minus an allowance for space that cannot be filled because of the shape of the containers, etc.) can then be divided by the volume of the containers, so allowing the cost per kilogram to be worked out
Example: Assume that there are 40 m3 of space available in the truck to be used and that it costs birr 500 to hire the truck. A container of 0.2 m3 holds 8 kg of tomatoes and a container of 0.4 m3 holds 10 kg of green peppers. Then the transport cost for tomatoes per container and per kilogram is:- 500 birr/ (40 m3 / 0.2 m3) =2.50 birr per container and  2.50 birr / 8 kg = 0.3125 birr per kilogram While the transport cost for green peppers per container and per kilogram is :- 500birr / (40 m3 / 0.4 m3) = 5.00 birr per container and 5.00 birr / 10 kg = 0.50 birr per kg.
The calculation becomes more complicated when a trader owns his/her own vehicle and the traders have to estimate transport costs.  In calculating transport costs, the costs included are: wages paid to the driver and, where relevant, his assistant, cost of fuel, maintenance, repairs and the like cost of license, road tax, insurance and other necessary payments costs incurred en route such as tolls or bribes paid at official or unofficial road blocks and charges for entering a market the capital cost of the vehicle. Having identified annual transport costs it is then necessary to consider the amount of work the truck will do in one year in order to work out a cost per ton per km.
 4. Storage costs 
Storage is carried out in order to extend the period of availability of a product to a consumer. 
Storage costs fall into four categories: costs associated with the physical operation of the stores that is the actual cost per kilogram which must be paid to place the produce in the warehouse or cool store. Such costs are made up of factors such as 
· depreciation on the building, security, electricity and other utility costs and maintenance
· costs associated with the maintenance of the product quality while it is in store, for example, the cost of chemicals
· costs associated with loss of quality and quantity while the produce is in store
· the financial cost to the owner or the produce while it is in store.
The biggest single factor affecting storage costs is capacity utilization. Where a store is used frequently full capacity costs per unit will be low. Where it is kept empty for much of the time costs will be high. Where commercial storage facilities are used it is relatively simple to work out physical storage costs incurred by the trader as he will be charged on a basis such as kilogram/days, box/weeks or ton/months. The cost per kilogram for the period the produce is in store can then be worked out Where the trader hires an entire warehouse and moves produce in and out it is necessary to know the average number of containers / kilograms in store during the period for which the store is hired. 
Example: Assume that a warehouse is hired for 120 days of the year at a total of birr 600 and that the weighted average contents are 250 bags of potatoes. Then the storage cost is:-  
= birr 600 / 120 days = birr 5.00 per day 
birr 5 per day / 250 bags = birr 0.02 per bag /day
An example of a realistic calculation of storage costs including additional costs such as bank interest is shown in below example. 
Assume that there is no loss. However, a four-month period of storage will almost certainly lead to some losses and these need to be built into the calculations. Assume that a trader buys potatoes at birr 10 per bag and keeps them in store for 4 months. To do this he has to borrow money at 12 percent per year. Then the cost of bank interest is: birr 10 × 12/100x4/12 (12%, over 4 months) = birr 0.40 per bag. Thus a realistic calculation of storage costs per bag for the consignment of potatoes is:
Storage charge for 120 days at birr 0.02 per day = birr 2.40
Interest charge of birr 0.40 per bag = birr 0.40
Total cost per bag = birr 2.80 

5. Processing Costs 
The transformation of a produce from one form to another clearly involves costs associated with the operation of the processing facility. In calculating marketing costs, it is necessary to consider two other important aspects of processing costs. 
· Firstly, as with product losses, one kilogram of product purchased from the farmer cannot be compared with one kilogram of processed product sold to the consumer. There is need to ask.-How much will be sold to the consumer if one kilogram is bought from the farmer?
· Secondly, there may be a by-product as a result of the processing and this by-product can often be sold 
The value of the by-product must therefore be included in the calculations. In calculating processing costs it is necessary to know: the conversion rate, the quantity and value of by-product and the costs of processing. 
6. Capital costs 
Capital costs are a major component of marketing costs. Such costs will vary from country to country depending on the level of interest rates. 
These include: the cost of money needed to buy produce and keep it in store, the capital cost of a warehouse or a truck if the trader owns them, the capital cost of other buildings or of equipment, such as office space, weighing scales, grain drying equipment and the depreciation (or loss of value) of the vehicle, warehouse or equipment owned by the trader, miller, or other party.
Marketing margin
Marketing margin may be defined as;
· the differences between consumer retail price and what farmers receive;
· The proportion of the consumer expenditure that goes to the food marketing firms. 
· A marketing margin is the percentage of the final weighted average selling price taken by each stage of the marketing chain. 
· the price of marketing services provided.


The margin must cover the costs involved in transferring produce from one stage to the next and provide a reasonable return to those doing the marketing.
Gross marketing margin: The difference between the sale price and purchase price of a product at any stage in the marketing process. 
Total Gross marketing Margin: The difference between the consumer purchase price and the farm gate price.
· This amount can be interpreted as the cost of providing a mix of marketing services.
The net marketing margin is the gross margin minus all costs paid to resource owners other than the marketing agent.
Producers share: the proportion of consumer price received by the farmer. It should be emphasized that producers that act as middlemen also receive an additional marketing margin. 
Example: the buying price from the farmer is birr 0.50 per kg, the weighted average wholesale selling price is birr 0.90 per kg and the weighted average retail price is birr 1.17 per kg.
· Share to the producer (birr 0.50/birr 1.17 = 0.427 or 43% 
· Wholesale margin (birr 0.90 - birr 0.50)/birr 1.17 = 0.342 or 34% 
· Retail margin (birr 1.17 - birr 0.90)/birr 1.17 = 0.230 or 23% 
· Total margin = 0.572 or 57%
Looking at margins and changes in margins does not necessarily prove that there is a problem, but rather such examinations suggest that there may be a problem which requires further investigation by studying the marketing costs. Increases in marketing margins due to increases is marketing costs may not mean increase in profits made by those doing the marketing. Moreover, where farmers receive only a comparatively small share of the selling price this does not necessarily mean that they are being exploited. Total margins will depend on the length of the marketing chain and the extent to which the the marketing services performed. To know whether margins are reasonable it is necessary to understand the nature and composition of marketing costs.
The reference product concept 
The calculation of marketing costs and margins is obviously a necessary prelude to determining whether these are reasonable in relation to the value added. This is true whether the perspective is that of a policy maker assessing the performance of the sector or an individual firm evaluating its own performance. There are two possible ways of proceeding.
· Begin at the farm gate and follow the product through to the end consumer. 
· Start with retail prices and calculate backwards to the farmer. 
The important point is that there must be consistency in the approach adopted. 
For instance, because of processing and wastage, 1 kg of wheat sold by a farmer will result in, say, only 0.75 kg available for sale to the consumer. Under such circumstances one cannot compare the costs attached to 1 kg of wheat with those of 1 kg of bread because the analyst would not be comparing like with like and could not state that the difference between the two represent the costs of marketing. Similarly, it is important to know whether processing costs are measured as cost-per-unit of bread or cost-per-unit of wheat. 
Smith proposes that the starting point should always be 1 kg of product as sold to the consumer.  This he calls the reference product.
Product losses 
When calculating marketing costs and margins there are two phenomena that can confound the estimations: product losses or shrinkage, and the value of by-products.
Shrinkage: During the marketing process some of the produce will be lost, stolen, spoilt or otherwise wasted. so that more than 1 kg of produce is required at the beginning of a marketing stage to provide a consumer with 1 kg of the reference product. This is termed shrinkage. Sometimes the amount of shrinkage at each stage of the marketing process may seem trivial, or difficult to measure, but if it is ignored it could seriously distort the assessment of the efficiency of the marketing process.
The causes of losses/shrinkage are 
· when there is a surplus, either because too much has been grown by the farmer or too much produce has been bought by the trader/retailer;
·  poor harvesting techniques and bad handling on the farm (bruising, exposure to the sun); 
· When truckers are paid on a ‘per piece’ basis, farmers and traders try to squeeze as much as possible into the package and this can be a false economy as the loss resulting from the damage caused can exceed the savings in transport costs. 
· Produce can be damaged in transit, by the constant shaking on bumpy roads, by exposure to sun on top of a bus, by high temperatures inside a truck or other vehicle 
· Delays and bad handling at the wholesale market can make things worse. 
Smith has proposed a methodology for incorporating wastage or shrinkage rates in calculations of marketing costs and margins. The recommended procedure is to establish how much of the raw material it is necessary to purchase in order to supply the consumer with 1 kg of the reference product. The ratio between these two amounts of product is then used as a conversion factor to express all costs and margins in terms of 1 kg of the final product. 
Example: A farmer sells tomatoes at 4 birr/kg. These are then sold by a retailer at 6 birr/kg but 10 per cent of the quantity purchased is lost in the marketing process. The only identified costs are wages which amount to 1 birr/kg of product purchased from the farmer. Since 10% (0.1 kg) of the purchased tomatoes is lost, 1 kg of them will produce only 0.9 kg of the reference product. It will thus require; 1/1.00- 0.10 = 1.11 kg of tomatoes at the farm gate to provide 1kg of the reference product. This is then used as the conversion factor for all costs, i.e. birr per kg of reference product
· Selling price = birr 6.00
· Labor costs: 1.0 × 1.11 = birr 1.11
· Total marketing costs = birr 1.11
· Purchase price: 4.0 × 1.11 = birr 4.44
· Gross margin (selling price - purchase price) = birr 1.56
· Net margin (gross margin - all costs paid to outside resource owners) = birr 0.45

Example: Assume that, at 10 percent loss levels, 1 kg of tomatoes purchased by the trader from the farmer results in 0.9 kg being available for sale to consumers. The trader buys tomatoes from the farmer at birr 5 per kilogram and marketing costs are birr 2 per kilogram for the tomatoes originally purchased. The selling price of tomatoes is birr 8 per kilogram. Then the costs are …

1 kg purchased at birr 5 per kg = birr 5.00
1 kg packed and transported at birr 2 per kg = birr 2.00
Total Costs = birr 7.00 
· Sales Revenue or birr 8 × 0.9 kg=birr 7.20
· Thus the margin to the trader = birr 0.20  
Below is an example of the more usual, but incorrect, method of calculation.
· 1 kg purchased at birr 5 per kg birr 5.00 = birr 5.00
· 1 kg packed and transported at birr 2 per kg = birr 2.00
· 10 percent losses i.e. birr 5 × 0.1= birr 0.50 
· Total costs = birr 7.50 
· Sales revenue birr 8 × 1 kg = birr 8.00 
· Thus the margin to the trader = birr 0.50 
The second calculation is clearly wrong because the trader is seen to be obtaining revenue from produce which has already been ‘lost’. In estimating the price the trader receives for produce he or she has probably purchased from the farmer at a fixed price per kilogram, take account of the fact that all of the consignment is unlikely to be sold at one price. Not only will there be price variations due to quality differences but prices will vary according to supply and demand in the market. To calculate the average price the trader receives there is need to calculate a weighted average price. 
 Example: Calculating weighted average selling price  
Assume an example involving a consignment of 100 kg of tomatoes as follows:-
· 50 kg sold at birr 2.00 = birr 100
·  20 kg sold at birr 1.40 = birr 28
· 20 kg sold at birr 1.00 = birr 20
· 5 kg sold at birr 0.40 = birr 2
· (5 kg which cannot be sold) = -
· Total Revenue = birr150 
· Then the average selling price per kilogram is :- birr150/95 = birr 1.58
Processing and by-products: Products purchased by consumers are often very different in form from the original raw material purchased at the farm gate. Moreover, processing operations may create by-products that have a value of their own. These by-products are not, of course, part of the reference product and therefore have to be excluded from calculations of the marketing costs attached to the reference product. The value of the by-products is ‘netted out’ from the calculations, leaving only the costs and margins associated with the reference product.
 
Example: A miller purchased paddy at 25 birr per kg. The extraction rate is 70% (i.e. 1 kg paddy produces 700 g of edible rice and 300 g of by-products). The by-products sell at 5 birr per kg and the edible rice for 50 birr per kg. The total identified marketing costs (packaging, milling, storage, transport etc.) are 5 birr per kg of paddy. The reference product is 1 kg of edible rice. For each 1 kg of paddy milled, 0.3 kg of by-products is created, so to produce 1 kg of edible rice 
1/1.00-0.30 = 1.429 kg of paddy are required. This is the conversion factor for all costs per kg of reference product. 
· Selling price = 50.00 birr
· Total marketing costs i.e. 5.0 × 1.429 = 7.15 birr
· Purchase price of paddy, including by-products=35.73 birr 
· Gross margin, net of by-products (sale price-purchase price of paddy - value of by-products) = 12.12 birr 
· Net margin, net of by-products (gross margin, net of by-products - total marketing costs) = 4.97 birr
If required, all marketing costs and margins can be shown as a percentage share of the reference product price, for example, the farmer's share of the reference product price is: 33.58/50 × 100 = 67.16%. 

Chapter 4: Agricultural Pricing decisions 

4.1 Demand and Supply Analysis

Price theory holds that ceteris paribus (i.e. all other things being equal), as prices increase so demand falls and supplies increase. 
Demand 
The demand for products & services is a central issue in the study of economics. It is important to distinguish between nominal demand & effective demand. Nominal demand represents the desire to engage in a certain activity or to purchase a given good or service. Effective demand couples that concept with the ability to pay for such goods & services.  E.g. we may all want big car, but not all of us can afford to pay for it.
Factors affecting demand 
i. The price of the commodity X (Px) (-)
ii. The income of the consumer (M)
       For normal goods(+)
       For inferior goods(-)
iii. The price of other related goods
       Price of substitute goods (Ps)  (+)
       Price of complement goods (Pc) (-)
iv. Taste and preference of the consumer- buyer preference (T):- 
    A change in tastes and preferences of the consumer that makes the good more popular/liked, enjoyed or supported will increase the demand for that good or service.
v. Number of population served in the market - number of buyers (Pop):- 
    The demand for goods and services tends to increase in highly populated areas.
Vi. Future expectations of prices and income (E):- buyer expectation, in this case, demand will be positive if consumers expect that future price and income will rise and vice versa.

Demand Elasticity 
Demand elasticity is a central concept in the analysis of market. The price elasticity of demand tells us the percentage change in quantity demanded resulting from a 1% change in price. 
Price elasticity of demand(ed) = ∆Q/ ∆pxp1/Q1x100
                                         = Percentage change in quantity demanded / Percentage change in price
· Price elasticity is usually expressed in positive or absolute value 
E.g. the original price (P1) and Quantity demanded (Q1) of a given product were 5br/kg and 20 kg, respectively. As a result of the increment of the price from 5br/kg to10 br/kg, the demand has declined to 15 kg. So the price elasticity of demand (Ed) for the above case is given as  
∆Qx P1    = 5x5     = 25    =     0.25
            ∆P   Q 1      5x20      100  
So according to our result, for every 1% change in price, there is a 25% change (decline) in quantity demanded. When the price elasticity of demand is greater than 1, demand is said to be elastic. That is, consumers respond a lot to a price change. When the price elasticity of demand is equal to 1, demand is unit elastic. That is, for every increment in the price, there is an equal and opposite change in quantity demanded. When the price elasticity of demand is less than 1, demand is inelastic and this shows that consumers do not respond much to a change in price.
Price elasticity of demand and Total Revenue 
Total revenue (TR) is equal to price times quantity sold. If demand is elastic, a large increase in price causes a relatively larger decline in quantity demanded and this will finally cause for a fall in TR. But the vice versa is true if there is a large decline in price for this demand elastic commodity. If demand is inelastic, a large rise in price causes a relatively small reduction in Quantity demanded and this makes total revenue to increase. The vice versa is true if there is a large decline in price for this demand inelastic product.


Income elasticity of demand (ey) 
It measures the percentage change in the number of units of a good consumers demand, other things being equal, resulting from each 1% change in income. Income elasticity of demand for a commodity may be positive or negative. To sum up, when ey is negative, the commodity is inferior. If ey is positive, the commodity is normal (either luxury or necessity). A good is luxury if ey> 1 and usually a necessity if ey<1. The demand for normal goods increase as income rises. The demand for inferior goods decrease as income rises.

Cross price elasticity of demand (exy) 
Another useful price elasticity concept is the cross price elasticity of demand. It measures the sensitivity of purchases of one good to changes in the price of another good. To measure the cross price elasticity of demand b/n the demand for commodity X and price of some other good Y, we say:-
· exy = %∆Qx/ %∆py 

exy tells whether the two goods, are substitutes, complements, or independent (unrelated).
Example-1   consider two farm produces X and Y, and assume that the price of Y rises from 8 birr to 11 birr, the quantity demanded of X decreases from 25 units to 20 units. Calculate the exy and identify what type of commodities are X and Y?

Supply 
Supply is the quantity of a commodity that producers are willing and able to offer for sale at a certain price. Both willingness and ability to supply are its essential features. The relationship between the price of the commodity and willingness of producers to sell the produce is a positive one.
The factors affecting supply  
The factors on which supply of a commodity depends are:-
i. Price of the commodity itself (Px) (+); as the price of the products/commodities increase, the supply of that specific commodity will also increase 
ii. Price of related goods;
a. Price of substitute goods (Ps) (-)
b. Price of complement goods (Pc) (+)
iii. Price of factors of production (Fp) (-); as the price of inputs /cost of production increases, the supply of the product which requires this inputs will decline.
iv. State of production technology (T) (-, +); as there are more technologies to improve the production/supply of a product, the supply of that product also increases.
v. Number of suppliers serving the market (N) (+);more sellers in the market increase the market supply 
vi. Tax and subsidies; tax reduce profit, increase in tax reduce supply. subsidy reduce the burden of production cost on supplier, thus increase the profit as well supply
vii. Expectations about future prices (Ep) (- +);if producers expect future price to be higher ,they will try to hold on their inventories to capture the future higher price. 
Supply elasticity 
It shows how proportional changes in market price are met by changes in total output. 
[image: ]
Because quantity supplied is an increasing function of price, the supply elasticity is positive. High values for es imply that small increases in market price lead to a relatively large supply response by firms. Alternatively, a low value for es implies that it takes relatively large changes in price to induce firms to change their output levels.  
4.3 Application of Demand and Supply analysis on Farm Products:
· There is perfect competition in the market for farm products.  Farm products like wheat or rice are usually homogeneous
· They are produced by many farmers and each farmer is producing a very small portion of the total supply of a particular farm product, say wheat. Since total farm product is the sum of the production of many farmers, no individual producer or farmer can affect its market supply.
· Each producer is a price-taker in the product market. He cannot affect its price and has to accept the prevailing market price. Thus, the market in which the farm products are sold and bought is perfectly competitive.
· If the demand and supply forces bring a fall in the price of a farm product, the producer of that particular product shall have to produce more to maintain his income. 
· In fact, there is instability and uncertainty in agriculture. This is because it depends upon the conditions of nature. A drought or heavy rains may damage the crop and bring misery to the farmer. On the other hand, timely rains and good weather conditions may lead to a bumper crop and bring prosperity to them.
· Moreover, agriculture is subject to the law of diminishing returns earlier than in industry because:
(i) Land is limited in supply, 
 (ii) Agricultural operations are largely dependent on nature, and
             (iii) Economies of large scale production are not available, except on very large farms in developed countries.
· Given these peculiar conditions of farm operations, the prices of farm products are determined by demand and supply.
Price Determination: The price of a farm product is determined at a point where its demand and supply curves intersect each other.  This is shown in Fig. 1 where D and S are demand and supply curves respectively which are less elastic. Both intersect at point E and determine OP equilibrium price and OQ quantity demanded and supplied.
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Suppose the supply of farm product, say rice, increases and the supply curve shifts to the right from S to S1 and the new equilibrium is established at E1. But the demand remains unchanged which brings down the price to OP1 with the fall in price, the supply increases to OQ1because the producers want to maintain their former levels of income. But the total revenue of the producers falls from OPEQ to OPE1Q1 as measured by shaded rectangles. 
Agricultural Price Support: 
The government in developing countries like India generally provides the facility of price support to the farm producers and at the same time, it provides farm products at reasonable prices to consumers. It provides price support so that the prices of farm products do not fall below specified levels.
The government fixes minimum prices:
(i) To protect farmers’ incomes from price fluctuations of farm products, and
(ii) To create buffer stocks to prevent possible future shortages of farm products.
The specified level of minimum prices is called price floors. It is illegal to undertake any transaction below the price floor. 
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Agricultural price support by the government is illustrated in Fig. 2, where D and S are demand and supply curves respectively. OP is the equilibrium price and OQ the equilibrium quantity. Suppose the government imposes a price floor at OP1 price level above the equilibrium price OP. At this price floor, the producers are willing to sell OQ1 quantity, while the demand falls to OQ2, resulting in a surplus of Q2Q1 which the government buys as buffer stock. The consumers have to pay higher price OP1 than the equilibrium price OP.
The surplus is eliminated by the government generally in three ways:
(i) Supply i.e., limiting the acreage of land for the farmers to grow certain agricultural commodities;
(ii) Stimulating demand i.e., new uses for farm products are sought; and
(iii)Purchasing surpluses i.e., certain farm products are bought and stored by the government for future use as “buffer stocks”.
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Chapter 5: Agricultural Price Analysis

5.1 Introduction

Price is the value that is put to a product or service and is the result of a complex set of calculations, research and understanding and risk taking ability.
Pricing is the process whereby a business sets the price at which it will sell its products and services, and may be part of the business's marketing plan.

Factors affecting pricing decision of farm products
When making pricing decisions marketers have to take into account a range of factors.
Internal
marketing objectives,
marketing mix strategy and
structure of costs.
External
the state of market development,
the pattern of supply and demand,
the nature and level of competition and
a host of environmental considerations (e.g. legislation, political initiatives, social norms and trends within the economy)

Pricing objectives
1. Profitability objectives
These profits may be measured in monetary values and/or as a percentage of sales and/or total capital employed.
Target return on investment (ROI): profit as a percentage of either sales or assets.
Maximizing revenues: When it is difficult to calculate cost functions, marketing managers often seek to maximize revenues when setting prices.
2. Volume objectives
This is common where a company commits itself to mass marketing,
· Maximizing market share
3. Competitive objectives
· Take into account the behavior of competitors.
A. Going-rate pricing:
Set out to match the industry leader's prices.
take the emphasis away from price competition and refocus competition on to other elements of the marketing mix.
B. Anti-competitive pricing:
On occasion, a firm will price its products with a view to discouraging competitors from entering the market or to force them out of the market.
This is done by maintaining relatively low prices and profit margins.
4. Prestige objectives
These involve establishing relatively high prices to develop and maintain an image of quality
5. Strategic marketing objectives
Price stabilization
Supporting other products
Maintaining cash flow
6. Relationship marketing
Commercial organizations have several important publics (consumers, members of the channel of distribution, suppliers, the general public, shareholders and government) with which they must establish and maintain relations conductive to a positive operating environment. 

Pricing strategies
•Pricing strategies are of two generic types:
cost-plus methods
•Are proactive, in that prices are largely determined by the organisation's financial performance objectives
Market-oriented methods
•are reactive to market conditions and are shaped by the organization's marketing goals.
1. Cost-plus methods of price determination
Possibly the most used method. This involves calculating all the costs associated with producing and marketing a product on a per unit basis and then adding a margin to provide a profit. The per unit profit can be expressed:
a percentage of the cost (mark-up), or as
a percentage of the selling price (mark-on, or margin).
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[bookmark: _Toc263770419]2. Market-oriented pricing: begins from a consideration of the marketplace.

Skimming and penetration strategies
These are two broad alternatives open to companies launching new products on to the market:
• Skimming strategies
Involve setting high prices and heavily promoting the new product. Profit objectives are achieved through a large margin per unit rather than by maximizing sales volumes. It can only really be employed where there is relatively inelastic demand.
Penetration strategies: Aim to achieve entry into the mass market. The emphasis is upon volume sales. Unit prices tend to be low. This facilitates the rapid adoption and diffusion of the new product. Profit objectives are achieved through gaining a sizeable sales volume rather than a large margin per unit.

Discriminatory pricing
•involves the company selling a product/service at two or more prices, where the differences in prices are not based on differences in costs.
I. Segmentation pricing: Customers in different segments will pay different prices, for the same product.
II. Product-form pricing: Here different versions of the product are priced differentially, but often not in proportion to differences in their costs.
III. Time pricing: This involves varying prices seasonally. Typically this is done to encourage demand by reducing prices at times when sales are seasonally low and by raising prices to contain demand when it is strong and likely to outstrip supply.

Psychological pricing
•Quality pricing: When buyers cannot judge quality by examining the product for themselves or through previous experience with it, price becomes an important quality signal.
•Odd pricing: Odd pricing can create the illusion that a product is less costly than it actually is, for the buyer. An odd numbered price, like birr 9.99, will be more appealing than birr 10, supposedly because the buyer focuses on the 9.
•Price Lining: Product line pricing is the practice of marketing merchandise at a limited number of prices. For instance, a wine company might have 3 lines of wine, one priced at birr 50, a second at birr 75 and a third at birr 95.
• Customary pricing: In some markets and in the case of certain low cost products, there is widespread resistance to even modest price increases. Under such circumstances a common strategy is to maintain the unit price as far as is possible whilst reducing the size of the unit.

Geographical pricing
•FOB pricing: all customers pay the same ex-factory price and the goods are placed free on board (FOB) a carrier,
“FOB factory”: purchasers pay all transportation costs beyond the factory gates
“FOB destination.” : the supplier meets all of the costs incurred up to the point where the goods are delivered to the customer.
•Uniform delivered pricing: Uniform delivered pricing is the opposite of FOB pricing. The company adopts pan-territorial pricing.
•Zone pricing: The company sets up a series of geographical zones. All customers within a zone pay the same total price and this price is higher in the more distant zones. 

Freight absorption pricing: The seller absorbs all or part of the transport cost in order to get the business.

Promotional pricing:
From time to time organizations might temporarily reduce prices to increase sales.

Administered pricing
• Prices are imposed on the market by some external body, like by government in most developing countries.

Agricultural product Price Instability?

•Price instability/ volatility/ variability
Volatility: high variability in prices, both on the high side and on the low side. Most serious when the changes are not fully predictable
Impacts:
· On consumers, specially the poor
· On farmers
· On political stability
· On peace and pattern of economic growth
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5.2 Economies of Scale Stabilization: Why Price Stabilization?

Price stability implies avoiding both prolonged inflation and deflation. Inflation is a rise in the general price level of goods and services in an economy over a longer period of time resulting in a decline in the value of money and purchasing power. Deflation is a decrease in the general price level of goods and services over a longer period of time. Too rapid inflation is negative for many reasons. It complicates the economic decision making process and slows economic growth.  In addition inflation diminishes the value of savings. Deflation is accompanied by the threat of a slowdown in economic growth, because the general level of prices declines, and thus people postpone consumption and companies postpone investment. There may emerge an inflationary gap which is very difficult to overcome. The real value of loans that are not repaid increases, which means that borrowers run in to difficulty, and loan losses pose a threat to financial institutions as well. Often, enterprises find it hard to lower wages, even if the price of their output declines. This causes an increase in unemployment and in the number of bankruptcies 

Price stability contributes to achieving high levels of economic activity and employment by: 

- Improving the transparency of price mechanism. Under price stability people can recognize changes in relative prices (i.e prices between different goods) without being confused by changes in the overall price level. This allows them to make well informed consumption and investment decisions and to allocate resources more efficiently. 

- Reducing inflation risk by decreasing interest rates (i.e compensation creditors ask for the risks associated with holding nominal assets), this reduces real interest rates and increases incentives to invest. 

- Avoiding unproductive activities to hedge against the negative impact of inflation or deflation

- Reducing distortions of inflation or deflation, which can exacerbate the distortionary impact on economic behavior of tax and social security systems. 

- Preventing an arbitrary redistribution of wealth and income as a result of unexpected inflation or deflation.    
     
5.3 Causes of price volatility

What are the causes for price volatility?
In simplest sense, price changes result from supply and demand. These price changes will be most severe and erratic when Shock to demand or supply is large. There is little scope in the short run of adjusting to shocks through:
· Increasing supply through drawing on or adding to carryover stocks, increasing production, or adjusting trade
· Adjusting consumption (in elastic demand)
There is uncertainty with respect to: the magnitude of the shocks, the size of the carryover stocks and how governments will react.
Causes of recent global price volatility
Weather conditions
Climate change models predict more extreme events
Energy shocks (Oil prices and bio fuel production)
Exchange rate fluctuations
Concerns about slowing agricultural productivity growth, especially in developing countries
Financial speculation
Government actions have made worse the global price volatility through their trade policies
      When prices are high: tax/restrict exports and subsidize imports.
      When price are low: subsidize exports and tax/restrict imports
• These opposite actions
Make international prices more volatile by moving supply and demand in opposite directions and reducing the volume in international markets
Reduce incentives to farmers to produce more when prices are high
Reduce government revenues in periods of high prices that could finance agricultural expansion  

Impacts of price volatility
Farmers struggle to plan their economic activities, as price volatility makes it difficult to obtain a reasonable price every year.
The instability means that prices often do not serve as signals for farmers to make decisions on what to plant and when.
Thus, the impact of price volatility on actors in the agricultural industry is mostly negative.
However, some actors benefit from the increased intra-annual food prices to recoup costs of their operations. This is the case for market intermediaries, but also producers who can store produce and market it as a group (collective marketing).

Actions to reduce and manage volatility
•Reduce volatility
Reducing barriers to trade > strengthen WTO disciplines on export restrictions
More flexible bio fuels mandates
Better information on production and stocks
More “weather proofing ‘’of production
Regulatory oversight/supervision/ on speculation
Stocks
• Managing volatility
Weather based insurance
Financial reserves and lending facilities
More target, market compatible social safety nets rather than using trade policy as a social safety net
Chapter 6: Concepts and Scopes of Rural Finance
[bookmark: _Toc206379963][bookmark: _Toc211740612][bookmark: _Toc263770420]6.1. Meaning and Scope
Rural finance is an important subject matter for small scale farmers and modern farming businesses. There is a great deal of ambiguity among finance, rural finance, agricultural finance, and micro-finance. Recently, rural and agricultural finance have changing and emerging paradigm whereby various facts and opinions are commonly understood and developed as to how to bring about development and decrease poverty in rural areas of least developing countries. 
Terminologies related to rural finance should be defined to avoid ambiguities in understanding the whole concept of finance in agriculture as follows:
· Finance is narrowly interpreted as capital in monetary form that is in terms of funds lent or borrowed, normally for capital purposes, through financial markets or institutions.
· Rural finance, as defined by the World Bank, is the provision of a range of financial services such as savings, credit, payments and insurance to rural individuals, households, and enterprises (both farm and non-farm) on a sustainable basis. It includes financing for agriculture and agro-processing.  
· Agricultural finance is defined as a subset of rural finance dedicated to financing agricultural related activities such as input supply, production, distribution, wholesale, processing and marketing. Agricultural finance is the economic study of the acquisition and use of capital in agriculture. It deals with the supply of and demand for funds in the agricultural sector of the economy. Knowledge of fundamental economic and management principles and analytical procedures facilitates obtaining control over capital and using it efficiently.
· Microfinance is the provision of financial services for poor and low income people and covers the lower ends of both rural and agriculture finance.
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Finance and financial systems are highly related concepts. Acquisition of finance for some business objectives will be effective if the acquired finance is managed by appropriate financial systems. The importance of finance in agriculture has significantly increased over time in accordance with the change in technology and the increase in production. Policy should be directed at developing a market-based financial system for rural finance, but because of market failures to support disadvantaged groups, a special-priority program may be needed to get credit to women, smallholders and the rural non-formal sector. Subsidizing interest rates is not the way to help marginal borrowers. Instead, they can be helped through fixed-cost subsidies and self-selected targeting mechanisms. Commercial banks should be encouraged to lend on other bases than the mortgage and passbook system. To improve rural financing, the system of property rights, title and default enforcement must also be strengthened, among other reforms.
Generally, to improve performance in the rural economy and efficiency in financial institutions the following reforms are important in an economy: 
1) Avoiding produce and price controls; 
2) Operation of commercial banks in a competitive environment;
3) Availability of credit to support productivity growth for agricultural smallholders and small producers of the rural non-formal sector, where growth potential of developing countries lies; and 
4) Credit availability to women and to the rural poor for consumption-smoothing and for sustainable income-generating activities. 
[bookmark: _Toc263770423]Functions of Financial Systems
The financial system plays a key role in a market economy because of its importance in mobilizing and allocating resources to finance agricultural investment projects that are necessary for economic development. A poorly functioning financial system can be a major constraint to private investment and entrepreneurship without which growth would be difficult to sustain over the long run. Investment can be constrained by low returns on investment or high cost of finance. 
Financial systems ease market frictions and create incentives for the emergence of particular types of financial contracts, markets and intermediaries. Financial systems have many functions contributing to growth and development of a country. The five key functions of financial systems that are essential to growth can be identified as follows:
1. Produce information about possible investments and allocate capital;
2. Monitor investments and exert corporate governance;
3. Facilitate the trading, diversification and management of risks; 
4. Mobilize and pool savings; and 
5. Ease the exchange of goods and services. 
6.3. Challenges in Rural Finance
It is recognized that rural areas and populations remain underserved, yet economic development for these areas and populations are key components in the overall development of a country. The donor community and providers entering the market have shown a renewed interest in economic growth leading to poverty reduction within rural populations. In spite of their renewed commitment, significant challenges to the successful implementation of effective delivery of services and outreach remain prevalent. Hence, rural finance has faced various problems and challenges in which case there is a common opinion to follow a new approach for successful operation in rural area. Given these facts the question remains: what are these challenges and what can institutions do to respond to them to make agriculture credit work?
Some factors unique to rural and agricultural markets that constrain both the supply and demand for finance in those areas could be economic, political, legal, institutional, and weather related.
Economic challenges: Rural finance faces varieties of challenges resulting from the economic reality of a country including the following:
1) Transaction costs – High transaction costs for both borrowers and lenders;
2) Economic activities – Often limited economic opportunities available to local populations;
3) Risk – High risks faced by potential borrowers and depositors due to the variability of incomes, exogenous economic shocks and limited tools to manage risk;
4) Concentration of activities – Heavy concentration on agriculture and agriculture related activities exposes clients and institutions to multiple risks;
5) Crowding – Crowding out effect due to subsidies and directed credit;
6) Portfolio concentration – Increased risks associated with the concentration of a portfolio on agricultural activities; 
7) Collateral – Lack of adequate or usable collateral (lack of assets, unclear property rights);
8) Infrastructure – Undeveloped or inadequate infrastructure;
9) Land fragmentation – Land held may be too small to be sustainable in an optimal use; and
10) Sources of income – Individuals may be dependent upon only one crop with no other external sources of income.
Political, legal and institutional challenges:  The following are some of the political, legal, and institutional challenges faced in rural finance.
1) Institutional capacity – Weak institutional capacity including poor governance and operating systems, low staff and management skills;
2) Political intervention – Risk of political intervention, which can undermine payment morale through debt forgiveness and interest rate caps;
3) Policy – Inhospitable policy, legal and regulatory frameworks;
4) Legal systems – Undeveloped legal systems, inadequate contract enforcement mechanisms;
5) Information – Lack of reliable information about borrowers; and lack of market information and/or market access
Cultural and geographical challenge: Cultural and geographical challenges are the common problems faced in rural finance some of which are listed below:
1) Population density and demand – Generally lower population density and dispersed demand;
2) Repayment culture – History of poor repayment culture, many in the rural populations historically associate poverty reduction efforts with charity from NGO’s and view the microfinance institutions in the same way making it a challenge to develop good repayment behavior; and
3) Accessibility – It is sometimes difficult to gain access to the communities and to get the community to accept credit terms.
Weather challenges: Developing countries with a great dependence on rain-fed agriculture are highly influenced by weather related challenges including:
1) Rainfall – Rainfall patterns vary by region resulting in some areas with one growing season and others with three;
2) Natural disaster – Susceptibility to natural disasters which can cause sudden and severe devastation to livelihoods; and
3) Seasonality – potentially affecting both the client and the institution
Unfortunately, financial services providers in rural markets are not able to choose which challenges they will face. For example, the high risk inherent in agriculture means increased importance in screening and monitoring of clients and therefore higher transaction costs for both clients and institutions, which are exacerbated by the dispersion of the client base and small loan sizes. Calvin Miller (2004) has identified 12 key challenges in rural finance. These challenges can be grouped into four as vulnerability constraints, operational constraints, capacity constraints, and political and regulatory constraints in a country.
Vulnerability constraints: Vulnerability constraints include systematic risk, market risk, and credit / financial risk arising from the following issues in a country including: (1) weather condition, (2) plagues and diseases, (3) prices, (4) production, (5) useable collateral, (6) demand preferences, and (7) health and family needs.
Operational constraints: These constraints are caused by low investment returns, low investment and asset levels, and low geographical dispersions of the rural financial institutions in a country. These constraints include: (1) low growth potential, (2)low velocity of capital, (3)non-competitive technologies, (4) lack of market integration, (5) lack or quality of roads and communication, (6) low efficiencies of business operations, and (7) high operating costs.
Capacity constraints: Capacity constraints are related to infrastructural capacity, technical and training capacity, social exclusion, and institutional competency.  These are caused by the following constraints: (1)lack of business investment, (2) lack of competitive technologies, (3) lack of roads, (4) lack of communication, (5)lack of education, (6) lack of technical and management skills, (7) lack of institutional capacity, and (8) lack of social representation (civil society).
Political and regulatory constraints: These challenges include political and social interference, and regulatory framework. They are related to the following challenges: (1) political interference, (2) NGO donation interference, (3) cultural and gender constraints, (4) land tenure laws, and (5) financial regulations and tax policy.
[bookmark: _Toc263770425]Chapter 7: Resource Acquisition and Use of Credit in Agriculture

 The capital requirements of a farm or ranch business are large and increasing due to inflation, technological change, and increase in farm size. With the need to control land, machinery, livestock, and other resources worth hundreds of thousands of dollars, many prospective young farmers as well as policymakers are asking with increasing concern, "How can the capital needed for a viable farming operation be acquired?"
The questions related to the amount, type, timing, and benefits of credit are very important for a farmer's decision in acquiring additional funds using credits. How should a farmer decide how much credit to use in the farm operation and where to use it? What are the contributions that credit can make? What types of credit are available? How a farmer can work with a lender for successful credit? 
[bookmark: _Toc206379976][bookmark: _Toc211740619][bookmark: _Toc263770426]7.1. Resource Acquisition in Agriculture
Resources of a farm business are limited in which case an owner of a farm business should try to acquire the optimum size of financial and other resources in order to involve in an optimum size of operation. These resources have various sources including internal and external sources.
Sources of funds used to control capital assets can be classified as equity and non-equity or debt financing. Equity capital is the capital owned by the operator while non-equity capital is the capital gained from debt financing. They include savings and retained earnings, gifts and inheritance, pooling equity capital through a partnership or corporation, leasing, contract farming, and borrowing. 
[bookmark: _Toc206379977][bookmark: _Toc211740620][bookmark: _Toc263770427] Savings and Retained Earnings
Assume you get a certain amount of capital. Let its source be either from your own earnings, or borrowing from your friend or bank. Which source makes you more confident to use? Is there any source which makes you less confident? 
Despite the growing financial barriers to farm business entry, on going farm business firms can use their own capital sources to improve and diversify their farms. However, accumulating the beginning equity base needed to start farming by saving part of one's earnings from farm or non-farm employment is difficult. Because of this limitation of equity capital, farm operators are required to use non-equity capital. 
[bookmark: _Toc206379978][bookmark: _Toc211740621][bookmark: _Toc263770428] Gifts and Inheritances
Because of the dominance of family farm in most countries' agriculture, much of the owner equity in agriculture can be acquired through gifts and inheritances from the previous generation of farm operators. The disadvantage of this type of source of capital is that such funds are often not received when needed most. The availability of such funds for young farmers depends on the average life expectancy in a country.
[bookmark: _Toc206379979][bookmark: _Toc211740622][bookmark: _Toc263770429]Pooling Equity Capital
 There are several methods of combining equity capital in a farm business. One of the most common is the case where older farmers furnish capital to younger family members through partnership, incorporation, or some other type of formal or informal agreement. Although these arrangements are usually made among members of the same family, two or more unrelated individuals can pool their equity in a farm business. Formal agreements are not always necessary to use the equity in an existing operation as a base for growth and expansion. Informal arrangements for exchanging labor for machinery or possibly renting land from a successful neighbor or relative can reduce the need for large capital investments and provide management assistance in the early years.
The primary advantages of pooling equity capital are to take advantage of economies of size and to distribute risk among two or more persons. Generally, the participants in a farm business venture should share profits in direct proportion to their respective contributions of labor, management, and capital. Failure to recognize this basic rule is almost certain to result in an unsatisfactory arrangement. Other essentials of a successful business organization involving two or more farmers include the following:
· The goals of all participants should be compatible;
· They should be capable of getting along together and respecting each other's judgment;
· The business must be large enough to provide an adequate living for all parties; and
· Good records, sound farm management, and common sense in the handling of money will help to avoid disagreement.

The pooling of equity capital follows various organizations including partnerships, and incorporation to pool capital from family members, and non-farm equity capital from nonfarm investors.
Partnerships: A partnership exists whenever two or more persons associate to conduct a non-corporate business. Partnership may operate under different degrees of formality, ranging from informal, oral understandings to formal agreement. In forming a partnership, the participants should know and understand what is involved and give proper attention to legal aspects. Each person entering into a partnership assumes considerable responsibility for actions of the other partners.  
Corporation: A corporation is a legal entity authorized by law and is capable of doing business, making contracts, borrowing money, and the like, just as an individual proprietor. For this and other reasons, the services of a qualified attorney are essential for incorporating a farm business. The advantage of a corporation from a financing stand point is that the owners have limited liability. There are also a number of disadvantages associated with incorporating a farm business, and they should be carefully and thoroughly considered. Management of the farm not in line with the interest of minority owners, and additional time, expenses, and taxes paid unlike other farm business organizations are some of the major disadvantages.   
Nonfarm equity capital in agriculture: Most farm partnerships and corporations are formed for the purpose of pooling equity capital of family members, to reduce taxes, or to facilitate estate planning. In some cases, however, the objective may be to bring in capital from nonfarm investors. The most common legal entities used are corporations and partnerships involved in cattle feeding, livestock breeding, vineyards, orchards, poultry operations, vertical integration, and various types of real estate, equipment, and livestock leases.
[bookmark: _Toc206379980][bookmark: _Toc211740623][bookmark: _Toc263770430] Leasing
A lease is basically a capital transfer agreement that gives the lessee (the user farmer) control over assets owned by the lessor for a specific period of time for an agreed-upon payment or rent. Leasing is an alternative to purchase an asset in order to acquire the services of that asset. By leasing an asset the lessee essentially acquires its use value from the lessor, who actually purchased and owns the asset.
There are various types of leasing facilities. The major types of leasing common in agriculture include financial lease, operating lease, and leverage lease. Financial lease is a contract that is non-cancelable and the lease period is usually shorter than the useful life of the asset being leased. During the life of the contract all of the cost of the property plus financing and servicing charges should be recovered through periodic payments. The lease assumes complete financial responsibility for the leased asset; and, if operated successfully, the lessor or owner will recover original investment.
Operating lease is a service available for which there is an established leasing and second-hand market. Assets are leased over periods from around six months, shorter periods being more in the nature of plant hire, up to three years for most types of equipment and machinery. An operating lease may be alternative when a firm requires a machine for a relatively short period. The operating lessor's function in assuming the obsolescence risk in uncertain circumstances is comparable to an insurance contract.
Under leverage lease the lessee assigns his interest in a purchase order to lessor who agrees to advance only a portion of the total asset cost, and arranges to borrow the remaining portion from institutional lenders.
Leasing covers various assets including real estate, machinery, and livestock leasing.
Real-estate leasing: Leasing is a common way for farmers to obtain control of additional land. Real estate leases can be the share lease or the cash lease. With a share lease part of a crop or livestock production is paid to the lessor as rent. With cash leasing arrangements, the lessor is paid a specified cash payment and usually furnishes the land, building, and other improvements.  The concepts of cash and share rent are sometimes combined in what is called standing rent. In this case, in place of cash, the rental payment is made in a fixed measure of products, i.e. the dollar amount of rent the lessor receives varies with the price of the product, as it would with share rent, but the amount of product he will receive is known in advance.
Machinery leasing: Purchase of machinery often with borrowed funds is the traditional method of acquiring control over farm machinery. However, rapidly rising machinery prices have prompted many farm operators to consider leasing as an alternative to ownership of farm equipment. It can be operating lease, or financial lease. An operating lease is a short term contract in which case the farm operator leases the equipment by the hour, day, week, and month, etc. The lessor is responsible for insurance, taxes, and major repairs, and the lessee covers variable expenses such as fuel, lubricants, and routine maintenance. 
However, there are many variations of operating lease including custom hiring, an operating lease arrangement whereby the owner of the equipment furnishes the machine operator in addition to covering all operating expenses, and a full-service lease, an operating lease contract under which the lessor assumes total responsibility for all repairs and maintenance costs. The financial lease, in contrast to the operating lease, is a long term contract under which the lessor essentially provides financing to the lessee. Usually the lessee is responsible for all repairs and maintenance just as if he had purchased the equipment outright.
Livestock leasing: The typical livestock-share lease contract usually covers land, buildings, and livestock. These contracts cover basic herd livestock such as dairy cows, beef cows, and sows. The lessor assumes fixed ownership costs including depreciation, taxes, and interest on investment, while the lessee is responsible for variable costs such as feed, housing, veterinary services, and labor. 
Advantages of leasing to the lessee: Some of the merits of leasing from a lessee's point of view are the following:
1. Asset procurement: Leasing may be the cheapest means of obtaining the use of the most suitable machinery or equipment because of import or export controls or patent rights.
2. Additional source of finance: By leasing, the use of asset is obtained without capital outlay. It also raises debt capacity of the firm as additional source of finance.
3. Certainty: It has the fixed nature of a leasing contract to the lessor and to the lessee. This assures the availability of an asset with certainty. 
4. Flexibility: Leasing arrangements are very flexible.
5. Convenience: Leasing is regarded by lessees as a simple and convenient method of financing the acquisition of capital assets.
6. Disposal problem: There is no disposal problem associated with leasing.
7. Higher incomes: An operating lease tend to inflate the incomes of  early years of life compared with the expenses resulting from buying the asset.
8. Step-by-step financing
9. A well-defined cost
10. Maintenance is cheap and certain: With leasing the maintenance may be contracted and this contract may be attractive.
Disadvantages of leasing to the lessee: The advantages of leasing over other forms of finance in any given circumstances need to be weighted against the possible disadvantages listed below:
1. Ownership flexibility: A purchaser of asset avoids any of the restrictions found in leasing agreements concerning the operation of the asset and the requirement to obtain the lessor's approval to the insurance arrangements.
2. Residual value: A lessee gives up some or all of the benefit of the residual value of the asset at the end of lease period.
3. Security value: A lessee is unable to include the leased asset in a pool of assets which is then available as security for general borrowing.
4. Understatement of assets: The right to use asset for a major part of its useful life is an intangible asset which is not shown on a lessee's balance sheet unless leased assets are capitalized at economic value.
5. Prestige: Ownership may be thought to be prestigious and to give an emotive sense of satisfaction denied to lessees.  
[bookmark: _Toc206379981][bookmark: _Toc211740624][bookmark: _Toc263770431] 
Contract Farming
An increasing amount of resources used in the farming sector can be furnished by farm input suppliers, processors, and distributors under various types of producer contracts. Contract faming is, therefore, a way for an operator to obtain additional funds.
Forward contract refers to a futures contract to buy or sell a specific physical commodity at some time in the future. There are three basic types of forward contracts used in farming namely market specification contracts, production-management contracts, and resource-providing contracts. When the traditional open-market form of market coordination fails to provide the needed market outlet for input suppliers or farm products of the proper specification at reasonable prices for marketing firms, market specification contracts can be used. It is an agreement under which farm inputs or products will be exchanged at some specified future date at an agreed-upon price (or basis for calculating price). This contract specifies the acreage to be grown, the price per ton, and in some cases the delivery schedule.
Production-management contracts provide the same features as market specification contracts, but in addition the farmer receives technical advice and management services from the input supplier or processor. Market specification and production-management contracts typically do not provide any financing per se; however, they do have financial implications for the farmer because lenders tend to look more favorably on a loan application if marketing arrangements are guaranteed by a producer contract. Under resource-providing contracts the farmer receives financing from the marketing firm as well as guaranteed market outlet and production-management assistance.
As with any method of acquiring control of assets, contracting has its weaknesses and strengths. The most important advantage is the financing the farmer receives both directly from the contracting firms and indirectly through other lenders, who are more assured of loan repayment when a contract is in existence. In addition to financial help, the farmer usually receives managerial advice and technical assistance such as production scheduling, high-quality breeding stock and seed varieties, fertilizer recommendation, veterinary services, custom-blend feed, the latest equipment, and other supplies and services that might not otherwise be available. Contracting also leads to better coordination of production and marketing phases, thereby resulting in higher profits and reduced risk for both farmers and contracting firms.
Perhaps the most obvious disadvantage of contract production is the loss of managerial control. The farmer may become little more than a hired hand and may also have to accept lower net returns to compensate the contracting firm for providing financing and sharing production and marketing risks. Finally the farmer loses the opportunity to benefit from higher market prices if forward prices are specified in the contract.
[bookmark: _Toc206379982][bookmark: _Toc211740625][bookmark: _Toc263770432]Borrowing
Borrowing constitutes the remaining method of farmers use to acquire funds. The word 'borrow' means to receive some thing with the understanding that it or its equivalent will be returned as agreed upon. Stated another way borrowing means the ability to command capital or services currently for a promise to repay at some future time. In terms of money, borrowing involves obtaining a certain amount of funds to be repaid as specified in the note.
Borrowing is not the exact synonym of credit. The word credit comes from the Latin word credo meaning "I believe." Hence credit is based upon confidence. The term credit means the capacity to borrow. Since credit is a resource that can be used or held in reserve, borrowers and non-borrowers alike are concerned with several questions. For example, a farmer might ask: How much credit is available, and how much should be used? What are the costs of credit? What are my legal obligations as a borrower? Which lender is most likely to be able to serve my credit needs?       
How much credit? Credit use will increase return to equity and firm growth rates as long as the rate of return on capital invested exceeds the cost of borrowing. However, financial risk limits the amount of credit one can actually use without jeopardizing the survival of the business. The question can be answered by understanding the factors that lenders consider in evaluating loan application.
Credit costs: Borrowing involves several costs, including finance charges, legal fees, closing costs, etc., and it is sometimes difficult to identify and compare these costs. The only meaningful way of measuring the cost of credit is to express all charges and fees in terms of a compound annual rate of interest.
Legal aspects: Since widespread access to reasonably priced credit is vitally important in the growth and development of a market economy, a standardized set of laws, regulations, and procedures has evolved that protects the rights of borrowers and lenders.
Sources of credit:If there is widespread use of credit, there will be many borrowers with different needs and characteristics. As a result, specialization among lenders will be developed so that all borrowers will be served efficiently.
[bookmark: _Toc206379984][bookmark: _Toc211740627][bookmark: _Toc263770433]7.2. Role and Classification of Credit
[bookmark: _Toc263770434]7.2.1. Role of Credit
Credit is important and necessary in nearly all commercial farm businesses. The potential to improve net farm income should be one of the determining factors in the decision of whether to use credit. Credit can contribute in the improvement of net income in several ways:
1. Create and maintain an adequate size. Most farms exhibit decreasing costs as the size of the business increases because of economies of size;
2. Increase efficiency. Use of credit increases substitution, utilization of idle resources, and intensity of production to secure efficient use of resources;
3. Adjust to changing economic conditions of technology and market;
4. Meet to seasonal and annual fluctuations in income and expenditures;
5. Protect against adverse conditions of weather, disease, and price; and
6. Provide continuity of business during transfer.
[bookmark: _Toc206379985][bookmark: _Toc211740628][bookmark: _Toc263770435]7.2.2. Classification of Credit
There are many different types of business credit, and proper classification will facilitate communication and financial analysis. Four primary classifications are presented here based on time, purpose, and lender.  
Classification by time: Based on the length of the terms of loans, credit can be classified into three:
a. Short-term credit (production credit): 
· Monthly credit (0-3 months);
·  Seasonal credit (3-9 months); and 
· Annual credit (9-1 year).
b. Intermediate-term credit: 1-10 years.
c. Long-term credit: Real-estate credit (more than 10 years).
Classification by purpose: This classification can facilitate analysis of the profitability of a specific loan if records as to income and expenses are kept.
a. Production loans (short-term and intermediate-term loans): Used to buy inputs, pay operating expenses, buy feeder livestock, range livestock, dairy cattle, machinery, and finance storage.
b. Real-estate loans (long-term loans): Used to purchase a farm, additional land, finance buildings, drainage, irrigation, and other permanent or long-life improvements. 
Classification by lender: Lender classification of credit is frequently used because the policies of lenders vary greatly:
a. Short-term and intermediate-term (non-real-estate) loans may be provided by commercial banks, credit associations, commodity credit corporations, merchants and dealers, or individuals.
b. Long-term (real-estate) loans may be provided by commercial banks, insurance companies, or individuals. 
[bookmark: _Toc263770436][bookmark: _Toc223508547]7.3. Bases of Credit
Numerous factors influence the creditworthiness of a farmer. Credit managers usually talk of the seven C's of credit: character, capacity, collateral, capital, condition, courage, and competition. 
1. Character: Character or integrity is the most important factor of confidence. The first step in selling one's credit to a lender is to be honest in all business and personal dealings, because the confidence factor is vitally important.
2. Capacity (or risk-bearing ability: Risk-bearing ability measures whether the farm operation can withstand financial losses without being forced into liquidation or insolvency. If production and prices decline and losses occur, they must be absorbed or covered by equity capital or net worth. The basic document used to measure the risk-bearing ability of the farm business is the balance sheet. The key ratios used in the analysis of risk-bearing ability are those related to total assets, or debt to equity. These ratios show the proportion of the business financed with debt compared to owner's equity and thus indicate the claims by others on the asset if liquidation should occur.  
3. Collateral: Collateral security is any security (other than personal security such  a guarantee) taken by a bank or lender when it tends to make an advance to a borrowing customer, and which it is entitled to claim in the event of default.  Hence, the presence or absence of collateral matters to get credit.
4. Capital (or repayment capacity): A lender wants to be paid in cash; he has little interest in repossessing the security or collateral as satisfaction of the debt obligation. The ability to repay a loan is consequently an important determinant of whether credit should be extended and is influenced by the income-generating capacity of the business; the liquidity of the farm as indicated by the balance sheet, and the cash flow of the firm. In short run an indication of repayment capacity is that if current assets are not sufficient to pay current liabilities a repayment problem will very likely occur as an indication of repayment capacity in short run. In long run the key issue is whether there is sufficient revenue after paying for operating expenses, family living, and farm expansion to repay any debt obligation.
5. Condition (or return): It is a combination of all the relevant facts about an agribusiness firm and its situation in the existing economic environment. The basic question with respect to returns is whether or not the use of credit will add to potential profits. Only if the profits of the business will be increased will there be additional income available to make principal and interest payments on the borrowed capital. Two questions are of interest in evaluating income or returns. The first is the issue of whether the planned use of credit is the most profitable use in the farm business. The second question with respect to the returns is whether the farm business is generating an adequate income to compensate for contributions of family labor and management as well as for equity accumulation. The profitability of the entire farm operations must be evaluated to assess the possibility of income generated from profitable enterprises to cover losses on unprofitable ones. 
6. Courage: This is the courage of the credit executive when faced with a difficult decision making situation. 
7. [bookmark: _Toc223508549][bookmark: _Toc263770437]Competition: The extent of competition to extend credit also matters to get credit. If there is no sufficient number of competitors involved in the financial market (in credit extension), getting credit may be difficult and vice versa.

7.4. Features of Successful Agricultural Credit Provider
An institution that is successfully providing agricultural credit; amongst other financial services should have the following key features of success:
1. Household as a financial unit: Treating the farm household as a financial unit integrating a variety of economic activities, and basing lending decisions on repayment capacity rather than how funds are utilized;
2. Managing systemic risk: Managing systematic risk in agriculture by three levels of diversification: (1) across rural and urban branches; (2) across both agricultural and non-agricultural activities in rural branches; and (3) across diverse household economic activities;
3. Long term relationships: Long-term relationships to lower transaction costs for both lenders and borrowers;
4. Various types of collateral: Using various types of collateral, including non-traditional collateral from poorer households;
5. Decentralized decision making: Delegated and decentralized decision making by well trained loan officers;
6. Regular monitoring: Regular monitoring of clients to ensure that repayment capacity is not jeopardized, opportunities are realized, and the borrower-lender relationship is strengthened; 
7. Management and information system: An effective management and information system and a commitment to high loan recovery (including seizure of collateral where necessary as a signal to other clients); and
8. Adapting rural services: Adapting rural services to become more flexible in timing, amounts disbursed and repayment schedules – (bi-monthly, trimester, semester, annual, end of crop cycle and irregular repayment schedules).
[bookmark: _Toc223508550][bookmark: _Toc263770438]7.5. Advantages and Disadvantages of Credit
[bookmark: _Toc263770439]7.5.1. Advantages of Credit
Modern economy is said to be a credit economy. Credit is of vital importance for the working of an economy. It is the oil of the wheel of trade and industry and helps in the economic prosperity of a country in the following ways: 
1. Economical: Credit instruments economize the use of metallic currency.  They are cheaper than coinage. The metal used in coins can be used for other productive purposes. 
2. Increases productivity of capital: Credit increases the productivity of capital. People having idle money deposit it in banks and with non-bank financial institutions which is lent to trade and industry for productive uses.
3. Convenient: Credit instruments are a convenient mode of national and international payments. They help in transferring payments with little cost and without the use of actual money from one place to another quickly.
4. Internal and external trade: As a corollary to the above by facilitating payments quickly, credit helps in the expansion of internal and external trade of a country. 
5. Encourages investment: Credit is the payment along which production travels, and that bankers provide facilities to manufacturers to produce to full capacity. Credit encourages investment in the economy. Financial institutions help mobilizing savings of the people through deposits, bonds, etc. These are, in turn, given as credit to trade, industry, agriculture, etc. which lead to more production and employment. 
6. Increases demand: A variability of cheap and easy credit increases the demand for goods and services in the country. This leads to increase in the production of such durable consumer goods. These raise the standard of living of the people when they consume more goods and services. Consumption loans by banking and non-banking financial institutions coupled with the use of credit cards have made these possible.
7. Utilizes resources: Credit helps in the proper utilization of a country's manpower and other resources. Cheap and easy credit encourages people to start their own businesses which provide them employment. Agriculture develops when farmers get seeds, fertilizers, pumping sets, tractors, etc. on credit. Similarly transport, communications, industry, mines, plantations, power, etc. develop with the help of credit.
8. Price stability: Credit helps in maintaining price stability in a country. The central bank controls price fluctuations through its credit control policy. It reduces the credit supply to control inflation and increases the supply of credit to control deflation.
9. Helpful to government: Credit helps the government in meeting exigencies or emergencies when the usual fiscal measures fail to fill the financial needs of the government. Government resorts to deficit financing for economic development by creating excess credit. 
[bookmark: _Toc263770440]7.5.2. Disadvantages of Credit
Credit is a dangerous tool if it is not properly controlled and managed. The following are some of the defects of credit:
1. Too much and too little credit harmful: Too much and too little of credit are harmful for the economy. Too much of credit leads to inflation which causes direct and immediate damage to creditors and consumers. On the contrary, too little of credit leads to deflation which brings down the level of output, employment and income.
2. Growth of monopolies: Too much of credit leads to the concentration of capital and wealth in the hands of a few capitalists. This leads to growth of monopolies which exploit both consumers and workers. 
3. Wastage of resources: When banks create excessive credit, it may be used for productive and unproductive purposes. If too much of credit is used for production, it leads to over capitalization and over production, and consequently to wastage of resources. Similarly, if credit is given liberally for productive purposes, it also leads to wastage of resources. 
4. Cyclical fluctuations: When there is an excess supply of credit, it leads to a boom. When it contracts, there is a slump. In a boom, output, employment and income increase which lead to over production. On the contrary, they decline during a depression thereby leading to under consumption. Such cyclical fluctuations bring about untold miseries to the people.
5. Extravagance: Easy availability of credit leads to extravagance on the part of people. People indulge in conspicuous consumption. They buy those goods which they do not need. With borrowed money, they spend recklessly on luxury articles. The same is the case with businessmen and even governments who invest in unproductive enterprises and schemes.   
6. Speculation and uncertainty: Over issue of credit encourages speculation leading to abnormal rise in prices. The rise in prices, in turn, brings an element of uncertainty into trade and business. Uncertainty hinders economic progress.
7. Black money: Excessive supply of credit encourages people to amass money and wealth. For this they tend to adopt underhand means and exploit others. To become rich, they evade taxes, conceal income and wealth and thus, hoard black money. 
8. Political instability: Over issue of credit leading to hyper-inflation leads to political instability and even the downfall of government
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