Food economy work at the OECD

The OECD's work on agriculture has been focused, since the early 19080s, almost exclusively on analysis of farm commodity policies and agricultural sector issues. However, over the last one or two decades, there has been a remarkable transformation of agro-food systems and the institutional environments in which these operate. At the same time, profound changes have taken place in food lifestyles in most OECD countries. These changes raise many issues that require broadening the scope of our policy concerns. What are some of these issues? How can they best be addressed? Is there a role for government in dealing with them? And what might be the role for the OECD in informing any ensuing policy debate? 

To shed some light on these questions, the OECD together with the Dutch Ministry for Agriculture, Nature and Food Quality organised the Food Economy Conference in 2003 here in The Hague. The conference addressed a wide range of food issues from the consumer and society perspective as well as from a supply side and food industry angle. It touched on questions concerning competition in the agro-food sector, diet, and health and product innovation. We discussed how these challenges to the global food system might best be addressed in the framework of an overall food policy. That conference helped to determine the OECD’s subsequent activities in the food economy area. Since then, work has been undertaken, first, on governance of the food chain, with a focus on the role of public and private standards in shaping the food system. A second activity concerned market power in the food chain and addressed questions of  price transmission from farm to retail and the impacts of retail buying behaviour on farm structures and returns
. 
In organizing this conference we would like to take a fresh look at the emerging issues in agro-food policy and tease out those that have taken on more importance as well as the newer policy issues and questions which our member governments face.  Against this background I will very briefly describe some of the key challenges that developments in the agro-food sector bring with them for OECD countries. I will then summarise some of the findings of ongoing OECD food economy work and finish my presentation with a discussion of future work plans.

Both what we eat and how we get it have changed substantially over the recent decades, and so have the challenges to the agro-food sector. On the supply side firms and farms are growing larger and markets are becoming more concentrated. Similar to developments in other sectors, firms in the food industry are undertaking strategic alliances, mergers and acquisitions both in the same product family and across sectors. For example, food retailing in Europe, Australia and Latin America is highly concentrated with the top 5 firms accounting for upwards of 60 to 90% of sales. In food processing the configuration is similar and even if the trend is somewhat slower in farming, this sector, too, is becoming more concentrated. However, the farm sector remains characterized by much larger numbers of farms than the number of firms in processing or retailing. 
The supply side of the food system has further changed through the use of science and advanced technologies in generating new processes and products to meet expectations. Biotechnologies that provide new consumer oriented food traits and more rapid development of varieties may further boost the array of products available.  Furthermore the expanding use of information and communication technologies throughout the food supply chain is modifying firm behavior. Supply logistics which can provide frameworks for tracing and tracking, while getting food to consumers quicker, cheaper and in a safer way are changing the size of the market by shrinking the time distance between production and consumption.  

With structural changes, the governance of the food chain is also changing. Vertical coordination between firms in the food sector is increasing and there is a growing use of private standards to determine what, where and how food is produced. These changes affect all stages of the food chain, from inputs to processing, retailing and food service. They reflect that in a global economy, firms need to be efficient, competitive and innovative to meet the needs of consumers at home and abroad. But there are also broader economic considerations at stake. A well performing agro-food sector is important for employment and GDP. Even though the contribution of agricultural to GDP is less than 4 per cent in most OECD countries, we tend to forget that when the entire food sector is taken in to consideration, this number increases to 10 to 15 per cent. This is one of the largest shares in GDP of any specific sector. 

There have also been profound changes on the demand side. Incomes have been rising while urbanization and changes in demographics and in labour force participation have contributed to modifying food consumption habits. Access to food is no longer an issue in the affluent societies where the emphasis has shifted to safety, quality and variety as well as healthfulness of food products. In the recent decade or so more emphasis is given by consumers and society to production attributes such as sustainability, environmental effects, animal welfare, labour conditions and fair trade. Consumers and society hold firms, farmers and governments accountable if food is produced that does not satisfy their expectations in terms of these attributes. The voice of consumers and society is beginning to be heard in the governance of the food system, from consultations on policy formulation and new technologies to new forms of consumer assurance. Demand is growing for food with a greater service component as consumers evaluate the tradeoffs between costs in time and energy devoted to meal preparation on the one hand and other activities on the other hand. Finally, consumers search for foods that meet several criteria simultaneously and this provides continued further opportunities for product and process innovation in the food supply sector. 
These demand and supply side changes are influencing ways of doing business along the food chain. In order to be efficient in anticipating consumer demand and competitive in responding to market opportunities, the food industry is constantly re-structuring, reshaping and reorganizing itself.  Among the noteworthy changes is the move away from spot markets to contracts for market transactions. This development aims at efficiency gains but at the same time raises issues about transparency, information asymmetry or even anti competitive behaviour in the transactions. Indeed, it is frequently argued in certain circles that the structural changes in the food industry are affecting the balance of power between farmers, inputs suppliers, processors, and retailers. 
The evolution in the structure and behavior along the food chain also in turn raise some policy questions. The efficiency of farm policies may be affected as the incentive structure for farmers alters due to the growing integration of the farm sector in the broader food economy.  In addition, questions may arise of policy coherence. Policies that are specifically designed at dealing with broader issues, such as sustainability or the relationship between food and health, may have feed-back affects on the farm sector.  Impacts of these broader policies on the farm sector may be inconsistent with the specific farm sector policy objectives. A topical example of this is the fact that farmers in many OECD countries benefit from tax exemptions on diesel fuel, thereby stimulating its use. But at the same time, the same governments support biofuel production in an effort to reduce the use of fossil fuels and GHG emissions.
The possibility of policy incoherence is increasing because a number of new issues are now on many OECD government’s radar screens that were not there a decade ago, or were not high priority items then. For instance, the relationship between diets and health is coming to the forefront of the policy debate as budgetary consequences of poor health touch most OECD treasuries while impacts on productivity may have broader economic consequences.  At the same time older but very important issues remain on the policy agenda, such as food safety, environmental sustainability or animal welfare. Many of these issues are of course value-laden and highly personal. They touch upon peoples value systems; and within a world that is more and more individualized, these are increasingly heterogeneous within and among countries. 
This makes the design of good policies more complicated but also raises challenges for economists in helping to inform the policy debate. For the analysis of traditional agricultural and commodity policies, the standard supply and demand models can often provide the necessary information about efficiency and economic welfare gains and losses across policy options. But on these newer issues, this basic framework needs to be extended. Other disciplines such as science, health or the environment need to augment our economic models to better understand costs and benefits and likely tradeoffs of alternative policies. One thing seems to be clear and that is that for agricultural policy makers it is no longer sufficient to be concerned uniquely about the farm sector or farmers. Spill-overs into other domains that in many cases extend much further downstream or upstream than the farm gate need to be considered.
Results of recent OECD work

What does all this mean for the OECD? The OECD’s role is to assist governments through economic analysis in the formulation of policies that help promote sustainable growth and economic expansion within a non-discriminatory multilateral trade context. In line with this objective, the focus of our recent work on food economy issues has been on establishing an information base and on economic analysis. The ultimate objective is to identify the policy issues and to generate results that may be helpful in policy formulation. 

So, inspired by the conclusions and directions from the Conference on the Changing Dimensions of the Food Economy in 2003 here in The Hague, our work has focussed on two main areas, first, the balance of power in the food supply chain and second the role of private voluntary standards in the shaping of the agro-food system.

In examining the balance of power in the food chain we focussed on the possible impacts of retailer concentration on stakeholders in the meat sector.  We found that while concentration has grown, there is no conclusive evidence of a recent deterioration in farm returns and that there is no systematic fall in the average farm to retail price spread
. The price analysis in four case-study countries (Canada, the Czech Republic, Japan and the Netherlands) showed that food retailers on the whole make little profits on meat although they are sometimes larger for beef. It also appeared that price developments at farm, wholesale and retail level are related to each other, although the extent to which this is the case and the speed of price transmission differs between countries and types of meat. Despite the fact that retailers sometimes make substantial profits on beef, in particular in Canada and Japan, the results of this study do not provide strong evidence of abuse of market power in the meat sector in these four countries.

The OECD’s Competition Policy Committee also looked into market power issues in agriculture
. One issue covered in the study was market power in the food chain and the authors came to a number of interesting conclusions. I will just mention three of the most relevant ones. First, no special antitrust laws or enforcement rules relating to monopsony buying are necessary.  This is because existing tools used to address monopoly buying are sufficient. Second, the study found that the existence of asymmetric price responses to cost increases and cost decreases does not necessarily imply market power by purchasers. And third, the study nevertheless recommended that mergers of retailers and processors must be carefully analysed to verify whether the first two conclusions remain valid.

Moving on to private voluntary standards, our work initially focussed on their growing role in shaping the agro-food system
. This work was based on interviews and surveys with those who set the standards and require compliance with them as well as those who must comply, that is to say primary producers. The results indicated that certain private standards schemes are used to achieve product differentiation. But more recently they have become a way to insure compliance with food safety standards and to reassure consumers on specific product and production process attributes. Retailers have to a large extent harmonized their product and process requirements through specific standard schemes. This should in principal reduce transactions costs for buyers and sellers and facilitate world-wide sourcing. But these private standards are stringent and often more demanding than government requirements. Even though they are voluntary in nature, they become de-facto compulsory because those suppliers who cannot meet the standard will be excluded from access to the value chain. 

The second area of work on private voluntary standards focused on the implications of these standards for developing country access to markets in developed economies. Again, the analysis was based on interviews, but this time with exporters, producers and importers
. Exclusion from the value chain because of inability of producers to comply with industry standards is a relatively more important issue for small producers and particularly so for those in developing countries. Our study found that where developing country producers have been successful in accessing the international value chain, exporters were playing a key role in transmitting supply requirements to producers and in ensuring that these were complied with. In addition, governments in the more successful developing countries were playing an important role through the provision of an appropriate infrastructure that enables producers and exporters to operate competitively and efficiently in world markets.
The growing prevalence of private voluntary standards raises the question of the relationship between the public and private sectors in the governance of the food system. A literature review that we have undertaken suggests that private standards are often more demanding than public standards. But they appear also to be more flexible and responsive to changing conditions. Nevertheless, public standards remain necessary where market failures need to be corrected and thus where they clearly have public good characteristics. Private standards are developed to complement public ones, to reduce transactions costs and improve efficiency in the food chain or to differentiate products. Nevertheless, the question remains whether in certain circumstances the growing use of private standards may not reflect the lack of government action or maybe even a discreet move to let the private sector take on more responsibility. In that case, the government’s role would become more one of providing oversight, ensuring that behaviours of different agents in the food chain meet the needs of consumers and society. 

Future work plans 

Our future work on the food economy will reflect the new issues and challenges that are emerging. It will also be based on some of the things we have discovered in past work, on further literature reviews and on suggestions and wishes expressed by OECD governments, and hopefully also on what comes out of this conference. 

One of the new areas of research that may be addressed concerns the role for public-private cooperation and initiatives in the agro-food sector. In many instances the private sector can identify issues more swiftly and can act more rapidly than government. This can be a benefit to society overall but may also bring along risks to economic welfare because of the potential for anti-competitive behaviour. The basic question is who is best in governing the agro-food system? What roles can be envisaged and would be best suited for government in these public-private partnerships? What are the implications for the more traditional government policy outside such partnerships? What type of economic analysis is best suited to inform the required policy formulation? 

Another question that is relatively new but gaining importance is the relation between food and health. The case of this relation does no longer have to be argued. But it is also clear that unhealthy diets are only one element in this equation and that individual health is also determined by a myriad of other factors. So again, this is a complex issue that stretches across economic sectors and requires analytical input from a variety of disciplines. The problem is that we are dealing with individual choices in a context where these choices can have important social effects. How does public policy deal with this dilemma? What sort of information and analysis is required to inform the policy debate?

Against this background, the current programme of work on food economy questions at the OECD is focussed on three areas. A first area of work looks into the role, usage and motivations for contracting in agriculture. This is not a new issue, and actually, when I joined the Dutch Ministry for Agriculture fresh from university some 35 years ago, this was my first assignment. But vertical integration and contracting is now much more pervasive throughout the agro-food chain and questions about what this means for price discovery, transparency, balance of power etc., as well as the role of government have evolved and are still highly relevant.

A second activity looks into value creation in the agro-food sector. Highly topical at the moment is the non-food use of agricultural commodities, in particular in the biofuels industry. But this activity explores new avenues of value creation through innovation and will focus on the impacts of modern technologies on generating value added in the agro-food chain. In a subsequent phase, the activity will evaluate the possibilities of primary producers to capture some of that new value added. What are some of the alternative strategies that can be used for this? What are the implications for governance methods in the food chain? Could or should this be facilitated by government measures, and if so, how? 
Finally, we’re making initial steps to move beyond the analysis of specific food economy questions and into the area of food policy. The focus of our work will be on government initiatives in the area of diet, health and nutrition. Using the well-tried OECD method of questionnaires, we’re doing a survey of OECD government agencies that should provide the basis for an exchange of information and experiences among member countries. The objective of this survey is to document government initiatives as well as collaborative efforts with the private sector. We have asked our member countries to identify up to three initiatives they have taken to influence food choices from a perspective of health and nutrition. They are asked to document the initiative, describe the objectives they want to pursue as well as the measures they have put in place to achieve those goals. Once we have that information, we hope to be in a position where we can compare concerns, objectives and government programmes across countries. The ultimate goal, of course, is to assess various policy measures with respect to the standard criteria for good policy making as identified by the OECD
. 
� In addition, market power issues have also been addressed by the OECD’s Competition Policy Committee in a study on Competition and Regulation in Agriculture. 
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