FARVERS' | NCENTI VES TO TARE COLLECTI VE ACTI ON VI A COOPERATI VES:
A TRANSACTI ON COST APPRCACH

John M Staatz*

Thi s paper uses concepts fromtransacti on cost econonics to exam ne two
questi ons: (a) Under what conditions do farners benefit fromcollective
action? and (b) Under what conditions is that collective action likely to
take the formof a farmer-owned cooperative firn? The transaction cost
approach hypot hesi zes that the structure that an economic enterprise devel ops
ina particular environnent reflects the enterprise's attenpt to nminimze its
production and transaction costs. Organizational forms that are npst
successful in reducing these costs in a given environment tend to becone

dom nant there (WIIliamson 1981). By exanmining the conditions under which
col l ective action via cooperatives offers advantages to farmers, the
transaction cost approach can therefore be used to highlight the situations
in which farner cooperatives are nost likely to arise as well as the
situations in which cooperatives may, be at a conpetitive di sadvantage
conpared with investor-owned firms (IQFs).“ The incentives to naintain a
cooperative once it is fornmed may differ fromthe incentives that gave rise
to its formation. This paper discusses only the incentives to forma
cooperative; for a discussion of the incentives to nmaintain a cooperative
once it is formed, see Staatz (1984, pp. 206-8) and LeVay.

The paper is divided into seven sections. The first briefly describes the
transaction cost approach to analyzing the structure of organizations, and
the second through fifth discuss four basic principles of that approach: t he
asset fixity principle, the uncertainty principle, the externality principle,
and the hierarchical deconposition principle. The asset fixity principle
receives particular enphasis because it underlies many of the traditiona
arguments for farmer cooperatives. The sixth section discusses how
cooperative action nmay be used to redistribute rights in farners' favor
rather than sinply to reduce transaction costs within a given set of property
rights. The seventh section summarizes the maj or arguments of the paper

The Transaction Cost Approach

The transaction cost approach, as devel oped by Coase; WIIlianmson; and Ouchi,
focuses on how the characteristics of a transaction affect the costs of
handling it through markets, bureaucracies, and other forns of organization.
A transaction occurs whenever "a good or service is transferred across a
technol ogical ly separable interface** (WIIlianson 1981, p. 1544). Transaction
costs include the costs of gathering and processing the information needed
to carry out a transaction, of reaching decisigns, of negotiating contracts,
and of policing and enforcing those contracts. The transaction cost
approach argues that the organizational formor "governance structure" that
m ni mzes the sum of production and transaction costs for a given activity
will have a conpetitive advantage and hence tend to dominate that activity.

*This paper has greatly benefited fromthe comments of J. Shaffer, E. van
Ravenswaay, P. Vitaliano, and J. Baarda, none of whom share with me
responsibility for any renmaining errors.
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A shortconming of the transaction cost approach is its tendency to take cost
structures as given, paying little attention to the ability of different
organi zational fornms to change the distribution of property rights and hence
the definition of "efficiency" (Bromey, MNeil). The approach adopted here
attenpts to broaden the transaction cost approach to | ook at the design of an
organi zation or association not sinply in terms of optimzing within a given
set of property rights, but also in terns of the ability of different designs
to change the distribution of rights in favor of those controlling the

organi zation or association. Wthin this broadened approach, the paper
examnes the traditional argunents for farmer cooperation, outlining the
conditions under which agricultural cooperatives may provide benefits to
their menbers that are unavailable or nore costly el sewhere

W liamson (1981) argued that four principles for efficient organizationa
design determne the type of organizational structure that will tend to
dom nate a particular line of economc activity (where efficiency is defined

as the ability to minimze transactions costs): the asset fixity principle,
the uncertainty principle, the externality principle, and the hierarchica
deconposition principle. As will later becone apparent, nost traditiona

justifications for farnmer cooperatives, such as the conpetitive yardstick
argunent, can be subsuned under these four principles

The Asset Fixitv Principle

The asset fixity principle states that as assets beconme nore specialized or
"specific," autononpus market contracting becones a progressively |ess
efficient neans of allocating them (WIIlianson 1981, p. 1548). An asset
becones nore specific to a particular use or user as the cost of transferring
the asset to alternative uses increases. This cost may reflect technica
characteristics of the asset itself, the spatial dispersion of production, or
poorly functioning factor markets. As an asset becones nore specific, its
resal e or salvage value diverges fromits acquisition value. As long as the
val ue of the asset in use lies between the asset's acquisition and resale or
salvage value, the asset will remain fixed in its current use; the owner wll
have no incentive to invest or disinvest in the asset in response to product
price changes (Johnson)

Asset Fixitv _and Opportunism

The divergence between the acquisition and resale or salvage val ue of an
asset gives rise to rents that are potentially appropriable through market
transactions if insufficient conpetition in the market pernmits one of the
parties to the transaction to act opportunistically (K ein, Crawford, and
Al chian; Staatz 1984, chap. 2). Hence, the conbination of small nunbers in
the product market combined with asset fixity, which itself is often a
function of poorly functioning factor markets, can lead to situations to
whi ch farzers are at considerable risk in their dealings with their trading
partners.

For exanple, consider a farmer who invests in specialized fruit production
equi pment and trees to supply a processing firm that enjoys sone degree of
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| ocal nonopoly. Assune that the annual rental-equivalent price of those
assets (calculated with respect to their acquisition price) is $300,000 and
that the farnmer incurs $100,000 in variable costs per year. The farmer nade
these investnents based on the processor's pronise to pay $500, 000 per year
for his or her fruit, yielding the farmer a profit of $100,000. Further
assune that the nost those assets can yield in their next best alternative
use is a gross revenue of $100,000 per year. Once the farmer has invested in
the specialized assets, the processor may be tenpted to renege on the
agreenent and strategically lower the price because it realizes that as |ong
as it offers at |east $200,000 it will still pay the farner to deliver the
fruit toit, even though its action inposes a capital loss of up to $200, 000
on the farner.

Qobviously, the processor cannot habitually act in this way because if it does
the farmer will be both unable and unwilling to maintain his or her

investment in fruit production. Nonetheless, if a large proportion of the
farmer's production costs are sunk at the time of the transaction, he or she
is particularly vulnerable to this sort of short-term opportunistic behavior
by his or her trading partner. Farners may attenpt to counteract this
opportuni sm by forming an association to: (a) bargain collectively with the
processor and threaten strikes if contract ternms are ignored or (b) |obby for
government action to ensure the sanctity of contracts. In many instances,
however, even with a strong farner association, it may be nore costly for
farmers to try to enforce contracts with another firmthan to internalize the
transaction by integrating forward via the creation of their own cooperative
firm The incentives for farners to integrate vertically via a cooperative
firmto avoid opportunistic behavior are greatest where the proportion of
sunk costs to total costs at the time of the transaction is high and the
product is highly perishable, nmaking its transfer to alternative narkets on
short notice very difficult. Fruits, certain vegetables, and dairy products
are exanples.

If an IOF is threatened by potential entry of conmpeting firms, it may forego
short-run opportunistic behavior to maintain its market position (i.e., it
may practice limt pricing). This inplies that the nmarket share of
cooperatives would be snmaller in rapidly expanding markets, where the threat
of entry of conpeting IOFs is greater, than in markets where demand is static
or declining. In static or declining markets, IOFs may have little to |ose
by acting opportunistically. Such behavior may therefore create incentives
for farmers to integrate forward via cooperatives in these narkets. This may
partly explain why US. farner cooperative firnms historically have expanded
their menmbershi ps and market shares during recessions, when markets for
agricultural products have typically stagnated or shrunk (Heflebower, pp. 45,
76, and 77).°

An IOF nay itself face opportunistic behavior on the part of farmers,
particularly if the IOF has a |arge nunber of specialized assets at risk and
farmers have the option of reneging on their contract obligations and dealing
with other firns. Fear of such opportunistic behavior nay make private
investors reluctant to undertake certain types of socially beneficia
agribusiness activities that also would be privately profitable if
opportuni sm were absent. Forms of vertically integrated ownership, such as
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farmer cooperative firms, may, 2y attenuating such opportunism help fill
these inportant "enpty niches.'*

Asset Fixitv _and the Exercise of MNarket Power

Baunol, Panzar, and WIlig, in their theory of contestable nmarkets, argue
that the imobility of assets, ratheg than industry concentration per se
allows the exercise of market power. They stress that for market power to
arise assets nust be inmobile on bhoth sides of the market. Although the
imobility of assets in farmng creates the potential for transferring rents
between farmers and their trading partners, the ability to capture these
rents depends on assets being imobile in the trading partners' businesses as
wel | . In other words, if barriers to exit are sufficiently high, they serve
to deter entry even where positive rents could be earned by entering the
market. This barrier to entry allows the farners' trading partner to act
opportuni stically.

Immobility of assets (including human capital) may reflect poorly functioning
factor nmarkets, high costs of transferring resources due to other reasons
such as transport costs, and a high degree of asset specificity. This
suggests that the poorer the integration of markets and the nore highly
specific the assets on both sides of the market, the greater the scope for
opportuni stic appropriation of rents, and hence the greater the |ikelihood of
cooperatives or other forns of vertical integration by farners. This is

anot her reason why agricultural cooperatives attract increased nmenbership and
expand their activities during hard tines, when alternative enploynent
opportunities for farmers and their assets are few and hence exit from
farmng is difficult. It also partially explains the higher incidence of
cooperatives in subsectors such as dairy and fruit, in which assets on both
sides of the market tend to be highly specialized (mlking parlors, orchards,
and processing plants), tgan in other subsectors where assets are nore
substitutabl e among uses.

The anal ysis al so suggests that as product and factor markets becone |ess
fragmented, the asset fixity argunent for the creation of farnmer cooperative

firms becomes less conpelling. If, however, greater market integration is
acconpani ed by increased asset specificity (including human capita
specificity), justification for vertical integration may still remain.

The asset fixity principle is involved in tw of the nost common rational es
for farmer cooperative firms and associations: the need to build
countervailing power and the need to preserve nmarket access.

Count ervai l i ng Power

One of the nost common justifications for farner cooperation is that through
collective action farmers are able to counterbal ance the nmarket power of
their trading partners, leading to nore equitable and efficient market
outcomes (Galbraith). Although this argument arises nost often with respect
to cooperative associations, such as farmer bargaining associations, it
applies to farmer cooperative firnme as well. Cooperati ve associations or
firms use their countervailing power to raise farmincomes in tw ways:
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through redistributing existing incone in the farners' favor and through
increasing the efficiency of the econonmic system

Countervailing Power and Incone Distribution--Advocates of collective action
by farners have |long argued that markets in which farners face highly
concentrated input, narketing, and processing industries generate a
fundanmental |y unjust distribution of income, both in terns of the inconme
received by farners as a whole conpared to other participants in the econony
and in terms of the inequality of incones anong farmers that results from
merchants playing one farmer off against another. By uniting in a bargaining
association, farners nay be able to redistribute incone in their favor if the
associ ation can effectively control enough of the supply to inf uence prices
and force I0Fs to treat all nenbers of the association equally.

Mich of the potential of farnmer cooperatives to use countervailing power to
redistribute incone lies in the ability of these associations to linmt the
appropriation of rents by farnmers' trading partners. The creation of a
farnmers' collective bargaining association or a farmer-owned firmmy |imt
the scope for such opportunistic behavior by reducing the ability of an IOF
to act as a discrimnating nonopsonist (through forcing the firmto treat al
farmers fsually) and by increasing the actual or potential competition facing
t he IOF. In addition to redistributing income in farmers' favor, the
reduction in the opportunistic appropriation of rents also nay affect the

| evel of investment in agriculture, as discussed later.

Supporters of cooperative firns sonetines argue that in addition to
redistributing incone in farners' favor, a systemthat includes cooperatives
results in a nmore desirable regional distribution of income than a system
dom nated entirely by IOFs. Large IOFs, it is argued, extract profits from
farm ng comrunities and channel themto netropolitan financial centers rather
than reinvesting locally. In contrast, say these advocates of collective
action, cooperative firns rebate net margins to patrons who invest them
locally, leading to higher local multipliers. The formation of cooperative
firms therefore nay appeal to farmers not only as a means of increasing farm
i ncone but also as a way of strengthening rural comunities and

redi stributing power in society.

Countervailing Power and Econonic Efficiency--The prom se of increased
econom c efficiency through countervailing power also may induce farners to

form coopffative associations or firms and the state to support their

creat irom. Cooperati ve bargaining associ ations may increase efficiency by
transformng the narket relationship between farnmers and their trading
partners from one approachi ng sinple nonopoly or nonopsony to one approaching
bil ateral nonopoly. (See Henderson and Quandt, pp. 244-49.) |f farmers form
a cooperative marketing or supply firmto conpete directly with IOFs instead
of sinply bargaining collectively, such conpetition may inprove economc

ef ficiency by conpelling the I0Fs to expand their output and increase their
X-efficiency (Leibenstein). Such conpetition also may reduce market
segnent ati on because the stockhol der-custoners of cooperatives may pressure
managenent to provide information, such as open formulas for feed and
fertilizers, that aids the customers in making buying decisions, even thngh
providing such infornation does not directly profit the cooperative firm
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Per haps the nost inportant way farner cooperative firnms may increase economc
efficiency is by decreasing the threat of opportunismin the face of fixed
assets, thereby encouraging investnment in specialized assets in farm ng and
marketing facilities that can increase productivity. This advantage of
cooperatives may be particularly significant where the mninumefficient size
of operation in marketing and processing is large relative to the market and
hence the threat of nonopoly or nonopsony is very real

Preservation of Market Options

The argument that agricultural cooperative firms are needed to preserve the
market options of farmers, particularly when I0Fs exit a market, is
explicable largely in terms of the asset fixity principle. The prospect of
suffering large capital losses on illiquid farm assets shoul d market access
be lost often notivates farmers to purchase investor-owned processing or
supply facilities that are closing because of poor earnings and convert these
facilities into cooperative firms. It is sonetinmes argued that farmers can
afford to operate marketing or farm supply facilities that IOFs have
abandoned in favor of nmore profitable investnents el sewhere because farners
take into account the joint profitability of farmng and the marketing or
farm supply operations, not sinply the profitability of marketing or input
supply alone. \Wereas an IOF can exit the industry w thout having to take
into account the costs its departure inposes on its farmer-clients,
cooperative firns, because of their integrated nature, do take those costs
into account. Inplicit in this argunent is the idea that if IOFs did take
the joint profitability of farmng and their marketing or farmsupply
activities into account, the I0Fs would find it attractive to remain in the
i ndustry.

This argument by itself is too facile. |If the joint farm ng-input supply (or
mar ket i ng) operation is profitable but marketing or input supply alone is

not, why could not farners and the IOF renegotiate their contracts,
redistributing sonme of the profits fromfarmng so that the IOF could stay in
busi ness? Indeed, if pricing of farmproducts is conpetitive, such a
redistribution of profits should take place automatically through the

market.  There are several possibilities why this redistribution of profits
may not occur:

1. If there is no collective bargaining by farmers (or if such efforts
are not effective--e.g., because of free-rider problenms), if nmarkets
for farm products are conpetitive, if cost structures differ anong
the farns served by the IOF, and if the IOF cannot price discrimnate
among its farmer customers, then conpetition anong farners will
redistribute rents only up to ghe level of the rents previously
earned by marginal producers.1 I nframargi nal producers still may
earn rents at the conpetitive price, and these farmers stand to |ose
those rents if the IOF exits the market.

2. If, instead of pricing according to a conpetitive market, farners
bargain collectively with the IOF, they may refuse to make price
concessi ons because they do not believe the IOF is in serious
financial trouble, a belief engendered by an unwillingness of the IOF
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to open its books to the farners. In this case, an advantage of

uni fied ownership of farm ng and marketing or input supply facilities
is an inmproved flow of information among system partici pants about
the financial health of the different operations.

3. In collective bargaining with farnmers, IOFs often have to commt
thensel ves to a raw product price before they know what prices they
will receive for their processed products. If agricultura
production and hence supplies and prices of products are volatile,
the IOF can incur heavy |osses, yet be severely limted inits
ability to renegotiate its contracts with growers. G ven highly
volatile markets, it is difficult for farmers to discern ex ante
whet her an IOF asking for concessions is genuinely in trouble or is
sinply attenpting to act opportunistically.

4, There may be no possible redistribution of profits between farners
and the IOF that would sinultaneously satisfy both parties
requirenents for profitability, yet the overall profitability of the
i ntegrated operation nay be acceptable to farners but not to the
IOF. Farners may be willing to accept a | ower overall rate of return
on investment than is the IOF to capture the nonnonetary rewards of
farm ng, be assured secure input and output markets, or because
farmers have fewer alternative investments open to themthan do I0Fs
due to inperfections and transaction costs in the capital nmarket.

5. There may be efficiencies in running input supply or marketing
facilities as cooperatives rather than as I0Fs. These potentia
efficiencies are discussed later.

The argument that farnmers form cooperative firns to avoid capital |osses that
woul d accrue if market access were |ost suggests, as did the countervailing
power argument, that cooperatives would be nmore preval ent where farmers have
a large nunber of specialized assets at risk. This partly explains why
historically cooperative firnms in the United States have been nost prevalint
in those areas where farners were highly specialized in a few activities. 4

Devel opnent _of New Farm Activities

Anot her consequence of the asset fixity principle is that cooperative firns
may be nore likely to encourage the devel opment of new crops and farm ng
techni ques than are IOFs, particularly where the IOFs are restricted from
vertically integrating into farmng. A marketing or processing IOF may be
reluctant to invest in teaching farnmers new production techniques because the
farmers can potentially use their new skills to produce products for a
conpeting firm  Absent slavery, it may be very difficult for the IOF to
conpel a farnmer to sell exclusively to the firmfor a |long enough period to
anortize the firms investnent in specialized human capital in the farner.
There is therefore an incentive to nmove toward unified ownership of farmng
and processing to reduce this potent}%l for opportunism |If permtted, IOFs
may integrate backward into farmng; alternatively, farnmers nmay integrate
forward into processing. If forward integration takes place via a
cooperative firmand if farmers' return on their investnent in the firmis
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contingent on their continued patronage (see Staatz 1984, chap. 2), then they
may be less inclined to act opportunistically toward the cooperative firm
than they would be toward an IOF. This greater loyalty to the cooperative
woul d increase the cooperative's incentive to train farnmers in new production
techni ques. Ranade reports that in India, where |and ownership ceilings
prevent nultinational processing firms fromintegrating backward into

farmng, multinationals are extremely reluctant to engage in farmer extension
work, while cooperative processors are heavily engaged in these activities.

The Uncertainty Principle

The uncertainty principle states that the greater the uncertainty surrounding
a transaction the less likely the transaction is to be efficiently nediated
by autononous market contracting (WIIlianmson 1979b). As uncertainty
increases, so does the cost of renegotiating contracts; as unforeseen
contingencies arise, so does the potential for opportunistic behavior. An
increase in uncertainty therefore creates incentives to shift from
institutions like the spot narket to contingent contracts and vertica
integration. Because farmer cooperative firns cngine el ements of both
vertical integration and contingency contracting, they may offer nore

ways of dealing with uncertainty than either IOFs or bargaining associations.

Flexibility in Pricing

Because a farmer cooperative operates at cost, the prices it charges or pays
farnmers are contingent on the firms earnings. Typically, contingent pricing
in cooperative firns is acconplished using patronage refunds. In some |ines
of business, such as fruit and vegetabl e processing, farner cooperative firns
have extended contingency pricing to the point where paynent for the crop nay
be spread out for a year or longer following the harvest, with the anount of
the total paynent contingent on the earnings of the pool in which the crop
partici pates.

Contingent pricing has several advantages in an uncertain environment. It
hel ps firns on both sides of the market avoid the costly m stakes of
commtting thenselves to prices that are either too high or too lowin |ight
of changing and not fully known supply and demand conditi ons. It also
renders unnecessary the costly renegotiation of contracts should one party
feel it has been treated unfairly in light of the evolving market situation
In the presence of inperfect capital markets, it also allows firns greater
flexibility in the timng of their sales. For exanple, Hamm (pp. 478 ff.)
descri bes how i nvestor-owned processors in the canned fruit and vegetable

i ndustry often have to offer special prices to distributors early in the
processing season to generate the cash flow necessary to pay farmers for
their crops. Cooperative processors, which are not constrained to pay
farners imediately for their crop, have greater nmarketing flexibility.

In recent years, nany investor-owned agricultural processing firns have noved
to contingent pricing of raw agricultural products simlar to that practiced
by cooperatives (Chase-Lansdale). Nonetheless, contingency contracting is
likely to operate nore snoothly in a cooperative firm Because farners own
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the firm have access to its financial accounts, and can discipline the
manager through the board of directors, they are less likely to believe that
the cooperative is using contingency contracting to act opportunistically
toward them In contrast, unless contingency contracts between farners and
I0Fs are based on a formula (rather than a promse to "pay what we can
afford**) and permt farners to verify the IOF's earnings, they nay give rise
to disputes that are costly to adjudicate

. . R | | .

A commonly cited advantage of agricultural cooperatives is their ability to
reduce the variability of farners' incomes through the pooling of grower
returns and expenses across products, time, and space. Pooling may lead to
sone reduction in risk for individual farmers because fluctuations in the
returns for their commodities are counterbalancedlyy offsetting fluctuations
in the returns for other comvodities in the pool. This income
stabilization function nay becone increasingly inportant to farners as they
specialize because in specializing they |ose the incone stabilization
imparted by on-farm diversification.

Al t hough cooperative pooling may provide an incone insurance function, for it
to be an incentive to establish cooperatives, this formof insurance has to
be cheaper than other ways farners have of stabilizing their income, such as
on-farmdiversification and reliance on the capital or futures markets. This
is more likely to have been true in the past than it is currently. In the
past, farmers may have preferred pooling as a neans of stabilizing income for
at least three reasons. First, the uncertainties in agricultural production
and the fragmentation of rural capital markets may have caused |enders to
charge a large premium when lending to farners. Second, pooling often

invol ved fewer transaction costs at the level of the individual farnmer than
other forms of income insurance. Wereas gaining income stability through
the capital or futures markets requires the farnmer to undertake severa
transactions, such as taking out and repaying | oans and buying and selling
contracts, in pooling the buying and selling decisions are centralized at the
| evel of the cooperative's nanagenment. This advantage of pooling probably
has been reduced as cooperatives thensel ves have increasingly turned to
hedging in an attenpt to stabilize menmber returns. Third, farmers who
believed that the demand for their crop was declining may have seen pooling
as a way of transferring income to thenmsel ves from producers of nore
renmunerative crops. If a pool includes a broad array of products,

substantial income transfers can occur as returns fromhighly profitable
crops subsidize producers of lowreturn crops. The extent to which such
transfers can be nmintained, however, is circunscribed by pressures from
producers of high-value products to limt pools to a narrow range of crops
having simlar demand characteristics and to distinguish between different
qualities within a pool through a systemof prem uns and di scounts.

Hi storically, nany cooperatives have fluctuated between wi dely and narrowy
defined pools, as managenment has tried to bal ance the economies of size in
marketing permtted by broad pools against the pressures to limt income
redistribution within the cooperative through pooling. In recent years, many
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cooperatives have nmoved to nore narrowy defined pools (Staatz 1984, chap.
7).

If the inconme stabilization gained through pooling has served as an incentive
to form farmer cooperatives, one would expect pooling to be nost prevalent in
cooperatives handling highly perishable products whose prices fluctuate

wi dely (and hence generate very unstable incone streans) and for which there
are no organized futures markets. Cooperatives handling storable comuodities
i ke grains or perishable products like livestock that can be traded on the
futures market might operate nmore on a sinple buy-sell basis because their
menbers have the option, not open to producers of other highly perishable
products, of trying to achieve some degree of income stability through
intertenporal arbitrage of their raw product or through relying on the
futures market. This hypothesis is consistent with the experience of U S.
agricultural narketing cooperatives: Mst major fruit and vegetable
processi ng cooperatives operate on a pooling basis while nost grain and
l'ivestock cooperatives sinply buy and resell the products of the nmenbers.

The Externality Principle

The externality principle states that a firmhas an incentive to integrate
vertically when participants in adjacent narket stages inpose negative
externalities on the firm (WIIlianson 1981, pp. 1549-50).

Preservation of Product Quality

A najor externality arises when participants in adjacent market stages
intentionally or unintentionally debase a firm's inputs or branded products.
For exanple, if a conpany produces a high-quality perishable product that
requires special handling in subsequent stages of the distribution system
negligent handling of the product by distributors can damage the conpany's
reputation with consunmers. Because it is often easier to control product
quality within the firmthan across market boundaries, the conmpany producing
the product nmay vertically integrate to gain tighter control over the
distribution system For exanple, during the early 1900s California citrus
growers perceived that the erratic quality of their products in eastern
markets was limting the demand for oranges and I enons. Mich of the early
work of the California Fruit Growers Exchange (later Sunkist) was ained at

i nproving the distribution channels for citrus, partly through vertica
integration, to ensure that citrus reaching eastern narkets was of
consistently high quality (Kirkman).

On the input side, farners also nay have an incentive to integrate
vertically, particularly when new inputs, such as fertilizer, inproved seeds,
and insecticides, are being introduced whose characteristics are difficult to
determine ex ante. In such situations, the scope for opportunistic behavior
is large. \When such inputs are first being introduced, even ethical dealers
may not devote full attention to quality control because in the short run it
is difficult to demand a premium price for higher quality products when the
hi gher quality is not immediately apparent to the buyer. Concern about
bui I ding | ong-term business relationships tenpers the tendency to shirk on
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product quality; nonetheless, if the costs of entry into and exit fromthe

i nput supply business are low, incentives for fly-by-night behavior remin.

In such situations, the cheapest way for farners to guard agai nst such
opportunismnmay be to integrate vertically into the input supply business
through a grower-owned firm  For exanple, Southern States Cooperative, a

| arge supply cooperative in the southeastern United States, was forned in
1923 in response to problens thaf farmers had with the poor quality seed sold
by private dealers at that tine. 8

Agricultural processing firns attenpting to build a strong brand name nay
face the sane problemof assuring the quality of their inputs, particularly
their raw agricultural inputs. The problem my be npbst acute when the
processor is encouraging the production of a new crop, and farners,

unfam liar with the techni ques necessary to produce a suitable product, need
cl ose supervision. The cheapest way for the processor to assure product
quality may be to integrate vertically into farnming or to use detailed
contracts to require farners to follow specific production practices.
Contracting |leads to contract enforcenent costs, which nay be |ower for
cooperative firms than for IOFs because cooperative firnms potentially have
nore ways of punishing nenbers who fail to live up to their contracts than do
IOFs. Not only can a cooperative include the sane nonconpliance clauses in
its contracts as does an IOF, but menbers who act opportunistically toward
their cooperative nay face social sanctions fromtheir fellow farmers as

wel | . In addition, a cooperative can nake a nenber's return on TSUity in the
organi zation contingent on fulfilling the terns of the contract.

Provi si on of Public Goods

Many of the **conpetitive vyardstick" activities of farmer cooperative firns,
such as their leadership in introducing open fornmula feeds, can be viewed as
public goods. Farmers, faced with unsatisfactory performance by IOFs, may
forma cooperative firmwhose purpose is to force the IOFs, through
conpetition, to inprove their service to farmers. I f successful in enforcing
conpetition, the cooperative generates benefits that it does not capture
itself but which accrue to the farnmer-stockhol ders, as well as to other
farnmers in the area. No independent IOF has an incentive to generate such
positive externalities (although the logic of a conpetitive market often
forces such behavior); it is the integrated nature of farner COSBeratives
that leads to their being formed specifically for this purpose.

The Hierarchial Deconposition Principle

Earlier sections of this paper have argued that where asset fixity is
present, firns have an incentive to integrate vertically to avoid

opportuni stic behavior by their trading partners. This section uses the

hi erarchi cal deconposition principle to exam ne why such integration is nore
likely to take the firmof farmers vertically integrating into other types of
agri busi nesses via cooperative firms than IOFs vertically integrating into
farm ng.
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Sinply transf'erring a transaction fromthe market to the internal bureaucracy
of a firm does not guarantee a reduction in transaction costs. Although
internalizati on of the transaction eliminates previously incurred selling
costs, these are replaced by the costs of nediating the transaction within
the firm For vertical integration to result in a net savings, the firm must
be organized internally in a way that allows it to handle the transaction
eff'iciently. W Iliamson (1981, p.1550) argues that this is best acconplished
by following the hierarchical deconposition principle, which he states as
fol | ows:

Internal organization shoul d be designed in such a way as to effect

quasi - i ndependence between the parts, the high frequency dynamics
(operating activities) and low f'requency dynamics (strategic planni ng)
should be clearly distingui shed, and incentives should be al i gned within
and between conponents so as to pronbte both local and global

ef fectiveness.

Decomposing the firm's activities into relatively independent subunits hel ps
prevent top nmanagenent from being swanped with day-to-day operational duties,
pronmotes an orderly flow of information within the firm and hel ps nanagers
within a division create an effective set of incentives for their
subor di nates by nmaki ng division enmployees primarily responsible to their
division manager, not a nyriad of others, as mght occur in a less

hi erarchical organization

The separation of responsibilities for daily operational decisions,
particularly at the farm level, fromlonger-term strategic planning and

mar ket i ng deci sions would be particularly inportant for a firmattenpting to
integrate vertically into farnming, as many farmlevel managerial decisions
are highly time- and site-specific. Unless environnmental conditions on the
farmcan be tightly controlled (as, for exanple, in poultry production),
vertical integration into farmng may require a higher degree of farm nanager
autonony than nost IOFs are willing to del egate.

A farmer cooperative firm on the other hand, represents a | ooser form of
vertical integration than a Xfrtically i ntegrated IOF, resenbling in many
ways a contingency contract. St ockhol ders in the cooperative firm agree
to eschew conpetition anong thenselves in their marketing and input supply
activities but continue to nake the rest of their decisions independently.
Cooperative firms therefore allow their menbers to capture nmany of the
advant ages of |arge-scale marketing, input production, and strategic planning
while still permtting farmers to make nost of their farmlevel decisions
thensel ves. Thus, while there are often strong reasons for vertically
integrating between farmng and certain marketing and input supply
activities, the nore decentralized nature of cooperatives make them a nore
efficient means of carrying out that integration than an IOF.

Cooperatives as a Means of Redistributing Rights

Farners often have acted collectively in an attenpt to redistribute property
rights in society, not sinmply to reduce transaction costs within a given
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distribution of rights. Such collective action usually has taken the form of
cooperative associations rather than firns. Because organizing collective
action to redistribute rights often involves free-rider problens, however, a
cooperative association may attenpt to finance its political activities
through sales of appropriable goods to its menbers (O son). For exanple,
nost farm supply cooperatives in the United States were started by farmer
organi zations that originally were forned for other purposes, nainly
political |obbying (Heflebower, p. 75). Farner cooperative firnms that
provide their nmenbers with goods such as farm supplies as well as | obbying
may be an effective neans of organizing for political action in those

i nstances where farnmers have a strong economc interest at stake, such as in
the design of commdity policies, and where |aws concerning how these firns
spend their net earnings are |ax.

Political Activity of Cooperatives

Cooperative associations attenpt to redistribute rights not only through the
exerci se of countervailing power but through direct involvenent in the
political system as well. Particularly in those areas of agricultura
production where public involvenent is large, for exanple because of public
health concerns, farmers may feel the need to organize politically to make
their voice heard in public decisionmaking bodies. Once organized for this
purpose, a cooperative association can be used at |ow cost to |obby for other
i ssues, such as inproved terns of trade. (For exanple, consider U S. dairy
cooperatives.) As direct governnent involvenent in the agricultural econony
increases, |obbying may beconme the npbst inportant function of nmany

cooperati ves. In the words of the manager of a large dairy cooperative
interviewed by the author

W can increase returns to our nenmbers in two ways: through inproving
the efficiency of our distribution systemfor mlk and through politica
action. I ncreasing efficiency adds pennies to our menbers' mlk checks
while political action adds dollars. W allocate our resources
accordingly.

Cooperative associations also nmay be used to channel resources to farners
after the rights to those resources have been won through political action

For instance, tobacco and peanut cooperatives in the United States serve
largely as mechanisns to administer price support prograns for these
conmodities. Many dairy, fruit, and vegetabl e cooperatives inplenment the
provisions of marketing orders, some of which pernit price discrimnmnation and
ot her manipulations of supply. In Scandinavia, agricultural cooperatives
take on many of the functions of a public agency, helping to coordinate
governnent farm programs and equilibrate the supply and demand for
agricultural products (Qlila).

Cooperatives and the Denpcratic |dea

Farmer cooperative associations, with their enphasis on menber invol venent
and voting on a basis other than capital contribution, historically have
often been formed as part of a broader attenpt to pronote denocratic val ues
and wider political participation in society, particularly in situations
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where other social organizations were highly autocratic. Early cooperative
organi zers in the United States saw thenselves as part of a larger socia
novenent ainmed at redistributing power in society, and nuch of the early
growth of farmer cooperatives, and hence their current conpetitive position
in US. agriculture, is attributable to the strength of the populist novement
of the late 19th and early 20th centuries. Neopopulist authors such as
Kravitz continue to enphasize the inportance of denpcratic cooperation not
only as an end in itself, but also as a way of conbating the concentration of
weal th and power they see as inherent in capitalism Many cooperative
supporters also stress the inportance of cooperatives as "training grounds
for denocracy,'* in which menbers gain skills they later use in |oca
governnents and ot her organizations (see, e.g., WIlls, pp. 25 and 28).

Al though cooperation as a goal in itself may have been an inportant el enent
in the founding of sone agricultural cooperative associations and firns, it
is unlikely by itself to sustain them even when they have nenbers with a
strong ideological conmmtnent to cooperatives. This is particularly true
where the level of conpetition between cooperatives and IOFs is intense,

per haps due to the previous success of the cooperatives, and where there are
alternative outlets for denocratic participation, such as running for the
school board. As the nanager of one cooperative firmput it, "currently
cooperative loyalty is worth about two cents per bushel."

Summary

Many of the potential benefits farnmer cooperative associations and firns
offer their menbers derive fromthe fixity of assets, both physical and

human, in farming and other types of agribusiness. Asset fixity in farmng
generates rents, which farners' trading partners can potentially capture by
acting opportunistically, provided that asset fixity in the trading partners
busi ness creates barriers to entry or exit that permit the exercise of market
power. Asset fixity therefore underlies the arguments that cooperatives are
necessary to provide farmers with nmarket power and to preserve their access
to markets. This suggests that farmer cooperatives are nmore likely to arise
and convey greater benefits to their nenbers where: (a) Assets on both sides
of the market are highly specialized and/or (b) product and factor markets
are fragnmented, leading to a divergence between the values of the asset in
its current use and its value in alternative uses. |t also suggests that
cooperatives will tend to be nore promnent in declining markets than in
expandi ng markets because in declining markets the | ong-term consequences to
farners' trading partners of acting opportunistically are less severe than in
expanding markets, in which the threat of entry of conpeting firms is higher

Because of asset fixity, cooperative firms nmay offer certain advantages over
I0Fs during the early stages of agricultural specialization

Far ner - st ockhol ders have fewer incentives to act opportunistically toward
their own cooperative firmthan they do toward an IOF (provided that their
return fromthe cooperative is contingent on their continued patronage);
therefore, the cooperative firmhas nore of an incentive than an IOF to
invest in training farmers in new production techniques.
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The potential for opportunistic appropriation of rents fromfarmers is
accentuated by the riskiness inherent in agricultural markets. Cooperative
firms may offer farmers certain advantages in dealing with risk, prinmarily
through the firms' ability to practice contingency pricing via patronage
refunds and to offer nenbers sone degree of revenue insurance through
pooling. This suggests that pooling will be nore prevalent in subsectors
like fruit and vegetables, where production and prices are nore volatile and
ot her risk management tools such as the futures nmarket are unavail able, than
they will be in subsectors like grain, where risk may not be as great and
there are alternative ways of managing it.

Farners also may vertically integrate via cooperative firnms to internalize
externalities inposed on themby their trading partners. On the output side
farmers' trading partners may pay insufficient attention to maintaining the
quality of farm products, particularly highly perishable ones, as they nove
through the marketing system thereby depressing farmlevel denmand for these
products. On the input side, farmers nay have an incentive to integrate
backward when they have no sinple way of ascertaining the quality of
purchased inputs, such as by sinple inspection or by relying on the sellers
reputation. Particularly in the early stages of the industrialization of
agriculture, when purchased inputs are just becom ng inportant in farmng and
input suppliers' reputations are not well established, farners may have a
strong incentive to integrate vertically via cooperative firns to assure
input quality.

Farners al so may have an incentive to integrate vertically to provide

t hensel ves with goods and services that no IOF has an incentive to produce
due to their public good nature. This is particularly true of the
"conpetitive yardstick" services of farner cooperative firns, the benefits of
whi ch accrue not to the cooperative firmas such but to the farmer-nmenbers.

In their internal organization, farmer cooperative firnms may offer certain

ef ficiencies OVSE I0Fs that help offset cooperative firms' possibly higher
deci sion costs. In particular, the cooperative structure allows
farmer-menbers to nake certain location-specific farmlevel decisions

i ndividually while allowi ng other decisions to be made coll ectively.
Therefore, if there are incentives to vertically integrate farmng with other
stages of production, cooperatives may be a nore flexible means of achieving
that integration than IOFs, in which central management may be reluctant to
decentralize a | arge nunber of farmlevel decisions.

Farnmers do not formor join cooperatives sinply to reduce transaction costs;
an additional notivation may be to try to redistribute rights in the farners
favor. Particularly where farmer-nenbers have strong common interests, as in
single-comodity organizations, farnmer cooperative associations may be an

i nportant neans by which farners can unite to take political action. Such an
associ ation may evolve into a firm because a cooperative firmalso can
provide its menbers with appropriable goods and services as well as a neans
of organizing political action, thereby overcom ng many of the free-rider
problems inherent in political organizations (Q son).
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Most of the cost savings outlined in this paper could accrue not only to a
farmer cooperative but also to an IOF that was involved in agribusiness and
owned primarily by farners. In many societies, however, the ability of a
farmer organi zation to attract an initial menbership and win concessions from
the political systemmay depend on its being perceived as a denocratic
instrument of self help, aimed at tenpering the alleged rapaci ousness of
capitalism In this sense, it nay be true, as Kravitz clainms, that the
process of cooperation is inseparable fromthe results of cooperation

Not es

1. van Ravenswaay discusses the need to distinguish between a cooperative
association (i.e., an organization to pronote collective action by
farmers, such as a bargaining association or a |obbying group) and the
firm owned by a cooperative association.

2. The transaction cost approach could be used to comnpare farner-owned
cooperatives with other forns of economc enterprise as well, such as
wor ker-owned firnms. Due to space limtations, this paper only presents
conpari sons between farnmer-owned cooperatives and IOFs.

3. WIllianmson (1981) pointed out that all transaction costs derive froma
conbi nati on of bounded rationality (which reflects both inperfect
information and a limted capacity to analyze it) and opportuni sm which
he defines as *'self-interest seeking with guile.”" G ven inperfect
informati on about the future, all contracts are necessarily inconplete
If people were never opportunistic, however, inconplete contracts would
not lead to contract enforcement problenms; contracts would sinply state
that if unforeseen contingencies arose the parties would act in a nanner
acceptable to all

4. See Johnson and Quance for a detailed discussion of the factors that
contribute to asset fixity in agriculture.

5. Declining markets, leading to an increase in cooperatives' activities
may result from changi ng consuner preferences as well as from
recessions. For exanple, during the 1950s and 1960s, when denand for
canned fruits and vegetables was grow ng, the market share of
i nvestor-owned fruit and vegetable processors was high. Wth declining
demand in the 1970s and 1980s, farner cooperatives have cone to domnate
the processing narket.

I0Fs may have another inportant advantage in markets that are
expanding: the ability to respond rapidly to energing market
opportunities. Cooperatives, wth their higher costs of collective
deci sionneking, may be | ess adept at seizing such opportunities.

6. Seethe section on the hierarchical deconposition principle for a
di scussion of why vertical integration by farmers into other
agribusinesses is nore likely than vertical integration by IOFs into
farm ng.
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11

12

13.

14,

15.

For concise summaries of this argunent, see Baumol (1982a, 1982b) and
Rhodes.

Hef | ebower, in reviewing the history of farmer cooperative firm in the
United States, concluded that, "Cooperative marketing has devel oped nost
vigorously where farners specialize in one or a few products and have
substantial investment that cannot be diverted to other use" (pp

72-73). For nore recent evidence, see WIKkins.

There is strong debate over whether bargaining associations can
effectively influence supply. See, for exanple, Baron.

Implicit in the creation of a bargaining association is the threat that
the association nay forma firmto conpete with the I0Fs if they do not
bargain in good faith. For exanple, the California Canning Peach
Associ ation, a bargaining cooperative, was instrunental in founding
California Canners and Growers (Cal Can), which until 1983 was one of
the largest fruit and vegetabl e processing cooperatives in the United
States. Cal Can was founded in part because investor-owned processors
were cancelling the contracts of farners who participated actively in
the bargaining association.

Most farnmers are interested in how cooperatives affect overall econonic
efficiency only to the extent that such inproved efficiency results in
more favorable net farm revenues. Supporters of agricultura
cooperatives, however, have often argued that the efficiency-inproving
effects of cooperatives' countervailing power justify state support of
farmer cooperation.

In the United States, farner cooperatives pioneered the use of open
formula feeds and fertilizers (Heflebower, pp. 78-82). Cooperatives
may, nhonetheless, have incentives to differentiate their products, both
t hrough advertising and nenber relations prograns, to increase nmenber

| oyal ty. I ndeed, cooperatives often stress their nember orientation as
a distinctive quality of their service

A nmargi nal producer is defined here as the highest cost producer anong
t hose who collectively generate the minimumtotal volune of patronage
necessary for the IOF to stay in business.

There is substantial evidence on this point. For dairy, grains, and
poul try, see Heflebower (pp. 44, 52, and 71). For vegetables, see Hamm
(p. 501).

Around 1900, many of the large national fruit and vegetable processors
inthe United States were vertically integrated into farming, in part to
assure the quality of their raw product inputs. After the human capita
to produce these products had been built up and sufficiently anortized,
the firnms sold their farm ng operations and net their raw product needs
through contracting with farners.
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16, See Shaffer, "Thinking About Farners' Cooperatives, Contracts, and
Econom ¢ Coordination," in this vol une.

17. There is no guarantee that pooling will stabilize returns to all
participants in the pool. Producers of "stable" crops may find their
returns destabilized by pooling.

18 As an alternative to forming their own firm farnmers may unite in an
association to | obby for greater direct government regul ation of
i nvestor-owned input supply firns to ensure the quality of their
products. \Whether this approach is nore cost effective than ensuring
product quality through creation of a farmer cooperative firm depends in
part on how open the political systemis to farners. For a discussion
of the historical experience inthe United States, see Hefl ebower (pp.
78-82).

19 Staatz, "The Structural Characteristics of Farnmer Cooperatives and Their
Behavi oral Consequences," in this volune.

20  The public good nature of many of the activities of farmer cooperatives
leads to free-rider problens, which are analyzed in Staatz, "A
Gane- Theoretic Analysis of Decisionmaking in Farmer Cooperatives," in
this vol une.

21 See Shaffer, "Thinking About Farmers' Cooperatives, Contracts, and
Econom ¢ Coordination," in this vol une.

22. See Staatz, "The Structural Characteristics of Farner Cooperatives and
Their Behavi oral Consequences,'* in this vol une.
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