COCPERATI VES AND CONTESTABLE/ SUSTAI NABLE MARKETS

V. Janes Rhodes*

A primary reason for the organization of cooperatives by farmers has been
perceived market failures. A conviction that the local farm supply business
was exploiting a nonopoly position or that the network of livestock markets
and deal ers was hopelessly inefficient often has been the rationale for
establishing a cooperative. Historically there has been much acceptance of
E. G. Nourse's dictumthat the goal of the cooperative is to serve as a
conpetitive yardstick- -a goad to investor-owned firm (IOF) conpetitors to
keep their costs and profits in line.

Sone new devel opnents in theory by such illustrious econom sts as Baumol give
new enphasis to the inplications of |low barriers to entry and exit (Baunol,
Panzar, and WIllig). This literature argues that in certain conditions
defined as contestable narkets any type of market structure yields highly
conpetitive results. This paper examines some of the inplications of those

t heoretical devel opnents for the theory of the |arge cooperative and for the
application of antitrust laws to cooperatives.

A key elenent in the new literature is the idea of a "contestable market." A
contestable narket is one that is easily entered by new conpetitors. A
"perfectly contestable nmarket" has two characteristics: (1) Entrants have no
di sadvantages on either the cost Or demand sides as conpared to the

i ncunbents and (2) exit can be costless if the entrant were to find the
market unprofitable. The inplications are obvious. In markets in which
entrants can pounce on above-conpetitive profits or inefficient cost
structures, those types of market failures cannot persist. Degree of market
concentration does not natter if the incumbents nust operate in fear of being
overrun by numerous entrants. Public policy measures then focus on pronoting
ease of entry--and exit- -rather than on degree of structural concentration.

The narrow focus of this theory nust be enphasized. Its market failures
arise from lack of conpetition. Any market failures arising fromthe

i nherent uncertainty of future events are ignored. Shaffer argues that the
uni que characteristics of cooperatives give them advantages in dealing with
certain types of real world uncertainty. Such advantages are ignored in this
anal ysi s because the contestable nmarkets analysis ignores them  Cooperatives
are treated here solely in terms of their usefulness as a conpetitive

yardsti ck.

Thus, in perfectly contestable narkets, there is no special need or
opportunity for cooperatives. Regardless of the fewness of IOFs serving the
farm supply or narketing needs of farmers, there would be no nmarket failures
of the type that typically have called forth cooperatives.

The potential entrants serve as well or even better than cooperatives as the
conpetitive yardstick. O course, incunbent cooperatives certainly could
continue as long as they conpeted effectively. Wy would cooperatives ever

*The author appreciates the hel pful comments of Mssouri colleagues Harold
Breinyer, Bruce Bullock, Charles Craner, and Brice Ratchford and M chigan
State colleagues James Shaffer and John Staatz.
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have entered such a market? Presumably for historical reasons. Perhaps the
mar ket once was not contestable or was perceived that way by farmers or the
farm organi zation that organized the cooperative

G ven the redundancy of cooperatives in perfectly contestable nmarkets, shal
we conclude that such markets are rare in agribusiness or that cooperatives
no longer are needed? Wiile a full and conplete answer would require much
research, it is immediately clear--and Baunol, Panzar, and WIIlig agree--that
the assunmptions for perfect contestability are demanding indeed. The
traditional literature on entry has stressed the difficulties to an entrant
of breaking through the web of customer allegiances to the incunbents' array
of differentiated products. It appears that a perfectly contestable market
nmust have virtually no product differentiation. Aso, in a perfectly
contestable market, the incunbents nust have no cost advantage due to secret
or patented processes or sole access to scarce resources.

Large economes of scale nay limt the number of potential entrants, but they
are not in thenselves di sadvantageous to entrants that can raise the
necessary capital. Nevertheless, generally it has been argued that any
entrant will hesitate to conmit large capital resources if they cannot be
retrieved readily. Solution of the capital retrieval problemis the essence

of the costless exit assunption of perfectly contestable nmarkets. Its
proponents argue the inmportance of the degree to which capital is "sunk" in a
market, i.e., the extent to which it cannot be salvaged readily through

depreciation or removal to other markets or sale (at reasonably ful

recovery) to other firms. Their favorite exanple seens to be in the

airlines. Planes, the largest capital itemin airlines, can be noved readily
froma new route (market) to other routes if that market proves to be

di sappointing to the entrant. The capital costs in airlines are high but the
sunk costs in any given nmarket are much lower. Consequently, airlines have
moved briskly into-- and sonetimes out of--new markets in the recent era of
deregul ati on.

Wthout significant sunk costs, the entrant is freer to switch rather than
continuf to fight. Incunmbents find it inpossible to defend above-conpetitive
profits* fromthe hit-and-run tactics of the conpletely nobile entrant. On
the other hand, if there will be inportant sunk costs, an entrant nmust assess
the risks of taking on incunmbents that may choose to fight. I ncumbents can
l'ikely protect sone extra profits fromless nobile woul d-be aggressors,
because the latter realize that the post-entry environment mght be so

i nhospitable as to prevent the recovery of their sunk costs.

Cont est abl e _Agri busi ness Markets

How wel | do the nmarkets for agricultural comodities and farm supplies fit
the conditions for perfectly contestable narkets? Product differentiation
does play a rather limted role in many agricultural markets because of the
honmogeneous nature of farm comodities and some farminputs. Patents and the
high costs of R and D deter entry into the manufacture of many farm chem ca
pesticides and heavy farm nmachinery but are not inportant in many other farm
suppl i es. Fi xed costs appear quite pervasive in both manufacture and
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distribution of supplies and in comodity marketing. However, fixed costs
are not necessarily sunk, so generalizations about sunk costs shoul d be made
cautiously. There is likely a continuumw thin agricultural markets with a
few markets that are quite contestable (very low barriers to entry and exit),
a few markets that have high barriers to entry and exit, and nost nmarkets
somewhere in between.

The likely least contestable markets--the manufacture of tractors and conpl ex
equi pments and pesticides--are markets that cooperatives have not been able
to enter. Ironically, the easiest markets for cooperatives to enter are the
nmost contestabl e ones--in which cooperatives have the |east to offer as
conpetitive vyardsticks. Historically, the econom c acconplishnents of
cooperatives have been greatest in those markets of noderate barriers--where
the rewards have been worth seeking and have not been so protected that
cooperatives could not achieve them  Sone parts of agriculture are nore

vul nerabl e to even short-run exercise of market power than are others.
Producers of highly perishable comuodities are especially vulnerable to even
temporary exploitation of market power by buyers. Consequently, cooperatives
have been inportant in fluid mlk handling for exanple.

Sust ai nabl e Market Structures

Baunol, Panzar, and WIlig also introduce the concept of a "sustainable"
industry structure. That is the set of firns that can supply nopst
econom cal ly the desired industry output at a conpetitive price. I ncl uded
are the requirenents that each firmbe at equilibriumand that there exist no
incentive for entry. One begins by asking what is the m ni num nunber of

firms that can satisfy these conditions. In some narkets, one firmnmay be
the answer. Cbviously, if one firmcan supply industry demand at its m ninmm
average costs, then two or nore firns (with access to simlar production
functions) can do no better and nmust do worse if all the firms have the sane

t ext book, U shaped average cost curves. In fact, with significant fixed
costs and a U shaped average cost curve, one firmoverloaded to sone point to
the right of its mniml average costs still can supply an industry nore

cheaply than can two underutilized firms. Wth the requisite information on
the shape of the cost functions, one can readily determ ne the nunber of
firms that provide any given output at minimumtotal industry costs.

Sustainability is a necessary condition for equilibriumin a perfectly
contestable nmarket. However, in markets that are inperfectly contestable,
sustainability is not a necessary condition for equilibrium For exanple, an
efficient set of firns may enjoy higher-than-conpetitive profits behind an
effective barrier to entry. Even an inefficient set of firms may do the

sane. Cbviously, there are limits to the size of the profits and/or the
degree of inefficiency that any given entry barrier can protect. Wiile there
is no necessity for sustainability in many real-world markets in which
cooperatives may operate, the concept is useful in exploring various narket
possibilities for cooperatives.
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|nperfectly Contestable Agricultural MNarkets

W turn now to inmperfectly contestable agricultural markets. Structure is of
little theoretical interest in perfectly contestable narkets because
performance is essentially perfectly conpetitive regardless of structure. In
imperfectly contestable markets, structure nekes a difference

Nat ural Monopoly Markets

Consi der first those markets in which a single firmis the nost efficient
structure. Bressler's classic studies of milk distribution in the 1950s
focused professional attention on this type of natural nonopoly narket.
Entry is not necessarily difficult, although it could be (patents, huge
econonies of scale, R and D costs, sole access to raw materials). Two or
nmore firns nmay be conpeting in this market for various historical reasons.
If social policy pernmits, a single firmeventually is likely to survive in
this market because it is the nost efficient industry configuration.

Under certain conditions, a cooperative is the nost desirable nmonopoly
(monopsony) in this type of agricultural market. By the inmperfectly
contestabl e assunption, the incunbent is not disciplined conpletely by
potential entrants; it has some leeway to be inefficient and/or to enjoy
above-conpetitive profits. |f the cooperative nonopoly can match the
efficiency of the IOF, then it will benefit both consuners and farmers nore
than woul d an IOF nonopoly. The reasons are argued in another paper (Rhodes
1983). To summarize the argument: Mich of above-conpetitive earnings of the
cooperative go to farner-nenbers and the latter tend to respond with [arger
output, benefiting consuners. This viewis opposite the pessimistic scenario
that a cooperative provides the direction that nakes farnmers into an
effective output-controlling cartel. That scenario assunes that the
cooperative can direct farnmers and that all farmers are ready to go al ong
with a cartel so that it has no free riders. Nei t her assumption is likely to
be met.

Thus a cooperative nonopoly may be socially desirable provided it is as
efficient as an IOF counterpart. If the cooperative is substantially |ess
efficient, the IOF may be socially nore desirable.

Assumi ng the social desirability of the cooperative nmonopoly, is it likely to
exist? |If the earnings of an incunbent cooperative within the oligopoly
behind the entry barrier re substantial, the cooperative gradually may grow
to the nonopoly position. If there is no cooperative within the incunmbent
oligopoly, or nonopoly, can a cooperative enter successfully? Wile one
woul d hesitate to predict for any specific real-world case, because of al

the uncertainties of managerial decisions and rivalrous reactions, the
probabilities are on the side of the cooperative challenging the incunbent,

if the entry barrier is surmountable. This type of market failure has been
the traditional incentive for the organization of a cooperative

The reasons al ready have been devel oped as to why sunk costs give pause to
the prudent challenger. These reasons apply nore strongly to an IOF than to
a cooperative. A challenger fears being nmet by reduced margins--the farm
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supply retailers start selling at |ower prices and margins or the elevators
start paying farmers nmore for grain and suffering reduced margins. These
reactions to an entering IOF may nean substantial operating |osses for an
entrant and eventually an abandonnent of its sunk capital. In contrast,
these reactions to a farmer cooperative would help farmers as buyers or
sellers even nore than they hurt the margins of the cooperative. Farners can
wel| afford to subsidize the operations of the cooperative that has becone
such an effective conpetitive yardstick. Thus the cooperative chall enger
logically has | ess fear about incunbent reactions than does the IOF

chal | enger. It nust be adnmitted, however, that cooperative nmenbers may take
a view nore short-sighted and nore self-oriented than is inplied by this
scenari o. Their attitude may vary by the comodity produced. Those
producers of perishables may count their vulnerability so high that they take
the long view

Suppose that a cooperative has successfully becone the only firmin this
market. It is easy to visualize sone farners organi zing a second cooperative
in the name of conpetition "to keep the cooperative management on its toes."
Such an effort would be wasteful of resources because only one firmis
sustainable in this market. However, sonme nenbers nag benefit from

i ntercooperative conpetition if it can be nmaintained

In sum provided the cooperative suffers no inefficiencies because it is a
cooperative, it is socially desirable that it be the firmin natural nonopoly
mar ket s. If entry barriers are too high, a cooperative may not be able to
enter. However, a cooperative has some advantages as an entrant. If the
cooperative is one of two or nore incunbents in a natural nonopoly nmarket, it
is abit nmore likely to emerge as the sole survivor.

Nat ural Duopoly Markets

Suppose that two firns in a narket are the nost efficient structure.

Possi bl e natural duopoly configurations are two I0Fs, or two cooperatives, or
one of each. Farners, for reasons enunciated earlier, would prefer one of
the latter two structures. Assunming noderate to high entry barriers, the
nature of the duopolistic interaction affects performance. The presence of a
cooperative need not necessarily pressure down earnings. Presunably,

di secononmi es of scale prevent either rival froma serious attenpt to grab the
entire market or even a much larger nmarket share. Diseconomes of scale is a
[imtation often not present in duopoly nodels, but it follows fromthe
assunption that two firns are nore efficient than one firmin this narket.
Wthout further assunptions, it is inpossible to project the type of duopoly
rivalry and performance. To the extent that the duopoly perforns like a
monopol y, the two-cooperative structure would be nost preferable socially and
the two IOF configurations would be least preferable. To the extent that the
duopoly perforns in a highly conpetitive way, there is no social preference
anong the three configurations of IOFs and cooperatives.

A natural duopoly market does not automatically have precisely two firns.
One strong firmmght be able to obtain nonopoly control for a tine. Mor e
probably, three or nore firms might try to operate in this market. By
assunption, only a duopoly structure is likely to be sustainable in a
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l ong-run sense. Few things could be | ess useful to farmers than for themto
try to maintain three or nmore cooperatives in this market. Li kewi se, the
governi ng boards of two incunbent cooperatives should not permt aggressive
attenpts by either cooperative's nanagenent to grow at the other
cooperative's expense. Such aggression would be costly to farmers in the
short run and carries no promse of social benefits. O course, nornm
conpetition between the cooperatives would be useful. The concern here is
with the aggressive, vindictive conpetition that sometinmes occurs between
cooperatives

Nat ural Three- to Nine-Firm Mirkets

Assuming that firns in some kinds of markets have average costs with a
flat-bottonmed section, the efficient nunber of firnms in a market is no |onger
det erm nate. For exanple, three "large firms" (operating at the maxinmum
outputs on their flat bottons) may produce as efficiently as nine "small
firms" (operating at the nininum outputs on their flat bottons). In this
case, other conbinations such as one large and six small firms also would be
an efficient configuration. Wile these assunptions may seem contrived, it
appears quite possible that many oligopoly situations are of this type in
whi ch various snall-nunber structures could be equally efficient.
Particularly successful differentiation of products or services may be the
key to the firnms that survive or that become "large."

As in the natural duopoly, market performance may range from conpetitive to
monopolistic (within the limts allowed by entry barriers). Farmers woul d
likely feel the need for a cooperative conpetitive yardstick. One or nore
cooperatives of various sizes night exist. The same points nmade previously
apply to the type of conpetition useful between cooperative conpetitors. It
again is possible, although not as likely, that farmers would be organizing
nore cooperatives to obtain nore conpetition when the nore useful approach

m ght be to nerge snall cooperative incunbents. If entry barriers are not
very high, any overly optimstic assessnent of opportunities may lead to the
to farmers in the short run and carries no entry of too many firms (IOF and
cooperatives). \hen there are too many firms, one or nore will be operating
at an output |lower than pernmits mninal average costs. Such firns are
motivated to "slug it out" for a larger, nore efficient market share. The
outcome is an initial underutilization of resources and the eventual |oss of
sunk costs for some of the contenders.

Vertically integrated processors may have econonmies of scale that lead to
several firms in the national processing market but that encourages

geogr aphi cal nonopsony in the assenbly of farmraw nmaterials. [t would be
econonmi cally sensible for farner-nenbers to divide up the assenbly areas of
their cooperatives to obtain the nost efficient cooperative @Qystem. f
course, farmers would have no nmeans to guide the assenbly of IOF conpetitors,
so cooperatives would likely face one or nore IOFs in their assenbly
territories. Such cooperative collusion wuld raise policy questions. It
hardly could be detrimental to consumers. The key question might be one of

i npact on IOF conpetitors. Would the cost savings froma nationa
cooperative assenbly plan be sufficient to drive the IOFs out of the
processing market? |f so, perhaps assenbly shoul d becone a nonopoly of a set
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of cooperatives that then dealt at arms length with all processors--
cooperative and IOF. That alternative might be feasible for sone commdities
and not others depending on the inmpact of vertical integration on transaction
costs.

Natural Many-Firm Markets

Agribusiness narkets in which many firns conpete in exactly the sane market
are not common. Food service firns in larger cities is an exanple. Cheese
plants in the Lake States may be another.

The existence of many firnms suggests low entry and exit barriers and fairly
(but not perfectly) contestable narkets. Even t hough econonies of scale are
likely not very large, the average cost curves may have a flat section so

that the nobst efficient nunmber of firms is indeterminate. Both the many-firm
structure and low entry barriers suggest quite conpetitive narket

perf or mance. Consequent |y, cooperatives have no unique role as conpetitive
yardsticks. Cooperatives nmay exist and may yield npdest returns and
satisfaction to their nmenbers, but their beneficial externalities are
virtually nil.

Cooperatives and Econom es of Scope

Baunol, Panzar, and WIIlig define econonies of scope as those cost reductions
arising from simultaneous production of several products and/or services in a
firm as conpared to production of each by a separate firm They show that
econom es of scope are a necessary and sufficient condition for multiproduct
firmse in perfectly contestable markets. Where econonies of scope do not
exist, then a specialized entrant will take sales away froma higher-cost,

mul tiproduct firm \Were econonies of scope do exist, the multiproduct firns
outconpete the specialized firns.

The extent of economies of scope is an enpirical question. \Wile observation
seens to elicit sone obvious exanples, generalizations should be made
cautiously. Econonmies of scope often arise fromcomon use of an input--a
facility and/or a staff--that is used to produce one product and can produce
another as well at little or no extra cost. The conbination of farm supplies
and grain marketing in l|ocal cooperatives appears an obvious exanple. In
contrast, livestock and mlk marketing's specialized needs have kept them as
specialized activities and ordinarily in separate firnmns.

The nature of econonmi es of scope at the regional |evel of cooperatives is
less clear. MIk narketing is generally specialized, but there are
exceptions. Mst regional cooperatives performnultiple services and produce
multiple products. Sone of those regionals appear to be trending toward
fewer products, but some are becoming nore conglonerate. Mich the sane
diversity as to situation and trends is evident in the IOF conmpetitors. In
perfectly contestable markets, we could be confident that efficiency prevails
anong the various observed configurations of specialized and nultiproduct
firms. In inperfectly contestable markets, efficiency may not be the only
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determinant of firm configurations. One wonders what role that econonies of
scope are playing in the organization of regional cooperatives.

Summary

Any new theory generally causes a | ook at economic relationships in sone
slightly different perspective. The theory may be useful in causing us to
ask new questions or in leading to better answers to old questions. At the
same time, we nust renenber that the theory rests on extrene assunptions and
has been subjected to searching criticism(Shepherd).

Sone of the new devel opnents in the theory of contestable markets have been
used to reconsider the role of agricultural cooperatives. The conclusions
must be very tentative because enpirical research has not been done to answer
the new questions as to how contestable are agribusi ness markets. The
literature presumably has the nost to contribute where narkets are perfectly
cont est abl e. It is doubted that many agribusiness markets are perfectly or
even highly contestable.* Nevertheless, a study of deviations from perfect
contestability leads to some insights.

The sustainability concept focuses on | ow production costs as being the key
to long-term conpetitive success. This nodel has nmore to offer in the long
term (say 1 to 3 decades) than in the short term Mich of the previous

di scussi on of cooperative-IOF conpetition inplicitly accepts the crucial role
of conparative costs. Wiile product differentiation is fairly mnor in many
areas in which agricultural cooperatives conpete, it ordinarily does exi st
and its influence has been understated in the previous analysis. A higher
cost firmwith a superior product nay out-conpete its rivals. This analysis
also largely ignores the inportant inpacts that uncertainty has on firm
behavi or. For exanple, uncertainty often deters entry that would have been
profitable, while it also may sonetinmes lead to unprofitable entry. By
ignoring uncertainty, we ignore the contributions cooperatives nmake to
farmer-menbers in dealing with various kinds of uncertainty. Thus the
previous analysis possibly is biased toward a nore restrictive role for
cooperatives than would result froma nore realistic theoretical nobdel. The
anal ysis may have nore bearing on buy-sell grain nmarketing and farm supply
cooperatives than on those cooperatives marketing perishables or specialty
Crops.

The sustainability concept also focuses attention on the configuration of
firms that can provide the desired industry output at mnimmcosts. This
anal ysi s enphasi zes the soci al wasteful ness of too many conpetitors. I't
warns farmers that, for exanple, nmore farmsupply firns are not necessarily
better. To achieve the nost economical farm supplies or the best market
prices for their commodities, farmers often nay need to nmerge cooperatives
rather than encouraging conpetition anong them  This approach focuses
attention on the need for enpirical research on the shapes of cost curves.
Sone of the nore useful generalizations depend knowi ng whether the market is
a natural nonopoly, a natural duopoly, or is capable of sustaining severa
firns.

115



Not es

1. Athough Baumol, Panzar, and WIlig do not note the possibility, even
nornmal conpetitive profits could be endangered by conpletely nobile
entrants that have a slightly optimstic expectation about potenti al
profits.

2. That scenario is developed in Rhodes 1983.
3. See Rhodes, 'Conpetition Anobng Cooperatives," in this volune.
4. Connor et al. argue that markets in food manufacturing are not perfectly
contest abl e.
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