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THEI R BEHAVI ORAL CONSEQUENCES

John M Staatz

To understand deci sionmaking in farner cooperative firns, it is first
necessary to understand how cooperative firns differ from other types of
busi nesses.  This paper outlines the distinguishing structura
characteristics of farner cooperatives and, based on those characteristics
it devel ops hypot heses about how the behavior of farmer cooperatives, is
likely to differ fromthat of investor-owned firms (IOFs). The term
"structure," as used in the paper, is defined to include not only the

or gani zati onal conponents of cooperative firms but also basic operating rules
common to these firms, such as distributing net margins via patronage. The
first part of the paper briefly reviews alternative definitions of farnmer
cooperatives and identifies several characteristics common to these

organi zations. The second, and largest, part of the paper traces through
sone of the consequences of these characteristics for the behavior of
participants in farmer cooperatives and devel ops hypot heses regardi ng how
that behavior will vary in different circunstances. The final section
briefly sumarizes the major conclusions of the paper

Defining a Farner Cooperative

Cooperative firms frequently are defined as businesses that are owned by
their patrons and follow at |east sonme of the Rochdal e principles, which are
listed by Roy (p. 258) as:

1. Net margins distributed according to patronage;

2. Denocratic control --one-menber/one-vote

3. Linmted return on stock;

4, Limtation on the nunber of shares owned

5. Open nenbership;

6. Trading on a cash basis;

7. Menbership education in the cooperative way of doing business;

8. Political and religious neutrality;

9. No unusual risk assunption; and

10. Goods sold at regular retail prices, with net margins rebated to
menbers, rather than discounted retail prices.

Practically no nodern cooperatives follow all the Rochdale principles. The
probl em of defining a cooperative as a business that follows some of these
principles is that any two cooperatives thus defined may not have any
characteristic in common. Furthernore, while sone of the Rochdal e principles
may be inportant in fundanmentally defining the structure of cooperatives,
others sinply represented prudent business practices at the time of the
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Rochdal e pioneers. The prohibition on credit sales, for exanple, may have
been appropriate during the 18th century, when the banking and credit system
was relatively undevel oped, but prohibiting present-day cooperatives from
extending credit would place themat a severe conpetitive di sadvantage.
Certain other Rochdale principles, such as the requirenents that there be "no
unusual risk assunption" and that goods be sold at "regular retail prices,"
are so vague as to be nonoperational.

Even the nore "fundanental" of the Rochdal e principles are not always
followed by farmer cooperatives. Every agricultural cooperative, for

exampl e, follows sone formof closed menbership, at least insofar as
menbership is restricted to farmers. Many agricul tural marketing
cooperatives further restrict menbership because of limtations in plant
capacity, the desire to ensure product quality, or other reasons. Nor do all
farmer cooperatives follow the one-nenmber/one-vote rule (see Ward, Schnei der,
and Lopez).

G ven the anmbiguity of using the Rochdale principles to define a cooperative,
Schaars (cited by Roy, p. 259) argued that there were only three essenti al
characteristics of a cooperative:

1. Service at cost to nenber-patrons;

2. Denocratic control by nenber-patrons (where the exact neaning of
"denocratic" was |eft undefined); and

3, Limted return on equity capital.

A cooperative, in Schaars' view, was a nenber-controlled business in which
the return to investrment was distributed primarily according to patronage
rather than according to ownership of equity in the organization.

Gven the variation in cooperatives' practices, it probably is inpossible to
devise a concise definition of a cooperative that would be valid for every
organi zation that appears, on the basis of everyday observation, to act |ike
a cooperative (Batenman, Edwards, and LeVay). The approach taken in this
paper is simlar to that of Schaars: Three characteristics common to nost
farmer cooperatives are identified and used to define an "archetypical" or
"pure" farmer cooperative. These characteristics incorporate and el aborate
on the points covered in Schaars' definition and in the first four Rochdal e
principles. There undoubtedly are cooperatives that do not exhibit all of
these characteristics. As Eschenburg (pp. 84-85) pointed out, given the
diversity of these organizations, no one definition or theory of cooperatives
is likely to be conprehensive.

For the purposes of this paper, a farmer cooperative firmis defined as a
busi ness with the follow ng characteristics:

1. The stockholders, who are farners, are the major users of the firms
servi ces.
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2. The benefits a stockhol der receives fromcomitting capital to a
cooperative are tied largely to patronage. There are three reasons
for this:

(a) The business pays a strictly limted dividend on equity capita
invested in the organization.

(b) Net nargins are distributed anong stockholders in proportion to
their patronage with the business rither than in proportion to
their equity ownership in the firm

(c) Stock of cooperative firns does not appreciate because there is a
very limted or nonexistent secondary nmarket for it. Therefore
capital gains are not a major benegit of stock ownership in
cooperatives, in contrast to IOFs.

3. The fornmal governance of the business by the stockholders is
structured "democratically" in the sense that:

(a) Voting power is not proportional to equity investment. The
limtation on "voting one's equity" may be in the form of
one-menber/one-vote rule, or voting may be proportional to
patronage or stock ownership but subject to some limt such as
restricting any one nenber from having nore than 5 percent of the
total votes.

(b) There are strict linmtations on the nunber of nonstockhol ders who
may serve on the board of directors.

Inplications for Participant Behavior

Each of these three characteristics results in differences between the

i ncentives faced by participants in cooperatives and those faced by
participants in IOFs., These differences in turn may lead to differences in
the behavior of the two types of organizations.

Behavioral Differences Due to Stockhol ders
Bei ng_Mai or Users of the Firm s Services

To the extent that stockholders influence a firm s decisions, one would
expect the decisions of a firmto be different if its stockhol ders were major
users of its services than if they were not. Cooperative theorists fromthe
1940s through the 1970s have stressed sonme of these differences by pointing
out how the objective function of cooperatives nmight differ fromthat of IOFs
(LeVay) .

Broader Scope for Optimzation- -The scope for optinmization in a farner
cooperative is potentially broader and nore diffuse than in a conpeting IOF
that is not vertically integrated into farmng. It is broader in the sense
that a profit-nmaximzing farner-nenber would be interested not in running the
farm and the cooperative as separate profit centers but in optimzing the
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performance of the integrated farm cooperative system The scope for
optimzation is nore diffuse because cooperative returns are distributed
according to patronage, not investment. As a result, the cooperative does
not have one locus for profit maximzation but a separate |ocus for each
menber, giving rise to a host of problens that attend collective choice.
These problens are reflected nmost clearly in degates within cooperatives
about pricing, financing, and pooling policies

The broader scope for optimzation in cooperatives nay be manifested by
cooperatives taking into account their farmer-menbers' fixed costs when
meki ng deci sions and by differences between the pricing practices of farmer
cooperatives and those of IOFs.

Items that represent fixed costs for the stockhol der-patrons may receive
greater consideration in a cooperative's decisions than they would in the
deci sions of an IOF because the market transforns the fixed costs of an IOF's
customers or suppliers into variable costs for the firm An agricultura
processi ng cooperative, for exanple, will likely give greater enphasis to
providing its supplier-menbers a "home" for their product than will an IOF
because the cooperative takes account of the need of its stockholders to
anortize their fixed on-farm production investnents. An IOF usually does not
have to deal directly with its suppliers' fixed costs; they are transforned
via the market into the raw product price that the IOF pays, which the IOF
processor considers as a purely variable cost.

This tendency of farmer cooperatives to give greater weight to their patrons
fixed costs results in the capital of cooperatives being |ess nmobile than
that of other firns. Farnmer cooperatives tend to concentrate their

i nvestnents in agribusiness activities closely related to the farm ng
activities of the nenber-stockhol ders because the stockhol ders mi ght suffer
substantial capital losses if their farmng activities were not adequately
supported. These capital |osses would not affect the income of stockhol ders
of an IOF serving these farners; hence, there would be little pressure on IOF
managenent to invest in these agribusiness activities if nore profitable
opportunities lay elsewhere. One would therefore expect IOFs to shift their
resources in and out of agribusiness nore frequently than woul d cooperatives,
whose assets are tied to those of their stockhol der-menbers.

The vertically integrated nature of a farmer cooperative may also lead to

di fferent managerial behavior than in an IOF because the cooperative nay have
to bear certain costs that it could shed onto others were it not owned by its
patrons. For exanple, a cooperative nay be less able to drive a hard bargain
with a unionized |abor force than is an IOF. The cost of a strike can be
very high to the stockhol ders of a farmer cooperative, as it can deny them
access to the cooperative's services at a critical tinme in the crop cycle.
Whereas an IOF might try to weather a strike by sinmply shutting down, thereby
shifting some of the cost of the strike onto its farner-custoners, a
cooperative manager who tried this strategy would likely face strong pressure
from the stockholders to settle the strike quickly. The stockhol der-user
identity forces the manager to take a more integrated view of the firms
costs and benefits.
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Because cooperative firnms are owned by their patrons, their pricing behavior
may differ fromthat of IOFs. |Indeed, the rationale for establishing a
"conpetitive yardstick" cooperative is that the cooperative will price its
services differently than |ocal IOFs, thereby forcing these firnms to behave
more conpetitively. The pricing behavior of cooperatives also may differ
fromthat of IOFs because cooperative managers recognize that pricing

deci sions of a cooperative affect the distribution of incone anong the
stockhol ders. This linits the managers' latitude in setting prices.

In addition, the prices paid or charged by cooperatives have some of the
characteristics of transfer prices in a vertically integrated firm
potentially they can be adjusted to affect the cash flow and tax liability of
the patrons. For exanple, patrons in high marginal tax brackets may pressure
the cooperative's management to retain net nargins as unallocated egquity so
that the tax liability for the earnings accrues to the cooperative, which my
be in a low nmarginal tax bracket, rather than to the nenbers. Patrons in |ow
tax brackets, who also may face cash flow difficulti es, often lobby for net
margins to be paid to the nenbers as cash patronage refunds. For these
patrons, the tax liability on the refund gs often small conpared to its
benefits in terns of increased cash flow

The cooperative nay even elimnate some of the conbined menber/ cooperative
tax liability by converting potential earnings into nontaxable forms, such as
consunmer surplus. This can be achieved by using some of the cooperative's
earnings to subsidize the price of consunmer goods and services sold to
menbers.  This suggests that cooperatives have an incentive to provide
certain amenities to their nenbers, such as cut-rate life insurance, that are
not directly related to farmproduction.6

A cooperative's ability to benefit fromits broader scope for optimzation
may be limted by two factors: (1) the structure of incentives facing

i ndi vidual farmer-menbers and (2) a dearth of common interests anong a highly
het er ogeneous nenbership

Several cooperative theorists (Kaarl ehto; Eschenburg; Lopez and Spreen) have
noted that in many situations the interest of the nenbership of a cooperative
as a whol e does not correspond with that of individual nenbers. For a farner
cooperative firmto take advantage of its broader scope for optimzation, the
operations of the cooperative have to be coordinated with those of the
menbers' farm firns. If incentives exist for the nenbers to operate their
farns in a totally independent manner (e.g., expanding production even though
all menbers woul d benefit froma mutual reduction of output), the benefits of
coordination will be lost. These situation§ often resenble prisoner's

dil enmas and are anal yzed in another paper

Coordi nation of the cooperative's activities with those of its menber firns

al so may be reduced if the nenbership is highly heterogeneous. Wth a highly
het er ogeneous menbership, particularly one in which the nenber's perceive
thenselves as being in opposing camps (e.g., butterfat producers vs. oil seed
producers), it may be difficult to get menbers to agree on anything ot her
than running the cooperative as a separate profit center. This is the
classic problem of collective choice, i.e., trying to find a pattern of
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behavi or for the collective thag faithfully reflects the pseferences of al
the individual menbers (Arrow). In ganme-theoretic terns, 7 the core of

t he bargai ning ganme between stockhol ders may collapse to only one

sol ution- -independent profit maximzation of the stockholders' individually
and jointly-owned firnms. This does not necessarily mean the farner-nenbers
are poorly served by such cooperatives. The stockholders may be happy with
the cooperative's performance in the sane sense investors in an IOF are happy
with their firms performance. To the extent that the cooperative operates
as a separate profit center, however, the potential gains to the
cooperative's stockholders fromthe organization's broader scope for
optimzation are |ost.

Mre Diffuse Scope for Optimization: Pooling Issues and Incone

Distribution- -In multiproduct or multiservice cooperatives, one of the nopst

i nportant consequences of the stockhol ders being users of the firm's services
is that the stockhol ders becone vitally interested in the firms pricing of

i ndividual goods and services, not sinply in its overall financia

performance. The incone that a stockhol der derives from an IOF depends on
the firms "bottom line," but the inconme of a cooperative's stockhol der often
depends nore on the prices of the individual goods and services purchased
fromthe cooperative than on the organization's overall profitability. As a
result, questions of pricing, product pooling, and joint cost allocation
become issues of keen interest to the stockholders. Unlike their
counterparts in an IOF, the stockholders of a cooperative are intensely
interested in the income-distribution consequences of their firms narketing
and cost-allocation decisions. Menbers' concerns about those decisions are
likely to be greatest when the nmenbers face financial difficulties and hence
cannot "afford" to cross-subsidize their co-nenbers.

Because nenbers of a cooperative who produce or purchase different products
will have different preferences for how the cooperative should set prices and
allocate costs, price setting and cost allocation become much nore delicate

i ssues for nmanagenent of cooperatives than they are in I0Fs. Instead of
representing nerely strategi c questions about how best to inmprove the firnls
financial performance, these decisions directly affect the stockhol ders
willingness to patronize and contribute financially to the organization

This stockhol der sensitivity to pricing and cost-allocation has two

i mplications. First, price setting and cost allocation are likely to be nore
costly processes in cooperatives than in IOFs. Not only do cooperative

st ockhol ders often denmand to be involved in these decisions (e.g., via the
board of directors), but because of the diversity of stockholder interests it
may be difficult to reach a consensus about what the appropriate pricing and
cost-allocation rules should be. In contrast, in an IOF, nanagenment often
mekes t hese decisions with no stockhol der input whatsoever. Second, a
cooperative's ability to cut prices and enpl oy cross-subsidies to gain market
share may be nmuch nore circunmscribed than that with an IOF. The stockhol ders
who, through their patronage of particular goods and services, finance the
subsidies for the discounted items may object to carrying an "unfair burden”
in the cooperative's quest for an expanded market share. As a result,
cooperatives nmay be |ess able than IOFs to enter new fields where gaining a
toehold in the market requires initial price-cutting. This reinforces the
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tendeTSy of cooperatives to have a nore narrow range of activities than do
I0Fs.

Limted Pool of Equity Capital--A mmjor consequence of tying stock ownership
to patronage is that the potential pool of equity capital for cooperatives
becones sharply circunscribed. \Wereas an IOF can raise additional equity
capital by selling stock to the general public, a farner cooperative can
increase its equity base only by convincing existing stockhol ders to
subscri be additional capital or by attracting new farner-stockhol ders.

Exi sting nenbers may be reluctant to subscribe additional capital for severa
reasons. The nenbers may operate under absolute capital rationing, requiring
themto invest nostly in their own farmenterprises just to continue
operating. Menbers al so may perceive that the return fn their investnent in
the cooperative is lower than in the farm enterprise. o this may occur
because the nenmber's perception is indeed correct, because the menber
underval ues investment in the cooperative due to free riding and delays in
receiving allocated patronage refunds, or because the menber overval ues
investments in the farm enterprise, such as overlarge and conpl ex equipnent.
Attracting new nmenbers may be difficult because of geographic linmts on the
cooperative's scope of operations and because, in certain cooperatives, only
farmers engaged in particular types of production are adm ssible as nenbers.

The difficulty in raising equity capital, combined with the "horizon problent
(discussed later), may restrain farnmer cooperatives fromentering certain
highly capital -intensive areas of agribusiness, such as farm machinery

manuf acture and sales, in which one would otherw se expect themto play an
important conpetitive yardstick role (Rhodes; Heflebower). In addition, the
difficulty of rebuilding a cooperative's equity base once it has been eroded
may make managers of cooperatives (particularly supply cooperatives)
reluctant to initiate risky activities such as price wars that night threaten
the firms equity base. In the words of one cooperative manager, "Because
equity cannot be enticed into cooperatives, equity is nore sacred: it nust
be guarded nore carefully** (van Nostrand, p. 86).

In certain types of marketing cooperatives, however, the common practice of
accepting all the raw product that menbers produce nay result in nanagers
having to cut the price of their processed products to nove their inventory.
The threat that such price cutting poses to the cooperatives' equity base has
| ed many narketing cooperatives to reconsider their policy of providing a
"home" for their menbers' products.

Ri sk Aversion- -Farners invest in agricultural cooperatives as a nmeans of
strengthening their farm businesses. The investnent represents a deepening
of the farmers' financial commitnent to a particular |ine of business rather
than a diversification of their portfolios. The tying of patronage to stock
ownership in cooperatives prevents the stockhol ding from being handl ed by
speci alized agents, such as independent investors in an IOF, who are either
more risk-preferring than the patrons or who can spread their risks by
diversifying their portfolios (Carson; Condon and Vitaliano). Because the
patrons of cooperatives tend to "have all their eggs in one basket,," they may
pressure nmanagenment to adopt nore conservative business strategies than those
of conpeting IOFs. This is particularly true because farmers' investments in
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their cooperatives are largely sunk whereas owners of an IOF can "bail out"
if the IOF's investments begin to sour. Furthernore, because of the

i mobility of cooperative capital previously discussed, it is nore difficult
for cooperatives than for I0Fs to spread their risks by diversifying into
totally unrelated activities; hence, managenment itself may prefer nore
conservative business strategies. Consequently, farmer cooperatives may be
more risk-averse than their IOF compef%tors, particularly if the latter are
divisions of large diversified firmns.

Better Information Flows and Product Specification--The identity of the
patron with the stockhol der in cooperatives may lead to better information
fl ows between patrons and managenment and better product specification. Part
of the supply cost of a product is the cost of determning the
characteristics of the product desired by patrons. This cost nmay be |lower in
cooperatives because they often are structured in a way that nmakes it easier
to collect such information. Unlike nmany IOFs, a cooperative usually has a
list of its patrons and may be able to collect a substantial anount of

i nformation about their production practices and needs by asking the nenbers
to fill out questionnaires on joining the organization and through periodic
menber surveys. The nenbers may give nmore truthful information to the
cooperative than they would to an IOF because as stockhol ders they are nore
assured that the cooperative wi%l not use the information to act
opportunistically toward them Furthernore, menbers of cooperatives have
nore channel s open to themto communicate their desires to the firmthan do
customers of an IOF. In addition to the firm s nmanagement and custoner
representatives, cooperative patrons have access to the firms forna
governance structure through the board of directors. Exerci sing "voice"
therefore may be cheaper for patrons in a cooperative than in an IOF

(Hi rschman)

Geater Loyalty of Patrons --Because the patrons of cooperatives are

st ockhol ders who nay have substantial investment in the conmpany, they may be
nmore willing than custonmers of an IOF to continue to patronize the sane firm
even though competing firns offer goods and services on nore favorable terns
in the short run. This willingness to stick with the cooperative even though
there exist short-run incentives to defect is commonly termed "cooperative
loyalty." Such loyalty is not irrational; it reflects the menbers' belief

t hat : (a) The short-run performance of the cooperative can be inproved if
menbers stay with the organization and work to remedy the problems; and (b)
Even though there may be short-run incentives to patronize the cooperative's
conpetitors, in the long run the discounted net benefits frompatronizing the
(i nproved) cooperative are greater than those available fromalternative
sources. These net benefits not only include direct nonetary benefits but

al so the option-demand benefit of having a market alternative to IOFs and the
publ i c-good benefits generated by the cooperative, which would be |ost if
menbers abandoned the organization. Loyalty can help generate nonetary
benefits to the menbers by inproving the cooperative's ability to project
demand, thereby reducing inventory costs and facilitating the planning of new
facilities.

ne el ement that strongly influences a menber's view of whether there are
| ong-term nonetary net benefits from continuing to patronize the cooperative
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is whether the rate of return on the menber's investnent in the cooperative
appears to be contingent on continued patronage. This rate of return has two
conponents: the return of capital, that is, the recovery of the initia
investment; and the return on capital, that is, the additional net earnings
engendered by the investment (Gttinger, p. 66). In an agricultura
cooperative, the return of capital, in an undiscounted sense, depends on the
cooperative's equity redenption program  The return gn capital is derived
through patronage, through limted interest paynents on capital invested in
the organization, and through the cooperative's provision of public and

semi public goods, such as |obbying. The current return gained through
patronage is represented by the difference between the cooperative's prices
(net of any patronage refund) and those of conpeting IOFs, appropriately
adjusted to take into account any quality differences between the goods and
services available fromthe cooperative and those available fromthe IOFs.

If the cooperative's net prices are |ess favorable than those of conpeting
I0Fs, if the rate of interest paid on capital invested in the cooperative is
| ess than the menber's opportunity cost of capital (as it usually is), and if
it is possible to act as a free rider with respect to the cooperative's

provi sion of public and sem public goods, then the individual menber's
short-run return gn capital invested in the cooperative is negative. Even
though the conpetitors' prices nay be as |ow as they are because of
conpetitive pressure from the cooperative, the individual cooperative nenber
has no incentive to take this into account if it is believed that patronage
decisions do not affect the viability of the cooperative. [f the nenber
bel i eves that the speed with which cooperative equities will be retired does
not depend on continued patronage, then the perceived return of capital is
unaf fected by patronage decisions. Gven these conditions, there is no
reason, based on current financial considerations, for the cooperative nmenber
to be any nore loyal to the firmthan is the custoner of an IOF. |[|f the
menber's perceived rate of return on investnent in the cooperative is
negative or is not contingent on continued patronage, the nenber may
rationally regard the investnent as a sunk cost and therefore not take it
into account in making current patronage decisions

This situation is nost likely to occur if the cooperative has an open
menmbership policy and if the menmber believes that market prices will be

unaf fected by patronage decisions. Gven these conditions, a menber who does
not patroni ze the cooperative in the current year can freely patronize it in
succeeding years if the cooperative's prices or services becone nore
favorabl e, and the menber believes that the patronage decision in the current
year will not affect the future prices offered by either the cooperative or
conpeting IOFs. The nember will therefore base current patronage decisions
solely on current prices.

If, on the other hand, exit fromand reentry into the cooperative is costly
or if the member believes that current patronage decision will materially
affect future prices (e.g., by weakening the cooperative's ability to enforce
wor kabl e conpetition or by denying the cooperative the volume it needs to

achi eve econonies of size), then in making patronage decisions the nmenber has
to consider not only current prices but expected future prices as well. Here
the rol e of nember expectations becones inportant in determ ning cooperative

41



loyalty. QO der nenbers who have vivid menories of what marketing conditions
wer e |ike before the cooperative exi sted may be nmore loyal to the

organi zation than are younger menbers. The ol der menbers may believe that
I0Fs, unencunbered by conpetition froma strong cooperative, would offer very
unfavorable prices to farmers; younger nenbers may be | ess sangui ne about
that conclusion. To the extent nermber relations prograns and other attenpts

to instill "cooperative ideology" in the nenbership change menbers' beliefs
about the inportance of cooperatives as *'conpetitive yardsticks," they may
therefore affect nenber loyalty. Even so, nmenbers still nmay have incentives

to free ride with respect to the cooperative's conpetitive yardstick
activities, relying on other members' patronage to keep the cooperative
strong enough to conpete effectively with IOFs.

The preceding anal ysis suggests that nmenber loyalty will be greater in those
cooperatives that nake a nenber's rate of return on investnent in the
cooperative contingent on continued patronage. In cooperatives maintaining a
revolving fund for equity redenption, this could be acconplished by giving
priority anong nonretired menbers to the revolvenment of equities belonging to
those who maintain their patronage. The analysis also suggests that loyalty
will be | ower where the costs of switching patronage are | ow In this sense
t he Rochdal e principle of completely open membership (with its attendant
inplication that no penalties should exist for swtching patronage back and
forth between cooperatives and IOFs) nay hinder the viability of

cooperatives.

Gt her Pressures on Nhnaqenentla—-lmplicit in the discussion of many of the
precedi ng i ssues was the notion that managers in farner cooperatives face
different types of pressures fromthe stockhol ders than do managers of IOFs.
Because the stockhol ders of a cooperative are the firnms patrons, there are
pressures on cooperative managers in addition to those previously outlined.
For exanple, the stockhol der-patrons of a cooperative are intensely
interested in technical aspects of the firms products and services (e.g.

the conmposition and quality of the fertilizers it sells) as these affect the
profitability of the menbers' farming operations. Shar ehol ders therefore my
demand that their nmanager be fairly conversant in technical matters as
opposed to being solely a financial expert, as is often the case in IOFs.
Whereas IOF custoners who are interested in the technical characteristics of
the firms products can be referred to the firms technical staff,

cooperative ibareholders may have greater power to demand to talk to "the guy
at the top." >

In addition, because many managerial decisions that woul d be considered
nerely strategic in IOFs have inportant effects on the distribution of income
anong the stockholders in a cooperative, managers of cooperatives my be
called on much nore frequently than their IOF counterparts to justify these
decisions to stockholders. Because the stockholders frequently may disagree
anong thensel ves about what the proper decision should be, the manager nay
face discontented stockholders no matter what he or she decides. If

st ockhol der disagreements becone extreme, the manager may have to play the
rol e of peaceneker anong the stockholders to hold the firmtogether. All
this inplies that managers in cooperatives "are nore interdependent and
interactive with user owners and execute nmore interpersonal and | eadership
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roles" than their IOF counterparts (Perraut, p. 94). Mich of the tine of
cooperative managers, particularly those of large, diversified cooperatives,
may be spent on nenber relations. This perhaps puts these organizations at a
conpetitive disadvantage because their chief executive officers have |ess
time than IOF managers for strategic planning and adnministration

Behavioral Differences Due to the Return
on Investnent Being Gained Through Patronage

As mentioned in the beginning of this paper, there are three reasons why the
benefits a stockhol der receives fromcommitting capital to a cooperative are
largely tied to patronage

1. The cooperative pays a strictly linmted dividend on equity capita
invested in the organization.

2. Net margins are distributed according to patronage rather than equity
ownership in the firm

3. Cooperative .stock does not appreciate because of a linmted or
nonexi stent secondary nmarket for it.

Thi s section exam nes how these three factors combine to affect the behavior
of cooperative participants.

Tendency to Underfinance the Cooperative--To the extent that farmers invest
inan agricultural cooperative to obtain the right to patronize the firm

they view the value of their investnment in the cooperative as instrunental,
dependi ng not on their capital's productivity in the cooperative per se, but
on how that productivity accrues to the nenbers through patronage. If the
cooperative pays no dividend on invested capital, that is, if menbers derive
benefits fromthe cooperative solely through patronage, then as long as it is
profitable for a farmer to patronize the cooperative, he or she can raise the
return on capital invested in ghe organi zation by increasing patronage
relative to their investnent. ! If left unchecked, this incentive to

i ncrease patronage relative to capital investnent would |lead to severe
underfinancing of the cooperative. Menbers would contribute only enough
capital to gain the right to patronize the cooperative and then expand their
patronage as long as it was profitable to do so. The rest of their capita
woul d then be available for investnent in their farmenterprises or in other
ventures (cf. Mirray 1983a, 1983b, 1983c). To prevent nenbers from behaving
inthis way, cooperatives have devel oped nechani sns such as capital retains,
base capital plans, substantial "up-front" entry capital contributions, and
the wi thhol ding (allocation) of patronage refunds, that attempt to force
menbers to align their capital contributions with their patronage.

Paynment of dividends on capital also increase a nenber's incentive to invest
in the cooperative. However, if nenbers differ in the amount of capital they
have invested relative to their patronage, the setting of the dividend rate
is likely to be a contentious issue. Mnbers who are "overinvested' (i.e.
who have contributed nmore capital relative to their current patronage than
the average nenber) benefit financially froma high dividend rate, while
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"underinvested" nmenbers prefer a lowrate (Staatz 1984, pp. 92-93). The
devel opnent of mechani sms such as base capital plans that attenpt to align
capital contribution to patronage can therefore be seen as an attenpt by the
cooperative to reduce conflict in the organization over paynents to capita
as well as an effort to assure adequate capital retention to finance growt h.

The Lack of a Secondary Market for Cooperative Stock--Although a nunmber of
aut hors have di scussed how the absence of a secondary market in ownership
rights affects the behavior of participants in worker-managed firms, only a
few (e.g., Condon and Vitaliano) have attenpted to extend that discussion to
farmer-owned cooperatives. Secondary markets for the equity certificates of
a few cooperatives exist, but for a nunber of reasons such narkets are not
comon (see Staatz 1984, pp. 94-96). Discussions with participants in farner
cooperatives suggest that the lack of such markets has several inportant
consequences.

A stock certificate of an IOF confers to the holder a residual claimon the
earnings of that firmin perpetuity. A well-functioning secondary market
will therefore value the stock in terns of the expected present value of the
firms future net earnings. At any time, stockholders can realize- the
capitalized value of those future earnings by selling the stock. Actions
that increase the firnmls future earnings potential raise the value of the
stock, allow ng stockholders to capture capital gains. The access to these
capital gains via the secondary market gives stockholders a strong incentive
to be concerned about the future earnings as well as the present earnings of
the firm

A stock certificate of a farner cooperative, in contrast, grants to the

hol der a residual claimon the earnings of the firmonly so long as he or
continues patronage. Depending on the equity retirenent policies of the
cooperative, the stock certificate may also confer a fixed claimto the
nmenber's original investnment in the cooperative, usually payable in nomna
terms after several years. Because there is no secondary market for the
stock, increases in the cooperative's future earnings capacity do not affect
the value of the cooperative's stock. The absence of a secondary market
prevents the stockholder fromdirectly realizing, at any tine, the full share
of the expected present value of the cooperative's future incone stream

If belonging to a cooperative increases a farmer's future on-farm earning
capacity, the farmer may, in the current period, be able to realize some of
the future value of the cooperative's activities by borrow ng against future
farm earnings. This often is a poor substitute for a secondary market in the
cooperative% stock, however, because |enders base their loans to the menber
not on the expected present value of the cooperative's future earnings over
the cooperative's lifetime, but only over the period during which the farner
is expected to be an active menber. If the farmer is close to retirenent, he
or she may be able to tap only a small percent of accrued investnent in the
cooperative through the capital narket.

As a result of the illiquidity of cooperative stock, shareholders in
cooperatives are forced to obtain nmost of their ownership benefits via
current patronage. This may |lead nenbers to pressure the cooperative to

44



increase current earnings at the expense of future earnings. Menbers may be
reluctant to finance long-terminvestnents by the cooperative if they believe
that these investnents will generate nost of their benefits after the current
nmenbers have retired. One woul d therefore expect ol der nmenbers, in
particular, to pressure management to increase cur{?nt earnings, even if this
involves liquidation of sone of the firms assets

Observers of the |abor-nanaged firmhave identified this tendency to
enphasi ze current cash flow at the expense of future earnings as a ngjor
problemin worker-owned firms, labeling it "the horizon problenm (Jensen and
Meckling; Condon and Vitaliano; Furubotn). In a farmer cooperative, the
hori zon problem nay be nani fested by nenbers pressuring nmanagenent to

1. Increase the proportion of the cooperative% cash flow devoted to
current paynments to nenbers relative to investnment (e.g., pressuring
t he management of a marketing cooperative to have a |arge "cash
payout" or pressuring the management of a supply cooperative to enter
into price wars with conpetitors, even if such cutthroat conpetition
impairs the long-term viability of the cooperative).

2. Speed up equity retirement prograns and increase the dividend paid on
capital invested in the organization, both at the expense of retained
ear ni ngs. (As previously pointed out, higher dividend rates will be
favored only by nenbers who are "overinvested" in the cooperative and
wi |l be opposed by "underinvested" nenbers, who prefer that nost of
the cooperative's cash flow be devoted to benefits that are
di stributed according to patronage.)

3. Liquidate the cooperative's assets, in whole or in part. Pressures
for total liquidation may be nmuted by provisions in npbst state
i ncorporation statutes that specify that in the case of tota
liquidation a cooperative's assets nust be distributed amobng past as
well as current patrons. Pressures gor a partial liquidation of the
firms assets, however, nay remain.'

Several nechanisns may partially substitute for a secondary market in
cooperative s_ ck, thereby attenuating the horizon problemin farner

cooperati ves. Es ™ cooperative menbership can be sold with the farm then
the expected future earnings of the cooperative will be capitalized into the
val ue of the farmand the horizon problemw || be largely overcone. Such
effective salability of cooperative nenbership could be achieved if the farm
were incorporated and the corporation, rather than the farmer who owned it,
was the menber of the cooperative. A change in the ownership of the
corporation, by itself, would not change the corporation's status as a nenber
of the cooperative (Baarda). Simlarly, if production quotas or contracts of
a processing cooperative are tradeable, then the value of the cooperative
will be capitalized into their price, providing de facto salability of
menber shi p

Even if nmenbership in the cooperative cannot be transferred, if the
cooperative has a conpletely open menbership policy, then the value of the
cooperative will be fully capitalized into the value of the farm |If
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nenbership is not fully open but the probability of gaining menbership is
higher if one buys the farm of a menber (e.g., if the cooperative restricts
menbership to a certain geographic area), then the discounted value of the
cooperative's future earnings will be partially capitalized into the farnls
val ue. If the cooperative, through its conpetition with IOFs, |eads to

hi gher farm product or lower farminput costs in the area, then the present
val ue of the cooperative's future activities also will be partiallg
capitalized into the value of both nenbers' and nonnenbers' farns. 0

The horizon problemal so may be attenuated if nmenbers derive satisfaction or
a higher retirement incone from bequeathing a nore viable farm ng operation
or structure of agriculture to their heirs or comunity. For exanmple, if the
cooperative permts nenbers to transfer nmenbership intergenerationally wthin
famlies, older nmenbers may be willing to help finance long-terminvestnents
in the cooperative even though these menbers will not directly benefit from
the investnents. The ol der nenbers may derive satisfaction from know ng
that their heirs will have access to a strong cooperative and may feel as

t hough they are repaying a debt to their predecessors who acted simlarly.
Such behavior may be reinforced if the retiring nenbers' heirs have agreed to
support the retirees in their old age. In this situation, the size of the
retirees' *'pension" is dependent on the farms' future financial perfornance
To the extent that the cooperative, through various socialization processes

i ke menber relations prograns, can convince nenbers to generalize their
"feelings of fanily" to the entire menbership of the cooperative, the horizon
probl em may be reduced even nore. Such a generalization is nmore likely to
occur in small cooperatives where the nmenbers know each other well than in
organi zations with large, diverse nenberships.

The' foregoi ng anal ysis suggests that the horizon problem nmay be nore serious
in cooperatives with the follow ng characteristics:

1. The per-nmenber capital investnent in the cooperative is |arge;
2. The cooperative has a closed nenbership;
3. Few of the menber firms are legally incorporated;

4. The intergenerational transfer of nenbership within famlies is
prohi bited; and

5. The cooperative has a large, diverse nenbershinp. 21

On the other hand, in smaller cooperatives, especially those in which the
menbers have strong ties to one another (e.g., because of a common religion
or set of social beliefs) and in which there is a strong tradition of famly
farmng, the horizon problem may pose fewer difficulties.

The preceding discussion inplicitly assumed that managenent faithfully

inpl emented the nenbers' desires. To the extent that managenent is
interested in growth of the cooperative, however, its interests are opposed
to those of nenbers seeking to decapitalize the firm Ironically, if
managenent is successful in pursuing its ow goals of growh rather than the
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goal s of the nenbership, the nmanager nmay act as the guardian of the
cooperative's long-term viability. [If, as suggested by some authors (e.g.,
Staatz 1984; Murray 1983a, 1983b, 1983c), nanagenent has nore |eeway to
pursue its own goals in large, diversified cooperatives, the inportance of
the horizon problens in such organizations may be reduced

Because cooperative certificates generally are not redeemable via a secondary
mar ket, many cooperatives in the United States have committed thenselves to
retiring menmber equities via equity redenption prograns. Such prograns
partially address the problem of intergenerational transfer of ownership of
cooperati ves. In addition, if a cooperative redeens its equities on a
regul ar schedul e and nmenbers are confident that this will continue, then
equity redenption may effectively provide a retired nenber of the cooperative
with a pension (at least for a few years) whose paynents depend on the
financial performance of the cooperative after the nmenber retires. The
menber therefore has an interest in the long-termviability of the
cooperative, which may attenuate the horizon problem

Systematically retiring menber equities places an additional demand on both
the cooperative's capital structure and its cash flow If a stockhol der in
an IOF redeens his or her ownership right in the IOF via the stock nmarket,
the size of the firms equity remains unchanged; only its ownership changes.
Redenption of equities by a cooperative, on the other hand, reduces the
firms equity. As a result, a cooperative that operates a systenatic equity
redenption program al so nmust systenatically acquire new capital from nenbers
to maintain the organi zation% equity structure. Unlike an IOF, which can
tinme the issuance of new stock to coincide with favorable market conditions,
the cooperative is forced to obtain additional nenber capital year-in and
year-out, a task that one cooperative nanager described as "an onerous
obligation.** The difficulty of attracting capital to cooperatives is
conpounded by the fact that capital contributions are tied to patronage.
Therefore, a cooperative usually cannot expand its equity base by sinmply
issuing nore stock; it must expand the patronage of current nenbers, attract
new nenbers, or obtain additional capital per unit of patronage from current
menber s

Due to the difficulties of attracting and maintaining capital in a
cooperative, managers are under strong pressure to create sone form of
permanent equity in the firm for exanple, through the use of unallocated
reserves. Such permanent reserves facilitate long-run planning and give the
manager greater flexibility in allocating the firms resources. This
flexibility becomes increasingly inportant as the nenbership of the
cooperative grows nore heterogeneous and different groups within the

organi zation pressure management to respond to their particular interests
(Murray 1983a, 1983b).

To the extent that a cooperative systematically retires nmenber equities,
equity redenption beconmes one of several conpeting claimants on the firms
cash flow, including:

1. Payments for the firm's inputs purchased from outside the
cooperative
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2. Paynents for nenber-supplied inputs

3. Patronage dividends, in addition to those included in (2);
4, Dividend paynments to nenber capital

5. Retained earnings;

6. Equity redenption; and

7. Provision of other benefits that are distributed anmong the members in
a manner unrelated to patronage

Mermbers who have heavily invested in the cooperative and hence have a strong
stake in equity redenption (typically older farmers) may therefore find
thenselves in conflict with "underinvested" menbers, who prefer that cash
flow be devoted to other uses such as increasing raw product prices or

| owering input prices. If, as in many agricultural cooperatives, retired
farmers are barred from voting, the board may give equity retirement a | ow
priority relative to other uses of cash flow unless these "voicelgis" menber s
are successful in bringing outside pressure to bear on the board.

Negl ect of equity retirenent may in turn aggravate the horizon problem

A conmon rule for investors in IOFs states, "If you don't |ike what

managenent is doing, sell your stock." [If enough stockholders follow this
advice, the value of the stock declines, inposing capital |osses on those who
bought their stock at a higher price but still hold it. In an effort to

recoup those | osses or at |east avoid further erosion in their asset val ues,
stockhol ders may coal esce into a bloc that attenpts, via a proxy fight, to
di spl ace the current managenment with one nore to their |iking.

Alternatively, outsiders may be tenpted to take over the IOF via a tender
offer if they believe that the current nmanagenent is |eaving unexploited
substantial earning opportunities. In either case, it is not sinply the
potential of higher future earnings for the firm that induces "renegades*' to
try to displace current managenent. An inportant added incentive is the
know edge that if the stock market "agrees" with the renegades' analysis,
those who initiated the takeover will be rewarded with substantial capita
gains, as the market will capitalize the increase in expected future earnings
into the value of the stock (A chian and Densetz).

Fluctuation in the value of an IOF's stock therefore serves as an inportant
di sci plining nmechanism on managenent, indicating the degree of stockhol der
satisfaction with current managerial policies. Many firns reinforce the
potency of this disciplining mechanismby offering stock options to top
management, which makes the earnings of these personnel contingent on the
stock's value. Tying the manager's earnings to the firms perfornance, as

j udged by ghe stock market, may thus reduce nanagerial shirking (Al chian and
Dem;etz)‘.2

The possibility of capturing capital gains or suffering capital losses in the
stock market also creates incentives for the devel opnent of a specialized
market in information about the managerial resources and earnings potentia
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of publicly traded I0Fs. The business press, a consequence of the secondary
mar ket for IOF stock, serves as an additional disciplining mechanismon the
managenent of IOFs.

The lack of a secondary market for cooperative stock denies the cooperative
these tools for influencing nanagerial behavior. Cooperative stockhol ders
have no sinple indicator like a stock price by which they can eval uate how
well managenment has enhanced the future earnings capacity of their firm If

t hey eval uate nanagenent primarily on the current prices the cooperative
charges for its services, the manager may be induced to decapitalize the firm
in an attenpt to increase current earnings, sinply reinforcing the horizon
probl em

Denied the stock price and the business press as concise indicators of
manageri al performance, stockholders in cooperatives have to devel op ot her
ways of monitoring managerial behavior, including requiring the board of
directors to play a nore active role inthe firnis affairs. Some of these
control mechanisnms are discussed later in the section on "denocratic
control ."

The inmpossibility of benefiting fromcapital gains in a cooperative al so nay
reduce the incentive to found a cooperative even when the social benefits of
doing so exceed the social cost (Shaffer 1982, p. 3). \Wiereas entrepreneurs
who found a successful IOF are rewarded with substantial capital gains as the
net worth of the firm increases, the founders of a cooperative cannot benefit
fromcapital gains in the value of the cooperative firm because cooperative
stock does not appreciate. Although the creation of the cooperative my
substantially inmprove the profitability of the founders' farmenterprises,

t hese benefits generally are available to all who join the cooperative, not
just those who incur the costs of establishing the firm Therefore, the
free-rider problem nay reduce individual incentives to start a cooperative
even when anple social justification for the cooperative exists. Because of
the free-rider problem there may be a legitimate role for governnmenta
subsidies to encourage the formation of cooperatives.

The Nature of Omnershin in a Cooperative--Micch of the preceding analysis

suggests that the tying of equity ownership to patronage, the strict limts
on dividend paynents to equity invested in the cooperative, the distribution
of net margins in proportion to patronage, and the lack of a secondary market
for cooperative stock conbine to result in a fundanmentally different concept
of ownership in a cooperative than in an IOF (see Shaffer 1983). | ndeed, one
critic of farmer cooperatives has argued that the term ' cooperative equity
capital" is sinply "an accounting misnomer for junior, subordinated revolving
debt" (Cortopassi).

The view that '*cooperative equity capital" is nothing nore than revol ving
debt inplies that there is no true stockhol der equity in the organization and
rai ses the question of who really "owns" the cooperative. It is true that

except for unallocated reserves, cooperatives rarely have pernmanent equity;
consequent|ly the ownership claimof a cooperative stockholder differs in
several ways fromthat of either a stockhol der or a bondhol der of an 1IOF.
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Cooperative stock confers a residual claimon the firnmis earnings, not in
perpetuity, but only as long as the nenber nmintains patronage. It also
confers a fixed claimon the firms cash flow (rmuch |ike an IOF bond) if the
cooperative has commtted itself to retiring the equities of "overinvested"
menbers. The residual claimon the firms earnings usually has very linited
transferabililty and, if nembers are not required to keep their capita
contributions in line with patronage, the claimw |l not be proportionate to
investment. The fixed claimon the firms cash flowis a much |ess
enforceable fixed claimthan an IOF debt instrument, such as a bond, because
it is subordinate to other cooperative debt instruments and because in nost
states, cooperatives' boards of directors have the discretion to deci de when
and if equity certificates are to be retired and what rate of interest, if
any, they should earn in the interim (Cobia et al.).

Behavioral Differences Due to Denpcratic Contro

Denocratic control of cooperatives has two aspects: limts on voting one's
equity (or equivalently, limts on stock ownership) and restrictions on
nonnenbers serving on the board of directors.

Limits on Voting on the Basis of Equity Ownership--Allocating voting power in
a cooperative on a basis other than equity ownership prevents the
concentration of nomnal political control of the organization in the hands

of those who contribute the bulk of the capital. Supporters of cooperatives
usual 'y have justified such restrictions on the grounds that they "prevent
t he domi nation of capital in the cooperative.” This diffusion of politica

power, however, raises the possibility that a majority of menbers, who may
contribute only a small part of the patronage or capital of the organization
may i npose policies that exploit the minority of |arge patrons (Zusman). The
scope for such exploitation is limted by the possibility that |arge nenbers
may withdraw their patronage and take their business el sewhere. Expl oi tation
of the minority by the majority is |less feasible where potential market
conpetition is intense (including the possibility of disaffected nenbers
setting up their own firnms) than where the cooperative holds a secure |oca
monopol y.

Potentially nore dangerous is the possibility that the quality of

deci si onnaki ng by the board of directors may suffer as a result of this
diffusion of political power. |f board nenbers believe that they are
dependent for their reelection on the nass of snmall patrons, each of whom has
only a small stake in the cooperative's investnent decisions, the board nay
treat those decisions nore cavalierly than if voting power were proportiona
to capital contribution. Linmitations on voting one's equity may put nom na
control of the cooperative in the hands of those who do not have to bear the
full consequences of their decisions, at least in the short run. Again,
potential conpetition limts the extent of such behavior in the long run, as
cooperatives that habitually nake decisions that alienate nmenbers who
contribute the mpgjority of patronage and capital to the firm soon | ose those
menbers' busi ness. In addition, large patrons may be particularly adept at

i nfluencing the board and nanagenent through informal channels (Staatz 1984,
chap. 6; Bartlett, pp. 130-56).
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The diffusion of political power is one reason why coalition building anong
st ockhol ders usually is much nore %Eportant in the decisionmaking process of
cooperatives than in that of IOFs. Because many of the decisions in
cooperatives affect the distribution of inconme anong the menbers, cooperative
stockhol ders are nmore likely than their IOF counterparts to seek invol vement
(e.g., Vvia the board) in deciding a broad range of issues that are considered
merely strategic in an IOF. The interests of the menbers on these issues are
sel dom hormogeneous and, because voting power is not concentrated, sinply
convincing a few | arge patrons of the correctness of one's views nmay be
insufficient to ensure that they will prevail.

The need to build coalitions suggests that the transaction costs of reaching
deci sions may be higher in cooperatives than in I0Fs. As a result,
cooperatives may be less able to react quickly to market opportunities than
are their IOF conpetitors. Cooperatives that del egate greater decisi onmaking
authority to managenment thus may be better able to conpete with IOFs, albeit
at the cost of less direct menber involvement in decisionmaking. In

del egati ng deci si onneking authority to management and the board, cooperative
menbers have to bal ance the reduction of transaction costs against the risk
that management and the board may act contrary to the nenbers' wishes.
Because the cost of group decisionnaking is likely to increase with the size
and diversity of the group, the proportion of decisions delegated to
managenent and the board probably is higher in large, diverse cooperatives
than in small, honmbgeneous ones.

The diversity of nember views and the need to build coalitions suggest that
logrolling (tying the negotiation of one issue to another) nmay play an
inportant role in cooperatives. Gven divergent nenber preferences,
logrolling can expand the scope for agreenent (Raiffa). It also reduces the
predictive power of nodels of cooperative behavior that assume that nenmbers
vote on each decision independently.

Limits on Nonstockholders Serving on the Board of Directors--In an effort to
ensure "nenber control,"” nost farnmer cooperatives prohibit or severely
restrict nonstockhol ders fromserving on the board of directors. This is
particularly true of local cooperatives; federated regi onal cooperatives
sonetimes pernmit managers of locals to serve on the board of the regional

In addition, some state cooperative incorporation statutes provide for public
representation on cooperative boards.

The board nenbers of a farmer cooperative are users of the firm's services;
hence, they bring two sets of concerns to the board: owner concerns and user
concerns. Owner concerns revolve around the security and overal

profitability of the stockholders' investment in the cooperative. User
concerns include issues of product quality and the pricing of nmenber

services, which affect the profitability of the cooperative to the individua
user. Because of the limtation on dividend paynents and the stockhol ders
inability to capture capital gains in a cooperative, user concerns are likely
to attract much of the board's attention. Unlike an IOF board, which
functions primarily as a trustee of the stockhol ders' investnent, a
cooperative board serves as both a trustee for the investors and a
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representative of the firms patrons, providing an inportant channel by which
user concerns can be conveyed to managenent.

Because nenbers of the board are users of the firms services, they may bring
to the board some of the technical know edge about the firm's services and

operations that "inside directors" provide in IOFs. If the cooperative's
operations are conplex or extend far beyond the farm however, it is likely
that farmer directors will lack the expertise in marketing, manufacturing, or

retailing that inside and outside directors could provide. This leads to a
dilemma in farmer cooperatives: To the extent that farmers participate in

| eadership roles in the board, they may contribute to poor decisions and
hamstring management; to the extent that they do not participate, ownership
is separated from control (Hel mberger, p. 1431).

Restricting board nembership to stockholders linits the pool of potentia
directors. If board nenber skills are a scarce comodity, one can well

i magi ne an inverted U shaped curve relating average effective menber control
as exercised through the board, to the nunber of nenbers in the cooperative
In small cooperatives, the pool of board menber talent may be so linmted that
it is difficult to constitute a board that can effectively nonitor manageria
behavior. Managers in these snall cooperatives may therefore "run the

show." As a cooperative beconmes |arger, the pool of board nember talent
expands, allow ng selection of a board that can play a nore active role in
the cooperative's decisionmking. At sonme point, however, a cooperative may
become so large and conplex that no part-time board, no matter how tal ented-
can fully nonitor managerial behavior. Managenent in these |large
cooperggives may therefore have consi derable scope to pursue its own

goal s.

Cooperative boards of directors not only have a different structure than IOF
boards, but for several reasons they also typically play a much nore active
role in their firm s decisionmaking than do IOF boards. First, as discussed
before, cooperative stockholders are intensely interested in issues such as
price setting that in an IOF would be left entirely to nanagement.  Second
the difficulty in cooperatives of devising sinple indicators of nmanageria
performance and autonatic incentive systens (such as stock options) leads to
the need for greater direct nonitoring of managerial behavior by the board.
St ockhol ders in a cooperative are interested in many facets of the firnms
performance beyond just net margins. A board that evaluated its nanager
solely on the basis of net margins woul d give the nanager an incentive to
rai se the price of menmber services and run the cooperative as a separate
profit center rather than trying to coordinate the cooperative's operations
with those of its menber firns. Simlarly, evaluating the manager's
performance based solely on the current price of menber services could
exacerbate the horizon problemand | ead to menber conflict over which
services should have their prices discounted the nost. Rather than focus on
any one indicator of the manager's perfornance, the board has to bal ance
several aspects, which may change as the distribution of power anmong the
menber ship changes. Doing so requires the board to be nore integrally
involved in the affairs of the firmthan is the board of an IOF.
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The lack of a secondary market for cooperative stock makes it difficult for
farmers who have a substantial investment in the cooperative to exit the

or gani zati on. Even if they quit patronizing the cooperative their capital is
still commtted to the firm Large patrons' limted ability to exit the
organi zation may |lead themto pressure the board to be nore directly invol ved
in the affairs of the firm Because these stockhol ders cannot discipline the
manager by immediately withdrawing their capital fromhis or her control

they are forced to rely nore on nmenber voice to convey their concerns to
managenment (Hirschman). In this process, the board serves as their
mout hpi ece.  Menbers who have only a small investnent in the cooperative, on
the other hand, may find exit much easier, particularly if the cooperative
has several conpetitors. Such nenbers nmay sinply | eave nanagenent of the
cooperative to the nanagers and rely mainly on exit to discipline managers
who get out of line.

Concl usi ons

Cooperative theorists have | ong debated how the behavi or of farmer
cooperatives varies fromthat of IOFs. Mich of the theoretical literature
begi ns by hypot hesizing a particular objective function for cooperatives and
t hen shows how striving to maximze that function |leads to behavior different
from that of a profit-maximzing IOF (LeVay). The approach taken in this
paper is nore structuralist: It argues that, regardl ess of objective
functions, the unique structural characteristics of cooperatives may |ead
themto behave differently from IOFs.

The structuralist approach is not new.  Several authors (e.g., Kravitz) have
argued that as farner cooperatives grow into |arge corporations, their
behavi or often beconmes indistinguishable from that of IOFs. This paper has
shown, however, that structure involves nmore than just size. The
patron-stockhol der identity, the distribution of ownership benefits through
patronage, and the denocratic governance of farmer cooperatives can all |ead
farmer cooperatives to behave dissimlarly from IOFs. Sone of the
differences in behavior may be highly beneficial for the cooperative and its
nmenbers while others nmay hinder its performance. For exanple, the flow of
information between pat.rons and the firm may be better in cooperatives than
in IOFs, which can | ead cooperatives to be nore responsive to farners

needs. On the other hand, cooperative capital nmay be | ess nmobile than that
of IOFs, and there may be serious problens in inducing cooperative

stockhol ders to act in the long-terminterest of their firm As a result of
these differences, the roles and behavi or of cooperative managers and board
menbers may vary markedly fromthose of their IOF counterparts.

Not all of the hypotheses raised in this paper are nutually consistent. For
exanpl e, the paper argued that the limted ability of cooperatives and
cooperative stockholders to diversify their investments nmay | ead cooperative
deci sionnakers to be nmore risk-averse than decisionmakers in IOFs. On the
other hand, the horizon problens may give stockhol ders incentives to push
their cooperatives into reckless price wars in an effort to increase the
menbers' current return fromthe organization in the formof nore favorable
short-run menber prices. Wile the paper outlines some of the possible
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behavi oral differences between farmer cooperatives and IOFs, determining the
relative inportance of these will require nore enpirical research

10.

11.

Not es

The frequently nentioned cooperative principle of *'service at cost" is
subsuned under this characteristic. How the cooperative defines its
costs and the level of those costs are obviously inmportant in
determining what *'service at cost" really neans. *' Service at cost" does
not always nean "service at mnimum cost.” In practice, some farmer
cooperatives also distribute net margins to nonmenbers as well as to
menbers. The description in the text refers to an archetypica
cooperative

In this paper the term "stock" includes all forns of ownership clains on
the cooperative (e.g., retain certificates, revolving fund certificates,
and patronage refund certificates), not just conmon and preferred stock.

Peter Vitaliano, in his review of an earlier draft of this paper,
stressed the diffuse nature of optimzation in a cooperative.

See the section "More Diffuse Scope for Optimzation: Pooling I|ssues
and Income Distribution.”

For an anal ysis of how cooperatives' tax status affects the incone of
menbers in different tax brackets, see Schrader and Col dberg, pp. 34-44

Subsi di zing the price of production inputs sold to nenbers woul d not
reduce the nenbers' inconme tax liability because the cheaper inputs
woul d result in higher farm profits.

See Staatz, "A Game-Theoretic Analysis of Decisionmaking in Farner
Cooperatives," in this volune.

For a discussion of this problemin cooperatives, see Savage

See Staatz, "A Gane-Theoretic Analysis of Decisionmaking in Farner
Cooperatives,*' in this volune.

This is not to deny that cooperatives sonetines use cross-subsidies to
gain market share. For exanple, many dairy cooperatives use hauling
rate subsidies on the fringes of the cooperatives' geographical areas to
expand nenbership. The argunent presented here is sinply that the scope
for cooperatives to use cross-subsidies is nuch nore limted than for
IOFs. For a ganme-theoretic analysis of the limts to

Cross-subsidi zation in cooperatives, see Staatz, "A Ganme-Theoretic

Anal ysi s of Decisionnmaking in Farmer Cooperatives," in this volune.

Al t hough stockholders in a cooperative derive their financial benefits
largely through patronage, not froma direct return on investnent in the
form of dividends and capital gains, it is still legitimate to speak of
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12.

13.

14,

15

a farmer's return on investment in a cooperative. Wen deciding whether
to commt capital to the cooperative, either through initially joining
it or through continuing to patronize it (which often requires

i ncrenental purchases of cooperative equities, e.g., through per-unit
retains), the farmer conpares the benefits derived fromthis use of
capital to the benefits derived frominvesting it el sewhere, such as on
the farm The return on the investnment in the cooperative is indirect,
being gained through patronage, but it is still a return on capital in
the sense that without a commtment of capital, the stockhol der cannot
receive the benefit. The return on capital, however, also requires a
conm tment of patronage, and in this sense is different fromthe return
on investrment in an IOF. |In those cooperatives that extend patronage
refunds to nonmenbers, the return on the investment required to join the
cooperative is limted to the dividend paid on that capital and the
other benefits of menbership, such as voting rights.

Dunn, Ingal sbe, and Arnstrong report that in general farner cooperatives
tend to be less diversified than the IOFs with which they conpete (p
245) .

V. James Rhodes, in his review of an earlier draft of this paper,

poi nted out that farmers are reluctant to allow their cooperatives to
diversify into businesses unrelated to farm ng because the farners
investment in the cooperative is largely sunk. For activities unrelated
to farmng, the farners can get the same investnent service froman IOF
i nvestnent firmand have far greater liquidity of investment than they
woul d through a cooperative. Only when the cooperative provides
services that strengthen the farmng operation and that are not

avail abl e through I0Fs are farmers willing to accept the illiquidity
that acconpanies investnent through a cooperative

Some incentives for dissenbling may remain, depending on how the nmenbers
believe the costs of devel oping and produci ng new products will be
shared anmong the menbers of the cooperative. For exanple, consider corn
farmers who are nenbers of a supply cooperative whose patrons include
producers of nmany different commodities. If the corn farmers believe

t hat because of the cooperative's cost-sharing practices the cost of
devel opi ng an i nproved corn herbicide woul d be borne by all the nenbers,
the corn producers have an incentive to overstate their need for such a
product because they woul d have to pay only a fraction of the cost of
its devel opnent.

This section draws heavily on Perraut.

The smal | er enphasis given to financial expertise anbng cooperative
managers also is due to several other factors. Raising capital in
cooperatives is not a specialized activity like in IOFs; it is a
byproduct of patronage, which requires favorable pricing, successfu
menber relations, etc. In addition, in many countries, cooperatives
rai se debt capital through specialized agencies |ike the Banks for
Cooperatives, which often assume nmany of the financial managenent
functions that in IOF are nornally carried out by the firms managenent;
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16
17.

18 .

19.

20 .

21,

22

23.

hence, cooperatives have |ess need for financial expertise. In
addition, stockholders of cooperatives nay put little pressure on
managenent to devel op financial expertise because cooperative stock does
not appreciate; therefore, the stockhol ders cannot capture capita

gains, the magnitude of which in an IOF often depends on the
managenent's financial prowess.

For a proof, see Staatz 1984, p. 91.

Thi s assumes that the menmbers act entirely selfishly. Concern about
bequeathing a viable farm ng operation to one's heirs or community may
attenuate this conclusion. This is discussed |ater.

For exanple, the nmanager of a mmjor agricultural processing cooperative
told the author that one board nmenber (who had recently joined the
cooperative) had proposed selling one of the cooperative's brand nanes,
whi ch had an estimated nmarket val ue of $30-$50 million, to an IOF. The
menber reasoned that the terns of sale could specify that the
cooperative would sell its raw agricultural product to the IOF at little
reduction in the present field price, and the sale would allow current
nmenbers to capture the $30-$50 nmillion as current incone. Managenent
resisted the suggestion on the grounds that it was unfair to previous
menbers of the cooperative, who, over 65 years, had built up the val ue
of the cooperative's brand nane but would not share in the proceeds of
the sale.

Some of the follow ng points have been discussed by Condon and
Vitaliano, pp. 38-42.

The higher farmvalues will reflect only a partial accounting of the
cooperative's future activities because if the cooperative's only
benefit were to force I0Fs to offer farmers nore favorable prices, and
these prices were available to both nenbers and nonmenbers, nobody woul d
have an incentive to naintain their nenbership in the cooperative;
everyone would try to be a free rider. The existence of the cooperative
suggests that it offers menbers appropriable as well as public goods.

See the follow ng paragraph for an inmportant qualification to this |ast
statement.

For exanple, pressure from Congress. The increased attention that
farmer cooperatives have paid to equity redenption in recent years is
partly attributable to calls in Congress for |egislation that would have
mandated certain levels of redenption if cooperatives had not inproved
their performance in this area (see US. General Accounting Ofice).

Because of inmperfect information, however, the stock price often
reflects the short-termperformance of the firmmore than its long-term
potential. Consequently, if an IOF relies heavily on the value of its
stock to reward or discipline the manager, the firmmy create
incentives for the manager to enphasize the conmpany's short-run
financial performance at the expense of |ong-term performance. For
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exanpl e, nmanagers may nani pul ate current income statenents to

m srepresent the condition of the firmor concentrate on other strategic
actions, such as takeover bids, to increase the stock value in the short
run rather than emphasize increasing the firms long-run productivity.
Such behavior can result in these IOFs facing their own type of horizon
probl em

24 A possible exception is during proxy fights and tender offers in I0Fs,
when coalition building among stockhol ders often becomes critical.

25, The structure of the cooperative (e.g., its conplexity) may be nore
i nportant than size per se in determning the degree of nmenber control.
For details, see van Ravenswaay.
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