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ABSTRACT

The purpose of this document is to provide a framework for analysing forms of linkage
between agroindustry and small-scale farming. To this end, section | sets out by giving
a brief description of the macroeconomic background in terms of the implications that the
changes which have occurred over recent decades hold for the prospects of developing
these links. This is followed by an outline of the effects of adjustment processes on the
dynamics of the agricultural sector, dwelling in particular on the implications of
heterogeneity — a characteristic of this sector - in terms of the need to have policies
tailored to different types of producer in order to bring about the dissemination of
technology which is a necessary precondition for greater competitiveness.

The aim of section Il is to establish conceptual bases to serve as a foundation for
the improvements in competitiveness which can be achieved if agroindustry is encouraged
to become an agent for change and modernization in small-scale agriculture. To do so, the
section begins by describing the motivations of family farmers as suppliers of inputs,
contrasting their "management logic" with that found in the commercial farming sector
in terms of what motivates decisions as to what, why, how and how much to produce.
Agroindustry is examined in its capacity as a customer for inputs, and the section
concludes with a look at contract farming, identifying the alternatives facing
agroindustrialists and small farmers as regards, respectively, their sources of supply and
the use to which they put their resources.

Section Il attempts to ascertain what types of products are suitable for linkage
with agroindustry, i.e. for which products small-scale agriculture can be assumed to be
competitive under certain conditions, given its structural characteristics. The conclusion
is that these will generally be products which are highly labour-intensive per hectare, have
a high unitary value, are perishable and do not offer significant economies of scale in
agricultural production. With this established, agroindustrial chains are then categorized
by type on the basis of the kinds of input they use, their dynamism, and thence the
influence they can exercise on family farming, to arrive at a hierarchy which starts out
with non-traditional agricultural export products (or their equivalents for the domestic
market), followed by modern staples (in particular poultry and pig fattening), traditional
export products and traditional staples {(wheat, kidney beans, rice, etc.), and ends with
differentiated or branded goods in which the importance of the agricultural input is
marginal.

Section IV is an attempt to come to an understanding of the factors determining
the widely varying forms of linkage which actually exist so as to examine their underlying
causes, in particular failings in markets for land, credit, information, access to technology,
etc., and includes an analysis of the characteristics of transaction costs. Its conclusion
is that, even when prices and production costs work in favour of small producers,
transaction costs tend to marginalize them as potential suppliers to agroindustry, which
suggests that action needs to be taken to reduce these costs.

Section V does no more than outline some policy suggestions, starting out by
presenting, in a very tentative and schematic way, the limitations of two strategic options
at either end of the spectrum, the "neo-liberal” and the "neo-populist” options, which
have formed part of the recent debate on the role of the state, to ascertain how much of



each should be preserved in a strategy for modernizing small-scale agriculture. Next
follows a list of the advantages and risks for agroindustrialists and small farmers when
they opt for some form of contract farming, with a discussion of the difficulties involved
in formulating "perfect contracts” to ensure that the expectations with which the parties
enter into the arrangement are realized in practice. Finally, a policy outline is formulated,
starting out from the need to follow a particular sequence of actions in order to ensure
that initiatives intended to link together agroindustry and small producers do not end in
failure or frustration. It is suggested that this sequence of actions involves: ensuring that
there is a profitable market, providing technical assistance and training, securing
financing, encouraging producers to organize among themselves, introducing mechanisms
to moderate the risks that the initiative involves for the small farmer and ensuring that the
information required for agreements to be transparent is available.

It must be pointed out at this juncture that the scope of this document is limited
to the link between the agricultural processing industry and family farmers, which is only
one of the forms that linkage in the sector needs to take if this type of producer is to
benefit from modernization. Other complementary forms of linkage include developing
employment options in non-agricultural rural industries, based on the dissemination of
flexible specialization technologies; organizing units to produce local infrastructure; and
reorienting links with companies providing inputs and production equipment, etc. The first
two are of primary importance for those living in the countryside who have no land or
very little, the last for smali and medium-sized units with well-developed commercial links.

Vi



1. CONTEXT AS A CONDITIONING FACTOR

At this point in time, it is a commonplace to remark that the economies of the
region are going through a period in which the operating conditions that characterized
them from the period following the second world war until the so-called "crisis of the
eighties” are experiencing profound changes; it may be said that what we are witnessing
is a process in which one particular set of rules governing the distribution and
reassignment of society’s output is giving way to another one, whose outlines are only
just emerging and whose institutions are undergoing a slow process of gestation and
preparation.

1. The macroeconomic context

Among the phenomena from the outside world that will have a direct impact on
the economies and agriculture of the region in the short, medium and long term should
be mentioned, among others: the absorption and dissemination of the "new pattern of
technology” in a number of countries (computing, biotechnology and new materials),
which will reduce the comparative advantages derived from the possession of natural
resources and cheap labour; the agreements reached in the Uruguay Round of GATT; the
profound changes being experienced in the countries of Central and Eastern Europe, the
transformations in the Chinese economy, etc. In a very significant way, these phenomena
are redefining the external factors that influence the workings of economies and
agriculture in the countries of the region.

Internally, structural adjustment policies, applied with more or less rigour in all of
these countries, are redefining the ground rules to which those operating in their
economies had become accustomed. This is a result, among other measures, of the
abandonment of protective practices and increasing openness to foreign trade; the relative
shrinking of the public sector and privatization of firms belonging to the state; the
subordination of sectoral policies to macroeconomic balances; the tilt towards production
of exportable goods, etc.; these are processes whose effects on economic growth,
equitable distribution of wealth and long-term sustainability are still impossible to predict.

These changes in the international environment and in the ground rules governing
the economies of the region have meant that a sustained increase in competitiveness has
become a necessary precondition for growth and for the very viability of productive units,
and that widespread dissemination of technical progress has, in its turn, become a
necessary precondition for increased competitiveness. '

In the agricultural sector, generally speaking, those who have mainly profited from
these new conditions have been companies whose land has the greatest potential for
producing export crops, and which are able to gain access to credit, technology and
information about conditions in domestic and foreign markets. This has led to a significant
increase in exports, especially of non-traditional products. Although the positive features
of this development should not be denied, it does carry the potential risk, unless measures
are taken to avoid this, of accentuating the exclusive and polarizing character which has
been a feature of agricultural modernization in the region over recent decades, as it is
concentrated in particular products, certain regions, and medium-sized and large
producers.



2. The situation of the sector: the implications of heterogeneity

One of the characteristics common to the great majority of these countries, arising
out of the period of transition from the plantation to the capitalist agricultural firm, is the
existence of two-tier structures in farming; that is, the fact that commercially managed
and smallholder agriculture exist alongside one another. This structure means that
complex problems have to be overcome if technical progress is to be widely disseminated,
this in turn being a necessary condition for equity ' since, whereas in homogeneous
structures a technological option which is valid (i.e. consistent with the resources the
economy has at its disposal) will be so for the great majority of productive units, in two-
tier structures an option which is valid for a large modern agricultural firm is unlikely to
be so for the family farming sector faced with the same relative price scenario.

On the basis of empirical evidence, with some degree of theoretical support, it
may be stated that marked differences exist in what has come to be called the "internal
management logic" or the criteria applied by one and the other type of agriculture to
decisions on how, why, what and how much to produce, such differences being of great
importance when strategies or policies intended to influence the behaviour and
development of the sector are being designed.

The contrasting behaviour of the two different types of organization is illustrated
schematically in table 1,2 and although this is not the place to examine every one of
these differences, it is worth stressing the contrasts in the way the labour force is made
up and the way risk is absorbed, because of the importance of these matters for
policymaking.

The fact that there is a non-transferrable labour force margin in family farming
suggests that this margin {namely, the unpaid work of the wife and children or other
family members, the "free" time of whoever is running the farm) is able to create value
only within this structure, i.e. there is no other area in which this available working time
can be harnessed whereas, by contrast, an agricultural firm depends on salaried labour
which it contracts in the market.

Considerations of risk are also incorporated differently in management criteria
since, whereas it is reasonable for a businessman to opt for a higher risk alternative if it
is compensated by higher returns, the small producer would have to avoid the higher risk
option, however great the income expected from a positive outcome, if the unfavourable
resuit would threaten his viability.

' The empirical foundations of the links between technological dissemination, competitiveness
and growth with equity are set out in CEPAL {1990) and Fajnzylber (1989).

2 For an explanation of the theoretical basis underlying what is stated here, see Schejtman
{1980) and Figueroa (1981).
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Table 1

DIFFERENT CHARACTERISTICS OF PEASANT AND COMMERCIAL AGRICULTURE

Peasant agriculture

Commercial agricuiture

Purpose of production

Reproduction of the producers and the
production unit

Maximization of the rate of
profit and capital accumulation

Origin of the labour force

Basically the family and, on occasion,
reciprocated loans from other units;
exceptionally, marginal quantitites of
wage labour

Wage labour

Commitment of the head
to the labour force

Absolute

Non-existent, apart from legal
requirements

Technology

Very labour-intensive; low intensity of
"capital’ and of purchased inputs

Greater capital intensity per
labour unit and higher
proportion of purchased inputs
in the value of the final
product

Destination of the
product and origin of
inputs

The market, in part

The market

Criterion for
intensification of labour

Maxmum total product, even at the cost
of a fall in the average product. Limit: nil
marginal product

Marginal productivity > wage

Risk and uncertainty

Assessment not based on probabilities;
‘survival algorithm’

Internalization based on
probabilities, in the search for
rates of profit proportional to
risk

Nature of the labour
force

Makes use of non-transferable or
marginal labour

Uses only transferable labour
on the basis of skills

Components of net
income or product

Indivisible family product or income,
realized partially in kind

Wage, rent and profit,
exclusively in the form of
money

Source: A. Schejtman (1980).

From the considerations set out above there arise two types of challenges calling
for strategies and policies which are different for each of the two types of agricuiture.
The first of these challenges is faced by modern corporate agriculture, which risks seeing
the foundations of its competitiveness eroded if it is unable to incorporate technical
progress into the most critical links in its production chains, since the advantages

conferred by the cost of labour and an ample supply of natural resources are ceasing to

be the source of competitiveness. The second challenge is faced by small farmers (family,
cooperative or traditional units) who run the risk of being forced out of production and
increasing rural and urban poverty unless they can be linked in by specifically tailored
policies to processes which raise their productivity and realize their competitive potential.
It is the purpose of this document to set out the main lines of such policies.




The need for different policies or programmes for different types of producer is
valid not only for smallholders as opposed to the corporate agriculture sector, but within
the smallholder sector itself, as processes of differentiation have meant that this sector
fits into the economy in many different ways, ranging from situations where what is being
sold is mainly or exclusively labour to scenarios where the sale of produce is the only
source of income and where a cumulative excess is being or, given the potential
resources, could be generated. (See table 2.)

Table 2

MEXICO: TYPES OF FAMILY UNIT

Category Definition criteria Classification Number
variable (in thousand)
Smallholders Basically family labour force. Days work 2,212
Wage relationships, where they contracted for
exist, are relatively unimportant wages < 25
Below subsistence = The productive potential of the  Arable area < 4.0 1,422
unit is insufficient to feed the ha of NSE*
family
Subsistence Productive potential is in Arable area > 4.0 414
excess of what is required for ha but < 8.0 ha
food, but insufficient to
generate a replenishment fund
Stable The unit is able to generate an Arable area > 8 ha 166
excess over and above but < 12.0 ha
consumption needs and
equivalent to the replenishment
fund and some contingency
reserves
Surplus The unit has the potential to Arable area > 210
generate an excess over and 12.0 ha
above its reproductive needs
alone.

Source: ECLAC, Economia campesina y agricultura empresarial (tipologfa de productores del agro
mexicano), Siglo Veintiuno publishing, fourth edition, 1989.

* NSE: national seasonal equivalent {corresponds to the average maize yield from unirrigated
or seasonal land).

The situation illustrated in table 2 is not unknown in the great majority of the
countries in the region. Consequently, there is a need to design strategies which, setting
out from an accurate diagnosis of the degree of differentiation existing in the family
farming sector and depending on the managerial abilities of the public authorities, are
sufficiently tailored to the circumstances to break down barriers and build on the potential
of the different types of producers found in the smallholder sector, as illustrated in box
1.
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il. BASES FOR LINKAGE BETWEEN AGROINDUSTRY AND FAMILY FARMING

The various studies carried out in the framework of this project were undertaken
with the aim of formulating, in the current circumstances, the outline of a policy to
encourage agroindustry to become an agent of productive change for small-scale
agriculture, based on the idea that certain attributes characteristic of family farming and
of certain agroindustries make it reasonable to suppose that a system of linkage between
agroindustry and small-scale agriculture would be in a position to compete with other
forms of organization such as vertical integration or direct purchasing from large
producers, under particular circumstances and for a particular type of products. (See box
2.)

1. Family farmers as suppliers of inputs

Among the reasons underlying the necessity and viability of promoting linkage
between family farming and agroindustry ® it may be mentioned:

i) That there is a segment of small producers which has resources, land and labour
of a quality and/or quantity such that access to existing and known tevchnology,
credit, markets and other complementary resources would allow them to achieve

3 For the sake of simplicity the term agroindustry will be used to cover all operators with which
the small producer is linked as a supplier of inputs: supermarkets, exporters, resellers, etc.



significant increases in output and productivity levels, on top of what is required
for them simply to sustain their current living and working conditions.

i) That unless a policy designed to create the right conditions is put in place the
segment of producers mentioned will tend to lose its self-sufficiency in production
due to the new rules governing the workings of economies, growing competition
and the lessened ability or willingness of governments to implement
compensatory policies.

iii) That technical progress needs to be introduced to the small producer sector as a
: necessary precondition for it to become more competitive and avoid decline.

iv) That under certain conditions, which will have to be explored, linkage between
small-scale farming and agroindustry and/or modern agribusiness provides a
mechanism for disseminating technical progress to the former.

v) That the link which joins small farme.rs to buyers of their output and suppliers of
their inputs is one of the areas where market failings are very often to be found.

vi) That the competitive potential of family farming lies in the fact that, due to the
reasons set out earlier in schematic form * (see once again table 1), the price
necessary to induce family units to grow a particular product is lower than the
price required for a unit of the corporate type to do so; the difference would be
roughly equivalent to the difference between the profit which a businessman
would expect if he were to undertake a particular activity and the requirements
of the family unit, on top of what is necessary for the family and the unit of
production to be sustained. The use of internal labour and other resources which
cannot be turned to profit anywhere other than inside the family unit explains this
situation to some extent.

2. Agroindustry as customer

Expectations of the potential role that agroindustry can play as an agent of
change, in its capacity as a customer for agricultural inputs, are based on a number of
special attributes which this industry possesses.

Among the known attributes are its ability to: reduce product perishability and
post-harvest losses; make supply less seasonal; raise the value added to the primary
product; accommodate urban patterns of demand; enrich the nutritionat value and change
the properties of taste and smell of agricultural inputs, etc. To these attributes can be
added others which are particularly important for the way they boost its role in rural
development, among them:

i) greater flexibility than other branches of industry in terms of efficient
scales of production;

* In particular the fact that family labour is not transferrable and the implications this has for
crops which are highly labour-intensive.

8



i) the ability to achieve integration of highly capital-intensive processes with
labour-intensive ones, both in agroindustrial activity as such and in the
interaction of this industry with farming activity; and

iii) the ability to become an integrating and ordering factor in the primary
activity by transferring to it features of industrial organization, insofar as
the agroindustrial centre tends to introduce its sources of supply to
particular working disciplines, production volumes, quality levels and
degrees of standardization.

3. Contract farming and the motivations of those involved

By the term contract farming will be understood an arrangement established
between one or more agricultural producers and an agroindustrial or agribusiness firm
whereby the latter comes to exercise a given degree of control over the production of the
former. The term contract covers both formal written agreements and informal or
consuetudinary ones.

An agroindustry may be induced to enter into agreements with small producers
in a specific area without public incentives or external compulsion if:

i) there is a shortage of suitable land to buy or rent in an area where smaliholdings
predominate and which is particularly suited to the production of the agricultural
input required (see box 3);

i) if there is a permanent or seasonal shortage of labour in the area or it is very
expensive, either because of such scarcity or as a result of wage and social
security legislation;

iii)- if the small producers of the area have acquired know-how or experience in the
crop or similar crops and it would be very costly to have to train third parties (see
box 4);



ing *-prb’zgrémiﬁe, :
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iv) if the crop requires intensive care and using contract labour for this would involve
very high supervision costs (see box 5);

L Box 5

NiC m‘bbuééké‘o#bﬂ cas0

v) if development loans are available for small producers and are oriented towards
crops of interest to the firm, which consequently does not have to commit
resources of its own or go into debt to finance production (see box 6};

10



vi) if the producers are part of an organization which acts as an intermediary with
the firm (see box 7);

3 »l'on opposed the'f'
sagreements over: pncesu;

vii) if adopting this practice, even if it brings no direct advantages, facilitates other
dealings with the authorities.

A small producer will be willing to enter into an agreement with agroindustry if
the activity proposed combines some of the following characteristics {see box 8):

i) a secure market with pre-established prices and volumes seems, along

with financing, to be the most important of the reasons inducing small
producers to venture into areas different from their traditional ones;

11



i) better use of family labour than other alternatives available; for this
reason preference is given to products which require more of this resource
and make more productive use of it;

iii) access to finance on better terms than are available from other sources,
if there are any;

iv) access to supplies, know-how and technologies which would be
otherwise unobtainable;

v) an increase in the yield value of their scarcest resource: land.

12



lll. TYPES OF PRODUCTS AND CHAINS FOR WHICH LINKAGE IS SUITABLE

1. Types of products

Not all agricultural inputs used by agroindustry are suitable for contracts or
agreements with family farmers. The greatest potential is found in products which have
some of the following attributes:

i)

ii)

iii)

iv)

v)

vi)

vii)

they do not offer significant economies of scale in primary production, so
that small units can be as efficient as large ones, or more so;

they are labour-intensive, so that full advantage can be taken of a family
workforce, including labour which is not transferrable or which has no
opportunity cost in the labour market;

they have a high value per unit of weight and per hectare, as this reduces
the disadvantages of remoteness and dispersion by reducing weight
relative to transport costs;

they are perishable, given that they are not suitable for storage and
stockpiling like grains and tubers, which can easily be bought on the
market;

significant value can be added to them in the post-harvest stages, so that
they are attractive to agroindustry;

as far as possible, they have a short cycle or generate some income in the
short term, as loans required in the stages preceding full production can
accumulate and put the sustainability of the unit at risk;

as far as possible, they are linked to chains with dynamic demand, so that
there is scope for increasing the supply.

2. Types of agroindustrial chains

If the general attributes of products for which linkage with agroindustry appears
to be most viable are as suggested, the next step is to try to make a preliminary approach
to a general categorization, judging each category by its greater or lesser degree of
effectiveness in incorporating small agricultural producers in an advantageous manner.

Among the factors to be considered if this search is to produce results are: i)
whether or not economies of scale exist in the agricultural base providing inputs; ii) the
dynamism of domestic and international demand for the products of the agroindustry
concerned; iii) the importance of the agricultural input in the value of the final product and
iv) the flexibility of the agroindustry in terms of scale and locality.

For the agroindustry to be able to bring about technical progress in its agricultural
hinterland, particular combinations of the factors described must be present.

13



As a first step towards establishing a general categorization, following the
guidelines mentioned and using as our central criterion the ability of agroindustry to
bring about technical progress in its source of agricultural supply, we can distinguish

five types of agroindustries {see table 3).

TYPES OF AGROINDUSTRIES

Table 3

Type of agro- Scale in Importance of Potential
industry Dynamism agricultural base input in final dissemination
value capability
A. Traditional staples -- + + t + + .-
+
B. Modern staples + + + +? + + + +
t
C. Differentiated + + + + 4+ - .-
D. Traditional agri- - + +
cultural export ¥ + ?
E. Modern agri- + o+ + o+ o+ +
cultural export t
=== nil + + + decisive t increasing ? depends on the case
-- very low + 4+ very high + decreasing
low + high

a) The traditional staples, which cotrespond to chains centred around staple grains
or tubers for human consumption, are characterised by low elasticity of demand; high
heterogeneity in the industrial stage; increasing economies of scale in primary production;
and international trade dominated by a small number of large transnationals, with little
transparency in their operations. With the exception of a few parts of the chain
dominated by concentrated agroindustries (namely special types of bread wheat for
producing doughs) their ability to bring about technical progress in family farming is very
low, although this does not mean that forms of linkage which improve smallholder
incomes do not exist (see box 9).
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b) The modern staples are characterised by highly dynamic demand; by a relatively
high degree of concentration in the main nucleus of the chain; by the existence of
economies of scale in some of the agricultural inputs (grains for animal feed and
oleaginous grains) and the relative lack of such economies in others (poultry fattening,
sugar beet, milk production, seeds). Their ability to bring about technical progress is
relatively high, especially in those cases where there are no significant economies of scale
in the primary base. {See box 10.)

THE CASE OF bPOULTRY PRODUCTION IN BRAZIL

a ‘Avfcola company commented in an-interview: that;
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c) Differentiated or branded products are particularly notable for the decisive role
that advertising plays in creating dynamic demand; agricultural inputs are generally
speaking a very small component of the final product (snacks, cereals derivatives, fizzy
drinks, etc.); the agroindustrial nucleus generally evinces high levels of concentration and
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its ability to bring about technical progress in the agricultural base is very iow, given how
unimportant the agricultural input is in terms of the final value of the product.

d) Traditional exports; when these agribusinesses deal primarily with staple grains
(wheat, flour, rice, maize, kidney beans), despite the fact that they have similar attributes
to those whose business is in traditional staples as far as their ability to bring about
technical progress is concerned, their quality and punctuality requirements may
nonetheless make them more effective in thls respect than those supplying the domestic
market. (See box 11).

4 e) New or modern agroindustrial export companies or their equivalents for the
domestic market, including fruit and vegetable products, flowers, essences, herbs, etc.
and, generally speaking, products with high value added per unit of weight, which are
characterised: by highly dynamic international demand; by a lack of significant economies
of scale in primary production, which means that small units can achieve high profitability;
and by a high degree of concentration, with some exceptions, in the agribusiness or
agroindustrial nucleus. They have great potential to bring about technical progress in
areas of small-scale production. (See box 12).

From the above categorization, which we must repeat is of a purely exploratory
nature, can be produced the following ranking arranged in decreasing order of ability to
bring about technical progress in family farming:

16



i) modern agricultural export categories {or their equivalents for the domestic

market);
i) the modern staples categories (see box 13);
iii) the traditional agricultural export categories;
iv) the traditional staples categories;
v)l differentiated or branded products.

Without prejudice to this ranking, considerations of food security may suggest
that it would be desirable to combine new agricultural export categories with traditional
staples; this is in fact a common practice among small producers when a new crop is
introduced. Again, there is some empirical evidence to suggest that efforts to bring about
technical progress in the former can translate, by force of example, into technological
improvements in staple consumption categories. (See box 14).

duc tvon for export
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IV. FORMS OF LINKAGE, MARKET FAILINGS AND TRANSACTION COSTS

1. Forms of linkage and the factors that determine them

So far we have confined ourselves to examining the basis of the potential inherent
in the linkage between agribusiness and small farmers; in what follows, we shall explore
the factors influencing the decision by the parties involved as to whether or not to
establish such links.

An agroindustrial firm may opt for various ways (which do not have to be mutually
exclusive) of obtaining supplies of its agricultural input; buying on the open market;
establishing contracts with independent producers, which may be large, medium-sized or
small (vertical coordination); carrying out production itself on its own or rented lands
(vertical integration) or a combination of these options, depending on which strategy is
best suited to its objectives, unless impediments of some kind rule out one or another of
these alternatives.® (See figure 1).

a) Determining factors

The decision by an agroindustry as to how many agricultural supply activities —
of those that can be established separately - are to be integrated and how many are to
be devolved to third parties will depend on the question of which alternative, in particular
circumstances, will ensure a quality, quantity, punctuality and flexibility (in changing
category) in the flow of inputs which is consistent with its installed capacity and with the
level, make-up and dynamics of the demand for its product, and the alternative chosen
will be the one which enables these conditions to be fulfilled at the lowest cost.

For the small farm producer, again, the decision as to where his resources of land
and labour should be directed will be determined primarily by the levels of income he
expects and the magnitude of the risks involved in the various alternatives within reach,
consideration of which, as will be shown later, involves features peculiar to family
farming.

Among the factors determining the form of organization chosen, according to
Williamson {1979), are:

i) recurrence, which enables a distinction to be drawn between occasional or
frequent transactions;

i) uncertainty, which is related to the gap between the expectations held by the
parties when entering into the transaction and the result that emerges from the
transaction;

® Such as lack of available land, legal impediments, the absence of any but small landowners,
etc.
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OPTIONS FOR LINKAGE BETWEEN AGROINDUSTRY AND SMALL FARMERS

CONTRACTS
LABOUR,
BUYS OR

RENTS
LAND

!

SELLS
LABOUR,
SELLS OR
RENTS OUT
HIS LAND

Source: Based on D. Runsten and N. Key (1995).

20

VERTICAL
INTEGRATION

Figure 1

OPTIONS FOR
COMPANIES IN

ORGANIZING
SUPPLIES

SE L[CTS

CANDIDATES,
PROVIDES
RESOURCES,
SUPERVISES
FULFILMENT
OF CONTRACT

!

ACCEPTS
CONTRACT,
PROVIDES
LAND,
LABOUR
AND PRODUCE

OPTIONS FOR THE
SMALL FARMER
IN ASSIGNING

LAND AND LABOUR

VERTICAL
COORDINATION

I'_ CHANGE
CATEGORY
» 7 or

L REGION

BUYS
INPUTS

v

OPEN
MARKET

BUYS
INPUTS,
SELLS
- PRODUCE

| FHER
USES FOR

| LanD aND |

I | LABOUR



jii) the degree of specificity of the investment or resource involved in the transaction
generating what the author defines as "idiosyncratic transactions". This
specificity may relate to the degree of labour force training or specialization
required, the suitability of a particular location, the specialized (and non-
transferrable) character of an investment, etc.

(buying or selling goods or services) ..."which are not specialized is less
hazardous as buyers can easily find alternative sources and sellers can sell
their output to other customers” ...but if, because of its specificity, "the value
of the product in alternative uses is much less than for the purpose for which
it was produced, the supplier is effectively ‘tied’ to the transaction for which
it was produced.” (English original) (Williamson, 1979).

The way in which recurrence, uncertainty and specificity are combined, and the
relative weight of each of these characteristics, will have an impact on the levels of risk
faced by the participants, the type of mechanism that the agribusiness will turn to in
order to obtain supplies and the use that the small producer will decide to make of his
land and labour.

In very schematic terms, and in general, transactions involving generic goods,
whether frequent or occasional, will be carried out through the open market; occasional
and specific transactions will require some form of contract or agreement, with access
to arbitration if the parties should disagree over the results (gap between prior
expectations and actual results) and frequent and specific, or idiosyncratic ones will tend
towards either vertical coordination or vertical integration, depending on the production
and transaction costs involved, which will be discussed further on. (See table 4.)

Table 4

FACTORS INFLUENCING THE TYPE OF COORDINATION CHOSEN

FREQUENCY OF
THE
TRANSACTION

DEGREE OF SPECIFICITY OF THE
PRODUCT OR INVESTMENT

Medium

Construction of a
plant

Purchase of Purchase of
standar equipment equipment to order

Occasional

Specific inputs with
Standard alternative uses
inputs

Specific inputs with
no alternative use

Recurrent

l MECHANISM | Market Vertical coordination i Vertical integration
]
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b) Forms of linkage °

In principle, transactions in an agricultural product will be carried out through the
open market when many "anonymous" buyers and sellers are active and when the way
in which the product needs to be adapted is mainly autonomous, in other words when the
buyer can adapt the input to his needs without the seller adapting his or vice-versa.

In general, what have been called "vertical coordination” mechanisms will be used
for frequent transactions, just-in-time delivery or transactions where cooperative
adaptation is the rule since, when buyers ask suppliers to make specialized long-term
investments in order for their requirements to be met, conditions of dependence are
created on both sides, suppliers being unable to reorient their assets without losing
productive value and buyers being unable to obtain supplies easily if the contract is
broken.

Finally, vertical integration will tend to be the norm in cases where the product
is highly specific, there are economies of scale or economies achievable by locating the
place of production close to the place of processing, and in-house production and
supervision costs are lower than those which would be incurred if production were carried
out by third parties. (See box 15.)

Box 15
TOMATO PASTE IN PERU

Ina study dealxng wnth thelinks between small- scale agriculture and agroindustry: in the lca
valley, it was found that an initial “attempt ‘had been made-to-produce’ tornato paste using
supplies provnded in“part. on the basis “of ‘contracts with ‘small producers, ‘but that the
dnfﬂcultres and.cost volved in the supervrsnon requnred for farmers to adjust to the technical

control and oversee productlon directly,

Where there is a lack of confidence in the institutions that support vertical
coordination mechanisms (the quality of contractual laws and the efforts made to apply
them, including arbitration facilities), or doubts as to whether reliable contractual partners
can be found, it happens that what could have been a contractual arrangement moves
towards the extremes, i.e. towards market-based transactions (with product specificity
being sacrificed, and productive value therefore lost) or towards vertical integration (with
an increase in investment and in administration costs, and problems of rigidity in terms
of size and location —except in the case of rented land- with the company taking on all
of the risk).

The price paid for a product also has an influence on vertical coordination
relationships. Thus, when prices do not vary much with quality or homogeneity, there is

5 This section was prepared by Martine Dirven of the Agricultural Development Unit of ECLAC.
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less reason to enter into a vertical coordination relationship rather than buying in the
market. (See box 16.)

ict is sold, have

Again, the method of supply chosen by an agroindustry can change from vertical
integration or coordination to buying on the open market in cases where the product
ceases to be a "new" or recently introduced one and becomes a mass-market item, and
if the technology specific to the introduction stage becomes standard.

With the aim of producing a graphic synthesis of the above, figure 2 has been
divided horizontally into three areas: in the first (I) are specified the characteristics which,
in ideal circumstances, lead to a certain type of interaction between the parties involved:;
in the second (I} the consequences of this interaction are described; and the third (I}l)
shows the factors that cause the "ideal” type of interaction to give way to another type
of interaction,

The variety of possible forms of coordination is extraordinarily large. Nonetheless,
it is possible to classify the different types on the basis of what could be called "degrees
of intensity”, depending on how many of the following components are or are not
included: i) buying and selling contract with quantity, quality, method of payment, price
calculation methods and delivery deadlines being specified to a greater or lesser degree;
ii) in addition to the foregoing, the provision of all or some agricultural inputs; iii) the
provision of credit to finance all or part of the operation; iv) the provision of technical
assistance; v) "managerial” involvement to lay down how and when each production
stage is to be carried out.

In the different forms of coordination, the degree of intensity can range from a
simple verbal buying and selling agreement specifying nothing but volume, as tends to be
the case for example in certain industries producing juices and dehydrated products, to
agreements covering all of the components mentioned as happens, for example, in the
above-mentioned cases of tomato paste and sugar beet in Chile.

In addition to the agribusiness and the farm producer, other participants in the

process can be: a governmental development body, the bank, an NGO, a private technical
assistance firm, etc. (Again, see box 16.)
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2. Production costs and transaction costs

Earlier on, reference was made to the types of food production chains in which
linkage between agroindustry and small farmers could be expected to have competitive
potential, it being pointed out that under certain circumstances small producers can
compete on price with medium-sized and large ones. There is a need, then, to examine
the factors which, given this potential, prevent contract agriculture with small producers
from arising spontaneously as often as would be expected. A large part of the explanation
is to be sought in the nature and magnitude of the transaction costs incurred by the
participants, on top of production or purchasing costs as such.

In simple terms, and for the purposes of this presentation, we can consider as
transaction costs those costs necessarily incurred by an operator — on top of the costs
of producing or purchasing the goods or services required — to ensure that his acquisition
matches up as far as possible to his needs or expectations. So, for example, the costs of
obtaining credit for a farmer go beyond the interest rate charged, and include his time,
travel, the implications of delay in receiving it, etc.;’ for an agroindustrialist, labour costs
include not only salaries but supervision as well, if the vertical integration route is chosen.
(See box 17.)

'Wl‘l'h a "maller number of Iarge producers because the former requrred :
tech rcal"assnstance, _prablems that arose could not be . resolved. by
g it or. leased to: them; ‘they needed cash

roke some of the regula’nons '

sient to - justify mamtammg links wrth them

If an agroindustry is free to choose between the different forms of organization,
the choice will depend on considerations of cost and profitability: it will opt for small
producers if these costs, which include the price to be paid for the produce plus costs
necessarily incurred to ensure that quantity, quality and timeliness are as required, are
lower than if it decided to buy it in from other businesses, taking account of the
administration and supervision costs which these two alternatives involve.

7 See box 19 below.
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Figure 2
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In simplified form (see graph 1), it may be assumed: a)} that the difference
between the cost of producing within the company relative to that of buying in the
market decreases as the product in question becomes more specific, as the economies
of scale that exist when there is a massive supply on the market become less, and b) that
the internal costs of organization, administration and others (transaction costs) are greater
than those incurred in the market in the case of a generic product, but the difference falls
to the degree that the input becomes more specific, until the point where the costs of
obtaining the specific product required on the market are sufficiently high to induce the
business either to enter into contracts in which the product required is specified, or to
produce it internally.

In graph 1, the horizontal axis represents products for which small-scale
production holds growing advantages, in other words it goes from non-perishable
products with economies of scale which are not labour-intensive (for example grains) to
highly labour-intensive products which are not characterized by economies of scale and
which require a high level of supervision to ensure quality, etc. (for example vegetables,
spices).

Graph 1
PRODUCTION AND TRANSACTION COSTS

Difference
in
costs

Increasing smallholder
advantage
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The vertical axis corresponds to the differences in costs. The curve ¢c,=C.-C,
where C,, corresponds to the price payable to the small producer and C,. to the cost to
the agroindustry of carrying out production itself or purchasing the product from a
commercial producer; C, = C, - C,, corresponds to the differences in transaction costs
between buying under contract from small producers or integrating vertically or
contracting with commercial producers.

C, will tend to fall if we assume that the transaction costs of contracting with
small producers are constant and that, as is to be expected, supervision and other costs
which the agroindustry will have to incur if it chooses to carry out production itself tend
to increase as the amount of care required by the input increases or the advantages of
scale diminish. CT = C,- C, is the total cost curve. From point A onwards smallholders
produce at a lower price than the agribusiness or a large agricultural firm. However, given
transaction costs, it is only from point B onwards that contracting with small producers
begins to be the most suitable form of coordination.

If the curve C, moves downwards, this corresponds to a fall in transaction costs
resulting, for example, from better organization of small producers, and implies that the
total cost curve CT moves backwards, widening the range of crops suitable for a contract
arrangement.

If it is admitted that, other things being equal, the price necessary to induce a
family unit to produce a labour-intensive crop —under conditions of compensated risk— 8
is lower than what would be demanded by an agricultural firm or than the production
costs that would be incurred by the agroindustry itself, it can be deduced that transaction
costs are what determine whether one option or another is chosen, and these costs will
undoubtedly be higher if the agroindustry has to supply itself from a large number of small
producers than they will be in the other cases.

If transaction costs are not compensated by lower acquisition costs, as often
happens, and if we wish to foster a productive transformation in smali-scale farming by
means of linkage with agroindustry, the conclusion must be that promaotional policies
should set out to compensate or reduce transaction costs, concentrating on the factors
that generate them.

3. Market failings

Several of the features of the above list suggest that the spontaneous emergence
of contract agricuiture can be explained, in many cases, by failings in the market, such
as shortages of land and labour in the case of companies and of technology and
information in the case of small producers, or by savings in the transaction costs which
would have to be incurred if the market or vertical integration alternatives were opted for.

8 Given the decisive role played by risk in the production decisions of small farmers, unless
there are conditions that restrain it expectations of greater earnings may be insufficient to induce
them to enter into an activity which jeopardizes the viability of the family.
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Analysis of a large number of concrete experiences reveals the enormous variety
to be found in the forms of linkage joining agroindustry and small farmers, when these
do not pass through the open market. In a number of cases it can be seen that a
particular form is adopted because a market does not exist or is defective, this
inadequacy being "resolved” through the forms of association chosen. (See box 18).

. other: needs, and at the same’ tlme be assured of work The:
garded as one-in: whnch tthe lack of: any. market for land purchases
d the paucity of the market for labour and/or- systems for:
transfertin -tec,nology to sma ..pvoducers, are "resolved" by one: off mstituttonal structures:

In general, markets that tend to be deficient, fragmented or simply non-existent
in rural areas are the markets for land, credit, products and inputs, information and
technology.

In the case of the land market, one of the best illustrations is provided by what
happens in areas which have been reformed or where holdings are small, when for legal
or customary reasons the land in such areas does not come on the market. {Once again,
see box 3.)

The restrictions generally encountered by small producers when they seek access
to formal credit are due not only to lack of collateral and the amount of interest, but also
include lack of transparency and handling costs (certificates, travel, delays, etc.). (See
box 19.)

In the case of technology and of inputs, which are normally linked to this, very
often the only way of obtaining access to both is by tying up with an agroindustry which,
on occasions, may even have exclusive rights over particular patents.

Access to information in many cases involves costs that small producers cannot

afford and, in others, requires contacts, knowledge and access to ever more sophisticated
means of communication which are out of the reach of small producers.
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V. POLICY OUTLINES

1. Agreement on objectives, disagreement over strategies

The quest for growth with equity is found to be one of the stated objectives of
economic policy, whatever the position of the regime proposing it; nonetheless, as a
number of studies have shown, there is not a single country in the region where these
objectives have been achieved simultaneously, in stark contrast with other recently
industrialized countries.®

In the context of changes in the international economy, more or less profound
adjustments in the economies of the region and great diversity in their productive
structures, the task of achieving both these objectives at once represents an enormous
challenge since, as will be shown, competitive structures need to be put in place, and this
requires technical progress to be spread widely. In the agricultural sector, given how
greatly agrarian structures differ from one another, technical progress can only be spread
widely, as will be shown, if policies or programmes can be designed to suit each type of
producer, promotion of linkage between modern agribusiness and small farmers being just
one of several such programmes.

Before we begin to examine the implications of this inference for the matter in
hand, we need to consider the strategic framework within which the objective of growth
with equity fits.

Whilst there may be said to be broad agreement on the objective of achieving
equitable and sustainable growth, this does not imply a consensus on the strategies for
achieving it. Accordingly, we may contrast two approaches from either end of the
spectrum, albeit in a very schematic and simplified way: the approach which derives from
neo-liberal orthodoxy and what we may call, for want of another name, "neo-populism”.
(See figure 3). The first emphasizes the need to achieve macroeconomic balances in open
economies and allow markets to operate freely and without government interference; the
second stresses the need for active government intervention to redistribute income and
rural property, strengthen the smallholder sector and regulate (and in some cases block)
processes which have an unfavourable environmental impact.

Market liberalization, as a universal formula, is called into question in rural areas
where market failings are plain to see given that certain markets do not exist, are at an
embryonic stage of development or are fragmented, or because a not inconsiderable
proportion of the population does not have the purchasing power to express its need for
products and inputs in the form of demand in the market. This does not of course mean
that the enormous number of decisions taken by countless operators and coordinated in
the market can be replaced by government agents of agencies, with the high costs in
terms of efficiency this would involve; in particular, the temptation to disrupt the system
of prices by administrative measures, however well intentioned, must be avoided. Strictly
speaking, government intervention should consist in improving the efficiency with which
transactions are carried out between the various parties involved, with the aim of
ensuring that they reflect the costs and benefits to society as well as possible.

® F. Fajnzylber and A. Schejtman (1995); F. Fajnzylber (1989) and CEPAL (1990).
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Figure 3
SCHEMATIC CONTRAST BETWEEN STRATEGIC OPTIONS AT EITHER END OF THE SPECTRUM
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Source: Modified version of F. Fajnzylber, wInternational insertion and institutional

jnnovation", CEPAL Review no. 44, Santiago de Chile, August 1991.
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Again, although growth in itself does not guarantee equity, as is proven by the
long period of economic growth unaccompanied by improvements in income distribution
or reduction in poverty in several countries in the region, it is no less true that conditions
of stagnation, recession or slow growth make it more difficult, if not impossible, to
implement policies designed to ensure more equitable distribution of what society
produces, a fact which throws into question the viability of the "populist” approach. (See
box 20.)

Albeit that both strategic approaches contain elements worth preserving, such as
the links between openness, competitiveness and growth in the "neo-liberal” approach
and the need for sectoral policies and programmes tailored to different types of producers
in the "neo-populist” one, their main weakness lies, in the first place, in the failure to
incorporate the need for dissemination of technical progress and, in the second place, in
the anti- and pro-state ideological bias which characterizes one and the other respectively,
since these prevent them from grasping the institutional innovations that can give rise to
synergistic forms of public-private collaboration in a renewed institutional framework, in
accordance with the dynamics of the internal and external changes now being
experienced.

From what has been said so far certain inferences follow, and these should be "
stated before we begin to consider the possible advantages and risks involved in the
various forms of agriculture based on contracts with small producers:

In general, most of the experiments analyzed were initiated by an agroindustry,
by an international cooperation agency or by an NGO, without the involvement of any
public promotional or regulatory policy. In cases where there was such involvement the
initiatives concerned, with a few exceptions, predated the structural adjustment process
or were put in place by government agencies which existed beforehand but whose
activities had been reduced in scope.

The spontaneous emergence of forms of linkage appears, as suggested, to be due
to market failings or to fragmented or simply non-existent markets, a situation typical of
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rural life in the region. The links which arise to fill their place come to incorporate small
producers when, for various reasons, there is no other alternative or when the transaction
costs of other alternatives are excessively high, so that leaving this choice entirely up to
the "free enterprise” of the company would constitute an abandonment of one of the
possible routes towards modernizing a more or less significant proportion of the small
farming sector.

It is indispensable for institutions to be renewed in a such a way that creative
forms of collaboration between the public and private sectors can emerge and thus, in the
specific area we are dealing with, agroindustry can be induced to act as an agent for
channelling technology towards small farmers, not only because the functions which were
carried out by the public sector in the past have been abandoned or seriously curtailed,
but also because, regardiess of the good intentions of those in charge of the process,
many of the forms of technology transfer practised in the past did not produce the results
hoped for.

In so far as the opportunities and restrictions faced by any partnership between
business and small farmers will manifest themselves in specific ways at the local level,
ways that cannot be perceived in the centres, it is vital: i) for the decision-making powers
of public bodies to be decentralized and delegated to local agencies; ii) for human and
material resources to be decentralized accordingly; iii) for the complementary functions
of various government agencies to be integrated at a local level; iv) for private operators
to be organized and v) for areas of collaboration to be created locally for concrete
initiatives, albeit in the framework of national policies or programmes. It must be borne
in mind that for operators to build on the advantages they possess and moderate the risks
confronting them, as described below, what is needed are "small areas of territory and
institutional partners very close at hand" (Borja, 1987).

2. Advantages and risks for those involved

A "perfect contract” is one in which the incentives governing the behaviour of the
different parties involved lead them to "act and share information in such a way as to
maximize the results of the association, with the assurance that their earnings will not be
affected adversely by the (opportunistic) actions of any one of them" {King, 1992, p.
1220). Undoubtedly, this situation is rarely achievable if we consider the asymmetries
between the parties in terms of information and power, the uncertainty characteristic of
this type of activity and the clash of interests that frequently arises, which mean that the
explicit expectations, intentions and behaviour with which those entering into the
agreement start out do not correspond to the behaviour and results which subsequently
emerge.

a) Advantages for the agroindustry

i) Delegation of the risks inherent in agricultural production to third
parties;

i) avoidance of problems deriving from the employee relationship;
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b)

c)

iii)

iv)

v)

vi)

vii)

avoidance of the risk of giving grounds for expropriation under Land
Reform legislation;

avoidance of the need to tie up capital in land;

access to land suitable for cultivating the inputs it requires in areas
to which access is unobtainable other than by agreement with
producers in general or small producers, if this is how land is held
in these areas;

costs reductions when it would be more expensive to carry out
production itself, small producers being opted for when agricultural
firms demand higher prices, even taking into account the extra
transaction costs incurred when procuring supplies from such
producers;

government incentives or legislation, respectively encouraging or
requiring it to purchase from small producers.

Risks to the agroindustry

i)

ii)

iii)

iv)

Increasing transaction costs as the number of suppliers mounts
{transportation, technical assistance, quality control, administration,
etc.);

the complexity of contracts which, to ensure efficiency, include
many variables (quality, delivery times, price) that are difficult to
control and give rise to continual disputes;

sale to third parties when the price agreed is lower than the market
price at the time of delivery;

diversion of supplies delivered by the agroindustry to uses other
than those agreed on.

Advantages for the small producer

i)

i)

iii)

iv)

v)

A guaranteed market and, if the contract so stipulates, a price set
in advance;

technical assistance enabling productivity per hectare to be
increased;

introduction of higher value products;

better use of family labour since the products involved are generally
more labour-intensive per hectare;

the opportunity to extend the new knowledge gained to traditional
products or other ones not included in the agreement;
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vi) in some cases, access to production equipment or machinery
belonging to the agroindustry.

d) Risks to the producer
i) Manipulation of quality standards to regulate prices and deliveries;
i)  late acceptance to reduce prices;

iii)  linking of the contract to another one which is less advantageous
to the producer, when the firm buys more than one product;

iv)  tendency to monoculture, with the dependency and vulnerability
that stem from this;

v) deficiencies in technical assistance, the effects of which become
the responsibility of the producer and not the company providing it;

vi) late payment or lack of clarity in settlements;

vii) favouritism in allotting the most favourable planting dates.

3. Sequence of actions for building up and developing a relationship

Once an initiative has been launched to link small producers with an agroindustry,
the subsequent gestation and development of this relationship will involve overcoming
problems relating to the market, financing, technology, information and security, to avoid
the risk of the initiative ending in failure, as has happened on innumerable occasions. The
various experiences examined both in this study and in others dealing with the same
subject suggest that a particular sequence of actions needs to be followed when tackling
the problems mentioned, such as the one proposed by Marsh and Runsten (1994) in the
case of the communal landholders in Mexico.

a) Ensuring that a profitable market exists is the first requirement, since
many initiatives have failed through an activity being started up simply because the land
was suitable, the technology existed and the product was believed to be more valuable
than the traditional crop. The counterpart to this is a firm market and an agreement
which includes safeguards against the risk of price fluctuations. {See box 21.)
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One factor common to all cases where partnerships have endured over time is the
certainty of being able to place a predetermined volume of produce at prices calculated
under terms established in advance and applied with a reasonable degree of
transparency, even in those cases - far from exceptional — where the small producers
have shown doubts as to whether the criteria were being applied fairly. The fact that such
partnerships have continued even where other alternatives exist shows the importance
attached by the producers to having a guaranteed market.

b) Technical assistance and training. In the transition from traditional crops
to more valuable ones intended for more demanding markets, training is a crucial factor.
Clearly, the cost of giving training and technical assistance to a group of small producers
is greater than the cost that would be incurred if the agroindustry were to opt instead for
a couple of large producers, so the latter alternative is preferred if it exists; if the
agroindustry is to be persuaded to opt for the first, these costs must be compensated,
at least for as long as it takes for the partnership to consolidate. In cases where these
costs have been met by the firm, it has been found that: significant profits were
expected, the option of turning to other types of producer did not exist or the wage and
transaction costs involved in undertaking cultivation itself were very high. (See box 22.)

c) Financing. Once it has been ascertained that a profitable domestic or
foreign market exists and that the technology is available, and a training programme has
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been devised, it has to be borne in mind that the amount of investment needed to
introduce and sustain crops with a high unitary value of the type considered particularly
suitable for this type of partnership is significantly higher than that required for traditional
crops: the costs per hectare can be more than twelve times greater as is the case, for
example, with jalapeiio chilies compared to maize in Guatemala, or with strawberries as
against maize in Mexico. In view of this, access to credit becomes a necessary condition
for activities to be started up. (See box 23.)

d) Organization. It was pointed out earlier that when small producers are
organized the transaction costs to the company or development agency can be reduced,
as the processes of training, financing, supervision, etc. are facilitated. In addition to this,
the producers gain a bargaining power with the company that they would not have as
individuals. It should also be borne in mind that the greater the relative homogeneity of
the family units making up the organization and the more democratic and transparent its
leadership, the better are the chances of the organization and its links with the
agroindustry being successful and durable.

: e) Reducing risk. To some extent, contract agriculture is a mechanism for
distributing risk between the agroindustry and the farmer. Generally speaking, whilst the
company accepts the marketing risks, the producer accepts the cultivation risks.
However, given how interdependent these processes are, and given that outside agencies
may be involved, there is always scope for redistributing the risks depending on the
negotiating power of the parties.

The risks faced by a small producer who gives over all or some of his land to a
product destined for an agroindustry can come from various quarters, including those
attributable to the risks inherent in agricultural production, price fluctuations, tardy arrival
of credit and supplies, late delivery of a perishable product, etc. In partnership
agreements, the terms under which risks are distributed between the agribusiness and the
producer may or may not be spelt out, and this distribution may or may not be equitable.
Nonetheless, whatever the situation, in the absence of any system of insurance and in
so far as all or part of the risk may be borne by the small producer, there is a need to
incorporate mechanisms to dampen the effects of an adverse result, given the grave
implications that this may have for the subsistence of the family unit. Although crop
diversification and the inclusion of some proportion of traditional crops and/or produce for
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home consumption are ways of reducing risk, they may be inadequate and have to be
supplemented by other measures. (See box 24.)

f) Iinformation. As will be shown, there is great asymmetry in access to
information between agribusiness and small producers in respect not only of markets for
supplies and technology, factors influencing price changes (above all in export prices),
regulations on pesticides in foreign markets, etc. but also, on occasions, the effects that
the use of particular inputs and the cultivation of particular products can have on the
heaith of the producers themselves and the condition of their land. {See box 25.)

4, Main_conclusions

A number of considerations, arising out of what has been said so far, provide a
basis for drawing up a strategy to modernize family farming, relying on the potential of
agroindustry as an agent for change. These may be summarized as follows:

i) a policy of laissez faire, even within a framework of reasonable macroeconomic
balances, is not sufficient to bring about modernization in family farming and thus
draw it into a process of growth with equity.

i) Certain agroindustrial and/or agribusiness centres have great power to bring about

technical progress in their agricultural hinterland in general, and among small
farmers in particular.
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iii)

iv)

The public authorities have not in the past proved very successful when they
have taken on the task of promoting technical progress in family farming. Under
the conditions brought about by the adjustment process their powers have been
even more limited, so there is a need to find formulas to increase the efficiency
of government action in these new circumstances.

Concerted action by the public sector and agroindustries or agribusinesses, with
greater capabilities in terms of promoting technical progress, appears to be the
right way to realize this potential on a much more effective basis than can be
achieved by spontaneous initiatives.

if the potential offered by stronger links between agroindustry and agriculture is

to be realized, the following measures, among others, will be required:

i)

i)

iii)

iv)
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Decentralization of public administration and the resources that go with it,
establishment of complementary functions at a local level and creation of local
forums for joint action by the public and private sectors such as to ensure
transparency and symmetry in relations between farm producers and
agroindustry;

establishment of a set of measures to encourage agroindustries, chosen for their
potential, to carry out the tasks of training and transferring technology to small
producers with the ability to turn themselves into stable suppliers to these
agroindustries. Among other things, these incentives must provide for
subsidization of the higher transaction and training costs involved in creating this
supplier base. One possible way of attaining these objectives would be to set up
public funds or trusts for this purpose;

encouragement to small producers to organize, taking care that a reasonable
degree of homogeneity exists between members in terms of potential,
expectations and motivation. Such organizations, by making it easier for
producers to communicate and cooperate in their work, allow them to present a
united front to the agroindustry and also point the way to the establishment of
cooperative agroindustries or mixed partnerships with private businesses;

the necessary degree of flexibility in applying the sequence of activities described
earlier.



Source of Tables

Table 1

Table 2
Table 3
Table 4

Different characteristics of peasant and commercial agriculture
{Schejtman, A., 1980)

Mexico: types of family unit (ECLAC, 1989)

Types of agroindustries

Factors influencing the type of coordination chosen

Source of Boxes

Box 1
Box 2
Box 3
Box 4
Box 5
Box 6
Box 7

Box 8
Box 9

Box 10
Box 11
Box 12
Box 13
Box 14

Box 15
Box 16

Box 17
Box 18
Box 19
Box 20
Box 21
Box 22
Box 23
Box 24

Box 25

Rural development programme for the Ecuadorian Sierra {De Janvry, A.
and Glikman, P., 1991)

Cuatro Pinos: the choice for small producers (von Braun, J. et al, 1989
and Carletto C. et al, 1996)

Communal land as an area of expansion for agroindustry (Dutrenit, G. and
Oliveira, A., 1991)

Rural dairies in Ecuador (H. Valencia, ECLAC, 1995)

Organic producers of Del Cabo (Runsten, D. and Key N., 1995)

Loans to encourage association {Dutrenit, G. op. cit.)

Producer organizations as intermediaries with agroindustry (Glover, D. and
Kusterer, K., 1990)

Components of a comprehensive agreement (Echenique, J., FAO, 1993)
Partnership between commercial farmers and smallholders to overcome
problems of scale and marketing in rice processing {Matsusaki, P., 1994)
The case of poultry production in Brazil (Sorj, B., 1982)

Kidney bean production in Chile (Echenique, J., et a/, 1989)

Industrial tomato production in Chile (Tomic, T., 1991)

FIRA: relative importance of the different types of partnership (Dutrenit,
G., op. cit)

Technical progress applied to staple crops (for Chile, Echenique J., op. cit,
von Braun, D. et a/, 1989)

Tomato paste in Peru (Figueroa, A., 1995)

Contrasting forms of coordination for a similar product (for Chile, Tomic,
T., 1991 and for Ecuador, Valencia, H., op. cit)

Transaction costs as the reason for switching for small producers to large
ones (March, R. and Runsten, D., 1994)

Market failings and linked markets (Figueroa A., op. cit/

Costs of formal credit to smallholders (Runsten, D. and Key, H., op. cit)
Market-led growth necessary but no sufficient (Ramos, J., 1993)
Losses due to lack of market research (oral report of Secretaria de la
Reforma Agraria, 1993)

Private and public training initiatives (for ASAGRO, Glover, D. and
Kusterer, K., op. cit and for FIRA, Dutrenit, G., op. cit)

Financing as a barrier (interview of Liudmila Ortega to the Director of
ISEAC)

Effective and ineffective insurance mechanisms (Dutrenit, G. and
interview to Secretaria de Reforma Agraria, 1993)

The severe consequences of insufficient information {Glover, D. and
Kusterer, K., op. cit)
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Source of Figures and Graph

Figure 1 Options for linkage between agroindustry and small farmers (Runsten, D.
and Key, N., 1995)

Figure 2 Factors causing forms of coordination to change (Dirven, M., Agricultural
Development Unit, ECLAC, 1996)

Figure 3 Schematic contrast between strategic options at either end of the
spectrum (Fajnzylber, F., 1991)

Graph 1 Production and transaction costs
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