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ABSTRACT

COOPERATIVE RATIONALITY IN CONTEMPORARY
AMERICAN AGRICULTURE

By

“Menwouyyellet Assmare

The objective of this dissertation is to prove that the cooper-
ative form of business organization has become incompatible with the
performance requirements of the tasks it has to undertake in contem-
porary American agriculture. The proof would involve a demonstration
of: (a) the nature of the tasks that agricultural cooperatives would
have to undertake in order to survive in contemporary American agricul-
ture, and (b) the inability of agricultural cooperatives to carry out
these taske effectively and efficiently without violating the con-
straints and contingencies that arise from the cooperative character
of agricultural cooperatives.

As American agriculture continues to use an increasingly advanced
technology, agricultural cooperatives find it imperative to assume an
increasing number of the activities of the family farm as well as to
undertake the processing of farm products and the manufacture of farm
supplies. However, if these activities are to be carried out effec-
tively and efficiently, it is necessary that the activities of the
family farm become subordinated to those of the agricultural cooper-
atives. And such a subordination becomes more feasible as the growing
complexity and capital intensity of the operation of the family farm
continues to reduce the role of the farmer to that of a laborer. But

such a relationship violates one of the two fundamental attributes of
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the cooperative form of business organization: the subordination of
the activities of the cooperative to those of its members.

On the other hand, the persistence to observe the other fund-
amental attribute of the cooperative form of business organization has
become the basic source of the financial plight of agricultural coop-
eratives. The nature of the tasks that agricultural cooperatives have
to undertake are such that a large amount of equity capital has to be
raised. However, the commitment to observe the unity of patronage
and ownership in the member restricts the source of such capital just
to the family farmers who patronize agricultural cooperatives. And
as the financial plight of family farmers became increasingly acute,
agricultural cooperatives could not raise their required equity cap-
ital by directly soliciting their members for contributions. The only
way they could raise such a capital without violating the unity of
patronage and ownership in the member is by pursuing a policy of high
princes and low cash patronage refund.

It is a general practice of agricultural cooperatives to raise
their prices beyond what the competition permits as well as to restrict
as much as possible the amount of cash patronage refund due to their
patrons. Such a practice is, however, proving counter-productive. The
policy of high prices and low cash patronage refund has made the
opportunity cost of patronizing agricultural cooperatives so unbearable
that family farmers are increasingly becoming reluctant to patronize
agricultural cooperatives. It is thus a matter of time before agricul-
tural cooperatives will have to go to the capital market to raise the
equity capital they need. And when that happens, agricultural cooper-

atives will be indistinguishable from the corporations.
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Effective and efficient performance of the tasks that agricul-
tural cooperatives have to undertake in contemporary American agricul-
ture requires that they operate outside the constraints and contingen-
cies that arise fhom‘the cooperative character of the organization.
However, inasmuch as these constraints and contingencies are the fund-
amental attributes that differentiate the cooperative from the corpor-
ation, the inability of agricultural cooperatives to operate within
these constraints and contingencies makes their mode of operations
indistinguishable from those of the corporations. And this means
that agricultural cooperatives will have to repudiate their cooperative
character in order to be equal to the tasks they have to perform in

contemporary American agriculture.
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INTRODUCTION

The fundamental thesis of this dissertation is that the cooper-
ative form of business organization is increasingly becoming incom-
patible with the performance requirements of the tasks it has to
undertake in contemporary American agriculture. Such incompatibil-
ity gets its expression in this dilemma: if agricultural coopera-
tives are to operate within the constraints and contingencies that
ar}se from their cooperative character, they have to accept the grow-
ing sacrifices in effectiveness and efficiency of performance that
such a course of action entails; on the other hand, if they are to
carry out their activities as effectively and efficiently as the
competition demands, then they have to operate outside these con-
straints and contingencies; The task of this dissertation is, there-
fore, to show how the limits of the capability of agricultural
cooperatives as imposed upon them by their cooperative character
have been compromising the effectiveness and efficiency of their
performance, and hqw these cooperatives are finding it increasingly
imperative to operate outside such 1imits so that the activities
they have been compelled to undertake can be carried out as effec-
tively and efficiently as the competition demands.

The first problem that must be overcome is the identification
of the limits for the capabilities of the cooperative form of bus-

iness organization. Since capability limits of organizations are
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found in the constraints to be faced and the contingencies to be

met in pursuing the technical rationality of their operations, then
the 1imits of the capability of the cooperative form of business or-
ganization are to be found in the constraints and contingencies

that arise from the cooperative character of that organization.

Thus, the problem of identifying the limits for the capabilities of
the cooperative form of business organization is transformed into

a problem of identifying the constraints and contingencies that
arise from the cooperative character of these organizations. And
when technical rationality in the cooperative form of business or-
ganization is limited by such constraints and contingencies, the 1lim-
it to such a potential is referred to as its cooperative rationality,
a concept which the first chapter explores.

The cooperative form of business organization can be differ-
entiated from other forms of business organization in two fundamental
ways: the subordination of the activities of the cooperative to
those of the patrons, and the unity of patronage and ownership in
the member. The subsequent chapters of this study are devoted to
examining the extent to which these essential attributes of the coop-
erative form of business organization are being observed in the oper-
ation of agricultural cooperatives and at what cost.

The second chapter examines the extent to which the activities
that agricultural cooperatives have been compelled to undertake are
subordinated to those of the patrons. The nature of the activities
that the family farm can perform and those that the agricultural
cooperative has to perform in contemporary American agriculture is

such that the relationship between the activities of both can be
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more efficiently coordinated if the activities of the family farm
are subordinated to those of the agricultural cooperative. As a
result of such subordination, however, cooperative rationality is
violated.

Chapters III and IV deal with the problem of observing the
unity of patronage and ownership in the family farmer. The first
of these two chapters explores the way in which the nature of the
new tasks that agricultural cooperatives have been compelled to
undertake has been creating a problem of raising equity capital.
Agricultural cooperatives are being compelled not only to assume
the managerial and financing functions of the family farm but also
to undertake the processing of farm products and the manufacture
of farm supplies if they are to play any meaningful role in the in-
creasingly integrating American agriculture. And the undertaking
of these tasks requires increasingly large amounts of financial
outlay.

Contemporary American agricultural cooperatives are thus under
an unrelenting pressure to raise larger and larger amounts of equity
capital to finance the operation of -the new tasks that they have
been compelled to undertake. At the same time, the financial plight
of family farmers is such that this required equity capital can not
be raised from patron-owners. Agricultural cooperatives are thus
faced with the prospect of having to raise the equity capital they
require from non-patrons, a prospect whiEh is tantamount to an annul-
ment of the unity of patronage and ownership in the member. And
inasmuch as this annulment makes the cooperative form of business

organization indistinguishable from the corporation, agricultural
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cooperatives can not raise equity capital from non-patrons and still
continue to call themselves agricultural cooperatives. The alterna-
tive they have chosen is to raise their equity capital "internally."
The fourth chapter considers the strategies that agricultural
cooperatives use to raise equity capital "internally." These stra-
tegies include a policy of high prices for the goods and services the
cooperatives sell and low cash patronage refund. The consequence of
such policies is to increase the cost of patronizihg agricultural
cooperatives. And this means that the unity of patronage and owner-
ship in the member can be maintained only at an increasingly high
cost to the patron. But the growing financial plight of the farmer,
particularly the young farmer, is such that he will not be able to
bear the burden of such a rising cost of patronizing cooperatives.
It is thus just a matter of time before agricultural cooperatives
find it imperative to abandon the unity of patronage and ownership

in their members and transform themselves into corporations.



CHAPTER I

COOPERATIVE RATIONALITY

Cooperative rationality as used in this dissertation is de-
rived from what James D. Thompson calls organizational rationality.
The legitimacy of this derivation is based on the conceptualization
of cooperatives as a specific form of organization. Thus, because
cooperatives constitute a specific form of organization, the organ-
jzational rationality that assumes a distinctive character in the
cooperative form of organization can be termed cooperative rational-
ity.

The notion of organizational rationality as used by Thompson
refers to what purposive organizations must do to accomplish desired

lr'esults,'I

thus justifying their survival. In the final analysis,
the task of surviving requires that organizations become effective
and efficient in their operations. Effectiveness (Thompson uses
instrumentality instead)2 is necessary because the organizations at
issue are purposive; and efficiency (Thompson uses economic instead)3
is necessary because organizations have a limited amount of resources
at their disposal.

In order to be able to be effective and efficient in their
operations, organizations strive to achieve technical rationality.

And inasmuch as organizations are interdependent with their task

environments for the acquisition of their inputs and for the disposal

5



6

of their outputs, their pursuit of technical rationality requires
that they face constraints and meet contingencies that arise from
these environments. Thus, operational effectiveness and efficiency
in organizations cannot be achieved by technical rationality alone,
but by a more comprehensive rationality that takes environmental
constraints and contingencies into consideration. It is to this
comprehensive form of rationality of organizations that Thompson
gives the label organizational rationality.4 According to Thompson,
therefore, organizational rationality refers to the environmental
constraints to be faced and the contingencies to be met by organiza-
tions in their pursuit of technical rationality of their operations.5
The specific nature of the constraints to be faced and the con-
tingencies to be met varies from one organization to another. In a
cooperative form of organization, there are constraints and contin-
gencies that arise from the cooperative nature of the organization
which give organizational rationality a distinctive character that
could be specified as cooperative rationality. To appreciate cooper-
ative rationality, however, it is necessary not only to ascertain
the specific constraints and contingencies that arise from the cooper-
-ative character of the organization, but also to understand how these
constraints and contingencies give organizational rationality in a
cooperative form of organization its peculiar feature. The first
part of the rest of this chapter is thus devoted to eétablishing the
constraints and contingencies that arise from the very concept of
cooperatives; and the last part of the chapter demonstrates how these
constraints and contingencies give organizational rationality its

cooperative character.
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The Concept of Cooperatives

Depending upon the purpose the definition is supposed to serve,
a rather diverse conceptualization of cooperatives has emerged, a
diversity which is so enormous that Anders Orne characterized the
concept of cooperatives as a "term which like religion and philosophy
defies exact definition. Almost every writer on the subject has a

definition of his own."6

In the area or agricultural cooper-

atives, even the different Departments of the federal government of
the United States have different definitions of cooperatives. The
Internal Revenue Service of the Department of the Treasury defines
cooperatives in such a way that the administration of the tax laws
will be facilitated. On the other hand, the Capper-Volstead Act of
1922 defined cooperatives such that they could be exempted from anti-
trust laws. Each definition emphasizes certain aspects of cooper-
atives and omits others. And none would claim to be exhaustive.
However, the sum total of the attributes identified by each defin-

ition could give a profile of what constitutes the concept of cooper-

ative.

The Organizational Character of Cooperatives
C. R. Fay conceptualized cooperatives as a specific form of
association.7 So did the Capper-Volstead Act of 1922--the Magna
Carta of Agricultural Cooperatives in the United States. In fact,
the title of the Act reads: "An act to authorize association of

w8 On the other hand, other

producers of agricultural products.
people conceptualize cooperatives as a form of organization; Joseph

Knapp, for example, defined cooperatives this way.9
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The conceptualization of cooperatives as a form of both asso-
ciation and organization is not difficult to reconcile since, after
all, an association is a form of organization, a designation which
both Webster and the Random House dictionaries make. And the con-
ceptualization of cooperatives as a form of association suggests that
the cooperative is a second derivative of the concept of organiza-
tion. Thus, whether the cooperative is conceptualized as a form of
organization or association, the organization character of cooper-
atives cannot be disputed.

The Particularity of the Cooperative
Form of Organization

The categorization of cooperatives under the general concept
of organization does not enable us to come to grips with the essence
of cooperatives. Therefore, there is a need to differentiate the

cooperative form of organization from other forms of organization.

And one basis for such differentiation is to recognize the cooper-

ative as a form of association.

The Subordinations of the Cooperative
Form of Organization to its Members

According to Random House Dictionary, the word association
"was first used among congregationalists for a society of a number of
pastors of neighbouring churches, united for promoting the interests
of religion and the harmony of churches but claiming no ecclesias-
tical authority." What then is critical in the essence of an associ-
ation is not that it is a union of people but rather the fact that the
union has no authority over its constituency. Although the meaning

may have undergone some modification, the relative independence that
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the members of the union enjoy is the central feature of an asso-
ciation. What distinguishes an association from a corporation in
the United States is that the latter has a charter while the former
does not. Moreover, a speech by Abraham Lincoln makes this non-
authoritative character of an association rather unmistakable: "If
the United States be not a government proper, but an association of
states in the nature of contract merely, can it, as a contract, be
peaceably unmade by less than all the parties who made it?" Here,
again, the high degree of independance of the members of the union
of an association is obvious.

The conceptualization of a cooperative as an association is

indeed consistent with 1its raison d'etre. According to Edwin G.

Nourse, recognized as the dean of scholars on cooperatives, the cooper-
atives were trying

...to organize a naturally decentralized type of industry for
the large scale operations demanded in a scientific, commer-
cialized, and capitalistic way, while at the same time preser-
ving the personal independence and dynamic element of individ-
ual participation and reward which seemed to be threatened
under some forms of modern industrialization.

Thus, one of the essential tasks of cooperatives is the preservation
and not the decimation of the personal independence of its members.
Frank Robotka, for example, conceptualized the cooperative as an
organization that enables small units to gain some of the advantages
of group action and large scale operation and "at the same time retain
a maximum of independence in their individual pursuits."]]
The law itself recognizes the high degree of independence of

the members of the cooperative. The very purpose of the Capper- -

Volstead Act of 1922 was to exempt the cooperatives from anti-trust
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laws which would have made associations of independent producers
illegal. In discussing the bill, Mr. Volstead pointed out that

...the objection made to these organizations (cooperatives)

at present is that they violate the Sherman Anti-trust Act,

and that is upon the theory that each farmer is a separate

business entity. When he combines with his neighbor for the
purpose of securing better treatment in the disposal of his
crops, he is charged with a conspira?¥ or combination con-
trary to the Sherman Anti-trust Act.
What the Capper-Volstead Act did was to make the cooperative a spec-
ijal case in terms of applying the anti-trust laws, and in spite of
the fact that the cooperative was perceived to be an association of
individual business entities, it was made exempt from a charge of
conspiracy.

The Internal Revenue Service also recognizes the special char-
acter of the relationship of the cooperative and its members. While
the corporation is taxed as an entity, the cooperative is not; it
is only the members of the cooperative that are taxed. And this
policy of taxation is tantamount to recognizing the cooperative to
be an extension of its members. According to the Farmers Cooperative
Service of the USDA, "farmers look upon their cooperatives as exten-
sions of their own farming operations--as the marketing and purchas-

ing departments of their own fanrms."]3

Such a relationship suggests
that the cooperative organization is subordinate to the activities of
its members. In other words, the organizational personality of the
members is subordinate to their individual personality. The reverse
is true in other forms of business organizations, a fact cited by

14 15

Barnard and Simon ° along with Schien ~ who emphasize the subordina-

tion of individual personality to organizational personality. Thus,
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the subordination of the organizational personality to the individual
personality constitutes a significant differentiating characteristic
of the cooperative form of business organization.

The Unity of Patronage and Ownership in the Member
of the Cooperative Form of Organization

The classification of cooperatives under association does not
enable us to pinpoint what cooperatives are per se. Hence we have to
further differentiate the cooperative form of assoéiation from other
forms of association. C. R. Fay made such & differentiation by
suggesting that a cooperative has joint trading as its pulr'pose,]6
while Margaret Digby pointed out that the purpose of cooperatives is

17

to undertake commercial and financial operations. In the United

States cooperatives are conceptualized as a form of business organ-

jzation. Thus, B. H. Pentecost,]8

along with the Internal Revenue
Servicelgdefined agricultural cooperatives in this way. Yet although
this business orientation of cooperatives may help us differentiate
them from other forms of association, we still have to distinguish
between the cooperative form and other forms of business organization.
Joseph Knapp drew such a distinction when he suggested that

“the non-cooperative business is set up by an individual or a group
to perform a service for some one else, of course, at a profit. The
cooperative is, on the other hand, set up by a group of persons or

20 In other words, the

firms to perform services for themselves."
patrons and the owners of cooperatives are the same people. The

unity of patronage and ownership in one person is recognized to be
so fundamental a characteristic of cooperatives that it often con-

stitutes part of the elements that define it. Thus, B. H. Pentecost
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claimed that the cooperative form of agricultural business organ-
ization is different from other forms of business organizations in
that the former is owned and controlled by member agricultural pro-

21

ducers,  while the Internal Revenue Service defined a cooperative

as "a business organization formed for the purpose of providing

goods or services for its patron-owners or marketing their products.”22
The unity of patronage and ownership in one person makes the

cooperative form of business organization distinct from other forms

of business organization in that it involves only two distinct groups

of people: the patron-owners and the employees. All1 the other forms

of business organization involve three distinct groups of people:

the owners, employees, and customers.23

Accordingly, the unity of
patronage and ownership in one person must constitute a fundamentally
distinguishing characteristic of the cooperative form of business

organization.

Summar,

The cooperative is a form of business organization differsn-
tiated from other forms of business organization on two counts: the
subordination of the organization to the patron-owners and the unity
of patronage and ownership in one person. And as it will be shown,
even the cooperative principles that are often used to define the
concept of cooperatives are derivations from these two fundamental

attributes of the cooperative form of business organization.



13

The Concept of Cooperatives and
Cooperative Principles

The concept and principles of cooperatives are so interrelated
that they are often used interchangeably. In fact, it is not un-
usual to see the concept of cooperative defined in terms of cooper-
ative principles. Edwin Nourse dramatized the impact of cooperative
principles on the concept of cooperatives in this manner: '"the
Rochdale Dogma says in essence if you require every member to buy a
share of capital stock and 1imit the amount any member may hold, if
you put a low ceiling on interest paid to purchasers and follow mar-
ket prices, sell for cash and return any residual in proportion to

24 Nourse's characterization of

patronage you have a cooperative."
cooperative principles as the Rochdale Dogma suggests that they are

not intrinsic to the concept of cooperative.

Cooperative Principles
The origin of cooperative principles is the Rochdale Pioneers.
In fact, the cooperative principles adopted by the International
Cooperative Alliance (ICA) in 1937 were in effect a modification of
the Rochdale principles. The same principles were reaffirmed by the

ICA in 1966 and still prevail today.2>

They include the following:
1. Open membership
Democratic control

Limited interest on capital

S W N

Distribution of surplus to members in proportion of their
participation in the transaction of the society
5. Political and religious neutrality

6. Cash trading
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7. Education

Inasmuch as the agricultural cooperatives in the United States
are, at least indirectly, members of the ICA, they are expected to
observe the cooperative principles adopted by the ICA. But adher-
ence to these principles is not complete. Indeed, Bakken found out
that most of the cooperatives in the United States select their mem-

26 Nor is the

bers, thus violating the principle of open membership.
principle of cash trading observed, and political and religious neu-
trality as well as education are not considered to be relevant enough to
constitute cooperative principles in American agriculture. Instead,
according to the USDA, the three distinctive principles of American
cooperatives are democratic control, limited returns on capital, and

27

operation on a cost of doing business basis. And Kelsey B. Gardner

confirms that these three cooperative principles have commonly been

accepted in the United States,28

though interesting to note it that
there is an increasing pressure to modify them.

The changing nature of cooperative principles is not difficult
to understand when one recognizes how these principles came about.

29 In fact,

Abbot noted that they evolved out of trial and error.
efforts to organize and operate cooperatives before 1844 resulted in
failure, but the lessons that could be drawn from these failures cul-
minated in the success of the Equitable Pioneers Cooperative Society.
And the rules of organizing and operating a cooperative successfully
have come to be known as the Rochdale Principles. Since then, the

cooperative of the Rochdale Pioneers has been a model of organizing

and operating cooperatives. In the words of Rheinhold Hezler,
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Cooperative principles always were intended to serve as guid-
ing maxims in founding cooperatives and spreading the cooper-
ative idea and in so doing, to influence and eliminate
alternative solutions. Over and above this, these principles
were and still are meant to influence, guide and keep together
an organization which though decentralized in all its parts is
based on an identical concept.30
The insistence on a strict adherence to cooperative principles
has resulted in making these principles and the concept of cooper-
ative virtually indistinguishable. In the United States, as indicated
previously, democratic control and service on cost basis have often
been used to define the concept of cooperatives. Thus, William Jus-
tice defined cooperative as "a business enterprise that is organized,

n31 And B. H. Pentecost defined

owned and controlled democratically...
agricultural cooperatives as a business organization...which operate...
on a cost basis after allowing for the expenses of the operation and
maintenance and any other authorized deductions for expansion and
necessary reserves."32

Yet the difference between the concept of cooperative and
cooperative principles is unmistakable. That the concept of cooper-
atives preceded the cooperative principles is a matter of fact.33
After all, the cooperative principles came into being after 1844,
while the concept of cooperatives was conceived in 1820s by the utop-
jan socialists. Nevertheless, the concept of cooperative has virtu-
ally undergone no change, while cooperative principles have been
substantially modified, at least in the United States. And, indeed,
the fact that cooperative principles resulted from the problem of
organizing and operating cooperatives in a specific place and at a

specific period of time emphasizes their transient nature.
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The Rationale of Cooperative Principles

Although the concept of cooperatives and cooperative prin-
ciples are different, they are interrelated. Each of the three
cooperative principles that are still in vogue in the organization
and operation of agricultural cooperatives in the United States could
be derived from the two-fold character of the concept of cooperative
itself.

The principle of service at cost is derived from the fact that
agricultural cooperatives are extensions of the family farm, a con-
ceptualization which suggests that a transaction between the farm and
the cooperative would have to be considered as an internal one. And
to the extent that an organization cannot make profit from an inter-
nal transaction, cost as a basis of such a transaction becomes im-
perative. Accordingly, inasmuch as the marketing cooperative repre-
sents the marketing department and the purchasing cooperative repre-
sents the purchasing department of the family farm, the transaction
between each of these cooperatives and the family farm would have to
be handled on the basis of cost.

While the conceptualization of agricultural cooperatives as an
extension of the family farm could make the principle of service at
cost imperative, the unity of patronage and ownership in one person
makes this principle operational in a cooperative form of business
organization. Where patronage and ownekship are not united in one
person, the generation of profit from a transaction between a bus-
iness organization and its patrons would be indispensable. After-
all, profit is the inducement for the participation of investors in

an organization.
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Elaborating on the inducement contribution model of Chester
Barnard, Herbert Simon identified three different forms of induce-
ments that a business organization would have to offer in order to
sustain the participation of the three different groups of people
that constitute it: profit for the enterpreneur (owner), wages for

34 Inasmuch as the

employees, and attractive prices for customers.
cooperative form of business organization is made up of two differ-
ent groups of people, two different forms of inducements would be
sufficient to sustain their participation: attractive prices for
patron-owners and wages for employees. Profit cannot be realized as
an inducement to sustain the participation of the patron-owners in
the cooperative, for profit cannot be generated in a transaction be-
tween the cooperative and its patron-owners. Accordingly, the bene-
fits that could accrue to the patron-owners for their participation
in the cooperative form of business organization can only be realized
in the form of attractive prices.

The savings or net margins (as the difference between revenues and
expenses is referred to in cooperatives) do not represent profits. In-
stead, they represent the excess in price that the cooperative charges
its patrons. Such a phenomenon becomes unavoidable when one recognizes
the difficulties involved in precisely ascertaining the cost of service
at the time the transaction occurs between the cooperative and its mem-
bers. Even when these net margins emerge, however, they are eventually
distributed in the form of patronage refunds as price adjustment.

The fact that all the residuals of the economic benefits that
appear in the form of savings or net margins are distrubuted to pa-

trons as price adjustments makes it imperative that the inducement
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for the ownership interest of the patron-owner become fixed. For
unless the return on equity capital is fixed, cooperatives cannot
claim that the economic benefits they generate are distributed

in the form of attractive prices to their patrons. If the return

on equity capital is allowed to vary, then the benefits that would
be associated with patronage would have to be relatively fixed. To
ensure that the beneficiaries of improved performance of the cooper-
ative are its patrons and not its owners the returﬁ on equity
capital would have to be fixed so that the return on patronage could
vary along with the changes in the level of performance of the cooper-
ative. And, indeed, one of the cooperative principles is limited
returns on equity capital.

The principle of limited return on equity capital could not
have been operational if there were no unity of patronage and owner-
ship in one person. In fact, it is unlikely that the current legal
maximum of 8% return on the equity capital of agricultural cooper-
atives could have been of sufficient inducement to raise equity cap-
ital if the patrons were separated from the owners. In a cooperative,
however, the economic benefits that an investor could realize are not
limited to the 8% rate of return, but also include the price advan-
tages he could obtain from his tfansaction with his cooperative. Even
if the rate of return could be reduced to 0%, the expectation for
price advantages could be of sufficient attraction to induce the
patron-owners to contribute equity capital. The motivation for this
investment is not the limited rate of return on equity capital per se,
but rather the overall economic benefits that could accrue to the

patron-owners regardless of the form in which these benefits may be
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realized. It is the totality of the price advantages and the
limited rate of return on equity capital that serve as an inducement
for the patron-owner to contribute equity capital. And such a com-
bination of inducements could not have been realized without the
unity of patronage and ownership in one person.

The principle of democratic control is derived from the fact
that agricultural cooperatives should be subordinated to family
farms. But the nature of this subordination is such that each farm
cannot individually monitor it. Rather, since the subordination of
the agricultural cooperative is not to the individual farm but to the
collectivity of the family farms, such a subordination can be mon-
itored only collectively. And democratic control serves such a pur-
pose. The one-man one-vote rule is designed to ensure that the
agricultural cooperative caters to the needs and interests of the
individual family farms rather than the other way around.

If, on the other hand, the basis of control were to be the
size of either equity capital contributed or the volume of business
generated, then those who have more resources to contribute equity
capital or to generate a greater volume of business could control
the cooperative, thereby developing a capability to compel the cooper-
ative to serve primarily their oWn interests at the expense of the rest
of the members. Then, since the interest of those who could contri-
bute less equity capital and generate a smaller volume of business
would be subordinated to the interests of the rest of the members,
there would be a general propensity on the part of the latter to
withdraw their membership. Nor would the withdrawal solve the prob-

1em once for all; for each withdrawal would create a fresh situation
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that would precipitate another withdrawal. And as the dynamics of
withdrawals would continue to operate, what was once a cooperative
would eventually dissolve into a soleproprietorship form of business
organization. The one-man one-vote rule is thus designed to ensure
that the cooperative remain subordinated to the collective interest
of the patron-owners.

The one-man one-vote rule is based on membership. Differences
in the contribution of equity capital or the generation of the volume
of business among the members cannot be reflected in the one-man one-
vote rule. Neither the equity capital contributed nor the volume
of business generated has a bearing on how much control a member has.
Instead, once membership is obtained, a member automatically has as
much say as any other member with respect to the affairs of the cooper-
ative. It is only when the differences in the level of equity capital
contributed and the volume of business generated among the members is
rather small that ownership and patronage would have no bearing on
the extent of control a member could have on the cooperative. Accord-
ingly, the one-man one-vote rule presupposes that the size of equity
capital contributed and the volume of business generated by each
member is homogeneous. And such homogeneity is, in fact, the basis
for the validity of the other twd cooperative principles.

Indeed, the family farms that started agricultural cooperatives
were relatively homogeneous with respect to the resources they could
contribute and the volume of business they could generate. After all,
the scale of operation of the family farms was homogeneously small--
averaging 160 acreas,a scale whose disadvantages made it imperative

for family farms to organize agricultural cooperatives. Accordingly,
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that the agricultural cooperatives were organized and patronized by
homogeneously small size farms cannot be disputed. And such a situ-
ation suggests that the equity capital contributed and the volume of
business generated by each member would be rather homogeneous.

The principle of service at cost, for example, cannot be ex-
pected to be operational unless there is homogeneity among the mem-
bers with respect to the size of equity capital they contribute and
the volume of business they generate. And to the éxtent that the.
savings or net margins are to be distfibuted on the basis of patron-
age, there is no benefit to be gained by contributing more equity
capital than anybody else. As a result, there is a propensity for
every member to contribute just the minimum equity capital required
which results in homogeneity in the amount of equity capital contri-
buted. But if correspondence is to occur between the benefit a
member receives from and the resources he commits to the cooperative,
the pattern of the volume of business generated must correspond to
the pattern of equity capital contributed among the members.

The necessity for homogeneity in the size of equity capital
contributed has already been shown to be the precondition for the
operation of the principle of service at cost. And if there is to
be correspondence between the paftern of the contribution of equity
capital and the generation of the volume of business, then the volume
of business generated by each of the members has to be homogeneous.
For if incongruity in the pattern of contribution of equity capital
and generation of volume of business were permitted, the recipients
of the benefits would be different from those who supp]ied'the re-

sources. But benefits will correspond to the resources committed
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only if there is correspondence in the pattern of contribution of
equity capital and the generation of the volume of business. In

this case, the pattern assumes homogeneity of size both in the equity
capital contributed and the volume of business generated, a precon-
dition for the principle of service at cost to be operational.

It is also the homogeneity of the size of equity capital con-
tributed and the volume of business generated by each member that
makes the principle of limited rate of return operdtional. In fact,
such homogeneity renders the level of rate of return on equity cap-
ital irrelevant as an incentive for its contribution. Whether the
distribution of the savings or net margins is made on the basis of
equity capital contributed or the volume of business generated or a
combination of both, the size of benefit that a member would ulti-
mately be able to receive should be the same. But if the rate of
return on equity capital is increased, the patronage refund must be
decreased by the corresponding amount so that total amount of bene-
fits received by each member would remain the same. As a result, the
restriction on the magnitude of the rate of return would have no
bearing upon the decision of how much equity capital a member should

contribute.

Summary
The rationélity of cooperative principles can be sustained under
a situation wherein the scale of operation of the members is uniformly
small. Indeed, where heterogeneity prevailes in the size of equity
capital contributed and the volume of business generated, none of the

cooperative principles could hold. Inasmuch as changes in the
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degree of homogeneity of the equity capital contributed and the volume
of business generated by the members of a cooperative could invalidate
the application of cooperative principles, the transitory character
of the cooperative principles becomes obvious. Thus, cooperative prin-
ciples reflect not the essence but the form that the co-operative might
assume when a certain degree of homogeneity of membership with respect
to equity capital contribution and volume of business generation pre-
vails. But as the degree of homogeneity of the membership changes,
so does the validity of the three cooperative principles that are
still in vogue. And the growing obsolescence of many of the prin-
ciples of the Rochdale pioneers testifies to the transient nature of
the cooperative principles; and those that are still in vogue are
viable only when a certain degree of homogeneity of membership pre-
vails.

The essence of the concept of cooperative is to be found in the
subordination of the organization to and in the unity of patronage
and ownership in the member. It is these two attributes and
not cooperative principles that fundamentally distinguish the cooper-
ative form from other forms of business organization. Cooperative
principles, on the other hand, reflect the form that the cooperative
assumes in a particular environment. Thus, it is the need for subor-
dinating the cooperative to the collective will of its members that
made the one-man one-vote rule as well as the principle of service
at cost imperative. At the same time, it is the unity of ownership
and patronage in the member that makes the application of the one-man
one-vote rule as well as the principle of service at cost possible.

And inasmuch as the limited rate of return is a corollary to the
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principle of service at cost, it can equally be argued that the prin-
ciple of limited return on eguity capital is made imperative by the
need for subordinating the cooperative to the family farm while its
application is made possible by the unity of ownership and patronage
in the member. Thus, the cooperative principles are consistent with
the dual character of the cooperative form of business organization

when the environment that is specific to these principles prevails.

Cooperative Rationality

The conceptualization of the cooperative as a specific form of
organization suggests that the operation of cooperatives is governed
by organizational rationality. At the same time, the unique character
of the cooperative form of organization makes organizational rational-
ity in cooperatives unique. And it is this specific form of organ-
izational rationality that is here referred to as cooperative ration-
ality.

If Cooperative rationality is a specific form of organizational
rationality, its particularity must have been primarily a result of
the essential attributes of the cooperative and the specific form in
which these attributes express themselves. Hence, the subordination
of the cooperative organization to thg activities of its members and
the unity of patronage and ownership in the member define the general
character of the environmental constraints the cooperative has to face
and the contingencies it has to meet; and the cooperative principles

make these general constraints and contingencies mofe concrete.
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The Effect of Unity of Patronage and Ownership

The unity of patronage and ownership in one person creates
constraints and contingencies that are peculiar only to the cooper-
ative form of organization. This requirement for customers to be
owners and for owners to be customers limits the domain of both the
market for the disposal of outputs and the source of resources for
the acquisition of inputs, respectively.

The market for the output of the cooperative form of business
organization is more restricted than the sole proprietorship, partner-
ship, and the corporation forms of business organization. None of the
latter requires any qualification before a customer can buy its pro-
ducts. In a cooperative, however, there is such a qualification:
the Internal Revenue Service will not recognize agricultural cooper-
atives as cooperativesAif more than 50% of their volume of business
is with non-member farmers or if more than 15% of their volume of

35 None of these restrictions

business is patronized by non-farmers.
exists for any of the other three forms of business organizations.

The problem of the market is aggravated by the fact that the
patrons to whom the cooperative caters are of limited purchasing power.

After all, the raison d'etre of the cooperative form of organization

is to serve people of moderate means. Thus, Bedi noted that "cooper-
ation implies an enterprise of those who are financially weak,"36
and according to the Committee of Cooperation in India, the "theory
of cooperation is...that an isolated and powerless individual can,

by association with others...obtain the material advantages available

37

to wealthy or powerful persons." The result is that the potential

volume of business in a cooperative is rather limited compared to
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that for other forms of buéiness organizations.

The market that the patron-owners of the cooperative can muster
is not of sufficient magnitude to justify the use of advanced tech-
nologies because the output of such technologies is too large for
the restricted market of the cooperative to handle. Accordingly, the
cooperative has to either limit the kind of technology it uses or
find additional outlets for the large outputs of the advanced tech-
nologies it can use. It is not surprising, then, that cooperatives
in general have a propensity to expand the domain of their markets
beyond that which is determined by the unity of patronage and owner-
ship, although the extent of this expansion is limited by law. As
a result, the use of even a relatively advanced technology makes the
cooperative very much dependent upon its patron-owners. And this
dependence, as certified by the increasing call of the cooperative
on its patron owners to be loyal, is exacerbated by the attempt of
the competing business organizations to win over the cooperative's
patrons to their side.

Such a high degree of dependence on the patron-owners means
that the patrons of the cooperative have a greater influence in the
behaviour of the organization than do their counterparts in the other
forms of business organization. Unlike the patrons of these latter
organizations, the patrons of the cooperative can successfully in-
sist that the organization adjust to their requirements instead of
the other way around. Accordingly, the cooperative's patrons be-
come a source of a more serious contingency than their counterparts
in other forms of business organization. And because of this, cooper-

atives make every effort to win the loyalty of their patrons. In
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fact, patronage refund is often used as an instrument for increas-
ing and maintaining the loyalty of the patrons.

The unity of patronage and ownership also becomes a constraint
in the acquisition of inputs by the cooperative. Unlike the cor-
poration, the cooperative has no access to organized capital markets.
Rather, in agricultural cooperatives the source of equity capital is
limited to farmers. In fact, the courts have declared that "substan-
tially all the voting stock of an association must be owned by pro-
ducers who market their products or purchase their supplies through

n38 And the Internal Revenue Service has indicated

the association.
that "the association will be required to show that the ownership
of its capital stock has been restricted as far as possible to actual

w39 The

producers who market their products through the association.
requirement that stock holders be 1imited to agricultural producers
thus denies the cooperative the option of raising equity capital from
other sources. The problem acquires additional acuteness when we
recognize that the producers are not a reliable source of equity
capital.

Unlike the owners of soleproprietorship and partnership forms
of business organizatibn, the financial standing of the owners of the
cooperative is relatively weak. And this weakness, as already
pointed out, inheres in the concept of cooperative itself. Digby -
pointed out that cooperatives enable their members "to carry through
commercial and financial operation which none of them would have the

knowledge or the funds or the standing to undertake alone,"40

while
according to J. D. Black, "the main object of cooperative is to se-

cure the advantages that accompany an increase in strength through



28

combination of effort."4] If the financial weakness of the owners is
admitted, the cooperative cannot rely on them as a source of equity
capital.

Because of the financial problem that the patron-owner himself
faces, his investment in the cooperative is often nominal. In fact,
the par value of the common stock of the cooperative is often limited
to $10.00 and in many cases to $1.00. And inasmuch as ownership of
common stock cannot be used to exercise control ovér the cooperative
and to the extent that the maximum rate of return on equity capital
is restricted by law to 8%, there is no motivation to own more than
one share of common stock. Indeed, in many cases the article of in-
corporation limits the number of shares of common stock one can
hold to one.42

The large capital outlays that advanced technology requires
cannot be expected to be met by the equity capital that cooperatives
can raise. Accordingly, the cooperative has to either limit the kind
of technology it uses or find other methods of financing the advanced
technologies. Debt financing serves such a purpose. However, debt
financing creates new problems for the cooperative.

Because the equity capital of cooperatives is rather low, the
magnitude of debt capital that can be raised is correspondingly low,
too. After all, the cooperative has to maintain a certain level of
debt to equity ratio in order to convince its creditors that their
investment is not in jeopardy. Thus, if the cooperative is to raise
debt capital beyond the level that the creditors perceive as safe,
then either the cost of the debt rises, or the cooperative has to

make concessions to the creditors so that they have more control over
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the cooperative, or both. Since every major decision to be made by
the cooperative has to be compatible with the interests of its cre-
ditors, the heavy reliance on debt financing presents an increasing
constraint and contingency to the decision making process in the
cooperative.

Nor does the financial situation permit the employment of tal-
ented individuals capable of managing these stifling constraints and
contingencies. The financial plight of cooperatives is of such a
nature that cooperatives cannot afford to attract competent individ-
uals. Even when the money is available, the board of directors,
whose members are themselves patron-owners, find the salary that com-
petent executives ask for too exorbitant. As a result, the board
often opts to employ a less expensive and hence often less competent
executive.

The Effect of the Subordination of the Organization
to the Activities of the Patron-Owners

The subordination of the cooperative organization to the activ-
ities of its patron-owners creates contingencies that are not preval-
ent in other forms of business organizations. Because the cooperative
is an extension of its patrons, it has to adjust constantly to their
activities. And in spite of the doctrine that the consumer is king,
neither the soleproprietorship, nor the partnership, nor the corpor-
ation forms of business organizations have to make similar levels of
adjustments to their patrons. John Kenneth Galbraith has argued
rather persuasively that the consumer is very much subordinated to
the interests of the corporation rather than the other way around.43

The principle of service at cost is a derivative of the
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subordination of the cooperative organization to the activities of
its patron-owners. If the principle is to be applied strictly, the
cooperative will be left with no savings or net margins at the end
of each fiscal period. The patronage refund itself is supposed to

constitute a restoration of service at cost.44

At least in theory,
therefore, the cooperative is supposed to be financially barren at
the beginning of each fiscal year. In practice, however, some of
the savings are retained and the cooperative is never rendered fin-
ancially barren. In fact, it is a standard practice to retain some
of the margins for purposes of expansion and necessary reserves.45
As to how much of the net margins should be retained is a decision

made at the discretion of the decision makers.

The decision regarding the amount of net margins to be turned
over to the patrons involves a conflict of interest between the cooper-
ative as an entity and its patrons. The latter would like to see as
much of the net margins as possible turned over to it, while the former
would like to see as much of the net margins as possible retained in
the organization. And the financial plight of both the cooperative
and the patrons makes the problem particularly acute. The problem
is supposed to be resolved, at least in theory, in favour of the inter-
est of the patrons. However, unless the cooperative is adequately
financed, its viability in the future will be endangered. Thus, the
subordination of the cooperative organization to the activities of
its patrons does not eliminate the need for balancing the short-term
and long-term interests of the patrons. The short-term interests

dictate to turn over the net margins to the patrons, and the long-term

interests dictate to retain the net margin in the cooperative.
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In its effort to aécommodate the long-term interests of the
patrons, the cooperative would have to pursue a price policy capable
of generating adequate net margins along with a policy of patronage
refund that would result in retaining a substantial portion of the
net margins. But such policies disenchant the patrons. And when
this disenchantment is exploited by the competing forms of business
organizations which temporarily offer more attractive prices, the
cooperative faces a problem of retaining the loyalty of its existing
members. Thus, the policy of generating and retaining net margins
is often pervaded with the possibility of losing patrons.

To ensure the loyalty of the patrons from being undermined,
cooperatives make them sign marketing contracts. But these contracts
create a problem of enforcement since the patrons who sign the con-
tract are the owners of the cooperative, and it is unfeasible and
impractical to bring suit against members who fail to live up to their
contracts. Thus, an attempt to generate and retain net margins is
full of uncertainties. And when the limited domain of the cooper-
ative's patrons is recognized, the effect of these uncertainties be-
comes increasingly crucial. No wonder, then, that the balancing of
the short-term and long-term interests of the cooperative's patrons is
a vexing problem.

It is the board of directors that is called upon to balance the
short-term and long-term interests of the patrons of the cooperative.
However, the genreal composition of the board is such that it lacks
the necessary knowledge and insight to arrive at ah appropriate bal-
ance. The unrelenting emphasis on democratic control does not, un-

1ike the corporation, permit knowledgeable non-patron-owners to become
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members of the board. And because all the members of the board are
elected from the patron-owners, their collective capability to make
decisions of this nature is questionable. After all, one of the
reasons that compelled producers to undertake cooperatives in the
first place is their limited knowledge about handling the growing
complication of business.46

Frustrated by a "catch 22" dilemma, the board attempts to
mitigate the problem by increasing the net margins which often in-
volves the formulation of price policies and expenditure patterns.
In the process, the cooperative's board of directors increasingly
assumes more managerial functions than its counterpart in the corpor-
ation form of business organization. And the problem of the increased
managerial role of the board is not limited to the questionable man-
agerial competence of its members but also extends to democratic
decision making in business organizations. These decisions are often
compromises and are generally made rather belatedly.

Decisions arrived at democratically do not often reflect what
is technically correct from the standpoint of the organization. Rather
they represent compromises of the individual interests of the decision
makers. And the more heterogeneous the interests of the members are,
the greater the possibility that the decision arrived at is a compro-
mise. To the extent that the cooperative organization is subordinate
to the interests of its members, then, the democratically arrived at
solution is likely to reflect a consensus of the interests of its
members rather than those of the organization. And the fierce ad-
herence to the one-man one-vote rule ensures that democratic control

will not be circumvented.
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Another problem associated with democratically arrived at
decisions is the time they take: the process of arriving at a con-
census is often time consuming. If many of the urgent decisions have
to be subjected to the delays that inhere in democratic decision mak-
ing, coordination is likely to be more difficult in cooperatives than
in other forms of business organizations. Indeed, the increasing man-
agerial role of the board makes it more difficult to achieve techni-
cal rationality in cooperatives than in other forms of business

organizations.

Summary

The two-fold character of the concept of the cooperative as
well as the cooperative principles that can be derived from this con-
cept create constraints and contingencies that are specific to this
form of business organization. First, as a result of the unity of
patronage and ownership in one person, there is a serious constraint
and contingency on the acquisition of inputs and on the disposal of
outputs. And inasmuch as inputs and outputs have a bearing upon the
kind of technologies that the cooperative can choose from, they limit
the technological options that cooperatives can utilize. An attempt
to expand technological options thus necessitates an increased pres-
sure for debt financing and the loyalty of the patron-owners. Yet
not only is it difficult to rely on debt financing and the loyalty of
the patron-owners indefinitely, but each of these strategies also
creates new constraints and contingencies for the cooperative. Thus,
technical rationality in cooperatives is to be achieved under more

restrictive constraints and more difficult contingencies than would
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be the case in the other forms of business organizations, particu-
larly the corporation. And the difficulty of attracting a compe-
tent executive to manage these constraints and contingencies only
makes the problem worse.

- The subordination of the activities of the cooperative to
those of the patron-owners is a second constraint peculiar to the
cooperative form of business organization. Unlike other forms of
business organization, the cooperative has to adjust rather meticu-
lously to the requirements of the activities of its patrons. The
principle of service at cost reflects such a relationship between
the cooperative and its patrons. In practice, however, services are
not rendered at cost--the price that cooperatives charge includes
markups that may have to be turned over to the patrons at a latter
stage. And the magnitude of the markup and the refund is to be de-
termined by the board of directors of the cooperative, whose deci-
sions, since they are elected democratically, are subposed to be in
the interest of the patrons. Since there are short-term and long-
term interests of the patron-owners, the decision of the board in
the final aqa]ysis is one of balance. Whether the board has the
competence to undertake such a task is questionable.

If agricultural cooperatives are to operate on the basis of
cooperative rationality, they should be expected to achieve technical
rationality without violating the fundamental attributes of the con-
cept of the cooperative form of business organization as well as the
cooperative principles that can be derived from theﬁe attributes. The
extent to which agricultural cooperatives can achieve technical ra-

tionality that will justify their continued operation in contemporary
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American agriculture while at the same time remaining faithful to the
concept of cooperatives and cooperative principles is the issue we

intend to explore in subsequent chapters. In the next chapter we will
examine the extent to which contemporary American agricultural Cooper-

atives can remain subordinate to their patron-owners.
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CHAPTER 11

COOPERATIVE RATIONALITY AND THE FAMILY FARM

One of the two fundamental attributes of the cooperative form
of business organization is the subordination of its activities to
those of its patrons. And if cooperatives are to operate on the
basis of cooperative rationality, it is incumbent upon them to ob-
serve this relationship. In agricultural cooperatives, then, cooper-
ative rationality requires that the activities of the cooperative
become subordinated to those of the family farm, a subordination
that inheres in the very concept of agricultural cooperatives which

locates their raison d'etre in the preservafion of the family farm.1

Indeed, the choice of the cooperative form of business organization
over the corporation is based on the fact that the former is con-

sistent with the concept of the family farm.2

And the fact that ag-
ricultural cooperatives are conceptualized as an extension of the
family farm underscores the subordinate relationship of the former
to the latter. Nevertheless, important to note here is that the
roles that agricultural cooperatives and the family farm have as-
sumed in contemporary American agriculture are such that they can

be performed effectively and efficiently only if the activities of
the family farm become subordinated to those of agricultural cooper-

atives.

As American agriculture continues to adopt an increasingly

39
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advanced technology, the competence of the family farmer to under-
take farm operations is becoming more and more restricted. And in-
asmuch as agricultural cooperatives are extensions of the family
farm, they find it imperative to take over those activities that
can not be performed by the family farm. As this transfer of activ-
ities from the farm to the cooperative continues, the role of both
changes qualitatively: instead of being the center of farm activ-
ity, the role of the family farm is virtually reducéd to that of a
laborer; and instead of being a mere extension of the family farm,
the agricultural cooperative increasingly becomes the center of
farm activity. Such a change in roles makes it imperative that

the activities of the family farm become subordinated to those of
the agricultural cooperative.

The task of this chapter is to demonstrate how the changes in
the roles of the family farm and the agriculfural cooperative have
brought about an alteration in the nature of the relationship between
the two, thereby resulting in a negation of cooperative rationality. '
However, to attribute the change in the nature of this realtionship
to an alteration in the role of each is not enough; rather the imper-
atives for the change in roles of both should also be explained.
Thus, the first part of the rgmainder of this chapter is devoted to
an examination of how the changes in the roles of the family farm
and the agricultural cooperative are brought about.

Because agricultural cooperatives are conceived as an exten-
sion of the family farm, any change in their role is induced by a
change in the role of the family farm. Thus, it is necessary to first

show how the role of the family farm has changed. And the change in
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the role of the family fafm cannot be appreciated unless the role of
the farm in contemporary American agriculture can be compared to

its role when the cooperative form of business organization was in-
troduced into American agriculture. Preceding such a comparison will
be a discussion of the family farm concept itself since, after all,
agricultural cooperatives were introduced into American agriculture

to preserve the family farm.

The Concept of the Family Farm

The concept of the family farm in the United States is as old
as the Republic itself in that its origin can be traced to Jeffer-
sonian democracy, a democracy which was based on ownership of pro-
perty. In fact, ever since the Republic was created, it has been
the consistent policy of the United States to widely diffuse the
ownership of land,3 a policy based on the idea of distributing land
of sufficient size, usually 160 acres, te each farmer such that a
household using its labor could produce an income that would provide

a comfortably living for a family.4

In conceptualizing the family
farm, however, different people have emphasized different aspects.
The family farm is often defined in terms of either labor, or
decision making, or ownership of the means of production, or a com-
bination thereof. Thus, Leroy Quance and Luther Tweenten defined the
family farm as a unit where the family provides at least half of the
l'abor,5 while Don Paarlberg included decision making by the farmer as
an essential attribute of the concept of the family farm when he
defined the family farm as "one on which the majbrity of the labor

and decision making are supplied by the farmer and his family."6
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For Dale Hathaway, however, the private ownership of the productive
resources constitutes an integral part of the concept of the family
farm which he conceptualized as "a type of agricultural organization
marked by private ownership of the productive resources, with owner-
ship, management and labor functions carried out by a single fami]y."7

The conceptualization of the family farm in terms of the supply
of labor is not helpful for our analysis. Thus, although the family
farmer has historically been providing a substantial portion of the
labor required in the operation of his farm, the association of the
raison d'etre of agricultural cooperatives with the family farm can
not possibly mean the preservation of the family farmer as a laborer.
Indeed, even the corporation would permit the family farmer to continue
playing the role of a laborer. What role the corporation would not
permit the family farmer to play, however, is the one he used to play
with respect to the ownership of and decision making in the family
farm. Accordingly, the association of the cooperative form of bus-
iness organization with the preservation of the family farm can only
be related to the risk taking and the managerial role of the family
farm. And this latter conception is consistent with the historical
and legal concept of the family farm.

Emphasizing the role of decision making by the family farm, Don
Paarlberg had this to say:

...we chose to be a nation of predominantly family sized farms

with decision making responsibility in the hands of the man

who tilled the land. This issue was written into law through a

series of governmental actions: The ordinance of 1787, the

Homestead Act, the Reclamation Act, and many others.

According to this concept of the family farm, the benefits that accrue

to the farmer are primarily associated with risk taking in decision
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making. As Marshal Harris noted, the farmer "assumes all of the
risks and losses, and reaps all of the gains of the entire farm

w9 Indeed, such a concpet of the family farm is consis-

business.
tent with its legal definition.

According to the Internal Revenue Service, "a person is a pro-
ducer if, as owner or tenant, he bears the risks of production, cul-
tivates, operates, or manages a farm for gain or profit--in short

w10 The Justice

if he is engaged in the trade or business of farming.
Department underscores this same point with regards to risk taking on
the family farm. For example, a press release by the US Department of
Justice noted that

...the requirement that the membership of a cooperative must

be farmers suggests that members who use contract growers may

cause a cooperative to lose its exempt status. Under certain

contract growing arrangements the company does not have an in-
vestment in land, buildings and equipment and does not have

the risk of loss of this investment. Under these circumstances

the company may not be considered a "farmer" and would not be

entitled to anti-trust exemption.1l

Nor is the assumption of any risk sufficient to qualify as a
farmer. Thus the Internal Revenue Service pointed out that

...if a person acquires a growing crop, a sufficient period of
time must elapse between the purchase and harvest to evidence
the taking of risks and responsibilities of the owner of grow-
ing crops as opposed to taking only the risks of market value
at time of h?Evest. Only then is he considered a producer by
the Service.

This emphasis on risk taking and decision making as essential
attributes of the concept of the family farm sets the farmer apart
from the agricultural laborer. The litmus test of the farmer in
contradistinction to the laborer is the nature of the income of the
farmer and the laborer. While the income of the laborer represents

the sale of his labor, the income of the family farmer primarily
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represents compensation for the risk he assumes in making production
and marketing decisions. As the decision making power of the farmer
as well as the risk he can assume declines, however, that portion
of his income representing compensation for the risk of decision
making also declines while the portion representing the sale of his
labor rises in significance. And if the trend persists, the farmer

will find his primary source of income to be the sale of his labor.

The Changing Role of the Family Farm

Inherent in the concept of the family farm is that the farmer
become both its owner and manager. And such a role presupposes that
the investment and operational requirements of the farm are within the
bounds of the capability of the farmer. In this section we will show
how these requirements of contemporary American farms are outgrowing
the family farmer's capability. And the attempt to meet these require-
ments is slowly but surely changing the role of the family farmer to
that of a laborer.

The Change in the Investment Function
of the Family Farmer

One of the most significant changes that has been taking place
in agriculture is the growing significance of capital as a means of
production. According to Ball and Heady, capital inputs constituted
only 15% of the total inputs in 1910; today, however, capital inputs
account for more than 85% of the total inputs of agricultural produc-

13 That the significance of capital as a means of production

tion.
is expected to grow is affirmed by the National Advisory Commission

on Food and Fiber which has estimated that by 1980 the total average
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capital inputs may increase by 94% over that of 1964.]4

In contemporary American agriculture, the production of any
agricultural commodity involves a great deal of investiment. In
fact, Don Paarlberg has estimated that "a modern farm big enough to
supply an income equivalent to what can be earned in town might in-
volve an investment of a quarter of a million dollars or mov‘e."]5
And Knuston concluded that "as new technology is injected into ag-
riculture, the scale of our farm operations has increased to the point
where minimum capital requirements today are in the hundreds of
thousands of dollars and could easily approach a million dollars with-

16 As long as the pressure for improved technology

in a few years."
continues, the capital requirements of farm units will increase.

Afere all, the substitution of capital for labor or land or both
is inherent in the introduction of new t:echnologies.]7

The pressure for new technology and thus for more capital con-
tinues unabated. Godwin and Jones concluded that

...the outpouring of new technology from public and private

research and development sources may be expected to continue

at an unprecedented rate.... Continuous pressure is thus ex-
erted in the direction of even higher productivity associated
with complex, large scale and highly capitalized production
units.

The continued heavy captialization of contemporary American
farms has been creating a financial problem for the farmer. When
the inputs that the farmer had to purchase were not substantial, he
could finance these purchases from his savings. As the farmer con-
tinued to purchase mechanical, chemical and biological technologies
in increasing proportions, however, he found it increasingly diffi-

cult to raise the necessary funds internally. Therefore, the capital
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requirements of the optimum size of the average farm have grown be-
yond the wealth that an average American--not to mention an average
farmer--can presently expect to accumulate over his life t1'me.]9
W. Burt Sundquist noted that the establishment of most commercial farms
requires financial resources in amounts unlikely to be acquired
through individual savings.20 And the experience of the young far-
mers bears out this conclusion. In fact, a survey of young farmers

in 1975 by Walter Jacoby and Gene Ingalsbe showed fhat one of the
critical problems that they are facing is the difficulty of obtain-
ing "more credit over a longer period of time and at lower interest

rates."Z]

According to Olin B. Quin, the financial problem of the
farm is such that "the farmer is first concerned about the supply
of funds and only secondly is he concerned about price (interest
rate)."22
Continued financial pressure on the farm units makes it imper-
ative for the farmer to raise either debt capital or equity capital
or a combination of both. An attempt to raise equity capital would
inevitably lead to the use of a different form of business organiza-
tion. Instead of being a sole proprietorship form of business organ-
jzation, the family farm would have to adopt a partnership or
a corporation form of business organization. Even then,a partnership
would prove to be only a short term solution: the growing capital
requirements of farm units will soon render this form of business
organization rather inadequate. The long-term solution along this
line is obviously a corporate form of business organization, a sol-

ution which is being actively entertained by many experts. Thus,

John R. Brake concluded that "the trends and experiences of the past
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suggest a number of implications for capitalizing future farms.
Tenure forms are likely to change in the direction of more farm part-
nership and corporations inan attempt to acquire and hold needed

23 2% with

equity capital in agriculture." Ball and Heady concurre
Brake's conclusion.

This change in the form of business organization from sole-
proprietorship to corporation qualitatively alters the concept of
family farm for once a corporate form of business drganization is
adopted, the owners and operators need not be the same people. Yet
the unity of ownership and management in one person is a decisive
attribute in the concept of the family farm. Accordingly, solving
financial problems by changing the form of business organization ne-
gates the very concept of the family farm. Instead the solution must
be sought elsewhere if the integrity of the family farm is to be main-
tained. Debt financing is the alternative.

Farmers have generally opted for debt financing to resolve the
financial problems that the use of an increasingly advanced technology
has been creating. As a result, not only has debt financing been
growing at a fast rate, but also the demand for credit has grown to
such a level that the traditional sources of credit have proved to

be inadequate.25

A survey of young farmers by Jacoby and Ingalsbe
showed their dissatisfaction with the existing arrangement. They
reported that "somehow, they (the young farmers) hope a lending insti-
tution can develop programs that recognize the increased credit needs
of younger farmers during the growth period of their farm operation."25
But even if new lending institutions could be established, they

cannot be expected to be a solution to the financial problem of the
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farmers because debts cannot be raised indefinitely without a corres-
ponding increase in equity capital. A creditor must percieve that
loans are adequately protected by equity capital before he is willing
to extend farm loans. Prior to financial institutions being willing
to extend credit, they make sure that the debt equity ratio is ade-
quate. And if debt capital continues to rise at a faster rate than
equity capital, the debt to equity ratio will grow to such a level that
it will no 1longer be possible to obtain loans wfthout a further
increase in equity capital. Inasmuch as the farmer cannot be expec-
ted to raise the necessary equity capital, his capacity to borrow will
accordingly be limited. Thus, debt financing cannot be expected to
be a long run solution to the financial plight of the farmer.

Nor should the farmer hope that finéncia] institutions will come
to his aid. Insurance companies, for example, reduced their farm

mortgage loans by 50% between 1965 and 1970,26

a decline which acquires
a special significance when one recognizes that farm loans have not
been historically significant. A survey of financial institutions
showed that a significant percentage perceive farm loans to be very
risky.27 And if financial institutions contemplate making farm loans
in spite of the growing risks associated with contemporary farms,
either they have to find ways of reducing the risks to an acceptable
level or the interest rates have to be raised to such a level as to
accomodate the rising cost of risk.

Interest rates can not be raised without any restriction; the
usury laws prohibit such a course of action. These laws, which are

designed to protect borrowers from exorbitant interest rates, have,

according to Roby Sloan, "tended to exclude certain types of loans
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and classes of borrowers from obtaining credit as market interest

rates rose above interest ceﬂings."29

Accordingly, the rising
risks associated with farm loans cannot be solved by raising the
interest rate. If the banks have to extend farm loans in spite of
the usury laws, then they may have to reduce the risk factor by
helping the farmer to improve the management of his farm.

The growing complexity of agricultural production is increas-
ingly raising the managerial requirements of farms. And since con-
ventional lenders are primarily oriented towards the activities of
industrial enterprises, they lack the necessary expertise to evalu-
ate agricultural production. As Godwin and Jones pointed out:

...individual operations (of farms) often become so complex

that conventional lenders lack the expertise to evaluate loan

applications or to adequately service loans after they are
made. A consequence of this development is that lenders are
increasingly requiring advance assurance of markets and profit-

able outcome before loans are made. Contracts and forward
pricing techniques are being used to provide this assurance.30

The Change in the Managerial Function
of the Family Farm

The continued introduction of advanced agricultural technology
into the family farm has been creating a managerial challenge that it
can not meet. Knuston pointed out that the capital requirements and
the complexity of production of contemporary American farms have made
it imperative that the managerial capability of family farms be up-
graded.3] Then the question becomes whether the family farm has the
potential of upgrading its managerial competence.

The technology of farm production has been growing increasingly
complex. Ball and Heady have described the general nature of the

problem in this manner:
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Increasingly, farm production requires the use of a complex
bundle of capital items. These are most profitable if pro-
grammed together in economically efficient combinations rather
than used separately as individual items. The productivity of
an insecticide, plant growth hormone, or other input will be
much less if it is used with inappropriate plant populations,
fertilizer levels, crop varieties. Hence, there is a need to
see that the farmer uses a correct bundle of other inputs along
with particular ones being retailed by an industrial farm.32

The family farm does not have the capability of ensuring that the
correct bundle of agricultural inputs is being used: it does not
have the knowledge to carry out such a task. Dale C. Dahl, for ex-
ample, found out that large dairy producers generally lacked techni-

33

cal as well as market knowledge in buying feed. And Muller re-

ported that farmers lacked the technical capability that is required
of operating modern farms.34

The knowledge required to run a modern farm is too much for
one person to possess. Indeed, according to Dale Anderson, the
technical and economic complexity of operating a modern farm is grow-
ing so much that it is becoming almost impossible for one man to

35

function as a manager. Knuston has pointed out that agriculture

36 and in a

is increasingly becoming an activity of specialists.
case study of the Mechanical Tomato Harvester, Wayne Rassmussen con-
cluded that the "success of recent advances in farming has been the
result of the combined efforts of the engineers, plant breeders and
agronomists."37
The pressure for upgrading the managerial competence of the
family farm has been made more acute by the rising cost associated with
managerial incompetence. Lee Kolmer pointed out that "the capital
cost and managerial requirements for using today's technology is

such that an error in evaluation can result in the destruction of the
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farm. And according to Gordon Leith, "a farm investment in crop

and livestock production is so high that he (the farmer) cannot
afford mistakes.“39

If the production technology of the family farm is such that
the farmer does not have the knowledge to manage it and if the risk
of mismanagement is growing increasingly disasterous, then there is
an objective necessity for the family farmer to surrender his man-
agerial functions. And the farmer himself has recognized such a
necessity. In fact, farmers, particularly the young, have been
actively seeking managerial assistance.

In a survey conducted by Jacoby and Ingalsbe, young farmers
pointed out that the services they need include tax and financial
consulting, advertising products, further processing of products,

management training, soil testing and feed testing.40

E. H. Fallon,
a farmer, expressed the needs of the farmer as consisting of: Hhelp
in proper selection of inputs to fit the needs of the individual
farm; management assistance involving accounting or other computer
services, or dynamic marketing systems; testing soil, forage, foliage

and water."4]

The number of services required has been prolifer-
ating as evidenced in Gordon Leith's wider inventory of services re-
quired by the farmer which include: "gun cartridges, disposable
syringes and cartridges for animal health products, fertilizer, her-
bicide mixtures, feed, premix packages, paint spraying, bulk delivery
of feed, fertilizer application, waste disposal systems, automated
feeding systems, minimum tillage systems, electronic monitoring

systems...etc."42

As the diversity of the services that farmers need has increased,
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it has become imperative to change the delivery system for these

services. Farmers are no longer interested in bits and pieces of
services but rather in a package of services. Thus, a manager of
a cooperative reported that "farmers want more than a ton of feed.
They want to buy profitable systems.... They don't want bits and

pieces of programs. Related to this is the absolute need for

crisp, accurate technical advice. Too much is at stake to gamble
on anything less than top quality technical advice.44
If the role played by the farmer is in the process of being re-
duced to that of carrying out programs designed by others, then he
is being cast into the position of a specialized laborer. When this
occurs, the technical decisions that involve the assumption of risk
are already being made for him. Under such a situation, the farmer
is being rewarded more and more for his labor instead of for the risk

he assumes in decision making. Indeed, the managerial functions of

the family farmer are being continuously eroded.

Summary

The investment and managerial requirements of the family farm
in contemporary American agriculture have grown to such a level that
the farmer is no longer able to carry out these functions by himself.
Investment requirements of contemporary farms cannot be met by the
savings of the farmer. Nor can the family farmer rely on financial
institutions for relief from his financial plight. Indeed, the nature
of financial problems is such that they cannot be solved without
sacrificing the farmer's ownership functions. Nor can the farmer

solve his managerial problems without compromising his managerial
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functions. The nature of the managerial problems is such that the
solutions can only be delivered by specialists whom the farmer cannot
afford to employ. Thus, he has to surrender his managerial functions
to those who have the knowledge to make decisions.

If the family farmer is losing his investment and managerial
functions, then the basis of his reward cannot continue to be the
profits associated with the risks of investment and decision making
functions. Instead, the farmer is being rewarded for a different
type of input: his labor.

The_Changing Role of the Family Farm
and Corporate Agriculture

The managerial and investment functions of the family farm
could be undertaken either by corporations whose activities are most
directly and acutely affected by the farming sectors, or by agricul-
tural cooperatives whose survival depends upon the welfare of the
family farm. Corporations that are engaged in the farm supply and
processing business have both the vested interest and capability to
undertake the managerial and investment functions surrendered by the
family farmer. The farm suppliers need the farmer as an outlet for
their products; and the processors need the farmer as a source of
their inputs. And to the extent that both of them have access to
capital markets and their activities are intimately related with those
of the farmer, they have both the technical and financial capability
to assume these functions. Indeed, they have been increasingly under-

taking them.
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The Farm Supply Industry and the Family Farm

The relationship of the farm supply industry and the family
farm has been changing. Farm suppliers sell to the family farm not
only farm supplies but also an assortment of managerial and technical
services. In fact, a representative of one of the major manufac-
turers of fertilizer proclaimed that “"the industry needs to sell a
fertilizer program at a profit. This includes soil testing and other
services for the customer. What we do not need is éelling product
against product."45 And Dale C. Dahl indicated that the basis of
the relationship of the farm supply industry and the family farm is
not limited to the selling of farm supplies but also includes the sale
of a set of technical and management services.46

In order to be able to deliver these packages of services, the
input industry has increasingly been decentralizing its operations.
Arlo Minden has reported that

...feed suppliers have decentralized their operations such

that they would be able to offer a proliferation of product

variations and product related service packages that could

satisfy the specific natural demands of farmers... Dealers

serve in many instances as consultants to farmers on selection

of condition specific chemicals and application procedures.4/

The continued sale of managerial and technical services by the
farm supply industry to the family farm enables the former to in-
fluence the buying patterns of the latter. Indeed, Dale C. Dahl
pointed out that the technostructure of the farm supply industry is
committed to creating a management system that would enable them to
influence the buying patterns of the farmer.48 For one of the prob-

49

lems that a rapidly growing ~ and increasingly concentrated50 input

industry has to deal with is ensuring a reliable outlet for its
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products. The mass production technology that large farm supply
firms are using requires a constant demand for large quantities of
output. And an influence on the buying patterns of the farmer will
enable the farm suppliers to control the market for their outputs.
The need to control the market has made it imperative for the
farm suppliers to help out the farmer in financing his farming activ-
ities. Thus, Ted Jones reported that the farm supply industry has

become a major source of non-real estate credit.5]

For example, a
fertilizer company offered "to pay farmers the prime rate of inter-
est on their money from fall until spring if the farmer would take
delivery early and pay for the fertilizers then.“52

The potential of the farm supply industry to finance the agri-
cultural activities of the family farm is so significant that Ronald
Aines is advocating what he calls linked permanent capital. He has
argued that it would be advantageous to both the farm suppliers and
the processors to make permanent capital available to the farmer
under agreements that would enable them to maximize their total bus-
iness operations, i.e.,

...take advantage of their synergistic relationships. For

example, working capital in the form of needed supplies or

equipment, technical assistance by personal, or an actual

loan may be made available to the farmer and in return the

farm supplier would be able to charge higher prices for the

supplies the farmer purchases and the processor would be able

to obtain farm products at lower prices from the farmer.53

But as capital continues to be provided by the farm suppliers
and the processors, decision making, control and risk taking shift
from the family farm to the corporations. Ronald Aines has pointed
out that "nonfarm business entities that put their money and other

resources into farming want to have some control over how the money
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js used in order to ensure returns. They are willing to share the
risk when they also have the possibility of making a larger return
if the venture pays off we]l."54

The mass production technology that the farm suppliers use
makes it imperative that they be assured of a stable and large market.
And it is the managerial and financial assistance they offer to the
family farm that enables them to control the market, but in the
process, the family farmer is virtually reduced to the status of an

employee of the farm suppliers.

The Processing Industry and the Family Farm

The relationship of the processing industry and the family farm
has been changing. Instead of an open market coordination, the em-
erging relationship requires closer coordination. Ray Goldberg
has indicated that mass market<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>