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Abstract

Institutional innovations are increasingly seen k& to achieving not only

agricultural growth, by overcoming market failurdsyt also to ensure that poor
smallholders also benefit from this process. Thepgs analyses institutional

arrangements for vegetable marketing in East African a transaction cost

perspective. Marketing of vegetables is still dombén by spot markets with some,
but still limited, movement towards farmers’ engagcollectively in contract farming

through producers’ organisations. It appears fitié¢ is understood concerning how
farmers and traders have overcome transaction gosisch situations, and this area
deserves increased attention. An understandingwfihstitutional change occurs is
necessary if donor agencies wish to support tluegss.



1. Introduction

Agriculture is receiving increasing attention asiastrument for growth, especially
with the World Development Report 2008 (WDR) titlethgriculture for
Development” (World Bank, 2007). In that reporttingional innovations are seen as
key to achieve not only agricultural growth, butaato include poor smallholders in
this growth. These institutional innovations argexted to be able to overcome
various market failures, including missing or inqdete input and output markets,
factor markets (including financial markets) ansurance markets. The Report sees a
particular important role for the “third sector"—mmunities, collective action, and
NGOs— in overcoming some of the market and staterés, with special attention
for producers’ organisations (POs, which can banddf as an agreement among
farmers to coordinate some activities, such agljopurchasing inputs or delivering
produce to clients) as fundamental to reducingseation costs in markets, achieving
market power and raising farmers’ voices in nati@mal international policy forums.
More pointedly, Dorward et al. (2005) argue thatrent emphasis in research and
policy discussions on the institutional environmefsiich as property rights,
regulations, policies, informal rules, etc.) in ik is at the expense of sufficient
attention to institutional arrangementsThey call for more investigation of
arrangements, especially for attention to thoseh €1 producers’ organisations, that
do not fit the textbook model of competition anctleange among atomised market

players.

In this paper we examine the case of instituti@redngements for marketing
of farm produce in the vegetable sector of EasicAfrTwo alternative institutional
arrangements for production and marketing of frestpetables can now be observed,
next to the ‘default’ option for most farmers ofospmarkets: (i) producers’
organisations (POs) and (ii) contract farming (ombinations of the two), which is
important for high value, high quality crops (mada to supermarkets and export
markets). The principal research question addreisskdw alternative organizational

arrangements for marketing fresh vegetables in Kemd Tanzania compare in terms

! See also Kydd and Dorward (2004). The discussia follows the same distinction between
institutional arrangements (governance structdoesjalised agreements, contractual arrangements
between specific actors) and the institutional emunent (the more general formal and informal rules
mediating interaction) best associated with Willsam (2000) and building on the work of North
(1990). See Figure 2 in the appendix.



of transaction costs, and how are any differene¢stad to characteristics of the
product, market structure, supply chain, qualityuieements or farmers. The larger
aim is to understand how changes in institutionalaragements come about,
particularly in the form of reduced transactiontep@nd what is the potential for
encouraging this process. Considerable attentiashonbrs is being directed towards

support of producers’ organisations.

Aside from emphasis on innovations in institutioaalangements, the WDR
does also acknowledge that the state is importaobmfronting the extensive market
failures and uncertainties in agriculture, and tades that an effective agriculture for
development requires good governance, or in otherdsvimprovements in the
institutional environment. In this paper, we argoahterested then in how differences
in transaction costs are related to the elementiseoinstitutional environment such as

property rights, contract law, and even informaim®, such as trust.

Vegetable production constitutes only a small shafrarable land in East
Africa. For Kenya this is 3%, Tanzania 6% and Ugaid&. Over the past decade
production has slightly increased according tocadfistatistics, although it is difficult
to assess their reliability (see Figure 1). Mosthef production is for the local market
and only part is exported, although exports seematy considerably across year.
Export shares are highest for Kenya and ratherfawanzania (FAOSTAT, 2007).
Vegetables include many different crops, with sothat are mostly for local
consumptions (such as cabbage, onion and tomatbs@me that are more geared

towards export markets (Scotch Bonnet pepper imdgp(Sonkcet al., 2005).

The paper is structured as follows. The followisgction summarises the
general rationale for producers’ organisations amtract farming (as compared to
spot markets), based on insights from transacti@h @d supply chain economics. In
the subsequent section, this theory is appliecetgetable marketing arrangements in
East Africa. The concluding section summarisesifigsl on how institutional change
reduces transaction costs in fruits and vegetdidens in East Africa and identifies

issues requiring further research.

Our paper can be seen as contributing to the nedsegenda identified at the
most general level for the agricultural sector byadtén (2000), Ménard and
Valceschini (2005), and Sykuta and Cook (2001); andhe African context by



Dorwardet al. (2005). Relevant theoretical developments inclindse of Swinnewet

al. (Swinnenet al.), as well as Fafchamps (2004) who underlines hitle Is known

about

Figure 1. Production and export of vegetables (as share of total production in quantity terms)

the development of markets in Sub-SaharanaAfr

1990-2004
Vegetable production (‘000 tonnes) —e—Kenya Export of vegetables as —— Kenya
1200 —o— Tanzania share of production —=— Tanzania
e 0.40 —— Uganda
1000 4-T= 0.35 -
i W 0.0 |
8 0.20
S 600 M—M—"\'\o—o—o—o—o—o
E 015 [# VAR
é 400 0.10 N/‘,‘\' \L \3
* 0.05 7k P\
200
0.00 -%EAH“F‘M&
0 — — S & P L & &
Source: FAOSTAT | © FAO Statistics Division 2007 |A&il 2007

2. Organisational arrangementsin marketing of agricultural products

This section discusses the factors that affectchwce of institutional arrangements

for marketing vegetables. Drawing on the insightevgled by new institutional

economics, these factors can be related to theaguwafion of transaction costs. We

first discuss the circumstances under which produoarganisations (POs) might

reduce transaction costs relative to individualirsglin spot markets, and then

examine a ‘hybrid’ form of governance (in Willianmss language), contract farming

including the combination where POs selling throaghtracts.

The POs in both developed and developing countiassresulted in a long list

of services that a PO may provide to their membeodlecting, sorting, grading,

processing, logistics; collecting market informaticredit; bargaining; innovation

and knowledge transfer; establishing a quality i@sse system; and risk sharing (see

Bijman). Why would farmers set up a PO to carry thatse services instead of just




doing business with companies or individuals prmmgdthose services? There are a

number of answers to these questions:

- Private companies may have an information advardageare not willing to share
this information with producers. In other wordsivate companies may not be
trusted to act in the interest of the farmers. Tdusald be seen as a case where
there are high transaction costs due to asymmataomation.

- Private companies may not be willing to make inwvestts that are specific to the
relationship with a group of farmers. They are idfrdoat the farmers will take
advantage of the dependency relationship thatsamgth specific investments.
This could be seen as a case where there are raigbattion costs due to asset
specificity.

- Private companies may use their market power \ehgn there is a oligopsonistic
or monopsonistic market structure) to take a higare of economic profits.

- Private companies cannot monitor contract compédncthe farmer, thus leaving
room for opportunistic behaviour by the farmer. ikgdhis can be seen as a case
where there are high transaction costs (such &sofismoral hazard) due to
asymmetric information. Only by reducing these sdbtough a PO can farmers
offer a profitable opportunity to companies.

- Private companies may not be willing to provideunasce against particular risks.

Thus farmers can reduce transaction costs by ghasik

Taking these reasons for establishing a PO intowad¢ we can address the
question why POs may not be popular in the fresklyce industry. There are several

explanations for this:

- Farmers may have alternatives that are sufficieatthactive: traders cannot afford
to behave opportunistically because if they do, fdmeners will no longer do
business with them (market entry into the vegettahlding business is very easy).

- There may be large quality differences between grewwhich leads to the
situation that farmers are unwilling to let othéitse PO) do the negotiation for
them.

- There are multiple market outlets for fresh produce

- The scale of supply is not very important: manygérs only buy small quantities.



- Because personal relationships between growers t@ukrs continue to be
important, farmers do not easily change tradingnass (traders may come from

the same family, community, village).

Institutional change occurs and POs are establighedhe fresh produce

industry) when warranted by specific (institutionalcumstances:

- when few alternative market outlets are availabtel aollective bargaining
becomes more important;

- when scales important, for instance when the buyer (exporegtgiler, processor)
requires large quantities of homogeneous qualitythis case a PO can carry out
the collection and sorting function;

- in the case of specialty products that require igpbandling for specific markets
(e.g. branding); here the asset specificity argurhenomes relevant;

- in the case of seasonal production in combinatidgh year-round consumption.
In this case farmers need to invest in storage,paolably would prefer to share
market (i.e., price) risk;

- when there is a large information gap between rselled buyers, for instance in
production for export markets (asymmetric inforraatargument);

- when farmers sell all of their produce in one teat®n.

Taking these reasons into account, we can identifgt type of POs can be
found in the vegetable industries of the developedntries. First of all, POs can
function as auction cooperatives when the demarmarger than supply, for instance
for high quality perishable seasonal products, ikparagus. Secondly, POs function
as bargaining associations in the case of prodoctthe processing industry. And

finally POs function as marketing associationstipalarly for specialty products.

The institutional arrangements discussed in thescaesmbine PO and contract
farming. Contract farming seems to be growing imeligping countries, because of a
reduction in government procurement (previouslydhea by state marketing boards)
and market regulation. Also promotion of exportsde to more contract farming, as
production for high demanding export markets rezgiimore vertical coordination



between exporter and producers. This coordinatioterms of quantity and quality,
cannot be obtained through spot markets.

Contract farming is an institutional arrangement response to high
transaction costs (or put differently: to marketui@). Producers have difficulty to
access inputs and to market their commodities whilkehasers and processors may
have difficulty obtaining sufficient, timely and glitative supplies. For contract
farming to work, at least to work efficiently andnsewhat equitably, the institutional

environmental becomes important.

Basically, POs can play two roles in facilitatingntract farming. First, they
can become part of the supply chain themselvebgating, sorting, grading, etc of
the products. Thus, they are actually organizing giethe supply chain activities. We
have seen this in the cases discussed above. Set@ydcan bargain favourable
terms with the contractor. In addition they canbiplihe national government, and
they can collect information on markets and othppastunities. In industrialised
countries, POs that take up the first role areedattooperatives, while the POs that
restrict their activities to negotiating are callegrgaining associations. In the cases
we discussed above, the POs did not take up tloése iThe self-help group POs are
probably too small and have a limited capacity ufilfthese roles, which can be
explained by high search costs for possible alteraalients.

The potential of contract farming is threatenedtlvp main problem areas:
farmer default on contracts and the scale of faroperations. Default can occur
because of production failure or simply becausenéas have sold the produce to
competing buyers, partly to avoid repaying the itradd inputs they received as part
of the contract. The weakness of formal institudige.g. legal system), the lack of
collateral held by smallholders, and weak insurasystems, create considerable risk
for companies entering into contracts. The scalgpefation in smallholder farming is
such that it leads to high transaction cost of Bnguquality and traceability, and

auditing and monitoring many dispersed farmers.

Coulter et al. (1999) state that POs such as farmer associatants
cooperatives can tackle both contract default &edstale of farmer operations. POs
are used as an intermediary between farmers artcactor: the provision of inputs to

the farmers is organized by the PO. Expensive maong of contract compliance is



not necessary because farmer default on contracedsced through the social
mechanisms such as social sanctions, reputatiash,cammon norms, which are
present in producer organisations. In other wotlgisse informal institutions reduce
transactions costs in the contractual arrangemdet problem of scale of operation is
solved as the PO organizes the exchange of infaymditoth the technical advice on
production methods as well as other informatiomtzs need to comply with quality

requirements.

3. Ingtitutional arrangements for vegetable chains in Uganda, Kenya and

Tanzania

This section analyses institutional arrangementsrfarketing of fresh vegetables in
East Africa. The approach consists of applyingtthasaction cost framework to the
growing literature on this sector, as well as froom own observations in the field in
the course of related field research (includingirgerview held with a producers’

group in Maragua, Kenya in October 2008Ve proceed by first discussing spot
market arrangements which are the most commonlgreed and then move on to
POs and their involvement in contract farming. bthbcases, we discuss the likely
configuration of transaction costs, as well as hbese might be influenced by the

external environment.

Spot markets

For many farmers, spot markets constitute the dted@tion for marketing their fruits
and vegetables. Such market transactions remaiddhmenant allocation mechanism
in Sub-Saharan Africa, not only for agriculturabguce but for most commodities,
and they are much more important than allocatidmsugh hierarchies such as
governmental organisations or within firms. In fabie absence or weakness of those
hierarchies may well be the reason why markets gleph an important role in SSA
(Fafchamps, 2004, p. 9). There is a difference betwthe theoretical definition of
spot markets and spot markets that exist in mamwgldping countries (Jaffee and
Gordon, 1992). Evidence collected in Africa andeelsere suggests that input and

output markets, as well as factor markets (e.g.ldbour or credit) are beset with

% This is is being complemented by ongoing fieldwBkptember 2007) in Tanzania which will be
added to this paper.



problems of moral hazard, adverse selection, anttact enforcement problems that
shape economic exchange and determine how effioramkets are (Bigsteat al.,
1999).

The main actors in the vegetable chain are verylairfor the three countries.
Here the focus is on small-scale farmers who kelf tsurplus produce to rural traders
(or collectors). Three different output markets bardiscerned (Eskola, 2065)

= Local village markets: the farmers themselves brihg produce to nearby
informal markets, which are often located near sodthe produce is often sold by
women or children, who sell produce to an estabtistircle of customers. These
small roadside markets usually have little or nmik lto larger markets in the
region.

» Regional markets: these have an important funckiwnconsumers as they are
often the largest markets available to consumerthan region. Although some
farmers may bring their produce to these marketsy are mostly dominated by
traders, which can be divided into collectors, veisalers and retailers.

= National markets: these are usually located in ¢heital city and can be
characterised by a large number of small-scale ymexd and local traders
(wholesalers and retailers), a few large-scaleetradvho are able to finance
transport and marketing costs. The national magkewides traders with an
opportunity to expand their business. However, dosd, financial resources are
required to buy and transport large quantitiesaafds. The export market for non-
traditional cashcrops (e.g. cashew) operates sepafeom the national markets
for food crops. The traders operating in exportkets are large-scale and usually
foreign, have large financial resources, and camalgle bargaining power relative
to producers.

Collectors purchase produce from farms and in soases they help with
harvesting the produce in order to meet targetddnves (e.g. in Uganda (Sonleb
al., 2005)). Farmers have little influence in settprgces and usually accept the price
the rural traders offer. As was outlined aboveatrehal contracting makes it difficult

to switch partners (e.g. due to search costs) andafmers to have a more or less

® The export market is usually limited to non-traatital crops which have a limited market. The cross-
border trade with neighbouring countries can bargrortant source of livelihood for communities
living near border, but the traditional exports stitate only a small amount of total export earsiny
the country.



assured outlet for their produce is apparently maygortant than obtaining a higher
price. Or, put differently, the transaction codt®lotaining a higher price are too high.
The rural traders fulfil various functions. The rmoaportant function that we found
was that they transport the collected produce amdhit to various (local) markets.
But they may also be involved in grading, financing selling consumer goods. At
the market, they either fulfil the function of wieshler or sell it to wholesalers in the
market. Transporters sometimes come in when ruealets cannot organise the
transport themselves. Rural traders may be smalésiperations and have no means
to use trucks, instead either using other mearcy¢las or motorcycles) or hiring
transporters.

Wholesalers buy produce from the rural traders @dinectly sometimes from
the producers and sell it on to retailers who stamiall quantities mainly due to the
limited demand among consumers. Wholesalers haighiato a certain market sgot
This right can be formal when they are assignegat By the market authority and
pay for it or informally when no such arrangemesitmade with official market
authorities, although an informal agreement mayehasen struck with other traders
to share space in an unauthorized location (e.gt twethe market facilities). In
Tanzania, the traders must register to be grantechipsion to trade at the markets.
They pay a daily fee to the market authority forarling and security. There is a
variety of traders with respect to size of businfssm small-scale to large). In
Tanzania, large traders have a wider geographézadhr and a higher turnover (US$
30-90 per day). Medium-scale traders buy their pcedmainly from local producers
and trade a limited number of goods. Turnover suad US$ 20 per day. Their
working capital is sufficient to run the businesg s not sufficient to finance the
transport cost or purchase large quantities of gdamm other regions. Their business
knowledge is weaker than the large-scale tradegs {ey are unable to carry out
bookkeeping). Small-scale traders are often vemyr @md have no other means of
income. They are often landless, have no meansap$port and are unable to give
credit or receive it (due to their difficulties paying back). Trading gives them a very
small income (their turnover is around US$ 4.5¢sgy) (Eskola, 2005).

* These are usually open air markets operated uitéeisk of local municipal governments and
sometimes referred to as “wet markets” (Batal., 2005).



Wholesalers also have (established) contacts withl collectors and traders
and retailers. Eskola (2005) reports that everelargders are unlikely to move from
the regional markets into national markets evemtiarginally higher profit because
they are committed to serving the existing baseustomers. This commitment is
usually social rather than economic, and the lgyaltcustomers, friends and relatives
is more important than the *“short-term opportunisprrofits available in other

markets”.

Traders sometimes receive credit from producees fiay for the produce
later) and give credit to their customers (i.e.eree payments for produce later)
(Eskola, 2005; Sonket al., 2005). This is interesting, as in other regionshsas
Java, the traders give credit to producers to mpyts and collect the credit plus
interest when the farmer sells the produce (Meijer2002). It seems that especially
the small traders are financially constrained. lAlrket participants have difficulties
in overcoming problems related to fluctuating psicand supply of fruits and
vegetables. During the season there is oversuppypaces drop. Consumers profit
from this situation, but especially the farmers dadsome extent the traders are
disadvantaged. Outside the season there is hamly sapply and prices rise.
Consumers are disadvantaged by this as well asrgadtho are unable to specialise
in a few products. Traders are disadvantaged aismahsport problems, which can be
irregular. For fruits and vegetables it is impottém transport the produce quickly.
Transport problems affect especially large tradens transport produce over large

distances.

Brokers are traders who do not have a place ophigsical market (i.e. do not
own a stall). Nyoroet al. (2004) find for Kenya that supermarkets, hotels and
hospitals prefer increasingly to buy from brokerstéad of from wholesale markets.
These wholesale markets are often characterisedoby hygiene and sanitation,
safety and lack of traceability of commodities. B¥s source their produce from

various sources including farmers, wholesale marati sometimes imports.

Transaction costs

The price that farmers can get in the wholesal&ketaris (much) higher than they get

from the collector. Farmers are price takers ane Hdtle bargaining power. This
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begs the question what they can do to get a highee. What we find is that their
options are limited due to high transaction coS3tse possibility of selling their

produce to wholesalers or even retailers encountar®us problems, in the first
instance, transport. Contacts are a second problezin:only contact is often with the
collectors/rural trader. Markets in SSA are chamased by relational exchange: firms
economize on screening incompetent partners bylestang long-term relationships
with other firms they have learnt to trust. Howewelational contracting makes it
costly for firms to switch partners. If one of tpartners is temporarily unable to
perform, this will not lead to harsh punishmentbweach of contract (ending the
relationship) because the search costs for a netwgraare too high. It is therefore in
the interest of the two parties to work things autitil the difficulty is over

(Fafchamps, 1996). Finding another trading paringolves transaction costs and
may not lead to obtaining a higher price: othetembors/rural traders will probably
offer the same price. We found anecdotal evidemcdava that wholesalers will
recognise inexperienced farmers in the market, wigering them prices that are
much lower (Meijerink, 2002). Becoming an “expeded” seller takes time, and it is
necessary to build up relationships. Selling todbkector with whom the farmer has
an established contact, leads at least to a moréessr assured output market.
“Shopping around” for other traders may jeopardiss, as supply often outstrips

demand.

Although most of the fruits and vegetables tradeexscuted through spot
markets, the transaction costs in these marketvese high. Transaction costs are
also high because fruits and vegetables are péfesiproducts, and therefore cannot
be stored until sufficient information on qualitetiand quantitative demand has been
obtained. Various institutional arrangements cqudtentially lower these transaction
costs, although finding the right model is not eabBlge Business Services Market
Development project has tried to introduce formahtcact templates to facilitate
business in various fruits and vegetables in UggdaUganda Ltdet al., 2005).
They found that for small-scale using contractd wdt always lower transaction
costs. In general, the markets are thin and picesvolatile and uncertain. Farmer
supply only very small quantities and have no mapa@ver and can therefore not
determine the terms of the contract. Traders omther hand, are generally unable or

unwilling to commit to prices and quantities in adee. Furthermore contracts were
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seen as complicated and costly; neither traderdarorers understand the language
used in contracts, and both thus lack the knowleddmw to formulate one.

Organising themselves into a producers’ organisa{ibO) may help to
overcome some of these problems. Looking at thedhaccess to the different kinds
of capital (seeError! Reference source not found.), POs can provide solutions.
Jointly farmers can organize activities/investmethist they cannot do alone, e.g.
jointly own logistic assets (trucks, warehouses); | a credit cooperative; hire a
technical assistant; and set up an irrigation syst@ addition, the PO can lobby
local, regional and national governments to imprpuélic services (thus reducing
government failure) or to enact favourable regafesi Another important function of
the PO is collecting market information and shariihgs information with the

members. Thus, POs can reduce transaction coite farmer-customer relationship.

However, organising themselves into a PO also wesltransaction costs.
Becoming a member of a PO introduces some kincepéddency on the group; if a
member of the group behaves opportunistically,oétler members are negatively
affected. Social capital can alleviate this probléiso, becoming a member of a PO,
with it compulsory trade, may exclude more attraectmarket opportunities. Thus
members have to consider short term and long temefiis/costs.

Brokers exist because of informational transactiosts in the markets — they
bring together supply and demand from various ssur8y doing so they reduce

transaction costs. They might also facilitate tpamg but not necessarily.

I nstitutional environment

As indicated above, the spot market is the defaaltketing option for farmers. The
spot market is characterised by the absence or nesakof the institutional
environment in various areas. One of the formalturtsons that may be functioning is
a physical market place, such as a building, andrganisation setting the rules of
participation (such as allocating vendor permits kts, perhaps including limitations
on the specific products). It may also be the das¢ this kind of formal market
organisation enforces other formal rules, suchhase concerning sanitary standards,

or quality grading.
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Transport costs consisting of fuel, hiring a tr@t& are not part of transaction
costs (although they are often mentioned as suici)anzania, for instance, there are
transaction costs attached to transport emanatmg foad blocks that consist of
weigh stations to control trucks for permitted lisnto the load they are carrying as
well as illegitimate controls by police for bribeA. third effect is the presence of
armed robbers along transport routes. Sometimasgoaters will take along guards,
adding to the transport costs (Eskola, 2005). Telayd emanating from these

problems can cause the produce to deterioraten@dalithe costs of transport.

The lack of a well-functioning legal system alsdeeafs the agreements
between buyers and sellers. As was identified abitwe is why informal rules play
such an important role in spot markets. If thera dispute, the parties usually do not
take recourse to legal action, because the traosacbsts of this are too high.
However, it is reported that in Uganda there wefeva cases where farmers and or
traders did pursue legal options and turned toltheal Council Courts. The law
permits these courts to handle only cases whergahe of the subject matter does
not exceed USh 5000 or around US$ 3, while the smwislved in disputes are
usually higher (AT Uganda Ltet al., 2005).

Missing markets for financial services constrainnfers from investing in
profitable fruits and vegetable production. MinatdaNgigi (2004) report in their
Kenyan study that several farmers indicated thahout adequate working capital
they are not able to plant crops on a weekly bagig;h is essential for a continuous
flow of produce. And they often lack the capitalitwest in irrigation (e.g. pumps)

which is usually necessary to grow fruits and vabless.

Informal rules play an important role in spot maskeSpot markets may
function in the absence of a well-established timtinal environment of formal rules.
Contracts between farmers and rural traders apenral, based on verbal agreements.
In the case of a conflict, the transaction costeeebrting to formal institutions (such
as the police, courts) are usually higher tharctists involved in the dispute, because
the transactions are usually small. And as obsemleolve, the loss of a trade
relationship involves high costs because investm@ new one takes a ling time.
Introducing formal contract as a way to decreaaestction costs in Uganda did not
fit into the informal rules based on trust. Theeagshers found that there was little

initial felt need for contracts because farmers &aders felt that exchange without
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contracts was the norm: “this is the way it hasagisvbeen done” (AT Uganda L&t

al., 2005, p. 1). In the Ugandan setting, asking feaoatract is interpreted to meant
hat you do not trust the other party and can bertas an insult. The informal rules
based on trust and reciprocity thus override theemt@l gain of using formal rules

such as contracts.

Contract farming through producer organisations

Contract farming refers to a range of initiativaken by private agribusiness firms to
secure access to produce. Companies provide setaidarmers and in return receive
access to some or all of the farmers’ produce. iBekdypically involve the provision
of inputs (seed, fertilisers, pesticides) on crenfiten with extension advice, but may
also include a range of other services such agjplag and crop spraying. Costs are
recouped when the produce is sold.

It is interesting to note that POs are only obsgriee vegetable marketing in
combination with contract farming. Although POs Icbpotentially exist without
contract farming, i.e. marketing fruits and vegétaljor the local, regional or national
markets, we have not found examples of these. &ilpilcontract farming could be
on the basis on individual farmers, without PO, aBpparently, the combination is
preferred by both producers and contractors. Theams for this will be discussed

below.

In Kenya various “self-help” groups exist, with yamg (economic) goafs but
contract farming is one of these. These self hedpigs are encouraged by the District
Departments of Social Services (DSS) and are forimedarmers themselves by
registering at the DSS. Some such groups are fotmedtablish a type of PO to pool
their produce and establish contractual markehgements with an exporter, thereby
eliminating brokers. This will offer a reliable nkat outlet and higher prices. The
contract specifies the quantity and type (includimglity, grading and packaging
requirements) of produce that the self-help groupsupply weekly to the exporter.
The degree of support the exporter provides differdathiriti-Kanjau the exporter
supplied the seed on credit and guarantees tohaugritire production. The exporter

also provided training to a supervisor, while theup paid for transport and

® This section is based on the cases described bytMitd Ngigi for Kathiriti-Kanjau, in Kenya
(Minot and Ngigi, 2004) and research (semi-struaduinterviewing) undertaken in October 2006 by
Gerdien Meijerink in Maragua.
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subsistence. The supervisor was involved to supernand monitor production
practices of group members to ensure that theydvadhere to production methods
prescribed by the exporter (including chemical as®l sanitary conditions). In
Maragua, The exporter paid for a farmer to be &@im sorting, weighing, grading
and packaging so that the graded produce couldansported to the exporter. The
exporter did not however provide credit. The gronpMaragua had difficulty in

meeting the quota set by the exporter and triethtierest farmers in neighbouring
villages to join their group. A group member whonsistently fails to fulfil the

guantity and quality standards risks being excludiédis losing the substantial
income. The farmers complained about the lack ofkimg capital to buy seeds to

keep up a continuous flow of produce.

The group in Maragua reported that they had organikemselves formally.
The group had voted in a steering committee cangisif a group leader, secretary
and treasurer. The group leader was the one whoirfigated the group and had
contacted the exporter. All members had agreetiéadrms of the self-help group,
which included agreements on supplying producenay @ayments to each member.
The generally higher level of social capital obseinamong Kenyan POs that are
participating in contract farming arrangements nraply challenges for initiatives
that seek to facilitate the participation of pooserallholders in higher-value market

segments, such as cultivation of vegetables foersoarkets or export markets.

We have less information on the exporters, but T&€ntemu (2005) indicate
that the long-term market linkages between experéerd importers indicate a high
degree of social capital. Sometimes exporters ergbiters work closely to ensure

quality and reliable production.

Transaction costs

The self-help groups have overcome specific traimsaaosts that exist in spot
markets. By collectively agreeing to fulfil a pbesers' orders, members of a PO
reduce the costs of transacting for both themse{sbaring the costs of contact,
contract and control) and the contractor, for whorany smaller contracts would
incur too many costs and who is not able to adagsisures that would reduce the risk
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that individual producers might not meet quantitgjoality requirements. Contracting
with a PO therefore reduces the risk of moral hdiglaie to asymmetric information.

Furthermore, by pooling produce PO members cangengacontract farming
and bypass traders. The exporter is the sourcafafmation on prices, grades and
standards. For the exporter, the transaction aafst®ntracting a group are clearly
lower (on a per unit purchased basis) than for reatihg individual farmers. The
farmers’ group in Kathiriti-Kanjau complained thdughat the exporter did not
conduct grading in the field and they were concertiait the exporter may be using
the grading to pass market risk and uncertaintyti® farmer. There is thus
information asymmetry (which can be seen in Table 2

Institutional environment

For the farmers, the overall institutional envir@mhis similar as the one described
under spot markets, but there do appear to bereiftes between the three countries.
In Kenya, the Department of Social Services hayeguaaan encouraging role by
allowing self-help groups to form and register. W8S also gives training to form
credit associations (“merry-go-round”) to enablenfars to pool savings and derive
credit from these. Many gaps in the institutionaVieonment are overcome by the
exporter, such as grading and standards. Farmeesiti@rmation on the quantity and
quality requirements they need to meet. Howevdorimnation asymmetries may put
farmers at a disadvantage in the bargaining reishtip with the exporter, allowing

the latter to capture a larger share of any econoemts.

For the exporters, in Kenya the marketing of velgleta has been generally
free of direct government interventions, and caedirto regulatory and facilitative
functions which has enabled the remarkable suarfets® industry (Minot and Ngigi,
2004). The Horticultural Crop Development AuthoriiyCDA)°, established in 1967,
has played a facilitating role. The HCDA is a goweental parastatal which in the
first years was actively involved in marketing. Naays, however, it has withdrawn
from marketing activities and leaves this to thévgde sector, aiming instead to
facilitate the development of horticultural crogsrtly by licensing exporters and
disseminating information on horticultural marketiaind production practices (e.g. by

® Information available at http://www.hcda.or.ke/
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providing a list of banned pesticides). The HCDAoaprovides code of conduct (i.e.
contractual specifications) to be adhered to byetkgorter and outgrowers’ groups
(such as the self-help groups). There is no legi@reement mechanism for this code
of conduct, but with Euregap requirement of the &Jof January 2005, it is likely

that exporters will adhere to the standards (Nybad., 2004).

While the Ugandan fruit and vegetable sector ha dleen freed of
government interventions, as the government hasdilsed agricultural input and
output markets in general over the past two decédeskoet al., 2005), the type of
supportive role played by the HCDA has generallgrbabsent. Tanzania appears, on
the other hand, to have maintained a more presaiptr dirigiste regulatory
environment for POs and agricultural marketing emgral. These differences in the
institutional environment (in particular, governrheagulations, as well as specific
initiatives) may partly explain the relative scéycof POs in contract farming for
vegetables and fruits in those two countries, bartentletailed research is necessary.

In the cases discussed above, the contractor antbers of the PO invested
in training so that the PO could assume the funstiof exchanging information on
guality requirements. Coultet al. (1999) also provide an interesting example of the
informational link between PO and contract farmifitn the outgrower schemes
promoted by the Fresh Produce Exporters’ AssociatioKenya (FPEAK), farmers
are organised in small groups of 15 to 20 to obi@iormation, inputs, and technical

and quality assistance.”

The combination of POs and contract farming seensetfound especially in
Kenya. Kenya has experienced a long and sustaireuly of its horticultural sector
since independence (Minot and Ngigi, 2004). Onthefreasons for this has been the
fact that the institutional environment in Kenyashenabled the private sector to
undertake investments without fear of regulationigfdinga and De Jager, 2007).
This, in combination with the support from the KanyDepartment of Social Services
to facilitate the establishment and registration*s#lf-help groups” has led to the
formation of producers’ organisations for fruitsdavegetable marketing, which are

conspicuously lacking in Tanzania and Uganda.

4. Conclusion
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The analysis contributes to understanding why centstitutional arrangements exist
and why alternatives (fail to) develop. In the epéas we highlighted, the framework
enabled us to develop some understanding of theal@mce of spot markets (as
predicted by Swinnen et al. 2007), and the faibfrproducers’ organisations to arise
in the fresh fruits and vegetable value chainsheut complementary institutional

arrangements such as contract farming. These utigtial arrangements lower

transaction costs and it appears that the ingiitatienvironment may also play a key

role in determining the potential for this econamsto take place.

The dominance of spot markets to sell vegetablesl (auits) begs the
question why no other institutional arrangements @wed by small-scale farmers to
lower transaction costs or to command a higheepfor instance, why do we do not
find many POs in the fresh produce industry of dgyieg countries? The premise
used in this paper is that the transaction coswtltdr institutional arrangements are
apparently higher than those of the spot market.vBuch factors seem to play a key

role in this?

This paper constitutes a first attempt at undedstan institutional
arrangements in the vegetable sector in East AfBeseral questions are still open
for further investigation. For instance, thereitdel information on how farmers in
contract farming have overcome transaction codtge to contact. How were the
relations with the exporters established? What dalesocial capital and trust play in
this? Are poorer farmers likely to be excluded frparticipation in such schemes?
What is the potential to stimulate the developmehtthese new institutional
arrangements? With the illustrative material présgrhere, we have only scratched
the surface of what can be done. The next step &oply the framework to specific
in-depth case studies, in a comparative fashioarder to develop more sophisticated

and robust insights into these issues.
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Appendix

Figure 2: Different levels and components of institutions
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