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Therise of new farmer cooperativesin China;
Evidencefrom Hubei Province'

Abstract

Since the late 1990s, the number of farmer cooperain China has rapidly grown. The
adoption of the national law on farmer professiawperatives in 2007 has led to significant
governmental support for the establishment and gemant of farmer professional
cooperatives. This paper explores the organizdtieatures of the newly established
cooperatives as well as the services they prowdedir members. Particular attention is
given to the role of local entrepreneurs in grogdermers and in acquiring support from
local and regional state agencies. The paper sdbas data about a group of 200 agriculture
and aquaculture cooperatives in Hubei provincetrae@hina.

1. Introduction

Markets for agricultural products are rapidly chiaiggn China. At least two major
developments in agrifood markets are pushing foictiral change in the agricultural sector,
particularly affecting small producers (World Ba2k06a: 13). First, increased consumer
sophistication means that they are no longer comtéh a limited choice of products or
seasonal availability and have a growing awareok&sod safety issues. Second, the rise of
supermarkets as major food outlets is resultinguipply chain restructuring, which may make
it more difficult for small farmers to compete. Beedevelopments put small farmers at a
disadvantage compared to large farmers, state{igroompanies and foreign suppliers.
Economic collective action organizations can Isshyall-scale farmers to pool
resources in order to access the specific assetieddor production, achieve economies of
scale and/or scope and gain bargaining power totiatg with buyers (Holloway et al.,
2000). In addition, producer organizations can ®vechnical assistance to their members,
can make available market information and helprtim@mbers in storing and transporting
perishable products. In other words, producer argdilons can reduce the transaction costs
that are often problematic for small-scale farnvelnen they want to participate in high
quality value chains. A number of authors have tbtivat producer organizations, producer
groups or cooperatives have been able to facilgatall farmer participation in high value
supply chains, particularly in fresh produce masK&oy and Thorat, 2008; Narrod et al.,

1 We are gratefull to the following persons/orgatiisss that have facilitated our research: Mr. Zhah§ORC
(Wuhan, Hubei, China) for providing access to theperatives; Mr. Kamphuis for managing the ovetdina

—SPAR research and training project; and the Ditictistry of Economic Affairs for providing funding.
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2009; Blandon et al., 2009). However, this optimismot shared by everyone, as agricultural
producer organizations may have organizationatfeatthat hamper quality improvement
(Francesconi and Ruben, 2007) or only lead to tyuatthancement under particular
institutional conditions (Hellin et al., 2009).

In China, for a long time economic producer orgahons were almost absent. Since
the centrally planned marketing system for agrumalt products was abolished in the 1980s,
most farmers sold their produce to small tradedssamall wholesalers. According to Huang
et al. (2008), this is still the dominant situation marketing of fruits and vegetables in most
of rural China. While farmer marketing cooperatigéarted to appear in some parts of China
in the late 1990s, due to local government initedito promote collective marketing
initiatives, their number only began to increaseomawide after the introduction of the 2007
law on promoting farmer cooperatives. This law tiesexplicit objective of strengthening the
rural economy by supporting the establishment aketang cooperatives. Such cooperatives
can link small-scale farmers to traders, procesandsretailers downstream in the value
chain, including modern value chains catering ghkquality markets. In addition, these
cooperatives can provide farmers with bargain pawercreasingly concentrated food
markets, thus furthering the equitable distributbéthe benefits in the value chain.

State support plays an important role in estaiigshew marketing cooperatives.
However, these new cooperatives are not necesséatly-driven or organized top-down.
While organizing farmers in state-initiated andest@managed cooperatives has a long history
of failure, particularly in Sub-Saharan Africa (Bust al., 1993), China is following a
different model. In China the initiative to estabhlia cooperative comes from one or more
entrepreneurial persons who have (access to)rihadial capital, the human capital and the
social capital needed to establish a successflketiag organizations. These entrepreneurs
can be farmers, or they can be traders, extensimers, or managers of a processing
company.

As one of the goals of state support for coopegatis to establish linkages between
farmer cooperatives and supermarkets, quality ssate crucial. Supermarkets generally have
higher quality requirements than other market ¢sitM/hile supermarkets have been rapidly
rising in China (Hu et al., 2004), small-scale farsoften have difficulty in complying with
the quality standards that supermarkets requira treeir suppliers. Cooperatives, however,
can be the intermediary organization that enal@leadrs to enhance the quality of their
products.

The objective of this paper is to describe andyaeahe organizational characteristics
and the functional activities of a group of newsyablished FPCs. One of our key questions
related to the impact of organizational charadtiesson quality improvement. We use a
unique set of data from almost 200 cooperativa® frtubei Province, Central China. As the
provincial Ministry of Agriculture, through its Sepvision Office for Rural Professional
Cooperative Organizations (SORC), is actively suppg the establishment of the new FPCs,
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we were particularly interested in studying the awipof this state support. We found a
positive correlation between state support andafiication of food quality standards by the
cooperatives.

The main contributions of this paper are the follw. First, it provides a detailed
description of a large group of newly establishaunfer marketing cooperatives in one of the
important agricultural provinces of central Chilkubei Province). We explore the
organizational characteristics of the new coopeeatias well as the services these
cooperatives provide to their members. Such desmnijs, to our knowledge, not available in
the English language literature. Second, we exglweole of the different entrepreneurs in
establishing the cooperatives. These entrepretawes diverse backgrounds, but all have
been able to establish good relationships withipwudfficials. Third, we provide information
on the type of state support the cooperativesem@ving, with particular attention for quality
improvement issues.

The paper is structured as follows. Section 2udises the rise of new farmer
cooperatives in China, with special attention ® shpporting role of the new national law on
promoting Farmer Professional Cooperatives (FPI@SSection 3 we present our data and
provide descriptive/correlation analysis on theaniigational features of the new
cooperatives, as well as on the services the catipes provide. Special attention is given to
guality issues. Section 4 concludes with a disaumssin our findings.

2. Agricultural cooperativesin China

In the 1980s, collective farming was gradually sfanmed into family-based farming. With
the abolishment of the state run Unified Procurdraed Sales System in 1985, markets were
fully liberalized for fruits and vegetables, posea-food, eggs, and other agricultural products
(with the exclusion of cotton and grains). Differemarketing channels developed for these
products, with farmers themselves, government aggnicaditional cooperatives, state farms,
and private traders all becoming marketing entegstiWet markets, which were under
restriction during the planned economy, came bad#& soon after the reform. In addition,
wholesale markets and professional traders ragxibanded their business, as interregional
trade was fully liberalized.

Despite the reforms in China’s agrifood marketd te establishment of efficient
supply chains servicing wholesale and retail markée market position of the majority of
small-scale farmers did not improve much. Mostef 200 million small-scale farmers in
China continue to produce low-quality products gdnaditional production methods. The
average size of the Chinese farm was 0.6 hect&@08 (Deng et al., 2010). Linkages
between farmers and final consumers continue weebgweak, with farmers obtaining
limited information on consumer demands. The valiwoordination needed for complying
with increasingly stringent food quality and safstgndards is still lacking (World Bank,
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2006b). Most small-scale farmers have limited apito benefit from the increasing demand
for high-value or specialty products by domestidahe-class and foreign consumers. In order
to strengthen market access and quality improveimgsmall-scale farmers, the government
began to promote farmer associations and farmegrezatives at the end of the 1990s.

The first serious effort to promote farmer coopigess come in 1998 (Deng et al.,
2010). The State Council issued a Directive foregomental support for cooperatives that
were voluntary organizations established by farntemselves. In 2002 the Ministry of
Agriculture developed a pilot project with 100 FR@ughout China. These cooperatives
received marketing information, technical assistasnad management training. In November
2004, Zhejiang province passed the first proviniaied regulating the operation of ‘farmer
professional cooperative organizations’. The laWwicl took effect in January 2005, provides
FPCs with legal status, puts them under the leageos the Agricultural Bureau at the
county level and above and requires that they tegwgth the Industry and Commerce
Bureau (World Bank, 2006a).

On October 31, 2006, the 10th National People'sgZess of the P.R. of China
adopted legislation supporting FPCs. The law wees latified as Order 57 by President Hu
Jintao. Presidential Order 57 will become effecoweJuly 1, 2007. Article 1 stipulates the
reasons for developing this special law: “Its pwas to facilitate and direct the development
of farmer cooperatives, standardize organizatiahtshaviors of them, protect legal interests
of cooperatives and members, and foster growtlyocatural and rural economy.”

Article 8 of the new law states that the statdl diwst the development of FPCs by
adopting measures regarding the support with §teacial revenue, tax preferential
treatment, financial support, technical supportval as guidance in industrial policies.
Governmental agencies at decentral level (provioocenty, district) shall set up agricultural
administrative departments to give guidance, supgud service to the construction and
development of FPCs. In other words, local autlesriare expected to take an active role in
the establishment of new FPCs.

One of the key provisions of the new law deal$uaix reduction. Cooperatives do
not have to pay VAT when selling inputs to theirmieers. In addition, customers buying
from cooperatives pay 16% less tax (on the contitat these buyers are registered
companies).

Although the national law on FPCs was designest #fie experiences and structures
of cooperatives in Europe and North America, soragndeviations were introduced. One of
the interesting features is allowing non-farmerbéoome member of the cooperative.
Although at least 80% of all members should be &snthe non-farmer membership may
include citizens, enterprises, institutions andadmodies which carry out production and
operation activities in direct connection with thesiness of the FPC. Governmental agencies
are not allowed to become member of an FPC. Thenadé for allowing non-farmers to



become members of a cooperative lies in the comnterest farmers and their business
partners have in building integrated supply chaim$ modernizing agriculture.

The law states that each member has at leastaiaeAt the same time, the law also
allows individual members who account for a larigare of the capital contribution or of the
volume of transaction with the FPC to enjoy addaisibvoting rights. The maximum voting
rights one member can have is twenty percent ofcadls. Thus, the classical cooperative
principle of one-member-one-vote does not apply.

Detailed figures on the number of cooperativemn@laire scarcely available. Deng et
al. (2010) conclude that in 2008 more than 20 pergeall villages and county capitals in
China had at least one FPC, which implies a tatadlver of more than 210 thousand FPCs,
providing services to 24 million farmers. Deng let(2010) also report a rapid increase in the
number of villages with cooperatives, from 5 petaar2004 to more than 10 percent in 2007
and almost 21 percent in 2008. They attributerdgsd increase in recent years to the
adoption and implementation of new national legistaon FPCs.

Data on the number of FPCs in China must be irgéed with care because not all
cooperatives are formally registered (while a pathe formally registered cooperatives are
not active). From the total number 212,000 cooperatin 2008, around 12 percent were not
formally registered (Deng et al., 2010).

3. Survey data and descriptive analysis

Data on 198 marketing FPCs in the province of Huaes collected in July 2009. Our sample
is not a random sample of cooperatives in Hubeg ddoperatives surveyed were attending
training sessions organized by the Hubei Supemvi€ifiice for Rural Professional
Cooperative Organisation (SORC). We interviewedesgntatives (mainly chairpersons) of
FPCs. In these personal interviews we used streattguestionnaires.

To get acquainted with the organization and fuumgtiof newly established marketing
cooperatives in rural Hubei province, the authesged ten different cooperatives in April
2009. During these visits, information was colleldby observation and personal interviews
with chairmen and other leaders of cooperativesofting to Hubei Supervision Office for
Rural Professional Cooperative Organization (SORIDpei Province had 4357 FPCs
registered by June 30, 2609

2 presentation by Zhang Qinglin, director of the lduBupervision Office for Rural Professional Coatiere
Organisation (SORC), October 2009.



3.1  Main products

The total number of 198 marketing cooperativesasgmted a broad spectrum of agricultural
and aquacultural products (Table 1). One fifthlb€aoperatives were in vegetable
production and other fifth were in fish producti@mcluding turtles and salamanders). Table 1
also shows the number of member. While the aveiagal cooperatives is 237, there are
quite large differences per product category. Tdwperatives marketing arable crops are the
largest, with an average membership of 561 farnfds®. the fish cooperatives and the
vegetables cooperatives are quite large in memipergéive compare these membership
figures with the average for all China as calcudig Deng et al. (2010), we see that the
cooperatives in our sample are twice the nationatage (237 versus 111).

Table 1. Main products of the cooperativesin the survey

Main products # of coopsin %  Average# of
Survey members
Vegetables 39 20 318
Arable crops 29 15 561
Fruits 15 8 131
Mushroom 7 4 92
Others plants 2 1 79
Total plant products 92 46
Fish 37 19 240
Pigs 25 13 96
Poultry 23 12 111
Cattle 8 4 47
Rabbit 8 4 79
Bees 5 3 152
Total animal products 106 54
Total 198 100 237

3.2 Initiators of the new cooperatives

Most of the cooperatives in our survey were essablil recently, with the largest numbers
established in 2007(76 FPCs) and 2008 (85 FPCs.dBvelopment is in line with the
nation-wide trend of rapid grow in the number caagiges as described by Deng et al.
(2010). We also asked about the growth in numbenarhbers, and found that all of the
cooperatives have experienced substantial growtheimbership soon after their
establishment. While the average number of mendidie establishment of the cooperative
was 52, at the time of the survey (July 2009),aberage number of members was 237.

In China the initiative for establishing a marketicooperative can come from many
different persons or even companies. Table 2 pesvitktails on who took the lead in
establishing the new marketing cooperatives in Hph®vince. Besides producers
themselves, who took the initiative in 19 percerdlbcooperatives in our sample, initiators
for new marketing cooperatives in Hubei provinceemiral official (22%), brokers and
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traders (22%), processors of farm products (15%)tachnical advisors (10%). Given that
technical advisors are (or were) also state empkyene third of all new cooperatives in our
sample were initiated by a governmental officials.

Table 2. Initiator of establishing the cooperative

I nitiator Per centage of all
cooper atives (n=198)
Rural official 22
Broker/trader 22
Producer 19
Processor 15
Technical advisor 10
Other 9

Looking at the relationship between type of procarad who took the initiative, we found that
fish marketing cooperatives were relatively morefestablished by traders, while arable
crop cooperatives were relatively more often egghbtl by owners or managers of a
processing plant. Both were significant relatiopshiThe dominance of the traders in
initiating fish cooperatives could be explainedtbhg crucial role of traders in the value chain
to keep the time between catch and consumptiohas &s possible, as fish is a highly
perishable product. The involvement of the processparable crop cooperatives can be
explained by the need for these companies to ¢dhea raw material from a large number
of small producers. Also the tax reduction cantb@etive for these processors.

In addition, we found an almost significant redaship between the category
vegetables/fruits/mushrooms and rural officialragator. This could be explained by the
administrative pressure on officials to improvesfrgoroduce supply chains, such as supplying
to supermarkets or even to foreign markets.

Not all new cooperatives are established fromtsbraVe found that 32 percent of all
new FPCs had a predecessor that was handling e m@duct. The new cooperatives are
substantially larger than their predecessors. Whaeoriginal farmer association had on
average 110 members, the succeeding cooperativanheagerage 448 members.

3.3 Functions / assets

The key function of any agricultural cooperativéagrovide services to its members. These
services support the on-farm activities of the meraljin the case of technical assistance and
provision of inputs) or facilitate the sales of thembers’ products (in the case of sorting,
grading, marketing and processing). Also indireatiyparketing cooperative supports on-farm
activities as the producer can specialize in fagnaiativities and does not have to spend time
and effort on marketing of its products. While abnall of the cooperatives in our sample
were engaged in marketing of the members’ produtésketing was not necessarily their
main activity. A substantial number of FPCs listechnical assistance as their primary

7



function. This is in line with the results found Bgng et al. (2010), who found that 91% of
all FPC provide technical assistance to their membs Table 3 shows, marketing and
technical assistance are the main services theildabperatives provide to their members. In
addition, a substantial number also provide inpitsiuch lower number of cooperatives are
engaged in (or attribute great importance to) sgrtquality grading, storage, and packaging
of members’ products.

The marketing function can be executed by the ewdjve in two ways. First, the
cooperative may act as a commissioner which mewsatgtie cooperative sells on behalf of
the farmer and receives a commission (in other syarkdarges a fee) for this service. This
type of marketing can be found among all produathpugh it happens relatively more often
in fresh produce. Second, the cooperative may psecthe products from the farmer, carry
out some kind of sorting and/or processing actjatyd then (re)sell the product. Under this
arrangement, the farmer does not have to dealdeNkelopments and requirements of the
final market, as the cooperative is basicallyingalfcustomer. In our sample, in three quarters
of all cooperatives producers sell to their cooppeeawhile in one quarter the cooperative
acted as a commissioner brokering between farntecastomer.

Table 3. Main functiong/ser vices of the cooper atives (N=198)

Function Mean' Per centage of all
cooper atives giving a score

Marketing 1.8 98

Technical assistance 1.9 98
Providing inputs 2.7 88

Storage 3.5 38
Packaging 3.8 50

Sorting and quality grading 3.9 63

1. On a scale from 1 (most important activity) tegst important activity)

Cooperatives can own different assets. As saidglibe cooperatives established under the
new cooperative law are legal persons that canassats and enter into contracts with other
parties. Table 4 shows the relative importanceftérént types of assets. An administration
building is the key asset these cooperatives owseddnd important type of asset is
equipment, such as machinery for tillage, sprayamgl harvesting as well as for sorting and
packing the products (the low numbers for storagejng and packaging assets could be
explained by the fact that respondents see thastsaas equipment). Quite a number of
cooperatives had joint facilities for the produntiof starting material such as seedlings for
plant production and young animals for animal ptitun.



Table 4. Assets owned by the cooper ative (N=198)

Assets Per centage of coops
Administration building 95
Equipment 54
Facilities for the production of seedlings and

young animals 43
Storage facilities 37

Sorting and packing station 35
Research and laboratory 24

3.4  Organizational issues

The cooperatives in our survey apply the governanies as set by national and provincial
legislation on cooperatives. They all have a gdremsembly of members, which convenes
several times a year. There is a board of dire¢tdten called the council) and there may be a
board of supervisors. The average size of the bofddectors is 5.5 members; the average
size of the board of supervisors is 3 members. Ating to the law on cooperatives, the
chairman of the board of directors (or council mtest) may also act as the manager of the
cooperative. Decision-making in the board of divestuses a one-person-one-vote system.

Agricultural cooperatives in China are allowedhtve non-farmers as members. In
our sample about one third of all cooperativesdgdof 198) have members that are not
producers. These non-producer members are oftesnsah or traders (22 cases), technical
advisors (20 cases), administrator (11 cases)amegsors (7 cooperatives)

An interesting feature of FPCs is the relationslepveen shareholders and members.
Not all members have to be shareholders. This miahshe equity capital of the cooperative
is provided by a subset of the membership. In amr@e, 87% of all cooperatives issue
shares. Almost all cooperatives (97%) restrict shalding to members. The distribution of
these shares over the different groups of membeaegher skewed. On average, 28% of all
shares were held by the chairman of the cooperatikide 61% of all shares are held by the
founding members. This group of founding membemniy a small part of the total
membership., Thus, share-ownership is concentratde hands of the founding members,
with the chairman being the largest shareholdees&Hindings for Hubei province are in line
with the findings of Hu et al. (2007) on Zhejiangyince.

The distribution of shares among the differenugoof members is relevant for the
distribution of profit. Among the 114 cooperativfes which we received information on the
distribution of the profit, the average distributtis as follows: 52% of profit is distributed
according to deliveries; 36% of profit is distribdtaccording to shares; 11% of profit goes
into the reserve fund.




3.5 Quality issues

We measured a number of performance indicators.ntmmeconomic performance
indicators like profit turned out to be unreliablige asked about the price difference between
what the cooperative pays and what alternative isuyeuld pay. A majority of the
cooperatives (70%) allows their members to selsidetof the cooperative. As we assumed
that producers have primarily become member ottoperative for obtaining a better price
for their products, we asked the difference betwberprice members receive from their
cooperative compared to the price they would rexikien selling outside the cooperative.
The difference in price is on average 7 percentawor of the cooperative).

Another performance indicator is the type of dyadtandard the cooperative applies.
We asked the cooperatives what quality and fooetgatandards they apply. Table 5 shows
that 75% of all cooperatives apply the pollutioeefistandard, which is the lowest standard for
food products; 22% apply the Green standard; ahd5® sell under the organic standard,
which we consider the highest food quality standard

Table 5. Quality and food safety standards applied by the cooperative

. Ranking of All cooper atives
Quiality standards standa?d (n=p198)
Pollution Free Low 75%
Green Medium 22%
Organic High 5%

Cooperatives help their members to improve produetity by providing different services.
Table 6 lists those services for the plant produnctiooperatives. As can be expected,
technical assistance and training is the most itapbservice that cooperatives can provide to
their members. Second in importance is the prowisfamarket information, particularly on

the quality requirements of the main customerss T8sue of information exchange is
particularly important from the perspective of ling (small) farmers to supermarkets as the
latter usually apply company-specific quality reguients.

Table 6. How does the coop help its membersto improve plant product quality? (N = 92)

Activity Number of coops (%)
Provide technical assistance and training 97
Provide information on quality requirements of bigye 90

Supply of seeds / seedlings 80

Product sorting and grading 68

Supply of improved inputs (fertilizers, pesticidess.) 61
Product storage 43
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Does support from the cooperative to its membeimi@roving product quality lead to a
better performance, by the cooperative or by thenbess. We tested the following
hypotheses:
1. The more quality improving services the cooperatiffers to its members, the higher
the price the members will receive for their praguc
2. The more quality improving services the cooperatiffers to its members, the higher
the quality standard the cooperative applies.
Hypothesis 1 was confirmed (r=0.292, p=0.009).
Hypothesis 2 was partly confirmed, as more quatigroving services had a positive effect
on applying the Green standard (r=0.226, p=0.033).

Another research question related to the impagbwérnmental support on quality
improvement. In other words, does government sugpdhe cooperative lead to higher
product quality. Cooperatives receive several tygfesupport from governmental agencies.
Table 7 shows that technical support is the mopbmant type of support these cooperatives
receive from governmental agencies. Also almodtdfadll cooperatives receive managerial
support.

Table. 7. Type of support cooper ativesreceive from the gover nment

Type of support All c(?]c;ple:;r 8a)Ilves Only pla?; :cgé))peratlveﬁ
Technical support 59% 63%
Managerial support 48% 48%
Financial support 42% 40%
Quality management support 38% 30%

We tested the hypothesis that more governmentalstfeads to the application of a higher
quality standard (for plant cooperatives). We fotimat more governmental support for the
cooperative (Table 7) is positively related to tjuality standard the cooperative applies
(r=0.258, p=0.014). Individually, technical suppananagerial support and financial support
had a positive impact on the weight of the quadigndard.

4. Conclusion

Farmer cooperatives may provide the missing orgdioizal link between smallholder

farmers and modern retail markets. In 2007, then€$e government enacted national
legislation on promoting farmer professional coapiges as a major tool to strengthen the
agricultural and rural economy. The law stipuldtes state agencies at provincial and district
level actively support the establishment and dguakent of marketing cooperatives. In the
central Province of Hubei, our study area, the Dtepent of Agriculture is actively
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promoting the development of farmer professionalpewatives. Our paper presents results of
a survey among 198 agriculture and aquaculture etiack cooperatives in Hubei Province.
Detailed information on the organization, asseattyiies and performance of newly
established cooperatives in China has not beenghell before.

Although one of the basis organizational featwfes cooperative is that it is governed
by its members, some groups of members may be imituential than others. In the newly
established cooperatives in Hubei Province, th@iaza often is an entrepreneurial person
with a background in trading, food processing dession services. These entrepreneurs have
shown that they possess both the social and huamtacneeded for establishing a
cooperative. The social capital relates to theilitglto negotiate with district officials about
administrative hurdles and about the kind and le¥@ublic support the cooperative will
receive. The human capital represents both th@wledge about production and marketing
as well as to their ability to convince large grewb farmers to become member of the
organization they are managing.

Cooperatives in China issue shares, which carelaelly members but also by non-
members. We found that the chairman of the cooperat often the dominant shareholder
(on average 28% of shares). Thus, the entreprérasusubstantial financial capital to become
a major investor in the new cooperative.

The newly established cooperatives have showl iapreases in their membership.
The membership rose from an average of 47 at tiableshment (in 2007, 2008 or 2009) to
an average of 237 in July 2009. Such rapid increasgembership size raises the question
how the process of becoming a member is organawstiywhat role rural officials play in this
process. Unfortunately, we have no information esmaering this question.

As to the quality performance of cooperative arenbers, our results provide
preliminary evidence that state support to cooparsiis positively related to higher quality
standards, and that cooperative support to its reesribads to better member performance,
both in price and quality.
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