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Abstract. Starting point of our analysis is that independentvately owned farm organisations in transition
countries like Hungary can not countervail the nerkpower of their business partners; therefore etos
coordination (integration) of agricultural producerseems an appropriate solution. Apart from sons®ritical
considerations on co-operative rationale (basedNew Institutional Economics), the main aim of the qrais
presenting 2 case studies on producer owned magketiganisations from Hungarian agribusiness, onarfrthe
fruit and vegetable sector and the other one framdairy chain. Conclusions from case studies aeefdfiowings.
Such producers’ organisations, like the Mérakert @perative and Alféldi Milk Selling and SupplyingiLtan be a
solution for farmers to cope with their problemssamg from incomplete pricing mechanisms and to cedu
transaction costs, at least at the regional leWéley also are good examples for the vertical iraégn based on the
horizontal coordination of farmers as initiators.eBpite recent liquidity problems, they also provest by co-
operation there is an opportunity to significanitigprove their countervailing power and to establ@hknership for
farmers in the upper part of the food chain if tlway secure strict quality requirements, solid fiomg, loyalty and
trust in their organisations.
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1. Introduction

1.1 Background and problem statement

There is a significant uncertainty in agriculturé teansition countries due to deficiency of market
institutions. Moreover, fragmented production stmue and atomistic structure of land ownership loan
detected. Two main types of coordination exist imarket economy: one is done by the state and the
other which is run by private institutions. Thetéatone can be established by the processorsémrstéily
contracts) or by producer owned organisations: peratives, producers’ organisations and producers’
group. Multinationals and other big companies casoiinate up to a certain level, but it is not egio
and in most cases the sate can not or does nanhgvith co-ordinate food supply chains either. Cop-
operatives and other producers’ organisations oare she market vulnerability of producers to sgkar
degree and hence they are able increase their sn@amncan be seen in Denmark, Holland etc. The
necessity of set up a co-operative is depend osttheture of the market; characteristics of adtical
products (mass or specialised/value added oneishpbility etc.) and the share of the certain pobdoi
income of the farmer (i.e. main or by-product).

The starting point of our analysis is that indeparicprivately owned farm organisations in transitio
countries like Hungary can not countervail the meaghower of their business partners; thereforeetlos
coordination (integration) of agricultural produseseems an appropriate solution to solve the most
critical problem mentioned above.

1.2 Main aims and methods

One of the main aims of the multi-phase researclepr in progress on producers’ organisations is to
analyse marketing co-operatives and other produoceganisations in the agri-food economy from an
interdisciplinary approach including theoreticadammpirical literature, as well as case studiesarfp

from the so-termed ,co-operative identity” coné&pt! and New Institutional Economics considerations,



we use the intersections of other social scienggscultural economics, marketing, law, organisatib
and co-operative theories all pay role in our redeaalong with sociological analyses, especidtly t
ones dealing with trust, motivation and personkitiens.

Apart from some theoretical considerations on cerafive rationale, thenain aim of this papeis
presenting case studies on two leading producereowmarketing organisations from Hungarian
agribusiness, one from the fruit and vegetableweahd the other one from the dairy chaive used
New Institutional Economics especially Transact@wst Economics as a theoretical background since it
is a good basis for examining advantages/roles-afrdination and integration.

The structure of the remaining of the paper is oiged as followsln the next sessioaf present
paper we show briefly theoretical considerationgarding the co-ordination/integration aspects of
marketing co-ops using New Institutional Economliterature featuring mainly Transaction Cost
Economics (TCE). In the third section of the paperexamine the Mérakert Purchasing and Service Co-
operative. The co-operative is active in the fratd vegetable sector and it was the first offigiall
recognised Producers’ Organisation in Hungary (2002this case study we focus on the development
and innovation of the Mérakert Co-operative emptgya variety of methods. First, literature searches
and review of the most important studies on thectogspecially regarding any printed or multimedia
materials available about the activity of the M@dkCo-operative have been used. Second, intenaéws
major players have been conduct&éction fourpresents another short case study on the suctessfu
Hungarian producers’ group named Alféldi Milk Sediiand Supplying Ltd. which is a good example for
the vertical integration based on the horizontadrdmation of farmers as initiatorét the end of our
paperwe draw Conclusions with their implications ansioabutline some ideas for future research.

2. Economic advantages and limitations of co-openaes in vertical
coordination

There is a great significance of different (mankg}iorganisations of agricultural producers in dugi-
food economy of European Union, like marketing pemtive& 5% Producers’ Organisations (PO) and
Producers’ Groups (PG). POs (like the case studyakist Co-op) are active in the fruit and vegetable
sector and have to fulfil certain requirements.igngicant advantage of the organisation, that fiiuét
and vegetable producers could afford the suppothi@EU solely through their POs. They exist ineoth
legal forms as well, like joint stock companies,DsTetc., however they main organisational formas ¢
operative, mainly marketing co-operative. SimilafAGs (like the other case study: Alfoldi Milk Sed)
and Supplying Ltd.) are exist in any of the aboventioned legal forms and they are active in dairy
sector gaining some supports from EU if they meetain criteria.

Marketing co-operatives in Western Europe and USsaecialised to process and sell the products
of their members and used to be considered as l&#ssical form of co-operation of different and
independent farmers in ordéo protect themselves against the large commerara/or industrial
companiesvhich are often in a monopolistic or oligopolisgiosition. They uséong, medium and short
term contractdo secure the raw material for them and to be @bigovern the whole marketing chain.
The co-operativein the modern sense, is a hybrid formubeecause above the common property the
members sign a special “contract”: the statuteytavd, which are the formal legal guarantees thatcbr
operative will never act against the members, andhe other hand that members will enjoy their
advantages and fulfil their duties.

In this study we use thkbasic USDA co-operative concephich reflects three basic criteria: "A
cooperative is a user-owned and user-controlleihbss that distributes benefits on the basis of lise
P11 According to the above definitidhree main relationgxist between the member and the marketing
co-operative: theroduct thecapital and thedemocratic managing-contrdihe.

The recent co-operative literature emphasizesdh@ing potential incentive$or the establishment
of co-operatives as a form of vertical integratidfirst, co-operatives traditionally can providecess
and secure marketor the long term, therefore giyeotection for independent farmeagjainst the large
commercial and/or industrial companies. They ca&o abrry outservices otherwise not or availabdg
very high costsSecond co-operativebuild up countervailing poweand above a certain economics of
scale they act asompetitive yardstickor non-co-operative, conventional firms and tHeole sector with
abetter influence on the market and pric€bird, co-operatives in some cases g&rease technological
and market efficiencyand carry out activities with higher added valueFourth, co-operatives can
decrease and internalize transaction (informationyts with a better flow of information on consumer
demand - closer proximity of consumer to farmer wiith a unified decision role between two or more



levels of the marketing channel. The co-operatiae alsolowering both economic and technological
uncertainties therefore decrease transaction costsa¥aid (ex post) hold-up problenms the case of
perishable products and different types of assetifipity is also a main reason to use a co-opezas a
governance structur&inally, co-operatives camcrease the income of the membeb®ve by lowering
transaction and production cost, t/mbursement of the surplus for the members madaather level
of the marketing channel.

Furthermore, the co-operative is a partial vertiogggration, which means that farmers can save a
relatively high degree ohdependence of economic actidithus, it is possible to reduce transaction
costs and uncertainty through the cooperative aathtain the entrepreneurial incentives through the
market at the same timé&®r2

Because of human factors, especially the trust émtwthe members and the co-operathad-up
problems usually are not as significant as in thecgssor-initiated caseHowever, despite the
advantages mentioned abomgency problemstill might occur in co-operativés ' As a very closely
related issue to TCE and the (democratic) decisi@king process, there are a numbermofential
problems of the traditional (countervailing powerd-operative mod&f>4 according to theagency
theory®® 5 51 Based on the incomplete contract assumptionagfesicy theory concentrates on incentive
and measurememmtroblems featuring thdividual and not focuses on the transaction which is thebas
unit in TCE?® *2 The basic source of the agency problefsomplex organisations is the separation of
ownership and controlin the case of co-ops, the separation of the gemant (agent) and the owner-
members (principals) can arise different incentiiberefore managers sometimes carry out business
according to their objectives at the expense obthrers'™?.

The mosimportant agency problems can be divided into tvesnngroup&”: investment related and
decision-making process agency problemghe first groupone can find theommon property problems
including external and internal free rider probleimarizonand portfolio problems, which are connected
to the member interest to invest into the co-operatThe decision-making process agency costs are
relating to monitoringandfollow up the management activitiess well to theénfluence cosacquiring if
there are different groups with different intereistgshe co-op, and finally linked tdecision problem of
the managememtaused by large and heterogeneous membership ifféredt priorities and opinion.

CooK® employs a co-operative life-cycle model consistirmn five stages, whereas on stage three
he definite five problemsThe five inherent organisational problems of cotagigesare the following:
free rider, horizon problem, portfolio, control amfluence cosproblems.

There are some possibilities for co-operatives tpec with the above listed organizational
weaknesses. The co-operativan solvesome of thecontrol and influence cost problei? But the
spread ofnew co-operative models withlternative financing methods and new organizationa
structures/strategi€¥ *> 3234report a possible response for the recent chaingearopean agriculture.
Evensome other forms of alternative producer governastcgctureswith appreciable and transferable
equity shard$’ are likely to emerge, as well gsower associations and participation compaHiés
However, it should be stated, that there exist aadled conversation processe.g. co-operatives
transform themselves into CF (IOF) structure, likelreland** ®2 In the latter cases, well defined
property right€? and the transferability of the residual claims-éperatives shares) on the secondary
market can solve almost all the above mentioned@gand property rights problems. H&iefinds the
above mentioned conversation process as a surthandal” stage of his co-operative life-cycle madel

We may conclude that agricultural co-operativesetavantageswherethere is a significant market
failure problem especially in the cases of some perishable pisdike fruit- vegetables and milk, and
when the market is not saturated. When the marlestiamism is working well and the different types
(contracting, monitoring, enforcement) of transawcticosts are not high compared to the internal
organization costs, themco-operative organizational form is not as dedigovernance structure and/or
marketing strategy than in the previous cd¥® Hendrikse and VeermH® also argue that in
differentiated product markets with a high levelasket specificity, marketing co-operative is ptopa
not the best solution as a governance structurey Piedict governance structures in which members
(farmers) have less decision power. Egeme other forms of alternative producer governastogctures
with appreciable and transferable equity sH4Pesre likely to emerge, as wejtower associations and
participation companie¥’.

In the next part of the study we examine the dgueknt and integration role of the Hungarian
Mérakert Purchasing and Service Co-operative whicittive in the fruit and vegetable sector.



3. Case study on Mérakert Purchasing and Service Goperative'

3.1 The general development of Morakert co-operatea/

Agriculture has a traditionally important part meetHungarian economy, especially regarding itseshar
export and rural employme#t!. Within Hungarian agriculture, the fruit and vesfgle sector plays a
relatively important role. The share of privatenfiers is relatively high in Hungary in fruit and etgble
production; however most of them are relatively rfsmmers, sometimes with only a household plot.
Majority of farmers face significant market uncémtees without reasonable risk-sharing techniquas a
their output fluctuates considerably.

Mérakert Purchasing and Service Co-operative was fitst officially recognised Producers’
Organisation (PO) in Hungary certified in 2002. Tgrecess of establishment of POs is rather slow in
Hungary so far. The share of POs in marketing Hragdruits and vegetables is about 15-17% in July
2009 and the number POs are about 44-45 from wiichave been already officially recogni8d
According to some expert opinion, the concentratibaxisting POs would be even more important than
establishing new ones in order to be able to astallountervailing power against the retail chains
dominating the food retail sector in Hungary

Mérahalom is a small town in county Csongrad betw8eeged and Baja in the south-eastern part of
Hungary. This city is the centre of the Homokhagi®a. This area is a typical agricultural area, akhi
means that more or less the only way for its infaaité to earn their living is by agricultural pration.
Approximately 75 per cent of the population of Mdmébom is involved in agriculture. There was a
situation in the micro region of Mérahalom in whiahout 1500-1800 private (small-holder) economic
units attempted to do business at their own risthénbeginning of nineties. The average area aiév
by the small-holders varied between 3 and 5 hextdiee greater portion of production was usuallg so
on different markets. The situation was very simitaother rural regions of Hungary. The problenswa
connected with the market relation of producersytivere too small to purchase their inputs ancetb s
their produce. The producers faced oligopolistid amonopolistic players on the market, so they could
not influence the negotiation process (including phice offered to them) with their potential pars At
the same time producers have not enough informatimut the market, like prices and different actors
and they have very limited negotiation power. Itswareal and huge need to build up countervailing
power for the small-holder economic units.

In 1993 the Department of Agriculture of the loeakhority was established in order to help small-
holders submit forms for various applications. Ti&in incentive (and initiative of Zoltan Nogradihav
is the mayor of Mérakert at the time being) foragdishing a co-operative was very similar to thenBh
tradition. As next step to strength agriculturabgucers, the Common Agricultural and Entreprenéuria
Society, Mérahalom was established in January M8 the aim of organizing small-holders within a
loose network. It was a non-profit organizationeTtumber of founding members of the Society was 35.
The main activity, in addition to organizing joiptojects, was the organizing of collective purchgsi
activities. This type of co-ordination was succeksdnd in some cases savings of 18 or 20 perafehte
purchase cost were achieved.

These joint purchasing activities were extremelgcesgsful, as they could decrease transaction costs,
e.g. information, negotiation and transportatiorsteo However, the main problem was rather to co-
ordinate the marketing of the small-holders’ praglutherefore, the next step was to set up the Midtrak
Purchasing and Service Co-operative, Mérahalompnl A995.

The co-operative extended its membership and cotkuppliers (2000 in total in 206%1) during
the period of 1995-2007 and tried to involve maggreents of the chain. Table 1 shows the main data o
the case study co-operative concerning years 1998-2

! More detailed case studies on Mérakert Co-opexatan be found in the works by Szabé G*&*®land
Bakucs et af?!.

2 One can find more information on the fruit and etadple sector and more specifically on Hungarian
POs in studies by Férand Szab3'®, Dorgal”, Kapronczai et al*® and Szabé and Kis¥.



Table 1.Main data on the Moérakert co-operative concerniegry 1998-2005

Year |Agricul- Total net|Share of| Num- |Equity Number of | Share of| Turn-
tural net |revenue agricul- ber of|share business |own and|over
revenue (in  1,000| tural and [ mem- |capital partners | foreign | (t)

(in  1,000| HUF) total net|bers |(in 1,000 equity
HUF) revenues HUF)
per cent
1998 250837 251410 99.77 59 1300 400 74.37

1999 566775 567810 99.81 131 1300 500 53.91

2000 1248737 1250464 99.86 189 1300 600 45.53| 12500

2001| 1584329 1586604 99.86] 288 11275 1000 52.69| 14961

2002 228118 2282964 99.92] 289 11275 1500 69.86| 22620

2003 3639094 3777771 96.33] 476 11275 2000 78.62| 30359

2004 4078642 4641618 93.94] 630 80920 2500 53.05| 38541

2005 5166380 5839921 88.47] 699 118830 3000 42,11 37294

Source: Mérakert Co-operative, 2006

The increase of both membership and the turnovéreo€o-operative demonstrate that the co-op was
operating efficiently during the above period. Ttbéal net revenue of Mérakert co-op has reached the
amount of HUF 8 billions in year 2007, which waswsignificant regarding the sector. However, gear
2008 and 2009 were not as successful as the peevioes, for example the turnover of the co-op @ th
first half of 2009 is about 40 percentage of the onsimilar period of 2008. They expect a turnover
about 4 billions in 2009, which is only half of thesults in 2007. The main important problem aee th
ones connected liquidity (summarised in subse@id); members do not trade their products to the co
operative, instead they try to sell them on spa@nggally on grey and black markets) getting cash
immediately. While that way of short-term thinkiagd thus bypassing the co-operative route dest®y t
marketing channels of the co-op (see subsectionmBeBnbers can be understood: they have to finance
their family’ life and also their own farming. Ti@o-op has 776 owner - members in July 2009.

3.2 Marketing of Morakert Co-operative

The main co-ordinators/channels used in Hunganiait &nd vegetable sector are the following: local
market, wholesale markets, production co-operativesrketing co-operatives, producers’ organisation,
processing industry, wholesalers and retdffdrsHowever, it should be noted that spot markets and
different types of contracts (including in someeasasontract production) are the most common forins o
co-ordination. Different retail chains gain a presgively larger share of the fresh fruit and vegeta
market. It is therefore very important, that farmbave to use marketing channels which could dieet
the strengths (countervailing power) of more cotreged organisations.

About 90per cent of the productdistributed on domestic markets by the case stodyperative are
sold to retail chains (Tesco Global, Auchan Hung&semege-Match, SPAR Hungary, PROFI Hungary,
CORA, CBA etc.), so they have significant shareshie Morakert co-operative trade. In the first few
years of the co-op existence the share of thel reftains was about 5-10% in the total sale, while t
proportion of wholesale markets and chains has beanging gradually and significantly in the perafd
1997-1999 up to 90% which is still the sHATE

Some products are sotoh a contractual basis according to weekly pricEe co-operative is more
or less satisfied with the contracts and connest@neady established, but it should be notedithat
extremely difficult to fulfil the exacting requireants with respect to quality, quantity and range te
other terms of trade and payment stipulated byréteil chains. However, these chains do provide a
secure market and a degree of stability for theniiag activity of the members. The question of
monitoring is becoming crucial in the context ahoVle co-operative uses HACCP, EUREPGAP and

BRC quality assurance system to meet legal andehdriven requiremen%g’ 40]

% Main products produced by members and marketethéyo-operative are sweet green pepper, kapia
pepper, round red, pepper, tomatoes, cucumber,agabkChinese cabbage, cauliflower, watermelon,
apple, sour cherry, plum.



To be able to increase the value of the membersdymts, the co-operative seeks opportunity for
export. 80% of the produce purchased from memizesnid on the domestic market and 20 % abroad
(Austria, Estonia, Germany, Latvia, Lithuania, GzdRepublic, Romania, Russia, Scandinavia, Serbia,
Slovakia and Slovenia). Recently, the co-op trgxtend its export activities, especially to Romaith
an establishment of a joint venture.

The co-operative pays emphasis on the quality amdolgeneity of their products, however they try
to assure a versatile assortment in order to fth&l requirement of the retail chains. They occwig
buy products on spot markets and sometimes fronoiitmplowever, first the co-op sells the products of
the members, than, if needed, they call for thelpce of non-member suppliers and/or they are giing
buy import products to be able to fulfil the reguirents of the consumers (e.g. retail chains) jushe
last case.

The co-operative has a site equipped with a félastructure. A handling, sorting and packaging lin
for vegetables and fruit was put into operatiorSeptember 1999. In 2002 a so-called “agri-logistics
centrum” was set up by the co-operative, which oedet,000rh including a cold storage depot which
was 1/4 of the total area. These investments weigat role in food safety, environmental and hygie
requirements to be able to meet with specificatafnthe European Union. The third phase of
development was enlarging the “agri-logistics cemtt with 6,000 M storage facility. In June 2006 the
co-op use 15,000 frand 6 hectares in Mérahalom, which is a significactease from the start. The
facilities are fitted with modern sorting and pagikey line, qualifying 20 per cent of the co-op’ duzts
for export. Everything can be handled in one plateh as purchasing, handling, sorting and paclagin
of products coming from members and other supplassvell as the storage and transportation aetvit
A computer supported information system helps thekin the new headquarters.

One of the main steps for the co-operative to imprihe competitiveness on segmented markets is
to differentiate its products from those of othesqucers (e.g. branding). The co-operative endaavou
integrate, not only horizontally but also vertigalthe members’ farming activities, and also toelep
activities with higher added value.

3.3 Advantages of integration for small and mediunsize farmers offered by
Mérakert Co-operative

Mérakert co-operative can decrease transactiors dosthe small and medium size farmers-members in
a number of ways. In line with purchasing input enals and to selling vegetable and fruit products
produced by the members the co-operative is stdieavouring to establish secure markets for thg lon
term. It is extremely important since, producersengot a high degree of market and technological
uncertainty. The co-op organizes the buying of inpaterials and the functioning of selling outletsa
more coordinated way, therefore promoting farmiagthe small-holders through better market prices.
To achieve competitiveness, in certain cases thepeoative works on the basis of so-termed producti
contracts, which involve the co-operative detailthg requirements for the producer to ensure that t
necessary quantity is produced. At the same tirffetefare made always to purchase input materfals o
the same type, to enable members to accomplislentdalanced quality in their productidProviding
information is also very important with respect to the succekshe co-operation between the co-
operative enterprise and its members. The co-opiesaout other servicesfor the members, like
transportation products and inpuytproviding consultation(advice) within various fields, such as plant
cultivation, thefilling in of application formsfor subsidies(cold) storage factoring in order to help
farmers to get their money for their produce asxsampossible etc.

All in all, apart from lowering transaction costise Mérakert Co-operative can provide almost all of
the general advantages of co-operatives in verititagration. It could build up countervailing pavand
secure markets, increase technological and maifkieteacies, carry out activities with higher added
value. The Mdrakert Co-operative can also loweringertainties and decrease information cost for the
members.

As a result of growing concentration of market estoconcentration, “numerous different vegetable
and fruit producing organizations (abbreviated @spPof the South Alféld region, each with accefgab
business functioning, established the DATESZ Ddblli ZRt [DATESZ South-Alféld Joint-Stock
Company] on April 2, 2004, with its seat set upMarahalom. Currently (probably in 2006, author)rthe
are 14 members of DATESZ ZRt from Béacs-Kiskun, B&késongrad, Jasz-Nagykun-Szolnok, and Pest
countries™®. It is a so calledecondary or regional type co-operatiwich can be a good institution to
build up countervailing power thus to secure market the members, to increase product’s pricesiand



the meantime to reduce transaction costs. Througigens and exit, currently (July 2009) DATESZ ZRit.
has only 3 member organisations from which Moérakertop is the biggest PO.

However, because of liquidity problems (see 3.5.details) the organisation needs and probably
will get financial support (600 million HUF) fronté state during 2009 which loan in turn will meah (
least temporary) state ownership in the organisafitnere a number of requirements, namely DATESZ
will make a business plan including a guarante&l18b interest on the capital which has to be paakba
in5 yeargssl. The main reasons why the state supports the isajf@ms are securing thousands jobs in
rural areas, providing “hopes” for organisationogiucers, suppliers etc.) who are largely dependent
POs’ activity and also to avoid mass bankruptcy mgn®0Os since in some cases huge amount of
supports from EU would have to be paid back.

3.4 Capital requirements for members and supportsdr the co-op

Regarding to the specific forms in which the snsalde holders included in the restructured market,
suppliers of Mdrakert co-op are organized smalles€éarmers of primary products and at the same time
the members of the organisation are owners of mergof supply chain. The by-law of the co-opemtiv
which is in accordance with laws and other leggltations concerning POs and co-operatives in the E
and Hungary contains the rules, rights and obligetiof the members. Therefore, the by-law regulates
the product, capital and management/control linthefco-operative member connections.

To fulfil the above mentioned aims and to be aldlerdduce transaction costs, the co-operative
members and the co-operative had to invest sigmifig in order to increase of the value added ef th
products sold. Some of the investments, made byrihmbers and the co-operative as well, are really
specific, thus strengthening closer co-ordinatibhe value of the so-termed co-operative share, lwhic
represents the ownership and there is an obligatiothe by-laws of the co-operative to purchase to
become a member, increased from HUF 25,000 (1995UF 190,000 (2009). The above mentioned
contribution is only partly enough for providinghéincial support needed for the development degstribe
above. New members have to pay an additional anafudtUF 330,000 as a single payment contribution
for investment carried out on behalf of the co-agige for the interest of the members. The above
requirements are detailed in the by-laws. Thesdss an amount of 4.6 % of the turnover which loaset
paid or is hold back as a contribution to the ofiegacosts of the PO in order to get the same amofluin
subsidies from the EtJ.,

Apart from the financial contribution from the meenb, the co-operative organization itself has got
some non-financial support from the local authoaityl significantly has some state and EuropeanriJnio
supports according to its successful tenders. Natiny is that the co-op was excluded to pay loaal t
between 1996 and 2002 thus local authorities ofdflalom supported the co-op in its initial phase of
development. Nowadays the co-op pays significarduarnof local tax, helping the development of the
town into a beautiful middle town with full infrasicture which change can noticed by any visitor.

The co-op can get support of HUF 150 million frdre budget of European Union, since it meets the
requirement regarding POs in the fruit and vegetaddctor. They use also bank credits and loans,
including revolving charge account causing the ifakkhare of own equity of the co-op to 42 per dant
2005. However, the main important point is that tleeop reinvests the significant part of the susplu
made in the co-operative annually.

3.5 Liquidity problems from 2008’

Due to a number of reasons Morakert Co-op have l@eing some liquidity problems coming from
macro- as well as microeconomic situation fromdheond half of 2008. The most important problems
(“effects”) are two folds; both can be traced b&xkurrent liabilities which are about to the ambimn3
billions HUF in July 2009:

1) Huge delays in payments to members for the theidymts (2 billions HUF),

2) Loans mainly for development (1 billion HUF).
Summarising the causes which had been led to thehard situation today we can divide them into 2
main groupsMacroeconomic and external issugsre and are the followings:

1. Financial and economic crisis resulting less doim@gmand for fruit and vegetables.

2. Higher share of import of fruit and vegetables unigarian market.

* This section is based on interviews with leadémgl@rakert Co-operative made in July 26§ 2% 41
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Producers’ organisations and co-operatives arecowipetitive because of the black and grey
trade on spot markets.
Banks willingness declines regarding financing entrassets (revolving funds).
Late pay-off of the supports (EU funds).
Delayed payments (60-70 days after delivery) fromretail chains.
High financial burden due to “non-price charactaafcial parameters” (e.qg.: listing and the so-
called “shelf” fee, various donations and bonugeg set up by the majority of retail chains.
Main important microeconomic and internal probleafgshe Mérakert Co-op were the followings:

1. There were no reserve funds due to non-profit cteraf the co-operative.

2. Too fast development and groth.

3. Structural problems of the Mérakert Group

4. Efficiency problems, regarding delivery the rightadjty and quantity to the market (retail

chains).

Solutions of the above liquidity problesarrently (in July 2009) are coming from 4 sourcegmbers’
loan from the local authority (municipality), menmgecontribution in different ways, state interviemt
through DATESZ Zrt. and remodelling (restructuritigg co-operative into a “for-profit” organisati¢to
get reserves and savings for financing their dgaraknt) including a cost saving plan and changéisean
management.

No oA

3.6 New Institutional Economics considerations inase of Mérakert Co-op

Theoretically,main problems might be the horizon and the commmopegpty ones. However, at this stage
of co-operative development members of Mdérakerehast experienced these kinds of problems. To be
able to solve potential horizon problems, the caispd a magazine for disseminating informationy the
organized “professional evenings” for members aadetbped a text message system providing short
information for members, and currently they ar® @lsveloping a website. However, as the co-operativ
gets bigger and because of the liquidity problerestioned above; the president and the new managing
director had personally talked with all the membeng by one in order to ensure they vote for the
necessary changes before the assembly of delegates.

Despite of general loyalty to the co-operativereéhare a number of cases when members do sell on
spot markets in order to get a little bit highecertemporary. Generally speaking, memberge to make
significant steps to the “opposite directiorthan the co-opo be excludedrom the “benefits” and
advantages offered by the co-op. Contracting cddda very important issue when talking about
exclusion, but there is a demand-driven market mab#te times in case of fruit and vegetables, ey v
often the co-op can not enforce contracts. Contrgdatiscipline is very weak, as generally in theteg
therefore the exclusion of a member because ofraobEvement is very rare and only takes place if
somebody violates the rules settled down in théakus heavily.

However, a question of importance was that themerative should be able to influence the farmers’
way of thinking in order taavoid by-passingThe small-holders soon realized that they cowldes
transportation costs and time by selling in bullamfities at the co-operative site. More balancedepr
for their produce also gave an incentive for thalsimolders to sell to the co-operative. A very ongant
step was that members accepted what kinds of Vglgstand fruit it would be better to produce talfan
relatively secure market, to attain higher pricesl @ ensure better conditions for sale. It was an
indispensable requirement that members should ddddsell their produce through the co-operative,
even if it were possible to sell it at higher wheale market prices. Members, who supplied betw@&n 9
per cent and 110 per cent of the contracted qyaintithe contracting period, get a bonus of 2 patc
Members can alter from the contracting quantitycesning given year to both directions by 10 pertcen
without any consequences.

The co-operative also deals with produce derivednfnon-members, in the interest of achieving
better exploitation of its capacitilon-member trade is also very importdot the co-operative from the
point of growing turnover, however their producte anly bought up when members’ fruit and
vegetables have already been intaken, they womn'aigg reimbursements or price supplements and they
have no voting rights; therefore tfree rider problem is not a hot issge far in Mérakert co-ofrom an
incentive point of view

However the non-member trade was a question of importantee case a PO sinaeajority of the
trade has to be done with members according to &gllationin order to get support. The share of the
members from products supplied was 60 percent whachchanged to 40 percent in the year 2005. In
order to be able to fulfil the requirements of RDE&U the co-op currently develops a new organiweti



model resulting in a kind of holding form. The meamband other suppliers still sell their produotshte
co-operative which is the owner of an Ltd. calddrakert TESZ KFt The Ltd. is the one who is in
contact with clients (mostly retail chains). Thesimess partners (consumers) are the same, the
administration is almost the same of the Mérakertop, since they use an integrated resource plgnnin
system. The owner of the Ltd is the Mérakert co@®?o) and the authority of Mérahalom (8%), so this
is still a producer-owned organization. This systamures that the co-op can get support from tHgetu

of European Union, since fulfil all the criteriagagding POs in the fruit and vegetable sector. Tfres-

rider problems seemed to be solved at the timegbéint it might occur in the future.

3.7 Conclusions of the case study

Conclusions from the first case study on the Mdrakm-operative (fruit and vegetable sector) ae th
followings. Such organisations, like the Mdraked-@p can be a solution for farmers to cope withirthe
problems arising from incomplete pricing mechanisansl to reduce transaction costs, at least at the
regional level.

Until recently Mdrakert co-operative was a good regke, how an agricultural co-operative can
achieve some of the potential advantages, solviagynitraditional” Transaction Cost Economics and
agency problems and serving its members with airoging growth.It worked as a very successful co-
operative (e.g. in terms of increasing annual tuencand membership until 2007) thus being a good
example for a number of emerging producer orgainisst Despite the financial-economic crisis and
problems mentioned above, Morakert co-operativgilisa strong marketing implement for its members
and also has a radiation effect on the regionsoitke; however it has to make some radical changes t
gain back the loyalty of the members and stay editipe. They probably will work in a for-profit wa
instead of being a strictly non-profit organisation

The co-op has the capacity to fulfil the basic obye: help farmers to sell their horticultural
products, purchase input materials on their beaalthe most favourable prices, and offer long term
security. However to be able to establish such mwyuailing power and to reduce the co-operative’'s
transaction costs, the co-operative is more ancendependent on non-members trade, which practice
might arise free-rider problems, althoughemed to be solved at the time being. Despitedkeperative
can solve some of the horizon problems, if the gerative is going to grovit may face with theommon
property and horizon problems

The success of Mdrakert Co-operative was due tdritedly and supportive approach of the local
authority, the various sources of capital derivexhf funds for development, and above all, the tamst
loyalty within the co-operative. As the presidefittite Morakert Co-op said:The retrieval of trust (of
the members, author) is a matter of md’ngf}]. The main important weapons in the hands of the co
operative manager and president are secure markdtselatively high prices for good quality product
coming from members and non-members alike. Howeuera following stage of co-operative
development the co-operative will face with a numbé liquidity problems and the issues usually
emerged in the case of traditional (countervailpmwer) co-operative model which probably will
influence and change marketing, financial and fpig$he organisational strategies of the co-opeeati

4. Case study of Alféldi Milk Selling and SupplyingLtd.”®

4.1 The funding and history of the Alféldi Milk Seling and Supplying Ltd.

The Alfdldi Milk Selling and Supplying Ltd. is special type of cooperation operating as a prodster
group’(PG) in form of a business enterprise (Ltd.) in gary. It is a self-organised group of farmers,
which members cooperate not for production bus#ling purposes, in order to create the countkngai
power against monopolistic commercial and procesplayers in the chain, and to ensure the benafits
the members. Only producers can be members, ifrtambers sell their cows they membership are

® Section 4 is a joint work with Péter Popolits® **

® PGs are active in different branches of agriceltsupported by European Union if they can fulfil a
special set of requirements. There are 11 PGseirddliry sector and altogether 262 can be fountién t
whole Hungarian agri-food economy in 2869 Further references and descriptions on Hungatzgry

sector can be found in a number of recent wWrRs!":37: 38 39. 49, 50,59, 60]
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terminated automatically. The uppermost authomtythe general assembly which is usually gathered
together at least 4 times a year. Votes are diggtbaccording to shares capital, so the traditiona
operative principle: 1 member — 1 vote does notlyapptheir case. However, the company can gain
similar advantagegsecured market, higher milk price, less vulnditgtilue to hold-up problems etc.) for
theirmembers traditionally co-ops use to offer to ttreembers

The process, which in April 2005 ended in the fifafficial) governmental recognition of the
successful producers’ grougtarted in 30 April 2003when 23 big cattle farms, most from Hajdu-Bihar
County funded the firm. Thebjectivewas to ensure profit higher then the Hungarian averagby
supplementing the income with 6% government subditiis amount reached 30 million HUF already in
the first year for the milk purchased by Frieslafidngaria Joint-stock Company, and the company’s
turnover reached 516 million HUF.

The owner-members of the organisation hda®@ cows/farm as an averagee. most members of the
cooperation are large-scale farmers. However, thasenot been and therenis minimum limit for milk
delivery and small-scale farmers are also welcom@ldeady in 2004, the company had serious price
negotiations, and was selling milk not only to Bléed Hungaria Joint-stock Company but to other
processors as well, such as SOLE Hungary Joinkstmenpany. Thus, theompany managed to utilize
this market counterweight and could ensure priocestfe members higher than the Hungarian average in
the past and they can pay an average market prspite the crisis in 2009hey applied for and won
every year the subsidy provided for suppliers, Whi@s maximized in 20 million HUF. These successes
contributed to the fact that, by the end of 20G d¢hoperation had already 83 members and 252 millio
milk quota, which meant 9.6 billion HUF turnoverh&d number of members was 151 (2005) and 158
(2006); and turnovers were 30.9 and 39 billion Hidbpectively. The Ltd. had 427 employees and 153
owner-members at the end of 2007 (contrary to 20806n there were 158 owner-members) because
some members left for a little bit higher price2B07. In 2008 34 billion HUF turnover was made an
the Ltd. had 146 members.

There are the same number of members in 2009 aydchtve already made a two-step extra capital
accumulation this year with amounts of 100 millldoF (February) and 120 million HUF (April) mainly
{1021r technology development purposes. Share capittiie Ltd. was about 1.2 billion HUF in May 2009

4.2 Activities with higher value added: buying up he Parmalat processing plant

By the end of 2006, the company has significantkgeded. It supplied 7 processing firms with mitida
its quota reached 400 million litres, which wa@% of the 1.4-1.5 billion litres national quotAt that
time the company had 153 members, its monthly ttenavas near 3.2 billion HUF, which came out at
38 hillion HUF per year.

The fast and dynamic growth both in numbers of mensitas well as in turnover allowed for the
possibility of a vertical integration based on hmtal co-operatiof”. This process materialised in
buying-up a Hungarian processing firm earlier owrgdParmalat. The firm in Székesfehérvar was
bought by Alféldi Milk Selling and Supplying Ltd.no1* November 2005. According to Tibor Mélykuti
(managing director of the company) in order togdle sufficient own capital to buy the Székesfeher
firm, the members of the Ltd. hattreased the shared capital with 500 million HUFurthermore, more
than 4 billion HUF credit was borrowed, most of efhiwasgranted by the state through the Hungarian
Deve(lj(ggment BankMFB), and some were supplied from other creditiintions for a two-year loan
period™.

The firm - earlier owned by Parmalat - being a faroriented processing company functioned
primarily as amarket regulating tool (puffer capacityf)pwever in 2008 they process&3% of their raw
milk in their own plant producing higher added valThe Székesfehérvar firm, depending on its tied-up
capacity, processes not only the milk producedhey members, butlso processes milk produced by
other farmers The members see the benefits provided by theugsrd’ group in the fact that through
better bargaining power they can get better pricghe market. They have paid 1 HUF/litre nfotiean
the country average, which is a remarkable featstmhgths members commitment.

" The actually paid-out average price was 71.35 Htoéin their case compared to Hungarian averdge o
70.39 HUF in 2007. In the first quarter of 2009 ffwd-out average price was as low as 57 HUF/litre
such as the average price on the Hungarian market.
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4.3 Markets and their requirements: development anglans’
Their share of the Hungarian milk market is about 30#bjch is very important since 1/3 of the milk
marketed on market is controlled by producers.

Regardingprofitability in 2007, the plant has become profitable withhbkp of the above mentioned
long-term loans and with the joint work of the mgament and Alféldi Milk Selling and Supplying Ltd.,
contrary to years 2005 and 2006. The profit of pfent was higher than 300 million HUF in 2007
contrary to the loss made in 2006 (250 million HUF)

The surprisingly strong Hungarian currency (HUF)svea advantage from the point of paying back
loans, however since theixport get higher and higher shairetheir turnover (their actual share from the
exported Hungarian milk is about 1/2), it causessds in the last few months. Their main export etark
are Italy and Romania, but they are present inel@; Germany, Slovakia, Czech Republic, Bulgaria,
Croatia and Cyprus as well. They export about 480300 kilograms of milk daily, the total capaaity
the processing plant is about 800,000 hectolitfes

Regardingdomestic marketstheir 160 products can be fouidevery big retail chainhype- and
supermarkets) but some wholesale chains and EUregpstumers are also their clients. They are not
fully satisfied with the roles of the chains elgeit price margin is too high, the quality of thpioducts
is sometimes very bad etc.. It is very importantaike into consideration thahport of dairy products
especially different types of relatively cheap de has been increasing since 2005. The shamgoft
in the Hungarian market is about 25-30% dependmthe seasonal surplus of milk in EU as well as on
the current rate of the Hungarian currency (HUFQwiver, it is a relatively new phenomenon thabhat t
same time there is a shortage of milk on the EUketarvhich caused instability in contractual relato
with fixed prices.

There was @ontinuous increase in the domestic trading deliveticesin the second half of 2007,
however the profitability of processing activity shamot changed since the surplus has gone to the
producers (Alféldi Milk Selling and Supplying Ltd2008). Theirmain domestic processor partners
2007 are Sole-Mizo Joint-stock Companyréstej Ltd., M and M Sajtgyart6 Ltd., Pannontejnieitock
Company, Mark-Nagisz Ltd., Fino-Food Ltd. aparifrtheir own processing activities.

Members us¢HACCPin their raw milk production and the processingrplalso employs the same
quality assurance system

Although it is not a co-operativepmmitments relatively high among the owner-members duiéo
above average milk price paid as mentioned abodeatso the investment the members had made, As
mentioned before, some of them left (terminatingirtttontracts) for a little bit higher prices in@®@Q
therefore the number of members was only 153 ag¢tigeof 2007. Since their violation of contrackeyt
can not be member again which will cause of a yemd situation for those individual producers oa th
Hungarian milk market. There is a non-member traslevell; they have got ad hoc agreements with the
processing plant.

On short termthey try to recreate financial stability, increasepliers’ (producers’) trust, saving
liquidity of the firm and strengthening market gasi regarding final products and export. They giay
attention on product development including new paakg design in case of products with higher price
margin in order to increase the value added.

Long term strategiemclude enlargement of the group in logisticalptimal regions of the plant and
planned export activities, development of logistiesl distribution system and modernisation of pobdu
assortment of the processing plant.

4.4 Conclusions of the case study

As a main conclusion of the case study on Hungahi&ildi Milk Selling and Supplying Ltd. presented,
we have to underline that tladove structure is uniquéirst, it is amember-controlled busingdsut not

a co-operative. It has a similar structure to Nesn&ation Co-operatives in 8$**Isince it has a kind
of “holding” format (the processing plant is ownlegla Producers’ Group existing in Ltd legal formga
members had made a significant up-front investrvémn they established the compaBgcond the
aboveorganisation structure is very effectigo far and can offer almost the saadvantages (like
reducing transactions cost, lowering technologieald market uncertaintiestc.) traditionally co-ops
could secure; but alsmombines efficiency in processing and marketamgwell adlexibility in business
(e.g. to open to export markets.) which are usuaiyak points in case of agricultural co-operatives.

® This section is mainly based on annual report ofiddirian Alféldi Milk Selling and Supplying Lté!
and on an interview (2008) in Hungarian with Bih@éaborn&!.
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Third, the “owner” of the dairy processing plant and hilsis of cooperation is a producers’ growpich

get some supports from the state and EU (apart freimg their own investments mentioned above and
credits from the market) thus financing is not @ pioblem contrary to the practice of traditionataps.
Fourth, human factors(e.g. trust, power, motivation etc.) amganagement abilitiestrengthens the
economic efficiencgf the firm. Since they pay higher milk prittean the Hungarian average and secure
(growing) markets for the owners theref@@mmitment is relatively hight is very interesting fact that
they are continually trying tmcrease suppliers’ trusas one the key elements of their success.

5. Conclusions

It must be emphasized that theblems of farmers coming from market imperfectiand co-ordination
of the dairy chain cannot be solved simply by Eld/angovernment suppgrbut it seems to be vital in
the case of emergingroducers’ groups, like co-operative® be able to set up. As a conclusion, we
underline themportance of Western-European (Danish, Holland)etgperiencesnd the need for more
producer-owned organisations, like co-operatives@oducers’ group in Hungary.

We can summarise our empirical findings with ligtithe conditions for successful collective
marketing done by producer owned organisatiaggollow:
real economic necessity,
willingness to co-operate — demolition of mentajfg®logical barriers,
screening of potential members,
strict and exact quality and quantity requiremefiots products delivered to co-op/producers’
group,
consistent adherence of delivery obligations,
ensuring balanced (liquid) financing both shortd fang-term,
trust between members and management,
efficient and multi-way communication.

The crucial issue for the future of agriculturatauperatives is the loyalty of farmers to their qo-o
and the leaders of the co-operative, especiallyeundcertainties dominating in the transition agltiore
like in Hungarian fruit and vegetable sector. Theganised trust” connected to relational connestion
the co-op are crucial factors to solve the firsidhap problem, e.g. prevent post harvest hold*lpst
least at the relatively low level of product difetiation. It seems to be empirical evidence thattis an
essential mechanism to increase the loyalty of negsnto co-ops.

Mérakert Purchasing and Service Co-operative aadAiftldi Milk Selling and Supplying Ltd. are
good examples for the vertical integration basedhmn horizontal coordination of farmers as initiego
Despite recent liquidity problems, they also prowkat by co-operation there Bn opportunity to
significantly improve their countervailing powand toestablish ownership for farmers in the upper part
of the food chairif they can securstrict quality requirements, solid financing, loggahnd trustin their
organisationsHigher degree of co-operation among producers goitant from the point obetter
coordination of the whole chand it carenhance (consumer) welfare as well

However, one has to take into mind that co-opegatiand other producer-owned organisations have
additional non-economic advantages as wit example they can contribute iaral development and
secure jobgby multifunctional agriculture, rural tourism, pltayment by the co-operative etc.) which are
very important tasks especially in less favouredaar They help t@ave the environmergllso with
offering traceability partly due to the long ands# social relationshi hey contribute tsocial benefit
(ethics, values etc.) as well as they sweially responsible by natufd.

Regarding the whole society, the effectdefreloping and strengthening trust and social agias
primary importance; therefore in our future reshametry to pay attention to the human/soft side of the
coordination and co-operation issues
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