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Vertical Confract Integration: Some Legal Considerations

Dale C. Dahl

During the past 10 years farmers
have increasingly bypassed traditional
marketing channels to enter into direct
contractual arrangements with off-farm
firms. All these contracts placed various
obligations upon both the farmer and
the off-farm party with whom he con-
tracted. But in some cases direct re-
strictions upon farm production were
granted in the form of control rights
given to the nonfarm contractor.

This has led to concern over a possi-
ble shift in control of farm production
from farm to nonfarm business inter-
ests. In considering this possibility, let
us explore the legal relationships estab-
lished by this type of contract.

Vertical Contract Integration

For most commodities farm produc-
tion is coordinated with productive ac-
tivities of related agribusiness firms by
open market transactions. However,
this marketing method is only one of
several means by which this can be
achieved. Another method that became
more popular in recent years is con-
tract farming.

Contract farming refers to the means
whereby individual nonfarm businesses
draw up formal production-marketing
contracts with individual farmers—us-
ually before production begins. Credit
contracts with feed dealers and sales
agreements with poultry processors are
examples.

Vertical contract integration is one
form of contract farming. The mere ex-
tension of credit by a feed dealer, for
example, is contract farming but not
vertical contract integration.

Vertical contract integration differs
froni other contract arrangements be-
cause it involves a shift or centralization
of managerial control over the related
Froduction stages of the firms involved.
By mutual agreement one or both

parties give up a certain degree of
management control over some produc-
tion processes. This change in the bal-
ance of managerial control may involve
agreement to share management deci-
sions, or it may involve a shift in such
control from one firm to another.

Vertical contract integration involves
a direct grant of control rights made
by one or both parties concerning man-
agement of their respective production
operations. This should not be confused
with arrangements where indirect con-
trol is granted by virtue of product
specifications in the contract.

Under sales agreements that specify
the product with close precision, firms
contracting to produce such a product
must follow certain production meth-
ods. This is a restraint on management.
It can be argued that one firm indi-
rectly controls the other by virtue of
its product specifications.

Historically, farmers have sometimes
directly relinquished some control over
farm production for assurances made
by off-farm businesses. In most cases
these assurances were in the form of
credit, a price premium, or the assump-
tion of certain farm production or mar-
keting risks by the nonfarm business
firm. The arrangement made was us-
ually expressed by a written contract.

Legal Relationships Involved

When a farmer contracts with an off-
farm business the result is a document
that attempts to create the “law” gov-
erning their interrelationship. The well
constructed contract clearly defines the
rights and duties of the parties in an
effort to anticipate possible disputes.
To the extent that the business rela-
tionship does not violate existing law,
courts usually carry out the wishes of
the parties as expressed in the contract.

But no contract, regardless of con-
struction, can anticipate all possible
disputes. Even for those points covered,

the contract may be vague and in need
of interpretation. Under these condi-
tions, cases involving breach of contract
come into courts for settlement. The
court does not merely review the
written contract but attempts to deter-
mine the exact nature of the relation-
ship involved by learning what was
said and done by the parties.

When doing this the court usually
attempts to classify the relationship as
one of several legal types. Although
every contractual arrangement is
unique, the courts try to apply a gen-
eral legal status to the parties for cer-
tain issues that may arise. More than
one legal status may apply to the
parties at the same time.

Vertical integration contracts can
establish several legal relationships.
While other legal relationships are also
important in such contracts, the follow-
ing three will be used to study the ex-
tent of control shifted from the farm
to nonfarm business: (1) partnership or
joint venture, (2) master-servant or
agency, and (3) independent contractor.

Depending upon the legal status de-
termined by the court, the off-farm
contractor may or may not be held
liable for such things as the farmer’s
debts incurred in relation to the con-
tract. The off-farm firm may also be
held accountable for the negligence of
the farmer and his employees, depend-
ing on whether the negligence can be
tied to the contract subject.

Such liabilities are assigned to the
off-farm party only if his arrange-
ment with the farmer is other than that
of an independent contractor. In most
cases it is to the distinct legal advan-
tage of the off-farm contractor to estab-
lish an independent contractor relation-
ship with the farmer. So many vertical
integration contracts have phrases such
as: “It is understood and agreed that
the grower is an independent contrac-
tor in the performance of this agree-
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ment and is not an employee of this
company for any purpose whatever.”

However, the determination of status
by the courts is based upon the actual
relationship itself and not on a mere
statement of what one or both of the
parties hoped the relationship would
be.

Whether a court finds that a partner-
ship or joint venture relationship exists
depends upon several determinants.
These include evidence of profit-and-
risk sharing and joint ownership of the
factors used in production. In many
vertical integration contracts this com-
bination of factors may be present in
what the contracting parties had other-
wise intended as an independent con-
tractor relationship. The courts may
see:

1. Evidence of profit sharing in the
price and quality premiums offered to
the farmer.

2. Evidence of risk sharing by the
contract’s reference to what risks must
be borne by the farmer.

3. Joint ownership of production re-
sources where seed, feed, or animals
are furnished to the farmer.

The courts could also find an employ-
ment relationship existing—the prin-
cipal-agent or master-servant rela-
tionship. An agent represents his prin-
cipal contractually and can bind his
principal by entering into contracts
himself. A servant works under the
direct order and control of his em-
ployer. The employer is responsible
for the servant’s negligent acts while
in the course of employment.

Whether an employment relationship
is established by a vertical integration
contract depends upon the degree of
control exercised by the off-farm firm.
If the off-farm firm seeks to direct the
day-to-day management decisions of
the farmer, an employment relation-
ship may be established.

The legal relationship in which a
contractor’s liabilities for the farmer’s
acts are minimized is that of an inde-
pendent contractor. The independent
contractor agrees to do a particular job
for a stated price according to certain
specifications. His activities and work
routine are not under the hirer’s con-
trol. His major element of control is the
contractual requirements governing the
specific characteristics of the end pro-
duct. The off-farm contractor can exer-
cise some granted managerial controls
but only to a certain point before the
relationship becomes that of master-
servant.

There are definite economic reasons
why some contractors do not wish
to overtly establish the partnership or
employment relationship. Uncertainties
of agricultural production and demon-
strated variation in agricultural prices
discourage nonfarm partnership or
joint venture ties with agriculture. The
intended employment relationship fre-
quently involves a large capital out-
lay—thus deterring nonfarm interests.

Most vertical integration contracts
attempt to create an independent con-
tractor relationship. The amount of
control that then can be exercised by
an off-farm party is limited by whether
the contractor is willing to take the
chance of having his contract construed
as a different legal relationship than
what he intended. This legal deterrant

serves as a positive check against ex-
tensive shift in management control
from farm to nonfarm business inter.
ests.

Conclusion

The amount of control of agricultural
production by nonfarm business in-
terests is limited not only by economic
but by legal considerations as well.

This has important implications for
the future development of vertical con-
tract integration in American agricul-
ture. While economic factors will
largely determine whether vertical in-
tegration spreads to other commodity
sectors, more intensified control of ag-
ricultural production by contract is un-
likely for legal reasons.

FARM MACHINERY — PURCHASE OR LEASE?

Rollin M. Dennistoun

To lease or to buy?—that is the
question farm operators must ask as
they attempt to:

® Reduce investments in and annual
cost of machines such as balers, forage
harvesters, and combines that have only
limited use during the year.

® Supplement their present ma-
chinery during peak work periods.

The leasing of machinery is basically
a means of obtaining temporary pos-
session and use, for a specified fee,
without using existing capital or rais-
ing new capital with which to purchase
future services of the machine. The
term “leasing” or “for lease,” as used
here, includes all times or periods of
use—from 1 day up to and including
1 year.

Most commercial leasing companies
have their own equipment lease agree-
ment forms that can cover the leasing
of farm machinery. However, the Na-
tional Retail Farm Equipment Asso-
ciation, an organization of retail farm
implement dealers, prepared a lease
agreement form designed specifically
for this purpose. Their suggested leas-
ing rates are expressed as a percentage
of the retail machine price. For ex-
ample:

1 day (10 hours) 1 percent of retail price

1 week (6- to
10-hour days)

1 month (4 weeks)
2 months

5 percent of retail price
15 percent of retail price
25 percent of retail price

When deciding whether to purchase
or lease a farm machine, farm operators
must consider many factors:

1. The comparative cost of owner-
ship versus the cost of leasing.

2. Alternative uses and possible re-
turns that might be obtained from
funds released by leasing.

3. Intangibles such as flexibility of
operation, risk, timeliness of operation,
available labor, pride of ownership, and
various lease limitations.

Comparative Cogts

To make comparisons between the
cost of leasing and that of ownership,
the farm operator must consider the
initial capital required for purchase
and the annual cost of ownership. An-
nual cost includes depreciation, interest
on investment, insurance, taxes, and
housing.

Repair costs are omitted when mak-
ing this comparison because under both
approaches the user, owner under own-
ership and leasee under leasing, bears
these costs. It is also assumed that the
machine condition and operation are
the same for both approaches, thus re-
pair costs are the same.

Under these conditions the annual
fixed cost of ownership averages about
15 percent of the new cost of the ma-
chine.

The comparative cost of owning ver-
sus leasing a hay baler may be cal-
culated as follows:
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Given:
A PTO baler—retail price...... $2,000
Acres to bale each crop......... 40
Crops per year 3
Harvest season—weeks .. 12
Annual fixed cost of
ownership—percent 15
Salvage value—percent of
retail Price ... 10

Rental rates—see above

Assumptions:

That with ideal weather conditions
and no excessive time lost because
of breakdown each crop can be baled
in 4 days.

That average conditions will be more
common than will ideal conditions in
which case 6 days will be required
to bale each crop.

That in either case it will be pos-
sible to lease a baler for the time re-
quired and when needed to bale each
crop.

The annual fixed cost of ownership is
assumed to be constant for the season
or year and is determined as follows:

[$2,000 (retail price) — $200 (sal-
vage value) ] x .15 (annual fixed
cost of ownership) = $270 (annual
cost of ownership)

The annual cost of leasing the baler
under ideal conditions and for the
given situation is determined as fol-
lows:

4 (days to bale each crop) x 3

(crops per year) = 12 days

$2,000 (retail price) x .12 (total

rental rate at 1 percent per day)

= $240 (cost of leasing)

The annual cost of leasing the baler
under average conditions is determined
as follows:

6 days or 1 week to bale each

crop; $2,000 (retail price) x 15

percent (total rental rate at 5§

percent per week) = $300 (cost of

leasing)

The example shows that the an-
nual cost of leasing may or may not
be greater than the annual fixed cost
of ownership. The factor governing this
“break-even” point is the length of time
the machine is needed. For any given
acreage this time factor is determined
by weather conditions and the rate of
machine performance. The farm oper-
ator cannot control the weather, but
he can partly control the rate of ma-
chine performance.

Capital—Alternative Uses, Returns

All farm operators want to maximize
earnings. To accomplish this they must
continually strive to allocate all avail-

able resources to their most profitable
use. In the above example ownership
requires $2,000 from either actual cash
or credit sources. But the farm operator
can lease the baler for one season for
an initial commitment of $300. When
several high cost seasonal use machines
are involved, leasing makes a substan-
tial amount of capital available for
alternative uses.

Under ownership the initial invest-
ment probably provides machines for
several years—10 years in the example
used. The cost of leasing machines for
the same number of years is the sum
of the annual leases. Thus any time the
annual lease cost exceeds the annual
fixed cost of ownership, funds released
by leasing must be invested or used in
alternative ways. So these funds must
earn a sufficient amount to break even
at the end of the 10-year period.

Each lease and each machine are dif-
ferent. In order to break even over a
period of years, the funds released by
leasing must earn 21 to 22 percent if
leasing is to cost no more than owner-
ship. Where in a farm business can a
farm operator find alternative uses for
the released capital that will return 21
to 22 percent yearly?

One such alternative is to purchase
more fertilizer and apply it to a high
return crop, such as corn. University
soil scientists estimated expected crop
vields on different soils with improved
levels of fertility practices and soil man-
agement. Estimates show that improv-
ing these practices would have in-
creased the value of crops produced
over a 5-year period by about $95 per
acre! The net return was $68.50 for
5 years or $13.70 per year. This yearly
net return amounts to 258 percent re-
turn on funds invested in fertilizer.

Timeliness ‘or method often affects
crop yield. A farm operator, because
of limited capital, may not have the
machines needed to do work at the
most opportune time. When this is the
case leasing could be a way to obtain
machines and increase returns.

For example: fall plowing, in some
regions, results in larger yields than
does spring plowing. Fall plowed
ground resulted in an 11.6 bushel per
acre increase in the yield of corn ac-
cording to l-year results at the Uni-
versity.? On 100 acres of corn this in-
creased yield, with corn at $1 per
bushel, would bring an additional re-

1'W. B. Sundquist and A. C. Caldwell, “Pro-
fits from Fertilizer Use,” Farm Business
Notes, No. 415, March 1960.

2 Crop Summaries 1957, Unpublished Data,
Agricultural Experiment Station, Crops and
Soils Conference, February 1958.

turn of $1,160. This is equal to a 21- to
22-percent return on about $5,400. This
amount would probably enable a farm
operator to obtain the machines to do
the work in the fall rather than in the
spring.

Intangibles

Leasing of farm machines permits or
adds more flexibility to a farm operation
by enabling an operator to adjust more
quickly to changing conditions—to try
new methods or machines without pur-
chasing expensive units.

Risk is an important factor in farm-
ing. And leasing shifts risk. The farm
operator, the user, substitutes a known
rental fee for an uncertain and possible
costly loss from obsolesence, machine
failure, technological change, etc.

Most farm businesses are short of
working capital. Leasing frees working
capital or, in one sense, becomes a
new source of credit.

Timeliness is important in many farm
operations. Will a machine be available
when needed? Delays at critical times
could mean greater losses than any
savings that might accrue by leasing.

One principal reason for buying or
leasing machinery is to reduce work.
Is there sufficient labor available to
properly operate the machine? If not,
the hiring of additional labor becomes
an added cost to both approaches.

Lease agreements may contain limit-
ing or unusual terms. Some agreements
make no provision for reducing or sus-
pending the rental fee for time lost be-
cause of adverse weather conditions or
a prolonged breakdown.

There is a certain pride in owner-
ship that many do not feel when ma-
chines are leased. This can be im-
portant in the care and operation of
machines.

The farm operator must weigh and
evaluate many factors when deciding
whether to purchase or lease a farm
machine, A farm operator must con-
sider each situation individually and
arrive at a final decision based upon the
information available.

MINNESOTA

farm business
NOTES

Prepared by the Department of Agricultural
Economics and the Agricultural Extension
Service.

Published by the University of Minnesota,
Agricultural Extension Service, Institute
of Agriculture, St. Paul 1, Minnesota.



PAGE 4

FARM BUSINESS NOTES

MAY 1963

Trends in Minnesofa Farm Ownership

A. R. Wells and S. A. Engene

What changes occurred in farm own-
ership in Minnesota over the past 4 de-
cades? And what future changes can
be expected? In 1920 every fourth farm
was operated by a tenant (rented all
land) (see table). By 1935 this increased
to one farm in every three. During this
same period the number of farms op-
erated by full owners dropped from two
in three to one in two.

Three main reasons accounted for
these changes:

1. Agricultural prices and incomes
were low in the 1920’s and early 1930’s;
many farmers could not accumulate the
capital needed to buy a farm.

2. Some farmers could not meet their
debt payments. So mortgage holders
had to foreclose. Other farmers vol-
untarily turned back their farms be-
fore foreclosure proceedings could be
started. Mortgage holders found it dif-
ficult to resell their newly acquired
farms because of the poor financial
condition of farmers. The only alterna-
tive was to rent the farms.

3. Limited nonfarm job opportunities
during the depression of the early 1930’s
slowed off-farm migration. This held
more people in rural areas as potential
tenants.

From 1935 to 1959 the percent of
tenants operating farms was nearly cut
in half. During this same time the per-
cent of part owners (owned part, rented
part of land) increased by one-half.
Part ownership was at a level where
one-fourth of all farms were part-
owner farms. Along with the increase
in full owners, by 1959 four out of five
farmers owned at least part of their
land.

Two main factors were responsible
for these changes:

1. Agricultural prices increased stead-
ily during the 1940’s. And farm incomes
increased at a faster rate than farm
expenditures. So farmers accumulated
the money needed to buy completely or
make a downpayment on a farm. Since

1950 there has been a steady down-
ward pressure on agricultural prices,
with the percent of full owners holding
relatively constant.

2. Increased mechanization made it
desirable for farmers to spread fixed
machine costs over more acres. Labor-
saving machinery allowed the farmer
to handle more acres. Since land values
were high and investments in machin-
ery tied up capital, many owners rented
the additional land.

Some tenants who wanted to ex-
pand had to buy in order to secure ad-
ditional land. This made part owners
out of many full owners or tenants. It
helped account for the large percentage
increase in part owners during this
period.

In 18 southwestern counties more
than 30 percent of the farmers rent all
of their land. Tenancy falls to 5 per-
cent or less in 22 northeastern counties.

The average income per farm was
$6,000 or less in 31 Minnesota counties
in 1959; 8 percent or less of the farms
were operated by tenants in all but two
of these counties. In 11 counties, where
the average income was $11,000 or
more, 32 percent or more of the farm-
ers were tenants.

High incomes permit the tenant to
pay his operating and living expenses
and still pay a sizable rent. Retired peo-
ple retain ownership of such farms as a

source of income, or investors buy
them. But low incomes Ileave little
margin above operating and living ex-
penses; the rent is too low to en-
courage retired persons or investors to
retain ownership.

Will the proportion of tenants in
Minnesota continue to decline? The per-
cent of farm tenancy may have ap-
proached its lower limit. Assume that
the average farm owner operates his
farm for 40 years before retiring. If
this farm is a good investment he will
want to rent it and live off the income.
If he lives for another 10 years, one
farm in every five will be operated by
a tenant. This is one argument for be-
lieving that percent of tenancy may not
go much lower.

If the downward pressure on agricul-
tural prices continues, percent of farm
ownership could decline—somewhat as
it did in the 1920’s and early 1930’s.
This pressure is now coupled with high
investments in the farm and machinery,
making it difficult to buy.

However, increased use of land pur-
chase contracts and improved sources
of production credit help young men
with good reputations to buy with
lower reserves than in the past.

Percent of farm operators by
degree of ownership

Full Part All
Years owners owners tenants
percent
64 1 25
60 13 27
53 16 31
50 16 34
53 15 32
55 18 27
59 20 21
59 22 19
58 24 18
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