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Abstract 
 

Agricultural cooperatives are often assumed to be less competitive compared 
to investor-owned firms due to its higher decision-making costs. We have 
empirically investigated how cooperatives can minimize both democratic 
and agency costs given differing levels of member participation. We 
distinguish between horizontal, vertical, and diagonal conflicts of interests, 
as well as between both direct and opportunity costs. We found that direct 
agency cost is a smaller concern for cooperatives compared to the risk of 
exposure to high opportunity agency costs. We also found that the relation 
between member participation in the board of directors and democratic costs 
is more complex than often assumed. Finally, we show the difficulties 
cooperatives face in minimizing both democratic and agency costs. With a 
lower level of member participation, direct democratic costs may be 
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reduced, but opportunity agency costs may rise as fewer members monitor 
management. Therefore, cooperatives should either increase member 
participation or use additional agency mechanisms (such as audits) to 
prevent agency problems. 

 
Keywords: agricultural cooperatives, cooperative governance, democratic 
costs, agency costs 

 
 

Introduction 
 
The motivation for this study is the observed loss of competitiveness of 
agricultural cooperatives compared to investor-owned firms in terms of 
decision-making costs (Gorton & Schmid, 1999; Hansmann, 1999; Bijman, 
2002). Not only democratic costs (Staatz, 1987; Zylbersztajn, 1994), but also 
agency costs (Gorton & Schmid, 1999) are likely to be more severe in a 
cooperative than in an investor-owned firm. The main constraint of these costs, 
according to the literature, is the level of member participation in cooperative 
governance. A key issue for cooperatives is minimizing both democratic and 
agency costs in the context of different levels of member participation. It may 
be difficult for cooperatives to reduce them both, because a trade-off between 
the two types of costs may exist: reducing democratic (agency) cost can 
increase agency (democratic) costs. For example, delegating more control to 
the management team may reduce democratic costs, since decision-making 
processes require less input or participation from the members. However, with 
a lower level of member participation, agency costs are likely to increase, as 
fewer members will monitor management. In deciding about how much control 
to delegate to management, cooperatives have to take into account that any 
reduction in democratic costs achieved through less member participation may 
be offset by an increase in agency costs. This study examines how the ability of 
cooperatives to reduce democratic costs without incurring excessive agency 
costs is related to the level of member participation in cooperative governance 
(at the general assembly and at the board of directors). 

The literature on cooperatives has been recently enriched by some debates 
over two related questions. The first debate relates to the cost of democracy. 
For instance, Birchall and Simmons (2004b) raise two questions: (1) to what 
extent does cooperatives’ renewal of focus on membership bring benefits or 
costs?; and (2) is there a “cooperative advantage” that makes democratic 
control compatible with market efficiency, or is democracy a cost which will 
act as a disadvantage in the long run? Birchall (2000) calls attention to whether 
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member-ownership by producers/customers is an effective means of corporate 
governance. According to Birchall and Simmons (2004b, p.468) “member 
participation does carry costs either because of the need to provide incentives 
to members to become interested or because they bring different, potentially 
conflicting interests to the decision-making process.” Birchall and Simmons 
(2002) raise two further questions: (1) how much participation is needed?; and 
(2) can cooperatives continue to be genuine member-owned and controlled 
businesses once they become very large? For instance, Österberg and Nilsson 
(2009) suggest that if, on the one hand, the principle of democracy has been a 
core element of cooperative businesses since the inception of the form, on the 
other hand member control is becoming increasingly problematic, especially in 
large cooperatives with diversified business activities and with large and 
heterogeneous memberships.  

Another challenging question relates to the cost of separation of ownership 
and control. Birchall and Simmons (2004a) argue: If cooperatives cannot 
continue to be genuine member-owned and controlled businesses once they 
become very large, is it possible for representatives they have chosen to govern 
effectively on their behalf?  

The present study aims to contribute to this debate by examining how the 
ability of cooperatives to reduce democratic costs without incurring excessive 
agency costs is related to the level of member participation in cooperative 
governance. A higher level of member participation may increase democratic 
costs in a cooperative, as more members participate in the collective decision-
making process. At the same time, a higher level of member participation may 
reduce agency costs as more agents monitor management. The net effect of 
member participation on these two types of costs may depend not only on the 
level, but also the type of participation. Some of these types of participation 
may have a beneficial (adverse) effect on one or both of the two types of costs.  

The research question that leads the present study is the following: How is a 
cooperative’s ability to control both democratic and agency costs related to the 
level of member participation? 

 
 

The costs of cooperative governance 
 
Decision-making costs incurred by agricultural cooperatives encompass the 
three decision-making bodies of a cooperative: horizontal (amongst members 
at the general assembly), diagonal (between members and board members), 
and vertical levels (between members and managers). Costs related to 
horizontal and diagonal conflicts of interest are associated with democratic 
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costs, while costs related to vertical conflicts of interests are associated with 
agency costs.  

 
Democratic costs 
The concept of democratic costs has been largely ignored by the cooperative 
literature until now. Democratic costs are a particular type of decision-making 
costs that agricultural cooperatives incur since they are democratically 
controlled by member-patrons. More specifically, democratic costs are: (1) the 
costs that result from the need to provide incentives for members to participate 
in the collective decision-making process; (2) the costs that result from the 
conflict of interest among members having to make decisions that affect the 
distribution of benefits and costs amongst them through collective governance 
bodies such as the general assembly and the board of directors; and (3) the 
costs that result from the cooperative’s attempts to manage or prevent these 
conflicts (e.g. increasing/decreasing level of member participation). 

Democratic costs result from conflicts of interests that arise in two levels of 
the cooperative: in the horizontal level, and in the diagonal level. At the 
horizontal level, the forum for resolving (or not) conflicts of interests amongst 
members (groups) is the general assembly. Members (groups) attempt to 
collectively make decisions about the distribution of the cooperative’s benefits 
and costs. At the diagonal level, the forum for resolving (or not) conflicts of 
interests amongst members (groups) is the board of directors. Members 
(groups) delegate decision making to a higher level, namely the board. 
Conflicts of interests, resulting in democratic costs, arise when board members 
do not represent all members (groups). The board benefits some member 
groups at the expense of others, and a conflict of interest exists between these 
groups and the board.  

 
Agency costs 
Agency costs incurred by agricultural cooperatives are those which members 
incur when they delegate control to a manager. More specifically, these costs 
are the following: (1) the costs of monitoring the performance and behavior of 
management; and (2) the costs incurred when management makes decisions 
which benefit themselves rather than the cooperative’s members as a whole.  

Agency costs result from vertical conflicts of interests (between members 
and management) with regard to the governance of the cooperative. Agency 
costs can be a particular problem in cooperatives, because they lack some of 
the mechanisms which investor-owned firms use to reduce these costs. For 
example, public-listed investor-owned firms use external corporate governance 
principles (equitable treatment, transparency, accountability, and 

  



Democratic and Agency Costs in Cooperatives    123 

responsibility) and governance mechanisms (such as capital markets, takeover 
risk, market analysts, and competitive agencies) in order to control 
management and its performance. In another example, unlisted investor-owned 
firms, ownership is generally concentrated, which means that each owner has a 
strong incentive to monitor the performance of the agent. In cooperatives, 
ownership is much more dispersed, so each owner has less incentive to monitor 
the performance of the agent. 

Figure 1 shows that costs related to horizontal and diagonal conflicts of 
interest are associated with democratic costs, while costs related to vertical 
conflicts of interests are associated with agency costs.  

 
Figure 1: Horizontal, diagonal, and vertical  

conflicts of interests in cooperative decision making 
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The concept of agency costs emerged in the literature in the 1970s. Jensen and 
Meckling (1976), for instance, observe that agency costs arise as a 
consequence of the emergence of complex organizations, switching the 
management of the firm—before assigned to principals (owners)—to 
knowledgeable and skilled agents (managers) by means of contracts. Jensen 
and Meckling (1976, p.308) define an agency relationship as “a contract under 
which one or more persons (the principal) engage another person (the agent) to 
perform some service on their behalf which involves delegating some decision 
making authority to the agent.” The authors observe that there are two main 
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behavioral assumptions from which agency problems are likely to arise. First, 
the agent and the principal (as well as other actors, like judges) possess limited 
(bounded) rationality, meaning that they cannot foresee all future contingencies 
and thus cannot perfectly calculate their optimal behavior (related to their 
relationship). Because of bounded rationality, it is not costless to either write or 
enforce contracts, as limitations on the human abilities of the actors prevent 
them from doing so. As a result, the principal and the agent will enter together 
into an incomplete (and imperfect) contract. Second, both the principal and 
agent (but particularly the agent) may exhibit opportunistic behavior, meaning 
that they will act in their self-interest, not bound by (incomplete) previous 
arrangements. Jensen and Meckling (1976) are aware that if both parties to the 
relationship are utility maximizers there is good reason to believe that the agent 
will not always act in the best interests of the principal. 

According to Condon (1987), economists have proposed a number of 
objectives a firm’s manager might pursue if allowed the latitude to do so. Such 
objectives include the maximization of some form of firm revenue, firm 
growth rate, or managerial amenities. Jensen and Meckling (1979) and Fama 
and Jensen (1983a, 1983b) offer a more general theory in which all agent 
groups within a firm (owners, directors, employees, management, etc.) will 
pursue the objective of constrained personal utility maximization. Managers 
will act to maximize the value of their pecuniary and non-pecuniary reward. 
Pecuniary awards are based on salary and contractual performance incentives 
specified by the firm. Non-pecuniary rewards are based on the utility gained 
from actions that managers perceive will increase their present and future stock 
of human capital, and by such personal amenities as good working conditions, 
large and cooperative staffs, prestige, etc. 

According to Jensen and Meckling (1976 p.308), the principal can limit 
divergences from his interest by establishing appropriate incentives for the 
agent and by incurring monitoring costs designed to limit the aberrant activities 
of the agent. Moreover, they observe: 

It is generally impossible for the principal or the agent at zero cost to ensure 
that the agent will make optimal decisions from the principal’s viewpoint. In 
most agency relationships the principal and the agent will incur positive 
monitoring and bonding costs (non-pecuniary as well as pecuniary), and in 
addition there will be some divergence between the agent’s decisions and those 
decisions which would maximize the welfare of the principal. 

The general problem of motivating one person or organization to act on 
behalf of another is known among economists as the principal-agent problem 
(or agency problem). The principal-agent problem in cooperatives is seen as 
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the control problem (Vitaliano, 1983; Cook, 1995). It is detailed from the 
standpoint of Fulton (2004, p.4): 

Because cooperative shares are not traded on the open market, cooperative 
share values cannot be used as a convenient performance measurement. The 
result is that operational inefficiencies can go unobserved. As well, dispersed 
ownership, especially in large cooperatives, provides individual members with 
few incentives to monitor the performance of their cooperative. 

The theory of cooperatives has moved from cooperative decision making 
emanating solely from members to managers acting as agents of principals 
(Condon, 1987; Cook, 1994). According to Cook (1994), while in the 
beginning of cooperative theory authors from management science, 
organizational behavior, and economics all considered that there was little or 
no role for management in cooperatives (i.e. the cooperative’s decision-making 
emanated solely from members), later group of authors working under the 
theory of the firm suggest that managers act as agents of principals and attempt 
to optimize the value of their pecuniary and non-pecuniary rewards. In the 
meantime, a group of authors counter the first wave, asserting that cooperative 
management behavior does affect the economic performance of the 
organization and the performance of their patron-members’ firms.  

According to agency theory (e.g., Jensen & Meckling, 1976) and the 
literature on cooperatives (e.g., Condon, 1987), managerial behavior can be 
partially constrained by expending resources on monitoring and contractual 
incentives, but this process can be costly and imperfect.  
 
Types of democratic and agency costs 
Democratic and agency costs in cooperatives may arise in the form of direct 
and opportunity costs. Table 1 shows the definitions of all of these types of 
costs. 

 
What affects democratic and agency costs? 
One of the main drivers of democratic and agency costs is the level of member 
participation in cooperative governance. Increasing this level helps to 
positively affect agency costs, but may affect democratic costs either positively 
or negatively. This is the main discussion of the present study. In the present 
section, we examine the relations between level of member participation and 
democratic and agency costs separately (see Table 2).  
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Table 1: Definitions of democratic and agency costs in agricultural 
cooperatives and their direct and opportunity forms 

 
Type of cost Definition 

Democratic 
Result from horizontal and diagonal conflicts of interest among 
members with regard to the governance of the cooperative. 
Result from the exploitation of the minority by the majority. 

Direct 

These are associated with the members’ time, and board and 
executives’ time and salary spent on the collective decision-
making process.  
Direct democratic costs at the general assembly are incurred 
when members communicate and negotiate about what decision 
to take; e.g. the costs of cooperative members’ time, the costs of 
executives’ salaries, and time spent on general and (pre-general) 
assemblies.  
Direct democratic costs at the board of directors are incurred 
when board members communicate and negotiate about what 
decision to take, e.g. the salaries of board members. 

Opportunity 

Costs associated with delayed decisions, or failure to achieve 
decisions which maximize the benefit of all members. 
At the general assembly, they arise in situations such as: (1) 
when each member attempts to influence the collective 
decision-making process to his own benefit; (2) when 
uninformed members make wrong or no decisions; and (3) 
when decision making takes too much time (which can result in 
lost opportunities), time which members could spend on their 
farms, and cooperative executives on planning and managing 
the cooperative effectively. 
At the board of directors, these costs are incurred when 
membership is either under- or over-represented on the board of 
directors. When membership is under-represented, board 
members may make uninformed or no decisions, or decisions 
that privilege producer groups who are represented on the 
board. When membership is over-represented, board members 
may take too much time to make decisions. 
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Type of cost Definition 

Agency 

Result from a vertical conflict of interests between members 
and management with regard to the governance of the 
cooperative. Result from the exploitation of the equity holders 
by the manager. 

Direct 
Incurred when board members (or members) monitor the 
performance of the agent (e.g. the costs of auditing, etc). 

Opportunity 

Costs associated with delayed decisions, or failure to achieve 
decisions which maximize benefits for the members. These 
costs may result from too little monitoring by (board) members, 
as the management team may make opportunistic decisions 
which benefit themselves, rather than the members who have 
elected them. Furthermore, these costs may result from too 
much monitoring, as resources used in the monitoring process 
could have been used for other objectives.  

 
 

Table 2: Relationship between level of member participation and 
democratic and agency costs (and their direct and opportunity forms) 

 
Type of cost Relationship with level of member participation 

Democratic 

A higher level of member participation at the general assembly 
and at the board of directors may increase direct democratic 
costs in a cooperative, as more members participate in the 
collective decision-making process.  
Democratic costs are also likely to arise, in the form of 
opportunity costs, when the level of member participation on 
the board is too small (lower than necessary), i.e. when not all 
groups of members (e. g. rice producers, dairy producers) are 
represented (members are under-represented). 

Direct 

At the general assembly, direct democratic costs are likely to 
arise when a cooperative increases time spent on general 
meetings (such as pre-general assemblies in different cities, 
districts, regions). This means an increasing amount of 
executives’ time (and salary), as well as member’s time, spent 
on meetings. Also, with an increasing number of (pre)general 
assemblies, more money is spent on organizing and hosting 
these meetings.  
At the board of directors level, direct democratic costs are likely 
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Type of cost Relationship with level of member participation 
to arise when a cooperative increases its board size. A larger 
board means, for example, that salary costs increase. 

Opportunity 

At the general assembly, opportunity democratic costs are likely 
to arise with a higher level of member participation at the 
general assembly combined with: (1) when each member (or 
coalition member) attempts to influence the decision-making 
process to her own benefit; (2), when uninformed members 
make wrong decisions; and (3) when decision making takes up 
too much time (which can result in lost opportunities), time 
which members could have spent on their farms, and 
cooperative executives on planning and managing the 
cooperative effectively.  
At the board of directors, opportunity democratic costs are 
expected to arise when a cooperative has either too small or too 
large a board. A board is too small when not all groups of 
members are represented (are under-represented). When not all 
different member-groups are represented, the board might make 
uninformed decisions, or decisions which benefit their 
constituents rather than the cooperative as a whole. A board is 
too large when some member-groups are over-represented. As a 
result, the board is likely to make decisions which benefit their 
constituents rather than the cooperative as a whole. In general, 
opportunity costs are likely to increase when board size 
becomes excessively large, even if the interests of the various 
groups are aligned, because decision-making becomes difficult. 

Agency 
A higher level of member participation may reduce agency 
costs, as more members monitor management. 

Direct 
Direct agency costs should increase with lower levels of 
member participation because the cooperative needs to use 
more resources in monitoring management.  

Opportunity 

With low member participation, exposure to opportunity costs is 
higher because management is more likely to make decisions 
which benefit themselves rather than the cooperative (members 
as a whole). 
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Balancing democratic costs and usage of agency mechanisms in the context 
of high (low) member participation 
According to Staatz (1987), when the cost of collective decision making is 
likely to increase with the diversity of the group and level of member 
participation, cooperatives that delegate greater decision making to 
management may thus be better able to compete with investor-owned firms, 
albeit at the cost of less direct member involvement in decision making.  

In delegating decision making (i.e., real authority) to management, 
cooperatives have to take into account that any reduction in total democratic 
costs resulting from a reduced need for member participation may lead to an 
increase in both direct and opportunity agency costs. Direct agency costs are, 
for example, the design of incentive payments for managers, or the frequency 
at which management is audited by the internal board and by external auditors. 
Opportunity agency costs are the risks that: (1) management may act contrary 
to the members’ wishes, and (2) management captures (non-)pecuniary 
benefits. The focus of this study is how cooperatives can balance democratic 
costs and opportunity agency costs.  

Direct agency costs are the costs incurred in employing mechanisms to 
reduce agency problems. Agency problems, for instance when management 
makes decisions which benefit themselves rather than the cooperative, are the 
source of opportunity agency costs. It is likely that reducing direct agency costs 
is a smaller concern for cooperatives compared to the risk of exposure to high 
opportunity agency costs. For example, the cost of an additional internal audit 
(a direct cost) is small when compared to the cost of fraudulent actions by 
management (an opportunity cost). Therefore, cooperatives are expected to 
focus more on reducing opportunity agency costs, rather than on minimizing 
direct agency costs. 

According to agency theory, it is usually possible by expending resources—
employing “mechanisms”—to alter the risk of high opportunity agency costs. 
These “mechanisms” include (internal and external) auditing, formal control 
systems, budget restrictions, and the establishment of incentive compensation 
systems (Jensen & Meckling, 1976), as well as the design of institutions to 
gather information, protect investments, and allocate decisions and ownership 
rights (Milgrom & Roberts, 1992). 

According to the literature on cooperatives (e.g., Henrÿ, 2005), there are 
several mechanisms (frequency by which management is audited by the audit 
board, frequency that management is audited by external auditors, use of 
variable compensation for management, frequency that management and board 
meet) which cooperatives can use to reduce opportunity costs.  

 
 

 



130 D.M. Pozzobon, D. Zylbersztajn, and J. Bijman 

For instance, cooperatives may increase the frequency by which 
management is audited by the (audit) board. According to Henrÿ (2005), 
cooperatives which have such an organ, which acts on behalf of the members, 
seem to function better than those without. This is because members often lack 
the necessary qualifications to exercise an effective and continuous control 
over the board of directors and the management. 

In addition, cooperatives may increase the frequency by which management 
is audited by external auditors. Henrÿ (2005) observes that this dual system of 
internal control mechanisms (board of directors and internal auditors) does not 
replace the obligatory external audit of the cooperative. 

Furthermore, cooperatives may employ variable compensation for 
management. By adding variable compensation and tying it to the 
cooperative’s operational and financial efficiency, the cooperative may be able 
to align the interests of the management with its own. However, variable 
compensation is also known to increase the risks managers take in controlling 
the organization, particularly if it is asymmetrically structured (i.e. when 
bonuses but not penalties are included in the contract, which is almost always 
the case). This is because the possible gains of risk taking flow to both 
manager and owners, while losses only flow to the owners. This holds 
particularly true for publicly listed investor-owned firms, where variable 
compensation for management may be a very high portion of the total. 
Therefore, the effect of using variable compensation on reducing opportunity 
agency costs is not clear. 

The usage of these mechanisms to reduce agency problems is particularly 
important with a lower level of member participation, as management will be 
less intensively monitored by the members.  

 
Propositions 
Following the discussion presented earlier, six propositions can be generated 
relating to member participation at the general assembly and at the board. 
 
Proposition relating to member participation at the general assembly 
Proposition 1: The lower the level of member participation at the general 
assembly, the lower the direct democratic costs at the general assembly and the 
higher the usage of mechanisms to reduce exposure to agency problems. 

Proposition 2: The lower the level of member participation at the general 
assembly, the higher the opportunity democratic costs at the general assembly 
with regard to under-representation and the higher the usage of mechanisms to 
reduce exposure to agency problems. 
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Proposition 3: The higher the level of member participation at the general 
assembly, the higher the opportunity democratic costs at the general assembly 
with regard to over-representation and the lower the usage of mechanisms to 
reduce exposure to agency problems. 

 
Propositions relating to member participation at the board 
Proposition 4: The lower the level of member participation on the board of 
directors (the smaller the board size), the lower the direct democratic costs at 
the board of directors and the higher the usage of mechanisms to reduce 
exposure to agency problems. 

Proposition 5: The lower the level of member participation on the board of 
directors, the higher the opportunity democratic costs at the board of directors 
with regard to under-representation and the higher the usage of mechanisms to 
reduce exposure to agency problems. 

Proposition 6: The higher the level of member participation on the board of 
directors, the higher the opportunity democratic costs at the board of directors 
with regard to over-representation and the lower the usage of mechanisms to 
reduce exposure to agency problems. 

 
 

Research design 
 
Selection of cases 
Data from twelve Brazilian cooperatives, from the state of Rio Grande do Sul, 
has been used to examine the relations proposed above. Rio Grande do Sul 
(RS) was selected for this study because cooperatives there have a rich variety 
of small and large memberships and small and large boards of directors. Also, 
in RS one can find large differences in cooperatives with regard to number of 
nuclei, number of members per nucleus, board representation, etc. Differences 
in these attributes are likely to lead to differences in democratic costs across 
the cooperatives. In addition, in the states’ cooperatives one can find large 
differences in frequency of internal audits, which is necessary for our study. A 
general characterization of the cooperatives studied is given in Table 3. 

 
The data 
Data has been generated through multiple methods, including: (1) personal 
interviews with both elected managers and hired executives of each 
cooperative; (2) document analysis (of cooperative records such as general and 
pre-general assembly minutes, and balance sheets); and (3) observations (on 
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cooperatives’ websites). The data has been collected between July 2010 and 
February 2011.  

 
Table 3: General characterization of the cooperatives studied 
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 COOP-A 10,730 5 20 53 10   91,780 3 3 7 
 COOP-B  8,236 17 19 48 7 109,200 0 1 30 
 COOP-C  4,946 3 15 101 3  65,126 3 2 15 
 COOP-D  4,776 7 12 199 5  66,000 3 1 30 
 COOP-E  4,612 4 9 201 5  65,988 7 1 10 
 COOP-F  3,760 3 8 60 11  29,376 2 1 30 
 COOP-G  3,743 2 10 374 1  61,380 1 1 10 
 COOP-H  3,728 8 12 266 1  56,880 2 0 3 
COOP-I  3,254 12 9 121 3  65,124 2 1 30 
COOP-J  1,125 41 9 - -  72,000 0 1 30 

 COOP-K  1,013 40 20 51 3 106,827 0 1 30 
 COOP-L    500 4 6 167 0,75  15,000 0 2 30 

 
 

Operationalization of the concepts 
Table 4 gives an overview of the operationalization of the study’s key 
concepts.  

With regard to the use of mechanisms to reduce exposure to agency 
problems, the variable examined is frequency of internal audits. A high usage 
of this mechanism indicates that the cooperative is strongly oriented towards 
reducing agency problems. The study does not examine cooperatives’ usage of 
variable compensation, which is another mechanism for reducing these 
problems. As explained previously, the effect of variable compensation on 
reducing exposure to agency problems is uncertain.  
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Table 4: Operationalization of the main concepts of the research 
 
Category Variable Proxy Meaning 

Member 
participation at 
the general 
assembly 

Percentage of 
member 
participation at 
the general 
assembly  

Low (high) 
participation at general 
assembly is an 
indicator for low 
(high) level of member 
participation at the 
general assembly 

Member 
participation 

Member 
participation on 
the board of 
directors 

Board size 

Smaller (larger) board 
is an indicator of lower 
(higher) level of 
member participation 
on the board of 
directors 

Direct democratic 
costs at the 
general assembly 

Number of 
members per 
nucleus 

Low (high) score on 
this ratio is an 
indicator that the 
cooperative has high 
(low) direct 
democratic costs at the 
general assembly 

Democratic 
costs  at the 
general 
assembly 

Opportunity 
democratic costs 
at the general 
assembly 

Number of 
nucleus locations 
per city 

A ratio lower (higher) 
than one is an 
indicator of under-
representation (over-
representation) 

Democratic 
costs  at the 
board of 
directors 

Direct democratic 
costs at the board 
of directors 

Total board 
salary  per year 

Low (high) total board 
salary/year is an 
indicator of low (high) 
direct democratic costs 
at the board of 
directors 
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Category Variable Proxy Meaning 

Opportunity 
democratic costs 
at the board of 
directors with 
regard to under-
representation 

Absolute rule: all 
products the 
cooperative 
receives should 
be represented 
on the board by 
at least one 
board member 

If not all products are 
represented on the 
board, this is an 
indicator for 
opportunity costs 
related to under-
representation 

Opportunity 
democratic costs 
at the board of 
directors with 
regard to over-
representation 

Proportional 
rule: products 
should be 
represented on 
the board in the 
same proportion 
they are 
represented in 
the annual sales 
of the 
cooperative 

If a product has higher 
proportional 
representation on the 
board than its share of 
the revenues justifies, 
this is an indicator for 
opportunity costs 
related to over-
representation 

Usage of 
mechanisms to 
reduce exposure 
to agency 
problems 

Frequency of internal audits 

Lower (higher) 
frequency is an 
indicator of high (low) 
usage of mechanisms 

 

 
 

Rules for validation of the propositions 
The focus of the empirical part of the present study is therefore mainly on 
examining how the usage of mechanisms to reduce agency problems (agency 
mechanisms) differs across cooperatives. To validate the propositions, usage of 
agency mechanisms will be compared across various groups of cooperatives. 
Cooperatives will be placed into groups based on two dimensions: (1) level of 
member participation; (2) level of (direct or opportunity) democratic cost.  

To validate proposition 1, the usage of agency mechanisms across two 
groups needs to be compared between: (1) a group of those cooperatives with 
high member participation and high direct democratic costs; and (2) a group of 
those cooperatives with low member participation and low democratic costs. 
Based on the proposition, it can be deduced that the cooperatives from the 
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second group will use more agency mechanisms than cooperatives from the 
first group. Whether this is the case or not will be presented in the results 
section, along with the other propositions. Note that for the other propositions, 
comparisons between other types of groups may be made. Furthermore, note 
that not all cooperatives are included for the validation of each proposition. 
Table 5 presents the rules for validation for all propositions.  

 
Table 5: Rules for validation of the propositions 

 

Propositions 
Which groups are 

compared? 
When are the 

propositions validated? 
1: The lower the level of 
member participation at the 
general assembly, the lower 
the direct democratic costs 
at the general assembly and 
the higher the usage of 
mechanisms to reduce 
exposure to agency 
problems. 

Group 1: Cooperatives with 
high member participation 
and high direct democratic 
costs 
Group 2: Cooperatives with 
low member participation 
and low direct democratic 
costs 

If Group 2 uses more 
agency mechanisms 
than Group 1.  

2: The lower the level of 
member participation at the 
general assembly, the higher 
the opportunity democratic 
costs at the general 
assembly with regard to 
under-representation, and 
the higher the usage of 
mechanisms to reduce 
exposure to agency 
problems. 

Group 1: Cooperatives with 
high member participation 
and low opportunity 
democratic cost of under-
representation  
Group 2: Cooperatives with 
low member participation 
and high opportunity 
democratic cost of under-
representation  

If Group 2 uses more 
agency mechanisms 
than Group 1.  

3: The higher the level of 
member participation at the 
general assembly, the higher 
the opportunity democratic 
costs at the general 
assembly with regard to 
over-representation, and the 
lower the usage of 

Group 1: Cooperatives with 
high member participation 
and high opportunity 
democratic cost of over-
representation  
Group 2: Cooperatives with 
low member participation 
and low opportunity 

If Group 2 uses more 
agency mechanisms 
than Group 1.  
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Propositions 
Which groups are 

compared? 
When are the 

propositions validated? 
mechanisms to reduce 
exposure to agency 
problems. 

democratic cost of over-
representation 

4: The lower the level of 
member participation on the 
board of directors (the 
smaller the board size), the 
lower the direct democratic 
costs at the board of 
directors and the higher the 
usage of mechanisms to 
reduce exposure to agency 
problems. 

Group 1: Cooperatives with 
high member participation 
and high direct democratic 
costs 
Group 2: Cooperatives with 
low member participation 
and low direct democratic 
costs 

If Group 2 uses more 
agency mechanisms 
than Group 1.  

5: The lower the level of 
member participation on the 
board of directors, the 
higher the opportunity 
democratic costs at the 
board of directors with 
regard to under-
representation and the 
higher the usage of 
mechanisms to reduce 
exposure to agency 
problems. 

Group 1: Cooperatives with 
high member participation 
and low opportunity 
democratic cost of under-
representation  
Group 2: Cooperatives with 
low member participation 
and high opportunity 
democratic cost of under-
representation 

If Group 2 uses more 
agency mechanisms 
than Group 1.  

6: The higher the level of 
member participation on the 
board of directors, the 
higher the opportunity 
democratic costs at the 
board of directors with 
regard to over-
representation and the lower 
the usage of mechanisms to 
reduce exposure to agency 
problems. 

Group 1: Cooperatives with 
high member participation 
and high opportunity 
democratic cost of over-
representation  
Group 2: Cooperatives with 
low member participation 
and low opportunity 
democratic cost of over-
representation 

If Group 2 uses more 
agency mechanisms 
than Group 1.  
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Research results and analysis 
 
Results for member participation at the general assembly 
(1) Results for proposition 1: Cooperatives with high member participation 
and high direct democratic costs vs. Cooperatives with low member 
participation and low direct democratic costs. Cooperatives are regarded as 
having low member participation when 10% of their members or less 
participate at the general assembly. “Number of members per nucleus” is taken 
as a proxy for direct democratic costs at the general assembly. The lower the 
number of members per nucleus the higher the direct democratic costs at the 
general assembly, since more resources are spent per member on organizing 
meetings. High direct democratic costs at the general assembly means less than 
149 members per nucleus. 149 is the median number of members per nucleus 
of the researched cooperatives. Table 6 compares the usage of agency 
mechanisms across the two groups of cooperatives.  

 
Table 6: Direct democratic costs at the general assembly and usage of 

mechanisms to reduce exposure to agency problems of cooperatives with 
high/low levels of member participation at the general assembly 

 

Cooperative 

Level (%) of 
member 

participation at 
the general 
assembly 

Direct democratic costs 
at the general assembly 
(number of members 

per nucleus) 

Usage of mechanisms 
to reduce exposure to 

agency problems 
(frequency of internal 

audits) 
 COOP-K 51 30 
COOP-I 121 30 

 COOP-B 
High 

48 30 
 COOP-H 266 3 
 COOP-D 199 30 
 COOP-E 210 10 
 COOP-L 167 30 
 COOP-G 

Low 

374 10 
 

 
In support of Proposition 1, cooperatives with low member participation and 
low direct democratic costs generally do have more internal audits than 
cooperatives with high member participation and high direct democratic costs. 
Cooperatives from the former group seem to compensate for the lack of 
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member participation with more frequent audits. For instance, COOP-H has a 
lower level of member participation at the general assembly (8%), and a high 
number of members per nucleus (266). By offering members less opportunity 
to participate in nucleus meetings (when compared to other cooperatives; see 
the number of members per nucleus ratio), the cooperative may save on some 
democratic costs. However, reduced member participation also means that 
fewer members are monitoring the management, which may increase agency 
problems. To prevent that, the cooperative has a high frequency of internal 
audits (once every 3 days). Therefore, part of the cost savings related to 
democratic costs may be negotiated by an increase in direct agency costs  

(2) Results for propositions 2 and 3: These propositions could not be 
validated because no comparisons between groups could be made. With regard 
to Proposition 2, under-representation at the general assembly is not (or hardly) 
an issue for almost all cooperatives. With regard to Proposition 3, almost all 
cooperatives with high member participation incur opportunity costs of over-
representation at the level of the general assembly. 

 
Results for member participation at the board 
(3) Results for proposition 4: Cooperatives with high member participation 
and high direct democratic costs vs. Cooperatives with low member 
participation and low direct democratic costs. Cooperatives are regarded as 
having low member participation on the board when their board has fewer than 
12 members (those which have 12 or more are considered to have high member 
participation). Cooperatives are regarded as having high direct democratic 
costs at the board when the total annual salary costs are higher than 
R$67,056.75. This amount is the median board total salary per year. Table 7 
compares agency usage across the two groups of cooperatives.  

The results partially support the proposition. Cooperatives with a small 
board do not have more internal audits than those with a large board. This does 
not necessarily mean that the underlying logic of the proposition is not 
supported (i.e. that cooperatives with low member participation should use 
more agency mechanisms), but it can also mean that some of the cooperatives 
incur high costs in their decision-making process. 

According to the proposition, cooperatives with a lower level of member 
participation should increase the frequency with which they are audited, since 
member participation is low, which can increase the risk of agency problems. 
Cooperatives with small board size and low frequency of audits may therefore 
incur high opportunity agency costs. This applies to COOP-I, COOP-F, and 
COOP-L, which all have low member participation and a low frequency of 
internal audits. In particular, COOP-I seems to incur high costs related to its 
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internal decision making. Besides an increased risk of agency problems, and 
thus potentially high opportunity agency costs, COOP-I has relatively high 
annual salary costs for a small board, and also significant direct democratic 
costs.  

 
Table 7: Direct democratic costs on the board of directors and usage of 

mechanisms to reduce exposure to agency problems of cooperatives with 
high/low levels of member participation on the board of directors 

 

Cooperative 

Level of member 
participation on 

the board of 
directors  

(board size) 

Direct democratic cost 
at the board of directors 

(board total 
salary/year, R$) 

Usage of mechanisms 
to reduce exposure to 

agency problems 
(frequency of internal 

audits) 
 COOP-B 109,200 30 
 COOP-K 106,827 30 
 COOP-A 

High 
91,780 7 

 COOP-E 65,988 10 
COOP-I 65,124 30 

 COOP-G 61,380 10 
 COOP-F 29,376 30 
 COOP-L 

Low 

15,000 30 
 

 
(4) Results for proposition 5: Cooperatives with high member participation 
and low opportunity democratic costs vs. Cooperatives with low member 
participation and high opportunity democratic costs. Cooperatives are 
regarded as having low member participation on the board when their board 
size is fewer than 12 members (those which have 12 or more are considered to 
have high member participation). Cooperatives are regarded as having high 
opportunity democratic costs at the board when they have products under-
represented on the board. Table 8 compares the usage of agency mechanisms 
across the two groups of cooperatives.  

Table 8 shows that cooperatives with a low level of member participation 
on the board of directors—COOP-G, COOP-E, COOP-I, and COOP-F—have a 
higher frequency of internal audits, in accordance with Proposition 4. 
Cooperatives such as COOP-K and COOP-B that have a high level of member 
participation and a higher frequency of internal audits may incur unnecessary 
(direct) agency costs. Of course, to the extent that these audits prevent agency 
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problems, their costs may not be an issue. However, some of the cooperatives 
may be exaggerating the frequency of their internal audits. Too frequent audits 
may not only lead to unnecessary costs, but may also be of lower quality. 
Particularly troubling are those cooperatives which incur high democratic costs 
besides agency costs. In this regard, COOP-B is an example worth mentioning: 
despite a large board, it has a very high frequency of both internal and external 
audits (once every 30 days) which increase (direct) agency costs. This may be 
an excessive number of audits for a cooperative that also has a large board, 
which should monitor management. 

 
Table 8: Opportunity democratic costs at the board of directors (under-
representation) and usage of mechanisms to reduce exposure to agency 

problems of cooperatives with high/low levels of member participation on 
the board of directors 

 

Cooperative

Level of member 
participation on the 
board of directors 

(board size) 

Opportunity 
democratic costs at the 

board of directors, 
under-representation 
(number of products 
under-represented) 

Usage of mechanisms to 
reduce exposure to agency 

problems 
(frequency of internal 

audits) 

 COOP-K 0 30 
 COOP-B 

High 
0 30 

 COOP-G 1 10 
 COOP-E 7 10 
COOP-I 2 30 
 COOP-F 

Low 

2 30 
 

 
(5) Results for proposition 6: Cooperatives with high member participation 
and high opportunity democratic costs vs. Cooperatives with low member 
participation and low opportunity democratic costs. Cooperatives are regarded 
as having low member participation on the board when their board size is 
fewer than 12 members (those with 12 or more are considered to have higher 
member participation). Cooperatives are regarded as having high opportunity 
democratic costs on the board when they have 2 or more products over-
represented. Table 9 compares the usage of agency mechanisms across the two 
groups of cooperatives.  
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Table 9: Opportunity democratic costs on the board of directors (over-
representation) and usage of mechanisms to reduce exposure to agency 

problems of cooperatives with high/low levels of member participation on 
the board of directors 

 

Cooperative

Level of member 
participation on the 
board of directors 

(board size) 

Opportunity 
democratic costs at the 

board of directors, 
over-representation 
(number of products 

over-represented) 

Usage of mechanisms to 
reduce exposure to agency 

problems 
(frequency of internal 

audits) 

 COOP-A 3 7 
 COOP-C 

High 
2 15 

 COOP-G 1 10 
 COOP-E 1 10 
COOP-I 1 30 
 COOP-J 1 30 
 COOP-F 

Low 

1 30 
 
 

Table 9 shows that some of the cooperatives (COOP-I, COOP-J, COOP-F) that 
have a lower level of member participation on the board of directors (small 
board size) have the lowest frequency of internal audit. According to the 
proposition, they would be expected to have a higher frequency of internal 
audits (a higher usage of mechanisms to reduce exposure to agency problems), 
since they have smaller boards (with fewer members monitoring management); 
this is the case with COOP-G and COOP-E. Table 9 also shows that 
cooperatives with a high level of member participation on the board of 
directors have a higher frequency of internal audits. As a result, they are 
incurring democratic costs and unnecessary (direct) agency costs. 

 
 

Conclusion 
 
Overall, the results have shown that cooperatives are more oriented towards 
minimizing opportunity agency costs than opportunity democratic costs. 
Opportunity democratic costs arise, amongst others, when cooperative decision 
makers make decisions which benefit some member groups at the expense of 
others. Opportunity agency costs arise when cooperative decision makers make 
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decisions which benefit themselves rather than the members. Therefore, 
although cooperative decision makers are unlikely to make decisions which 
benefit themselves (because they are frequently audited), they may make 
decisions which benefit certain interest groups within the cooperative. This is 
because not all interest groups are equally represented at the board level.  

The present study provides some theoretical, methodological, and 
managerial contributions, as outlined below. 

 
Theoretical contributions 
The present study examines a much broader range of decision-making costs 
than most studies. It examines both democratic and agency costs. Additionally, 
the study distinguishes between both direct and opportunity costs for both 
types of decision-making costs. With regard to opportunity costs, a further 
distinction is made between costs associated with  over- and under-
representation. Furthermore, these costs are examined both at the general 
assembly and on the board of directors. Moreover, the study distinguishes 
between the various conflicts of interests which form the sources of these costs. 
A clear distinction is made between horizontal, vertical, and diagonal conflicts 
of interests (see Figure 1). Horizontal conflicts of interest can lead to direct and 
opportunity democratic costs; diagonal conflicts of interests to opportunity 
democratic costs of over- and under-representation; while vertical conflicts of 
interests can lead to both direct and opportunity agency costs. Previous studies 
do not distinguish between these different sources of conflicts of interests. In 
particular, diagonal conflicts of interests are often lumped together with either 
the horizontal or vertical. Without examining the sources of decision-making 
costs, it is difficult for studies to examine what types of mechanisms are 
necessary for controlling these costs. 
 
Methodological implications 
The present study shows the difficulties cooperatives face in minimizing both 
democratic and agency costs. This topic has received insufficient attention in 
the literature, with most studies examining only certain types of democratic 
costs or agency costs, but not examining them jointly. The present study shows 
that with a lower level of member participation, direct democratic costs may be 
reduced, but opportunity agency costs may rise as fewer members monitor 
management. In this case, cooperatives should increase either member 
participation or use additional agency mechanisms (such as audits) to reduce 
exposure to agency problems.  
 

  



Democratic and Agency Costs in Cooperatives    143 

Managerial implications 
The present study draws attention to some of the trade-offs cooperatives face in 
reducing decision-making costs, such as between reducing agency or 
democratic costs, or between reducing direct or opportunity costs. Cooperative 
boards and managers who are aware of these potential trade-offs could 
examine whether these trade-offs apply to their cooperatives, and if so, what 
type of costs are most important for them to reduce. For example, should board 
representativeness be improved to accommodate under-represented groups on 
the board, or is the cooperative so homogenous that (diagonal) conflicts of 
interests between producer groups are unlikely to emerge? 

 
 

References 
 

Bijman, J. (2002). “Essays on agricultural cooperatives: governance structures 
in fruit and vegetable chains.” ERIM Ph.D. Series Research in 
Management. Rotterdam: Erasmus University of Rotterdam. 

Birchall, J. (2000). “Some theoretical and practical implications of the 
attempted takeover of a consumer cooperative society.” Annals of Public 
and Cooperative Economics, 71(1):29–54. 

Birchall, J. and R. Simmons. (2002). “A theoretical model of what motivates 
public service users to participate.” Final report to the Economic and 
Social Research Council. 

Birchall, J. and R. Simmons. (2004a). “The involvement of members in the 
governance of large-scale cooperative and mutual businesses: a 
formative evaluation of the cooperative group.” Review of Social 
Economy, LXII(V):487–515.  

Birchall, J. and R. Simmons. (2004b). “What motivates members to participate 
in cooperative and mutual businesses? A theoretical model and some 
findings.” Annals of Public and Cooperative Economics, 75(3):465–
495. 

Condon, A.M. (1987). “The methodology and requirements of a theory of 
modern cooperative enterprise” in Royer, J.S. (ed.) Cooperative theory: 
new approaches (pp. 1–32), Washington, DC: U.S. Department of 
Agriculture, Agricultural Cooperative Services, Cooperative 
Management Division.  

Cook, M.L. (1994). “The role of management behavior in agricultural 
cooperatives.” Journal of Agricultural Cooperation, pp. 42–58. 

 
 

 



144 D.M. Pozzobon, D. Zylbersztajn, and J. Bijman 

Cook, M.L. (1995). “The future of U.S. agricultural cooperatives: a neo-
institutional approach.” American Journal of Agricultural Economics, 
77:1153–1159.  

Fama, E.F. and M.C. Jensen. (1983a). “Separation of ownership and control.” 
Journal of Law and Economics, 26(2):301–325. 

Fama, E.F. and M.C. Jensen. (1983b). “Agency problems and residual claims.” 
Journal of Law and Economics, 26(2):327–349. 

Fulton, M. (2004). New generation cooperatives. Unpublished Working Paper. 
12 p. November. 

Gorton, G. and F. Schmid. (1999). “Corporate governance, ownership 
dispersion and efficiency: empirical evidence from Austrian cooperative 
banking.” Journal of Corporate Finance, 5:119–140. 

Hansmann, H. (1999). “Cooperative firms in theory and practice.” The Finnish 
Journal of Business Economics, 4:387–403. 

Henrÿ, H. (2005). Guidelines for cooperative legislation. 2nd revised ed., 
Geneva: International Labour Office. 

Jensen, M.C. and W.H. Meckling. (1976). “Theory of the firm: managerial 
behavior, agency costs and ownership structure.” Journal of Financial 
Economics, 3:305–360. 

Jensen, M.C. and W.H. Meckling. (1979). “Rights and production functions: 
application to labor-managed firms and codetermination.” Journal of 
Business, 52:469–506.  

Milgrom, P.R. and J. Roberts. (1992). Economics, organization & 
management. New Jersey: Englewood Cliffs. 

Österberg, P. and J. Nilsson. (2009). “Members’ perception of their 
participation in the governance of cooperatives: the key to trust and 
commitment in agricultural cooperatives.” Agribusiness, 25(2):181–197. 

Staatz, J.M. (1987). “Farmer cooperative theory: recent developments.” 
Research Report, n. 84. Washington, DC: U.S. Department of 
Agriculture, Agricultural Cooperative Services, Cooperative 
Management Division. 

Vitaliano, P. (1983). “Cooperative enterprise: an alternative conceptual basis 
for analyzing a complex institution.” American Agricultural Economics 
Association, 65:1079–1083. 

Zylbersztajn, D. (1994). “Organização de cooperativas: desafios e tendências.” 
Revista de Administração, 29(3):23–32. 

  




