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This paper describes the use of a series of case studies on values-based food supply chains that have been developed by participants in another regional research project, NC 1036, “Research and Education Support for a Renewal of an Agriculture of the Middle”
 in a course on cooperatives taught at the University of Minnesota. Though not written for this purpose, these case studies were excellent tools for helping students learn about and analyze real-life situations where the choice of ownership form has important consequences.

In the sections that follow, I first provide a brief overview of the course I teach on cooperatives and some background on the work by the Agriculture of the Middle group. I then describe how I used two case studies as the focus for short papers to be accompanied by class discussion and a third as the basis for an in-class midterm exam. My discussion of each case includes an overview of the case study, a set of questions for students to analyze, links to additional information, and some of my own observations on key issues for discussion.
Applied Economics Course # 5811 – Cooperative Organization
This course is offered annually and is intended for advanced undergraduate and M.S. students. Intermediate microeconomics is a prerequisite, so students are expected to have a solid understanding of basic economic concepts. The Ownership of Enterprise by Henry Hansmann is the primary text for the course, but I supplement it with a number of other readings. The course syllabus is available online at: http://www.apec.umn.edu/faculty/rking/apec5811.html.
The basic premise of Hansmann’s book is that the efficient assignment of ownership “… minimizes the sum of (1) the costs of market contracting for those classes of patrons that are not owners and (2) the costs of ownership for the class of patrons who own the firm.” (p. 22). The book begins with the development of concepts for assessing the costs of contracting and the costs of ownership. Costs of contracting include: (i) inefficiencies created by the exercise of market power; (ii) risks of long-term contracts; (iii) misallocation of resources due to asymmetric information, strategic bargaining, difficulty communicating patron preferences and improperly responding to heterogeneous preferences; and (iv) alienation associated with a sense of being unable to control one’s destiny (Hansmann, pp. 24-34). Costs of ownership include (i) the costs of controlling managers — monitoring and managerial opportunism ; (ii) the costs of collective decision making — inefficient decisions due to imperfect voting processes, resource use required for participation in decision processes, and the costs of resolving conflicts; and (iii) the costs of risk bearing (Hansmann, pp. 35-49).
In subsequent parts of the book, Hansmann explores producer ownership, including ownership by investors, employees and suppliers, customer ownership of a wide variety of enterprises, and nonprofit and mutual enterprise structures. In each chapter he goes back to the fundamental problem of minimizing combined costs of contracting and ownership. I repeatedly use the diagram in Figure 1 as the starting point for discussions of the efficient assignment of ownership in a wide variety of settings. After introducing a production process — e.g., dairy processing, provision of housing services, operating a taxi service — we go on to talk about who the suppliers, employees, customers, and potential investors are. We then work through an assessment of costs of contracting and costs of ownership under different organizational forms.







Figure 1. A Stylized Supply Chain
Agriculture of the Middle and Values-Based Food Supply Chains
The term “agriculture of the middle” “…refers to a disappearing sector of mid-scale farms/ranches and related agrifood enterprises that are unable to successfully market bulk commodities or sell food directly to consumers.” (http://www.agofthemiddle.org/) Much of the work of Ag of the Middle researchers has focused on efforts to create values-based food supply chains that allow small- and medium-sized farms to aggregate their production and sell it in differentiated markets. Stevenson and Pirog (pp. 8-10) identify the following key characteristics for these values-based supply chains:
· Value chains have the capacity to combine scale with product differentiation, and cooperation with competition, to achieve collaborative advantages in the marketplace.

· Value chains emphasize high levels of performance and inter-organizational trust.

· Value chains emphasize shared values and vision, shared information (transparency) and shared decision making among the strategic partners.

· Value chains make commitments to the welfare of all strategic partners in the chain, including appropriate profit margins, fair wages, and long-term business arrangements.

· Mid-tier food value chains are appropriate for situations in which regionally oriented markets are developing for significant volumes of differentiated, value-adding food products.

· Horizontal collaborations are often required to assemble sufficient volumes of differentiated food products for mid-tier value chains.

· Appropriate standards and efficient methods of third-party certification are applied throughout the value chain.

· Farmers and ranchers can maintain ownership and control of brand identities on food products throughout the value chain.
· Given historically adversarial business models in traditional U.S. food supply chains, it will likely take time for all strategic partners in new food value chains to become comfortable with alternative business models based on trust and organizational interdependence.

Many of these characteristics — with the emphasis on aggregation, cooperation, and equitable distribution of net margins across the chain — are familiar to cooperative scholars. They also draw heavily on the general supply chain literature, as reviewed and interpreted by King and Venturini.

The Agriculture of the Middle web site features case studies on four values-based supply chains: Country Natural Beef, CROPP/Organic Valley, Red Tomato, and Shepherd’s Grain. The first two of these are cooperatives, the third is a nonprofit business, and the fourth is a limited liability company. I used the first three in my class.

CROPP/Organic Valley (http://www.agofthemiddle.org/pubs/ovcasestudyfinalrev.pdf) 
CROPP/Organic Valley (OV - http://www.organicvalley.coop) is a farmer-owned cooperative based in La Farge, Wisconsin, that markets a wide range of organic food products, most notably milk. Founded in 1988, OV has more than 1,300 members in 30 states and 400 employees. More than 900 members produce certified organic milk that is marketed under the cooperative’s own label and under several private labels. Sales in 2008 were $527 million.

OV is a new generation cooperative. Dairy farmer members are required to purchase common stock with a value equal to 5.5 percent of annual milk sales. In effect, this investment establishes a production quota that guarantees a market outlet to the producer and a supply to the cooperative. This common stock pays an annual dividend and can be redeemed when a member leaves the cooperative.

Production quotas were an important reason that OV producers fared much better than their conventional counterparts during the dairy price crash of 2008-09. OV’s contract gives the cooperative the power to limit the amount of milk it purchases from individual producers. This power is not uncommon in cooperatives, which have more legal rights than private businesses to create these kinds of restrictions. These quantity restrictions were not particularly important during the years of exponential growth in the organic food industry before 2009. However, when milk prices crashed in 2009 and demand for organic milk declined, OV was able to manage supply to the benefit of its producers. In his article, “Price Stability in an Era of Roller-Coaster Rides,” Brad Barham describes the price cuts and production quota enacted by Organic Valley in 2009. As a result of this supply management, Organic Valley farmers experienced a 10 percent decline in revenues that year. While significant, this loss was nowhere near as devastating as the 40 percent price decline experienced by conventional dairy farmers in 2009 (Barham, pp. 44-47).

OV has relatively little capital investment. The cooperative owns only one processing plant, a butter creamery in Wisconsin. All other processing is done on a contract basis in plants located in California, Colorado, Indiana, Minnesota, New Jersey, New York, Texas, and Wisconsin. OV recently built a new headquarters building in La Farge and recently constructed a distribution center in Cashton, Wisconsin.
The OV case was the first we discussed. Students turned in a case write-up at the end of the seventh week of the semester, and discussed the case the day the write-up was due. By that time we had read and discussed the first part of the Hansmann book — “A Theory of Enterprise Ownership” — and we had discussed several chapters from the second part of the book, “Producer-Owned Enterprise.” We had also read “The Theory of the Firm as Governance Structure:  From Choice to Contract” by Williamson, “Separation of Ownership and Control” by Fama and Jensen, as well as Cooperatives:  Principles and Practices in the 21st Century by Zeuli and Cropp. Finally, we had just read Cook’s paper on “The Future of U.S. Cooperatives:  A Neo-Institutional Approach.”
The assignment was as follows:

This case study describes the history of Organic Valley (http://www.organicvalley.coop/) , a highly successful “New Generation” cooperative that markets organic dairy products, as well as some other products, for its members.  This case was prepared for a project on “agriculture of the middle” that focuses on strategies for “mid-tier food value chains [that] are appropriate for situations in which regionally-oriented markets are developing for significant volumes of differentiated, value-adding food product.”  Before you read the Organic Valley case, please read the document labeled Appendix A, which is titled “Values-Based Food Supply Chains: Strategies for Agri-Food Enterprises-of-the-Middle.”

In your case write-up, please address the following questions:

· As a cooperative, what advantages and disadvantages does Organic Valley have over an investor-owned firm in terms of costs of contracting and costs of ownership?

· Until recently, Organic Valley has not invested in processing facilities but has contracted for processing services.  Drawing on insights from transaction cost economics, what might be some of the reasons for this strategy?

· Organic Valley is organized as a new generation cooperative rather than as a traditional cooperative.  How does this help them address some of the challenges for cooperatives that Cook identifies?

· What mechanisms does Organic Valley use to lessen the costs of collective decision making?  What adaptations are being made in the use of these mechanisms as Organic Valley grows?

· Horizon Organic (http://www.horizonorganic.com/) is an investor-owned firm (owned by Dean Foods) that also markets organic dairy products.  In the long run, which organizational form – cooperative or investor-owned – do you believe will dominate?  Explain your reasoning.

Your case write-up should be no longer than five pages, single spaced, and can be shorter.
The students’ papers and our in-class discussion helped us explore differences between new generation and traditional cooperatives as well as relative strengths and weaknesses of cooperative and investor-oriented organizational forms. Our discussion of contracting costs focused on supply management through member delivery rights/obligations, the use of cost-based pricing, and the challenges OV faces due to the entrance of new competitors in the market and the recent dramatic decline in milk prices. Our discussion of the costs of ownership focused on the emergence of the current management structure and the development of regional pools as a vehicle for decentralizing not only operations but also governance and control. We also discussed the long-term viability of reliance on contract processing.
Country Natural Beef (http://www.agofthemiddle.org/pubs/cnbcasestudyfinalrev.pdf) 
Country Natural Beef (CNB - http://www.oregoncountrybeef.com/) is a producer cooperative based in the Pacific Northwest that markets a branded natural beef throughout the Western U.S. Founded in 1987, CNB had 93 ranch members in 2006. That year the cooperative harvested 47,000 head of cattle and in fiscal year 2006/2007 had sales of just under $49 million. CNB is a very unusual cooperative. It has no capital assets or debt and no employees, and members have no equity stake. Producers retain ownership of animals through finishing when they are sold to the meat processor at commodity prices. The processor segregates CNB animals during slaughter and processing, and then the cooperative buys boxed beef back from the processor for marketing and distribution to retail outlets. All CNB operations are financed through fees on animal sales.
All CNB members are “directors” of the cooperative. The entire membership meets twice annually, and all major decisions are made by consensus. Day-to-day operations related to production, marketing, and finance are managed by three “Internal Partners” — cooperative members who perform these services as independent contractors and who can hire non-member consultants. As the cooperative has grown, the members have developed a committee structure and a member-based management team that oversees the activities of the Internal Partners.
CNB has long-term relationships with the feedlot where animals are finished (Beef Northwest Feeders) and with the plant where animals are slaughtered and processed (AB Foods). The cooperative also has close relationships with its retail partners, and links with end-consumers are maintained through a requirement that all members do at least three in-store demos each year.

I used the CNB case as the basis for an in-class midterm exam. Students were given the case study two days before the exam, which was on March 11, at the end of the eighth week of the semester. By that time we had read and discussed the first two parts of the Hansmann book: “A Theory of Enterprise Ownership” and “Producer-Owned Enterprise,” as well as other related readings. Also, we had already discussed the Organic Valley case, and students had received feedback on their case study write-ups.

The exam was open book and open note, but the students were limited to seventy-five minutes to answer the following three questions:
1. Direct rancher contact with customers and relatively expensive efforts (through affidavits and third party certification) to assure customers that strict production, animal welfare, and environmental standards are met are important parts of the CNB strategy for marketing their product. Assuming these are, indeed, important, would it be more costly for an IOF that purchased cattle from ranchers at the time of placement in a feedlot to achieve the same level of rancher-customer contact and quality assurance? Explain your reasoning.

2. CNB has a unique, rather costly collective decision process that emphasizes participation by all and consensus. All members participate in semi-annual meetings that employ a “…sophisticated ‘circle’ meeting format … that is designed to facilitate egalitarian participation, active listening, and the honoring of others whose work has been supportive of the cooperative’s goals.” (p. 5) Until recently, all members were also encouraged to participate in weekly conference calls that included reports on cattle shipments and updates on sales and promotions, freight and feedlot costs, etc. (Rural Cooperatives, July/August 2006, p. 8)

a. What benefits, if any, does CNB derive from this focus on participation and consensus?

b. What steps has CNB taken since 2007 to reduce the costs of collective decision making? Do you think these go far enough or too far in addressing the problem? Why?

c. The internal partners (IPs) are both cooperative members and managers. What mechanisms are in place to monitor and control their actions?

d. Are there limits to the size of organization that can maintain this kind of collective decision process?  How does this influence the choice between internal growth and replication of the organization in new locations (pp. 12-13) in future expansion strategies for CNB?

3. Like so many cooperatives, CNB started in a time of crisis (p. 1, pp. 21-23). For more than 20 years it has flourished as a cooperative that meets the needs of its members and its customers. Michael Cook might say it is now a “Stage Three” cooperative. Cook (pp. 1156-1157) identifies five problems that are common to cooperatives in this stage: (1) Free Rider Problem, (2) Horizon Problem, (3) Portfolio Problem, (4) Control Problem, and (5) Influence Costs Problem. Which two of these do you think will be most important for CNB in the coming years? Explain why these are important for CNB and the potential consequences of these problems.

Using a case like this as the basis for an in-class exam worked well. Students prepared for the exam by reading the case carefully and reflecting on its relationship to the readings we had done. Having a limited time to respond to questions also worked well. In some cases, the quality of analysis was better than it had been in papers prepared for the CROPP/Organic Valley case. This case is especially well suited for encouraging students to think about strategies for managing the costs of ownership as an organization grows. It also offers an opportunity to discuss the value of trust and transparency in relational contracts with key trading partners. Had this been a paper assignment, I would have placed greater emphasis on the basic choice of organizational form, using Creekstone Farms Premium Beef (http://www.creekstonefarms.com/) as an example of a competing firm that is organized as an investor-oriented firm. Creekstone’s natural beef product line offers many of the same attributes as CNB, including no antibiotics, no growth hormones, no animal byproducts in feed, source verification of animals, and humane handling practices.
Red Tomato (http://www.agofthemiddle.org/pubs/rtcasestudyfinalrev.pdf) 
Red Tomato (RT - http://www.redtomato.org/) is a nonprofit organization that markets sustainably produced fruits and vegetables in the Northeast region of the U.S. Founded in 1996, RT invested in proprietary facilities and equipment for a stand-alone distribution system, but this proved to be too costly to maintain. The company now acts as a broker, coordinating marketing and logistics for 35 farmer partners. In 2007 sales were $2.475 million. 
RT grew out of the fair trade movement. Its nonprofit status allows it to receive grant funds and contributions from donors and makes it easier to more fully employ staff by engaging in food system consulting activities. Over time, RT seeks to generate about half of its revenue through food trading and consulting and half through grants from government agencies and foundations. The nonprofit organizational form also facilitates use of a unique “dignity pricing” model:

… that combines growers’ senses of their own production costs, their experiences in the market, and their sense of what’s fair.  It works like this: RT marketers ascertain from growers the following price points: a) their average price gotten recently for a given product; b) the price they want through the RT brokerage; and c)  the lowest price they will accept “with dignity.”  Armed with this grower-based information, RT traders seek to get the highest reasonable price from a given buyer. 








(Red Tomato Case Study, p. 7)

Under this system, prices paid can vary across producers and across customers. This contrasts sharply with the pricing policies one would expect in a producer-owned cooperative.
The RT case was the last we discussed. The case write-up was due at the end of the tenth week of the semester, and the students discussed the case the day the write-up was due. By that time we had read and discussed the first three parts of the Hansmann book: “A Theory of Enterprise Ownership,” “Producer-Owned Enterprise,” and “Consumer-Owned Enterprise.” We had also read the chapter on nonprofit firms in the fourth part of the book, “Nonprofit and Mutual Enterprise.” 
The assignment was as follows:

This case study describes the history of Red Tomato (http://www.redtomato.org), a dual purpose nonprofit organization that (a) markets sustainably grown fruits and vegetables in the Northeast and (b) consults on regional food system development across the country. Like the Organic Valley and Country Natural Beef cases, this case was prepared for a project on “agriculture of the middle” that focuses on strategies for “mid-tier food value chains [that] are appropriate for situations in which regionally-oriented markets are developing for significant volumes of differentiated, value-adding food product.”  If you have not already done so, please read the document labeled Appendix A, which is titled “Values-Based Food Supply Chains: Strategies for Agri-Food Enterprises-of-the-Middle.”

In your case write-up, please address the following questions:

· As a nonprofit organization, what advantages and disadvantages does Red Tomato have over an investor-owned firm in terms of costs of contracting and costs of ownership?

· As a nonprofit organization, what advantages and disadvantages does Red Tomato have over a producer-owned cooperative firm in terms of costs of contracting and costs of ownership?

· What role, if any, do farmer partners play collectively in decision making within Red Tomato? How might their involvement in the organization be expanded?  Would this be appropriate? 

· There is interest in many locations around the country, including here in Minnesota, in replicating the Red Tomato distribution model. What organizational form do you think such business enterprises should choose? Explain your reasoning.

Your case write-up should be no longer than five pages, single spaced, and can be shorter.
RT’s nonprofit status offers an interesting contrast to the cooperative structures of Organic Valley and Country Natural Beef. The last question — about the choice of organizational form for a business that would replicate the RT distribution model in another part of the country — stimulated especially interesting discussion. Most students thought that some form of cooperative would be most likely to succeed, but it would be difficult to implement RT’s pricing model in a producer cooperative. Students also noted that the business model might not be sustainable without access to grants that may only be available to nonprofits. Finally, one student, who was familiar with Coop Partners Warehouse — an organic produce distribution business owned by The Wedge, a consumer coop — explored the implications of consumer ownership of a produce marketing business. 
Concluding Remarks
Though not written for this purpose, these three cases were excellent tools for making the seemingly abstract points introduced in the Hansmann book and related readings seem real and compelling. Students often referred to the case studies in subsequent discussions, and these case study exercises helped prepare them for the term papers that they wrote later in the course. The Organic Valley case invites comparison between a producer cooperative and an investor-owned firm, Horizon Organic, which is owned by Dean Foods. The Country Natural Beef case highlights this unusual cooperative, which has no durable assets and very little professional staff and invites comparison with similar natural beef businesses that are organized as investor-owned firms. The Red Tomato case offers students an opportunity to consider a nonprofit form of business organization and to consider both consumer- and producer-owned cooperative alternatives as well as organization as an investor-owned firm.
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�  This paper was prepared for presentation at the annual meeting of NCERA210, "Improving the Management and Effectiveness of Cooperatively Owned Business Organizations,” St. Paul, MN, November 10-11, 2009.
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