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Abstract

Organizational economics has largely underlookedféatures which make the cooperative
governance structure a unique form: democracy amdnanity. Nonetheless, agricultural
cooperatives are probably the best example of arghons that combine the four ideal
mechanisms proposed by Grandori and Furnari (2008rket-like, hierarchy-like,
community-like and democracy-like. The main conitibn of our paper to the scientific
discourse on hybrids, in general, and on cooperatspecifically is to look at each transaction
as governed by several mechanisms. How do govesnamechanisms operate on the
empirical setting? What mechanisms are used fohn é@nsaction? Are these mechanisms
complements or substitutes? Through a case study @ne multi-product agricultural
cooperative we could analyze characteristics dedght transactions and through some light
on these questions.

1. Introduction

Cooperatives have been characterized by organmedtieconomics as hybrid governance

structures, that is to say, an intermediate formwbeen markets and hierarchies. They have
been characterized as a mix of autonomy and inpertience with three defining pillars: they

pool resources, they coordinate through contr&etsgrovide a framework, and they combine
competition with cooperation (Ménard, 2004, 2007)

Nevertheless, “hybrid” is a vague and broad categmunderstand governance structures that
are neither markets nor hierarchies. One step durith necessary to understand the actual
mechanisms used by a governance structure as arebiop. Bradach and Eccles (1989) had
already emphasized that any governance structumebioes, in different degrees, the
instruments of price, authority and trust. It i® tombination that determines the efficiency
enhancing function of a governance structure.

Organizational economics has largely underlookedféatures which make the cooperative
governance structure a unique form: its democraioagement model in which one member
has one vote, and its bidimensionality in whiclksisimultaneously a social community and
an enterprise (Borgen, 2001; 2004; Valentinov, 2004terberg and Nilsson, 2009). We
conceptualize hybrids — focusing on cooperativess—a distinct governance structure
blending not only market-like with hierarchy-likeeghanisms, but also community and
democratic mechanisms (Grandori and Furnari, 2008).

A cooperative that engages in vertical coordinationthe food supply chain selling to

customers with strict quality requirements andify@nyg its products and production process,

may shift the relative strength of some mechanisnder to cope with the new challenges.

A major challenge in agricultural cooperatives @ doordinate farmers’ activities with

customer demands and explain to the membershipthentraditional member orientation has
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to be altered or at least complemented with thig ngentation, that is to say, to vertically
coordinate members’ transactions with the downstraansactions in the chain, being able,
for example, to define quality norms for their slyp(Bijman, 2009; Hanf, 2009). How can
agricultural cooperatives deal with the related aggmial challenges? In order to answer such
type of practical question it is useful to havdemacer picture of all the mechanisms within the
cooperative structure and their functions.

The objectives of the paper are to develop sebwémance mechanisms that can be used to
analyse the governance structure ‘cooperative’ddgeelop propositions on the conditions
under which particular (combinations of) governanwchanisms will be used, and to “test”
these propositions in a case study of a multi-pcodgricultural cooperative. By taking only
one cooperative as a case study, the communitydamibcracy mechanisms are assumed to
be the same for all transactions, although it da#snean that the outcome, the result of these
mechanism are the same for members participatidgferent transactions.

2. Literature Review
2.1. Transaction costs, governance structures authamisms

The attempt to organize the participating farmerd &rms along the food supply chain
generates two types of problems. The first aretedldao conflicts of interests among the
different actors, which can be solved by aligninge tinterests through governance
mechanisms (Granovetter, 1985; Williamson, 197%)e Becond type of problems that
emerge are related to the alignment of actionsuwhérs with processing units (Mesquita and
Brusch, 2008), that is to say, coordination prolsdenhich arise either when actors fail to
share accurate knowledge about the decision rhbgsothers are likely to use or they fail to
understand how one’s own actions are interdepensightthose of the others (Gulati et al,
2005).

The Transaction Cost Economics framework is corexbrprecisely with these problems,
beginning with the more general observation thaiabee markets are imperfect, they give
rise to Transaction costs. Thesan generally be represented in terms of two major
components, transactions risks and coordinatiots¢@over and Malhotra, 2003). Since the
term control costs is not very used in the literatwe will stay with the term control costs,
which makes explicit that they are costs assocmaiddcontrolling opportunism.

Control costs

Control costs relate to the first type of problemss, they are due to conflicting interests in a
transaction, thus can be understood as costs tisat &ith the potential of opportunistic
behaviour. These costs have been also called “ppation concerns” (Gulati and Singh,
1998). They include the risk that other partieshi@a transaction will shirk their agreed upon
responsibilities. For instance, the supplier miggliver a product with an inferior quality if it
knows the processor may not be able to identify ar@hsure the violation. In addition,
transaction risk might also include asset-spedificestments made by one party in the
relationship. In this case, the risk is that thecpssor may demand concessions to take
advantage of the supplier, as soon as the lattkesthe investment.

Some important transaction characteristics detengithe efficiency of the corresponding
governance structure are asset specificity and uneent costs. Investments that are
specific to a transaction generate a lock-in whogens up possibilities for opportunistic
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behaviour (Williamson 1996). If the transactiorprematurely cancelled, substantive returns
on that specific investment are lost. Thus, agsetificity leads to the need to safeguard those
investments, which entails the direct transactiosts of crafting safeguards, monitoring and
enforcing the agreement, and indirect transactiostscof failure to invest in productive
assets.

The difficulty of measuring some attributes of aodo(Barzel, 1982) in situations of
asymmetric information is also an important causéransaction costs. Buyers may incur
costs as a result of uncertainty over the qualitthe product delivered. The main prediction
here is that when it is relatively easy to measheeattributes of the supplied farm product the
transaction will be efficiently governed by markeechanisms whereas when attributes are
non-observable, or costly to measure, the trarwaatill be efficiently governed internally by

a firm or by long-term buyer-seller relationshipsese relational norms play an important
role (Barzel, 2000).

Measurement costs are particularly problematic arkets for products that have credence
quality attributes, which means that the desiraitebutes are not easily measured by the
consumer, even after consumption of the productthkse situations, the seller has an
information advantage and may gain from withholdimigrmation. It is also costly to specify
these quality attributes in formal contracts, mgkself-enforcement of agreements through
long-term relationships and reputation-building theost efficient safeguarding option
(Barzel, 2000).

Thus, these factors may determine the choice ofgthwernance structure. Transaction cost
economics proposes a discriminating alignment b&twgovernance choices and exchange
hazards; this alignment allows trade partners tordinate incentives and efforts, so as to
realize efficiency gains. Thus the key assumpt®rthat parties in a transaction choose a
governance structure to prevent or to reduce cbmosts, that is to say, to mitigate
opportunism (Williamson 1993). The most importargdiction is that when asset specificity
is high or measurement costs is prohibitive touséife attributes of goods in market contracts,
the chosen structure for the transaction will erdnchy.

Coordination costs

Organization Theory points to a dimension of goaece that is beyond the mitigation of
control costs, that is to say, appropriation consén vertical transactions with members. The
cooperative firm must still process information, kaalecisions taking new information into
account and communicate these decisions, whichiegsipt another type of costs. Costs that
are related to aligning actions even in face ohtjanterest, thus, that arise because of
cognitive failures. Even if all appropriation contg were addressed, still it doesn’t follow
necessarily for coordination problems (Gulati et2005). As pointed by Hodgson (2004), we
only have to admit significant potential for migntretation to undermine Williamson’s and
TCE’s emphasis on opportunism as a cause of tharbiecal governance structure.

In the case of a processor-supplier transactioordooation costs might include costs of
exchanging information on products, price, avalighidemand, as well as the costs of
rapidly adapting the quality of the product or protion process (Grover and Malhotra,
2003). TCE has emphasized the first type of traimacosts, those that are due to conflicting
interests.




Vertical coordination means more interdependencgragrstages in the chains. Customers
depend on the cooperative firm processing prodactording to quality standards. The

cooperative firm, in turn, depends on farmers syipgl products with the same quality

standard plus having production processes thatr@ddoahose standards. From Organization
Theory (McCann and Galbraith, 1981), one can exffedt an increase in dependency will

cause an increase in formalization (ranges fromrmél personal agreements to more formal
arrangements), in the level of control (where aérdevel of control corresponds to detailed
and strict rules, routines, and monitoring systenasid in the centralization of decision

making.

In sum, governance structures have at least twotiturs: facilitate control and facilitate
coordination. According to TCE, there is a contimuérom spot market to hierarchy with
different governance structures in the middle, Wlace considered a hybrid category.

Hybrids

On one pole of the continuum, there is market guaece, which is based on prices as the
main information devices used for independent d@tisiaking on investments and activities.
Ownership is decentralized. However, situation®iving different interdependent tasks and
transmission of non-codified information would imghigh transaction costs if the market
was the only mechanism available. In addition, whgecific investments are at stake, market
governance becomes costly.

On the other pole of the continuum there is hidrgrevhich is based on legitimate authority,
and implies the articulation of the division of talv as well as the allocation of resources
through formal rules and plans. Ownership is cdimtrd with one party of the transaction. By

means of command and control channels, hierarcloyvalthe efficient transmission and

processing of information as well as centralizedsien-making.

Williamson (1991) treats hybrids as displaying intediate values in all dimensions of
governance, that is to say, intermediate of coatéhn, intermediate capacity to align interest
through incentives and behaviour control. This vaviaybrids as intermediaries is challenged
by Makadok and Coff (2009), who observe that hires increasingly use market-like
instruments such as high-powered incentives, teangficing schemes, and decentralized
decision making. Also, some market transactiongptdierarchy-like attributes including
authority, administrative controls, and incentiystems less tied to short term performance.
This suggests that the hybrid governance struataes not necessarily display intermediate
values in all its dimensions of governance, butsus®rket-like mechanisms for some
dimensions and hierarchy-like for others.

According to Ménard (2007), hybrids maintain distiand autonomous property rights and
their associated decision rights on most assetweMer, they simultaneously involve sharing
some strategic resources, which requires a tigatdooation that goes far beyond what the
price system can provide. Ménard’s (2004) centrapesition is that hybrid organizations
combine contractual agreements and administrateugthbrities”. Because contracts are
incomplete, hybrid arrangements require a mechartsnecoordinate activities, organize
transactions and solve disputes. This mechanidmasgally the transferring of the authority
regarding some decisions to a distinct entity. €hamghorities vary in degree of formalization
and centralization of decision making.




Community

While transaction costs can be reduced by formetahchical structures, as argued by TCE,
they can also be reduced by social embeddednesgydzelLazzarini and Poppo, 2002;
Lazzarini, Miller and Zenger, 2004). Embeddednédsgansactions in a social context can
reduce the cost of safeguarding against opportunsmdiffusing information about
reputations and by facilitating collective sanctid@rannovetter, 1985). Therefore, informal
governance also has two governance functions: teghdalateral transactions develop trust
and knowledge about the partners, reducing coaiidmand control costs.

The fact that transactions are embedded in soecrgkgt is not necessarily conducive to trust
and information exchange. It will depend if comntyngovernance is effective in that

context, that is to say, if there is a set of stiamerms that regulates how relations, and
transactions, will be carried out repeatedly ouaetand how commitments will be monitored

and what sanctions will be imposed in case of nerigomance (Bowles and Gintis, 2002).

These shared moral norms are informal rules thalittde, motivate and govern joint action
of concrete people with whom one shares commortitgiefieelings (Coleman, 1988), since
they reduce the expectation that others will behgmeortunistically. In other words, they
generate trust, which in turn, reduce transactmsisc(Adler, 2001; Nooteboom, 2007). Thus,
it is possible to include this form of governan@xito market and hierarchical mechanisms
in the understanding of peoples’ motivation and goiment. Ouchi (19080) has named this
third form of governance as “clans”.

The effectiveness of community governance in redyd¢ransaction costs depends on some
structural variables such as the size of the giouplved - the larger the group, the more

difficult it is to achieve collective action; theeterogeneity of the participants — the more
homogeneous are the interests of the group’s mentberower transaction costs in reaching
joint decisions (Ostrom, 1999; 2000).

In addition, community is capable of aligning aittes, that is to say, coordinating because a
shared cognitive framework allows for costless exge of intangible knowledge (Kogut and

Zander, 1996). Thus, important consequences ottefée community governance are less

safeguard stipulations in the agreements, reducamgrol costs, and faster and less costly
information flows, reducing coordination costs (8eder and Wu, 2006).

Gover nance structures embody several mechanisms

The inclusion of community as a third discrete ralstive structure acknowledges the role of
shared moral norms and cognitive framework as nmeshes to reduce coordination costs and
control costs, but still implies a three-way traafe-markets, hierarchies or communities.

The hybrid category is also too broad. Several @stihave emphasized that governance
structures use a combination of different govereamechanisms (Hennart, 1993; Grandori
and Furnari, 2008; Makadok and Coff, 2009). Bradadd Eccles (1989), for example,

emphasized that any governance structure comhimesiferent degrees, the instruments of
price, authority and trust. It is the combinatidnddferent mechanisms that determines the
efficiency enhancing function of a governance stmec Thus, it may be more realistic and
useful to open the Hybrid black box, looking at hmmuisms of governance rather than
discrete governance structural alternatives.
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If governance structures use mechanisms to addtdsast two types of problems, control of
opportunism and coordination of activities, doeméan the mechanisms are complements?
For instance, real firms' internal operations tgficrely to some extent on both trust and
price signals, even if their primary governance naeism is authority. Inter-firm relations
may also be seen as embodying and relying on degriegust and hierarchical authority,
even if their primary mechanism is price. If they & fact complements, does this change
when demand for control and/or coordination inces@s

According to Grandori and Furnari (2008), empiticalbserved markets, hybrids and firms
embody varying mixes of four ideal mechanisms: ragalike (highly powered incentives and
capacity of coordinating action with minimal comnation), hierarchy-like mechanisms
(predictability, transparency and accountabilityrotigh formal rules, procedures and
evaluation systems), community-like (infusing cabesand homogenizing interests through
knowledge and value sharing), and democracy-likechaeisms (infusing voice and
integrating different interests through diffusioh @mwnership, decision and representation
rights). So these mechanisms are, in principle,pdements, because they all coexist, at least,
at a minimum level, but depending on the performeanigjectives of the organization, and on
the business environment, some trade-offs betweem tare likely to arise, which makes
them substitutes.

3. The agricultural cooperative and its gover nance mechanisms

Using Grandori and Furnari’'s (2008) framework fexdarstanding organizations, one could
say that agricultural cooperatives are probablybidst example of organizations that combine
the four ideal mechanisms: market-like, hierarakg;|lcommunity-like and democracy-like.

Agricultural cooperatives are formally democratie decision-making and ownership.
Farmers always remain independent from the coaperitm responding at some degree to
market signals. At least when they are formed cagitiral cooperatives are tight communities
with strong social ties among its members. Hienarch difficult to conceptualize in
cooperatives, since, on the one hand, membersar®rtmal owners of the cooperative firm
(thus hierarchy “flows” from members to manageas)] on the other hand managers tell the
members what to do regarding supply operationss(there hierarchy “flows” from manager
to member). Ownership is not centralized as ineaadnchy, thus a cooperative cannot be
considered as one.

One way out of this is to look at “authority” ash&erarchy-like mechanism used by any
hybrid. As put by Ménard (2004; 2007), authoritysmme decisions may be with cooperative
firm managers, since the membership may have #eesf it to this entity in order for it to
coordinate activities, organize transactions ardesdisputes. In addition, the ability to use
authority as a mechanism is not limited to intrafsettings, but also can be achieved between
organizations by means of contractual provisioviich essentially "produce the effects of
hierarchies" (Stinchcombe 1985, p. 165). We arg ontérested in the authority flowing from
the management to the membership (constituted [yylisus).




Cooperatives and hierarchy-like mechanisms

From a food supply chain perspective, authorityiith the coordinator of the system, usually
retailers or processors. Therefore, when we lodketlegree of authority in cooperatives we
are looking at the strength of the command strectinich is in charge of designing formal
rules, procedures and evaluation systems, and armgtsuppliers compliance to them. This
command structure of the cooperative firm, compris®yy managers, functions as the
coordinating agent of this “strictly coordinatedbssystem” (Zylberzstajn and Farina, 1999)
of the food chain.

Advantages of hierarchy are basically a higher ciépdo control performance of the other
party in the transaction when compared to markedisnaitigate the costs associated with the
holdup problem, which arises when one party intthasaction has non-redeployable assets.
In other words, hierarchies facilitate the conttbbpportunism where measurement costs are
high or when specific investments were made.

In cases of interdependency as food supply chdimesarchy allows for coordinated
adaptation to changing circumstances. Here liesother advantage: reduced coordination
costs when compared to markets because of higheacite of hierarchy to process
information, to take it into account in decisionkimg and to communicate these decisions.

A typical general disadvantage of hierarchy is tiests of shirking behaviour since low
powered incentive may not stimulate the maximunoréffMore importantly, hierarchical
mechanisms are inherently contrary to cooperatiugciples as voluntary membership, joint
interests, and participatory decision-making, thtisdoes not combine well with the
democratic traditions and norms in cooperative guoamece. Strengthening hierarchy in a
cooperative may eventually erode the commitmennhembers and thereby even jeopardize
the very existence of the cooperative.

Transaction cost theory, when applied to coopesatipredicts the more easily redeployable
the assets held by the cooperative firm, the cldsemarket arrangements will be the
governance of transaction between members and @oge Symmetrically, the more
specific to the transactions organized by a codperare the assets jointly detained by the
cooperative firm, the tighter the closest to hiengrwill be the arrangement (Ménard, 2007).
In the latter case, the cooperative would needtegsiard its investments, and it could do so
for by introducing more hierarchical mechanismscastracted production in the member-
coop transactions or even excluding members tlgahar able to comply with the standards
that are needed to protect the brand (Bijman, 2009)

In addition, if the cooperative's customers demand-observable, or costly to measure
attributes of a product, particularly problematicmarkets for products that have credence
quality attributes, hierarchical mechanisms as atljosnonitoring members’ production
processes, long-term relationships and agreematitswembers for that specific transaction
would play an important role. Thus, hierarchy-likechanisms can reduce control costs in
cooperatives.

When interdependency increases in the food chiaennéed for coordination increases. This
means more information needs to be processed, @&oedich making becomes more
dependent on constant information updates becdushkifts in market circumstances or in
customers’ quality requirements. Hierarchy-like hetsms as an authority system to put it
in place, and standard operating procedures thaw auick decisions, can be an effective
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solution in situations of high anticipated coordioa costs (Gulati and Singh, 1998) by
clarifying decision-making procedures and antigimpissues before they arise (Stinchcombe,
1985). Thus, hierarchy-like mechanisms can redooedination costs in cooperatives.

We expect the higher the degree of interdependbatyeen transactions in the chain which,
the higher will be anticipated coordination codterefore, more authority will flow from
managers to membership.

We expect that transactions which demand more aomf the quality of production
processes, due to credence attributes (impossblaeelasure even after consumption), the
higher will be anticipated control costs, thus there hierarchy-like mechanisms as on-site
monitoring will be used.

We expect that transactions for which the coopezafirm has specific investments — as a
brand or a certification -, the higher will be a&igated control costs, thus the more hierarchy-
like mechanisms as contracted production will bedus

Cooperative and community-like mechanisms

Traditionally, cooperatives present problems witpaaticular kind of opportunism, the free-
riding behavior. Overcoming the free-rider probléncrucial for the success of collective
action. The group of members has a common intem@sing them, but there is a potential
conflict between the common interest and each iddal’s interest. The problem, according
to Mancur Olson (1965), is that individuals canmahieve joint benefits when left by
themselves if everyone would be benefited wheth@obthey contributed to the effort.

Nevertheless, many collective-action problems amebezlded in preexisting networks,
organizations, communities, or other ongoing retathips that often are capable of enforcing
norms and overcoming member free-rider problemdifgctly punishing 'anti-social' actions,
even without the punisher expecting to be perspmapaid for this (Bowles and Gintis, 2002;
Hayami, 2009; Ostrom, 1999; 2000).

In addition to being an enterprise, the cooperava social community where trust, moral
norms and cooperative values are important govemamechanisms. The strength of
cooperatives in effecting coordination residesprimciple, in their tendency to involve lower
information asymmetries and greater trust in thelationships with farmers than would be
the case with investor-oriented firms (Sykuta aadiC 2001).

In agricultural cooperatives, members’ identificatiwith the organization’s goals and its
leaders has been identified as a factor determicamymitment. Borgen (2001) showed that
identification with the collective organization abtions members’ trust in the

benevolence/intentions of the management, and tims,turn, influences members’

commitment (and loyalty).

If we understand commitment as incentive alignmeat, the overcoming of motivational

problems, then empirical literature on cooperatigshews that community mechanisms are
important in controlling opportunism. The most im@amt consequence of community
regarding the control (of opportunism; free ridirdginension in cooperatives is to mitigate
members’ deviation of production due to short teegonomic benefits (Fulton, 1999).

Community mechanisms play a role potentially inrgweansaction since they are less related
to the characteristics of the latter then to thafsae relationship. Therefore, if effective it can
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guarantee members’ loyalty in different transadioin addition, effective community
mechanisms can mageotective stipulations in contracts unnecessary.

Nevertheless, structural variables, such as theposition and the size of the membership,
are crucial factors in determining the efficacycommunity mechanisms. Small cooperatives
and cooperatives with homogeneous memberships are hkely to make efficient use of
community governance.

We expect that in a cooperative with a small anthégeneous membership, community
mechanisms will be sufficient to guarantee loyakbymatter what is the transaction.

We expect that in a cooperative with a large ant&ierogeneous membership, community
mechanisms will not be sufficient to guarantee liyyao matter what is the transaction.

Community also has a coordination dimension bedidasof control of opportunism, and it
has to do with the fact that in a community theyeaishared cognitive framework which
reduces misunderstanding and allows for easier amgeh of tacit knowledge. Therefore
community mechanisms reduce coordination costs (Kagd Zander, 1996).

We expect that transactions with a high interdepenoyg on downstream customers’
requirements, therefore in which communication leemvparties is crucial, will rely more on
community mechanisms.

Cooper atives and mar ket-like mechanisms

Market governance is based on prices as the mammmation device for coordination.
Participants take independent decisions about their investments and activities, mainly
based on the incentives they receive. The advardhgearket-like mechanisms is that they
allow for autonomous adaptation with minimal commsation. Therefore, it is less costly
when there are no specific investments at stakevdrmeh measuring performance and the
attributes of products is relatively easy.

Cooperatives generally pay ‘market’ prices to tlm@mbers for the products delivered. Thus,
the production activities of the farmer and thecpssing and marketing activities of the
cooperative firm are coordinated through the pnmehanism. Pay-for-performance schemes
where the producer receives according to his efiicy are also market-like mechanisms
since they work as a high powered incentive. Intadd discounts for lower quality than the
required are also a market mechanism, in this @aisincentive.

Disadvantages of markets are well discussed bysaion Costs Economics which points to
all kinds of problems that arise when one partyainmarket transaction makes specific
investments and is locked in a hold up situationaddition, when measuring attributes of a
transaction is too costly market governance losepower because it is based on pay-for-
performance. If one party cannot measure performaricthe supplier adequately, market
becomes costly.

We expect that transactions with a higher levedpcific investments or those with credence
attributes will rely on less market-like mechanisms

We expect to see more market-like mechanisms wissets are easily deployable and
measuring all the relevant attributes of the tratisa is easy.




When the membership of the cooperative becomeserlaeEmd more heterogeneous,
community governance may not be sufficient to itieeze loyalty and farmers may begin to
require more market market-like mechanisms to bg diommitted to the cooperative.

Therefore, we expect to see more market-like mashenin large and heterogeneous
cooperatives as an incentive for members not @ fice.

Cooperative and democr acy-like mechanisms

A cooperative is also a formally democratic orgatian and its suppliers are at the same time
members who vote. This is especially important wikensidering collective ventures as
shown by Menard and Raynaud (2010). In their emgliranalysis of the millers’ alliance,
members of a collective venture endorse a votirgguure to exercise their control rights.
Despite the uneven distribution of shares acrossimees of the alliance, decisions are made
according to a “one man, one vote” rule, as in evafives (Menard and Raynaud, 2010).

In the effort to understand governance in any ctile venture, especially in cooperatives, it
IS necessary to consider a fourth mechanism, besndeket-like, hierarchy-lke 9or authority)
and community-like. Democracy-like mechanisms csissin the diffusion of ownership and
decision rights through participatory decision-nmgkiand “voice giving” procedures. This
mechanism aims at integrating the judgments andrasts of multiple actors through
representation devices.

A participatory decision framework and joint owrlgps strengthens the development of
common interests, and this is probably the greategantage of this mechanism. In fact, the
democratic feature is importapér se in determining members’ commitment to the colleeti
organization. Osterberg and Nilsson (2009) fourat th Swedish cooperatives members’
perceptions of their participation in the goverrané the organization are key determinants
of members’ trust and commitment. Here, the rolévofce”, i.e., the possibility to complain
about a relationship and try to work things ougrss to be important in the process of trust
building within organizations (Nooteboom, 2007; ,S1€05).

Therefore, since ownership of the cooperative’®t@ss democratic, it has the potential to
reduce control costs by inducing members to havenoon interests. In addition, if the
participatory decision framework generates the gmion in members that they are
participating, that they are given “voice”, contoalsts may be reduced as well.

Nevertheless, there are limits to democratic meishawhen a high level of quality control
is required from potential downstream customersmidlers are often interested in selling all
of their products to the cooperative, no matterdghality, while the cooperative, in order to
meet buyers’ requirements, should put in placeieat gfuality control system. If the decision
about quality standards is taken democraticallgrehs a chance that the majority decides to
set low standards, which may mean losing markebxppities. There is a potential conflict
between the cooperative firm’s interests in selltog higher quality markets and each
individual member’s interest to sell of its produéBijman, 2009). Therefore there are control
costs of democracy when the cooperative firm hadetmde whether or not to supply to a
more quality demanding customer.

Thus, we expect that transactions with higher delmaor quality coming from potential
downstream customers will be less subject to deaticamechanisms.
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In addition, when interdependency in the food chsihigh, therefore, when quick decisions
need to be made in order to adapt to new circuroetardemocratic decision making may be
too slow to allow for coordinated adaptation.

We expect that the higher the interdependency arfstactions on downstream customers’
requirements, the higher the coordination costs, dimerefore, the less they will rely on
democracy-like mechanisms.

4. Methods and Data

The method used for data collection was an embeddsate than one sub-unit of analysis -
Case Study Research Method (Yin, 2003), with onecatural cooperative in southern
Brasil. The selected organization is multi-produ@oultry, Pork, Soybeans, Maize,
Vegetables, Manioc), processes farm products ameestfor maximum control of vertical
product flow, through branding and the ownershigoafal supermarkets. The sub-units of
analysis are three industry branches within theecative: soybeans, poultry and vegetables.

The questions we intend to answer through the casdy are the following: how do
governance mechanisms operate on the empiricahgetiVhat mechanisms are used for
what transactions? Are these mechanisms compleroeatgstitutes?

For the purpose of simplicity, in the operationafian of the concept of ‘governance
mechanisms’, we will follow Grandori and FurnariOB) by selecting and measuring
practices that can be considered ‘carriers’ of eomechanism. For example, ‘pay for
performance’ practices will be considered carriefs market-like mechanisms, while
centralized decision making will be consideredieasrof hierarchy-like mechanisms A semi
structured questionnaire was built for this purpoBe analyse the qualitative data a table
comparing three different transactions was buildider to show the relation between the
characteristics of each transaction in terms oftrobrand coordination needs and the
mechanism used for them.

During the 2 visits in 2010 (March and OctoberCmoperative LAR the author visited farms
and industrial and county units, conducted in-deptérviews with managers and producers,
participated in committee meetings and had acaesatérnal documents such as internal
press magazines. The following actors from insidedooperative were interviewed: Quality
Program Manager, Industrial Unit Managers (PoulB8gybeans and Vegetables), Livestock
Division Manager, Industrial Division Manager, Edtion Advisor, Chief Secretary (member
part of the Executive Directory), Poultry, vegetsbind soybean Farmers.

The interviews followed a protocol that focused2main aspects: control and coordination
demands due to the characteristics of transacheimgy one, and practices that carry the four
governance mechanisms the other. Initially the @utihought that the questionnaire could be
answered by both managers and producers. It tuwoedhat managers could easily answer
guestions related to control and coordination delsadue to the characteristics of
transactions, and to vertical arrangements wittnéais, after all they are the contracting party
and it is their job to determine the control, monig, incentives and information

transmission schemes. In other words, managersl andwer questions on market-like and
hierarchy-like mechanisms, nevertheless, they cotuldnswer questions related to the
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specific feature of cooperative governance: fotanese, issues related to democracy and
participation, community and identification. Theiain point was that things were completely
separated.

“We (processing unit managers) are responsibleherindustries which are owned by the
coop. We are not members and not involved in theegmnce of the cooperative

organization; we are hired to make that specifaustry branch work. For us, members are
suppliers and that is all” (Soybean processing undnager). Still, by making such

commentary, important insights were given about thwortance of democracy-like

mechanisms in the cooperative.

4.1. Background of the Case Study

Data from the Organization of Brazilian Cooperativg©CB) shows the importance of

agricultural cooperatives in this country. Theioeemic importance goes beyond the number
of cooperatives and jobs created; these organimtiontributed 38.4% of agricultural GDP

and hold about 7.5% of total capacity of grain Hargdin the country (OCB, 2009). The south

and southeast regions concentrate the cooperatihese regional aggregated revenue is
equal to respectively 51% and 39% of total revei@moperatives in the state of Parana (in
the South) are a case of economic success, leBdazgian exports of agricultural goods.

In the early 1990s, agricultural cooperatives wiaaeed with a scenario of uncertainty that
came up with the process of openness of the Baazdconomy, high interest rates and poor
harvests. In an increasingly competitive markethyneooperatives were forced to reorganize
and set new focuses. At the time, producers wesimdoincome on their property and were
thickening the rural exodus in search of work ity.cThe analysed cooperative, from the state
of Parand, is nowadays a large industrialized catpe with thousands of members from
which, like most cooperatives in that state, wasmtted in the 1960’s initially by a very small
number of farmers.

Cooperativa LAR was idealized by 55 farmers confiogn the states of southern Brazil. At
first, coop LAR was dedicated to the marketing gfieultural products, mainly grains. In

1976 the coop starts a horizontal diversificatiorocpss acquiring its own fleet for

transportation. The 1980s was a milestone for LA®wth, when it started operating 13
supermarket stores in addition to investing in @loeducation and technical training of its
members and their families. Soybeans processighbaigan in the 1980s with the acquisition
of an oil industrial unit, and, in 1985, LAR putgo operation a Feed Industrial Unit.

The 1990s was characterized by the administrativedemization of LAR, with the
introduction of practices such as strategic plagnieducing managerial costs, and emphasis
in business performance. Internal reforms were ldpee with the goal of reducing the time
of decisions, such as the '5®ducing waste program, originally from post-Wothr Japan.
LAR was ranked in 1990 for the first time among B@&0 biggest companies in terms of
turnover in the country (Marschall, 2009). The efd 990’s represented a landmark change
in the economic profile of the coop, with the nesultry and vegetable industrial units which
led the coop to become definitely a food produedth its own LAR brand for frozen poultry

'Phase 1 Seiri (Sorting); Phase 2 - Seiton (Straighten or iBeOrder); Phase 3 - Seiso (Sweeping);
Phase 4 Seiketsu (Standardizing); Phase 5 - Shitsuke (Biirsta
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meat and canned and frozen vegetables. In 200(aikry industry was enabled to export
for the Common European Market through the licesfsihe Ministry of Agriculture (LAR,
2008).

4.2. Mechanisms and transactions: operationalization

In order to focus on the differences between tretimas and the mechanisms used for them
we will first follow our initial assumption that ¢hobjective democratic and community

mechanisms are the same for all transactions shnee features of the organization as a
whole. We will explain the general working of theseechanisms within the analyzed

cooperative before comparing the three transactiposltry, vegetables and soybeans. But
first we will show the operationalization for eanfechanism and for the characteristics of
transactions.

Table 1. Gover nance M echanisms

Hierarchy:

Importance of monitoring producers’ activities ates
Importance of input control

Presence of Contract

Possibility of exclusion as a penalty for non-coiapte
Market:

Presence of pay-for-performance schemes
Autonomy in deciding on farm productive activities
Importance of monetary incentives for members’ liyya
Democracy:

Members’ participation in General Assemblies
Members’ participation in daily decision making
Members’ participation in strategic decision making
Members’ participation in defining quality grades
Community:

Members’ loyalty to the cooperative

Sharing of knowledge on productive activities
Sharing of cooperative values among members
Importance of committees and of personal interacii® channels for transmitting relevant information

Table 2. Characteristics of transactions

Who sets quality requirements for the products?

Difficulty in aligning members’ activity with therpcessing activities of the coop

Presence of specific investments as brand andrtfication in order to sell to a specific customer
Extent to which production processes are custoloréal?

Difficulty (costs) of switching customers?

Extent to which the Coop’s brand is associated wisipecific quality

Difficulty in measuring members’ product quality

Presence and importance of quality requirementa fiownstream customers for production processes

4.3. Activity committees as community gover nance

In order to understand community mechanisms engllyicthe visits and protocol had the
aim of answering if and how does the organizatiaibdrately infuse cohesion and
homogenizes interests. The literature considetski@avledge and value sharing are the aims
of such mechanism, therefore, in a cooperativesheeild look if and how cooperative values
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and principles, and knowledge on the cooperatig&g’ategy and on best practices for each
productive activity is diffused.

The cooperative has the practice of giving voicenembers through the Central Education
Committee, which has an advisory and auxiliary fiomc to the Board. This Central
Committee informs the Board of directors of theidssand demands of the membership. In
addition, it is responsible for transmitting andstiminating the general guidelines of the
company to the membership.

Linked to this Central Committee are the Productativity Committees which intend to
promote professionalism and economic viability afni production, within the productive
activities undertaken by the coop such as poultegetables, swine and agriculture. They
diffuse knowledge and best practice guidelines niigg productive activities, where
technicians, producers, professional managers aadrember from the Executive Directory
(usually the Chief Secretary) interact and dis¢heschallenges and the recurrent problems in
that chain.

In the analyzed cooperative, knowledge on prodeditivities is shared in these committees
as well as cooperative values and culture is diffiusn a tentative to generate a collective
understanding and agreement with the cooperativategly. This happens for every
transaction.

As we have seen, commitment and loyalty is a deleirautcome of community governance.
When asked about the issue of loyalty and sharingooperative principles among the
membership, interviewed producers, the Chief Sapretand the Education Advisor
converged in saying that while some members ppaiei actively in the cooperative’s
governance, through participation in committeelers rarely participate.

The fact is that member commitment and loyaltyhea &nalyzed cooperative is not achieved
only with community mechanisms. There is a market-mechanism to incentivize loyalty
which is a payment of 2% of the value of all trastgas made with cooperative firm during
the year for those members who were fully loyathte cooperative, that is to say, bought
inputs and sold all products to their own coopegeatiThus community governance in this
cooperative is not enough, not effective in guageimy loyalty, probably because of the
structural variables size and heterogeneity.

4.4. Formal democracy

To understand democratic mechanisms the case sumdgd at answering if and how
members participate in the cooperatives governadath farmers and managers were asked
in semi structured interviews about the importaotenembers’ participation in the day-to-
day decision making, in the setting of quality stamls and in strategic issues.

Farmers do not decide anything regarding the catpes’ day-to-day operations, or

regarding the quality standards, since they arelguny to vertically coordinated chains with

top-down quality requirements coming ultimatelynfreetailers and final customers. During
the last decade public regulation of hygiene / tgafe sanity became stricter. Even

commodities as soybeans have to comply with pusttmdards for good agricultural and
processing practices. In addition, there was angthening of private standards such as
certifications from BRC and McDonalds.
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Members decide on strategic issues by voting. Theciive directory together with the
board of directors comes up with a project, suctbatding a facility or entering a new
business, and brings the project to the assemhldg teoted. Members decide with their votes
on these occasions. This happens regardless ttmaction.

5. Gover nance mechanisms used for each transaction: a discussion
Poultry

The most important characteristic of the poultrgangaction in terms of control and

coordination needs is the fact of selling o customko has strict quality requirements as
McDonalds. In order to continue being a supplipecsfic procedures at the processing unit
level but also at the farm level have to be folldwAmong the requirements are Non-GMO
feed and respect for sanitary and animal welfarglitions.

Quality requirements concern both conforming to htpaality standards, i.e., quality that is
intrinsic to the product, but also to sanitary amimal welfare standards, i.e., quality of the
production processes, which are credence quatitpuaies. There are audits to make sure the
coop is conforming to specific customers’ and thpatty certification norms. Among the
audits to which the processing unit and the pouttryducers are subject are McDonalds,
British Retail Consortium. The cooperative compbkasultaneously to several requirements
from different clients. Since they are non-conitigtrequirements, all the poultry is produced
complying with several of the sanitary and animalfare conditions and meat quality
standards in order to sell to its European, RusamhAsian customers.

The whole chain must be coordinated in functiomudlity requirements since even the feed
must have “human feeding quality”. In addition, tbeoperative exports chicken feet to
Chinese customers, thus poultry suppliers are digeal for things such as chicken feet
callus. To avoid this, producers have to manage pineduction process in specific ways.

There are simultaneously high measurement costgube of process quality requirements,
and specific investments at stake, for instancategion (and certification) with customers as
McDonalds.

What are the governance mechanisms used for #msdction?
Hierarchy-like

These are the most important governance mecharsithése transactions because of the
high transactional risks. If farm level productis not in accordance with the standards
requirements the coop firm risks losing the custori@us, monitoring of members poultry
raising activity is crucial, which is done by fielksistants from the cooperative who are
veterinary technicians. They continuously updat®rmation on the farmers’ production
process to the cooperative firm, and on new raiggniques to the farmers.

Strict monitoring of the production process takdace not only because of quality
requirements but also to assure efficiency. It assible to say that these transactions are
quasi-integrated — in the sense that the coop dhengnputs, and the farmers’ job is to raise
the animals in a very controlled environment— altjio the production units (farm and
processing firm) continue being assets under @iffeownership. Contracts with members
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specify a payment formula, obligations of both st conflict resolution and delivery
conditions. If producers have very low efficienayritcig 3 raising periods, they will be given
a last chance to improve otherwise they will exelicdbf the poultry business within the
cooperative.

The fact that the cooperative is complying to pevstandards with production process audits,
means it has to process and keep an enormous arobumformation regarding each of
members’ quality - quality of delivered productsiatity of process, efficiency indicators. A
professionalized management is needed to orgaheénformation, use the information in
decision making in order for the cooperative’s pek to be more technically based and more
effective. And this is the coordination role of laotity in poultry transactions. Information on
every producer is centralized so the cooperativ@mMsnexactly who is performing badly in
terms of efficiency and of compliance with prodantl process quality requirements.

Market-like

The payment scheme is a composed productivity fmdnich determines the producers’
share. It is a partnership contract, where the ygexd’ share depends on the efficiency of
their own production proces#n a given time there are different grades assediatith
colours (red, orange, yellow, green). Each colsua range of productivity indexes. Price is
different for each colour. If producer is asses3dumes in red (lowest productivity range) —
he is called by the managers and receives a lasicehto improve efficiency; a specific
implementation plan and training is provided. Tigshigh powered incentives to align
interests of members with those of the cooperattbough measurement of process quality
such as sanitary and animal welfare conditionsiffcadlt, it is highly correlated to the
efficiency of the producer. If chicken are streste®ly do not convert food into body mass at
the same rate, and bad sanitary conditions leatlagéss and deaths lowering efficiency.

In addition, a market-like mechanism is used temntivize loyalty, even if this is not a big
problem in poultry transactions. 2% of the value atif poultry transactions made with
cooperative firm during the year is paid for thesembers who sold all their poultry to their
own cooperative.

Community-like

If the Chief Secretary is right, these members témdarticipate more actively in the

cooperative and their families tend to get moreoimed in the social activities. Of course,

they are subject to strict control and monitoritiggrefore they are less prone to deviate
production since any deviation would be easily avered. Regardless of the control
dimension of community which is to guarantee loyalthe coordination dimension of

community is important in poultry. Knowledge exchanis very important and the most
important channels are personal interaction witthitécians and interaction with other

producers in the committees. This informal inteacfacilitates coordination.

Vegetables

The most important characteristics of the vegetaldesaction in terms of control and
coordination needs is the fact that to be frozeh@nned coal flower, broccoli, carrot, sweet
corn need to be fresh and comply with some intriregiality requirements such as size,
colour, moisture and nutrients.
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The cooperative’s production process is not cudiifored as is in the poultry chain, and

switching customers does not represent costs siceooperative sells canned and frozen
vegetable to different supermarkets. In addititve, brand is not associated with a specific
vegetable quality. Furthermore, the transactiorsdus have credence attributes since quality
requirements concern only intrinsic characteristtshe product which can be detected by
visual inspection, microbiological test and constiomp

What are the governance mechanisms used for them?
Hierarchy-like

In the vegetable business there are more detadletlacts between member and cooperative,
when compared to poultry transactions, specifying price, the variety of what will be
planted, conflict resolution mechanisms, when amplhow much to plant, i.e., the contracted
area, the obligations of both parties, the quatitgasurement methods, and the delivery
conditions.

Thus the farmer-coop transaction is subject to messitoring and the degree of integration
when compared to poultry is lower. While Poultrartsactions are quasi-integrated, the
arrangement for vegetable transaction is a caseowifracted production with fixed price.
Control at deliverance through visual inspectiod amcrobiological inspection in the coop’s
lab is sufficient, and monitoring of the procedth@ugh important, is not as in poultry.

As in Poultry, the industrialization process meemntrolling downstream stages of the chain
transforming farm product into canned and frozegetables. The coop firm has to process
and keep an enormous amount of information reggreach of members’ quality - quality of
delivered products. This information is constangbgdated. A professionalized management is
needed to organize the information, use the inftoman decision making in order for the
cooperative’s policies to be more technically baased more effective.

Market-like

Discounts for lower quality function as a marké&elimechanisms of disincentive. In addition,
the same market-like mechanism is used to incemetiVoyalty, even if this is not a big
problem in vegetable transactions.

Community-like

If the Chief Secretary is right, these members témdarticipate more actively in the
cooperative and their families tend to get moreoimed in the social activities. Of course,
they have a contracted production arrangement th@hndustrial unit, therefore they are less
prone to deviate production since any deviation lditne easily discovered. Regardless of the
control dimension of community which is to incemd loyalty, the coordination dimension
of community is also important in vegetables. Thesmimportant knowledge exchange
channels in this transaction are personal interastiwith technicians and interaction with
other producers in the committees. This informtdraction facilitates coordination.

Soybeans

The most important characteristics of the soybemassaction in terms of control and
coordination needs is the discrimination between GGMnd GMO-Free grainsThe
Cooperative processes part of its soybeans intoareed. And the feed needs to be GMO-
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Free. Therefore, specific machinery would be nergs® process GMO-Free grains in order
to avoid contamination. The Coop does not haveipanachinery though. Part of the
supplied GMO-Free grain is, thus, used to “cled®’ machinery.

Poultry customers as McDonalds require that chiclesmd is GMO-Free, that is why the
Coop, who owns the feed industrial unit, has tocess GMO-Free grains as well. The
processed GMO-Free soybeans are then certified.

The cooperative’s conventional (GMO) soybean tretigas are not associated with any
specific quality and do not have specific assetslired. Switching customers is, thus, not a
big deal since the cooperative sells unprocessg@ksms in spot market and the processing is
done indoors. Quality standards for soybeans aernational and they refer to intrinsic
guality attributes such as size, moisture and ewiisi

What are the governance mechanisms used for them?
Hierarchy-like

Different from all other transactions in the anagzcooperative, information on soybean
producers is NOT centralized. Therefore, not ewerttfe purpose of coordination there is an
administrative authority in soybeans transactiofsere are units for buying and selling
soybeans in all the 11 counties where the cooperafierates. Technicians are also allocated
throughout these county units. When the authoesl tid get a list of all soybeans producers
there was no such thing. Since interdependencytisnmportant here coordination costs are
insignificant and soybean transactions are cootéthathrough prices with minimal
communication. Each producer decides on how muchplemt depending on market
circumstances.

Market-like

Market mechanisms are precisely the mechanismsyimesns production. Transactions occur
in the spot market; there are no contracts. Evehencase of GMO-Free soybeans a market
mechanism as price premium is what incentives nbotinecessarily determines, production.

Producers have the option to produce GMO or GM@ B@ybeans, and they will get a 2 %

price premium if the sample of GMO-Free soybeansoiscontaminated when delivered the

processing unit.

Since quality requirements refer only to intrinsitaracteristics and there are international
standards for this, control at deliverance throwgdual inspection and microbiological
inspection in the coop’s lab sufficient, and monitg of process is not important.

Finally, the market-like mechanism to incentivizeydlty was designed for soybeans
transactions since here members are prone to ‘tilayigproduction if another buyer offers a
higher price, and there is nothing the cooperatare do about it.

Community-like

According to the current Chief Secretary, specsligirain producers tend to be less loyal,

which means it is not rare that they will sell thproduct to others (outside the coop) if a

better price is offered. Although there is a conteeitfor agriculture (maize, wheat and

soybeans), because there isn’'t an strong interdepey with processing activities and the

need for knowledge exchange is way lower than imemttransactions, these members
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participate less in committees, and because obtatould speculate they are not as exposed
to the diffusion of coop values and principles tteeomembers are.

6. Final considerations and suggestionsfor futureresearch

As far as the empirical research on hybrids is eomed, the operationalization of the four
governance mechanisms may prove to be useful agnshg Grandori and Furnari (2008).
Specifically, regarding agricultural cooperativhstframework allows the researcher to look
at practices in the empirical setting that embduy itleal governance mechanisms. To fully
understand governance in cooperatives and theecly@é of vertical coordination in food
supply chains, attention must be paid to all os¢hmechanisms. In it not rare that papers on
cooperative conclude with the suggestion for futeisearch of looking more closely at social
community aspects.

In principle governance mechanisms are complemgnt&nce we can identify practices

within agricultural cooperatives that embody alltbém. Nevertheless, when the need for
control and coordination is higher due to stricalgty requirements form customers, some
mechanisms may substitute others. Trade-offs magrgen Beyond the classic trade-off
between market and hierarchy-like mechanisms, wiinbrges in the control of opportunism
when the cooperative makes specific investmentsetbto customers and depends on its
members to supply the right quantity and qualityeré is a also a trade-off between
democracy and authority regarding the coordinatdonension of governance. In order to

make quick decisions taking into account the constadating of information authority may

substitute for democracy in an important subsekeaisions.

Community mechanisms are in principle complemengany necessary, but it seems when a
cooperative gets large and heterogeneous, the deabe effective enough to guarantee
members’ loyalty. In the analyzed cooperative, raatike mechanisms were needed to
incentivize member loyalty. Nevertheless, communigchanisms play a coordination role in
every transaction through activity committees whHarewledge on productive activities and
on the cooperative's strategy is diffused.

The main contribution of our paper to the scieatdiscourse on cooperatives is to look at
each transaction as governed by several mechanims the case we learned that market
and hierarchy mechanisms coexist in a transact@nnstance through the payment of 2%
over the value of all transactions the member loa® éh one year with the cooperative. It is a
market-like mechanism used to incentivize membdéogalty. Also some hierarchy-like
mechanisms are present in all transactions sirfoemiation is centralized and decisions are
made by an administrative authority, for the pugposreducing coordination costs.

For further research, developing a structured dquasaire with scale answers to be applied as
a survey among members could be useful to make @osgmsacross cooperatives regarding
the salience of each mechanism, for example. Towexethis is the biggest limitation of our
paper; by looking at only one cooperative it is possible to compare objective democratic
and community mechanisms since they are the sammnwine cooperative. Still, because
community involves a cognitive aspect, one couldl stake a comparison within one
heterogeneous cooperative using a survey to mepsuceptions. Do these members have a
different perception regarding identification, trugerception of participation? And if there
are differences among members are they correlatétetkind of transaction they are part of?
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Since we don’t have results that can be generalitezl most we can say regarding the
implications for cooperative managers is that alchranisms should be taken into account if
the objective is to reduce transaction costs relate controlling opportunism and

coordinating activities, and simultaneously guagantnembers’ commitment and loyalty,
essential for the existence of the cooperative.
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