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1 INTRODUCTION

1.1 COORDINATION AS A PROBLEM
OF MARKETING ECONOMICS

Marketing economics is a rather undefined
field of study with differing perceptions about
its contents. The term itself describes its close
relation to economics. However, marketing
economics is not merely a subcategory of eco-
nomics.

When economics focuses its attention on
production, alternative production costs and
economic efficiency, the core of marketing
economics is exchange and its implications on
production. How are various preferences
taken into account in economic activities?
Whose preferences are taken into account and
in what order? How is the production system
able to convert the preferences into products
and services offered? How are costs, benefits
and risk distributed? In other words, how is
supply and demand coordinated? The prob-
lems of marketing economics are mostly re-
lated to inefficiencies in the systems of ex-
change. A basic problem often is a poor un-
derstanding of the mechanisms in the process
of exchange. Thus, understanding the system
is the first step.

The system of exchange is always a mixture
of society-made rules and some kind of bar-
gaining, i.e., the market. In every so-called
free market there are rules defining the differ-
ence between a good buy and theft. Even in
the most strict planning economies there is
some type of bargaining — if not involving
money, at least mutual promises. Thus, the
economics of exchange, not just marketing
economics, could be a more comprehensive
name for this field of study.

Like economics, micro and macro levels are

found in marketing economics as well. What
is meant by marketing is most often the Kot-
lerian-type of business marketing (KOTLER
1986). This can be defined as ‘‘micro market-
ing’” which attempts to correct exchange in-
efficiencies to match the consumers’ and
producer’s preferences in production. Even a
field of ‘“micro-micro marketing’’ can be
found, called internal marketing (KLEMmI
1985, GroNrROOs 1987, Rope 1988).

Macro marketing economics is interested in
how an exchange system consisting of several
economic units is able to convert the prefer-
ences over a number of steps. Various ex-
change institutions, rules of exchange, have
differing capabilities to perform the exchange
which affect human behavior, giving as an
outcome differing distributions of costs,
benefits and risk. They in turn have implica-
tions on the production circumstances. Mac-
ro marketing economics is interested in the
various sets of rules for correcting exchange
inefficiencies.

The tools of marketing economics draw also
from other disciplines besides economics: be-
havioral sciences in order to understand the
behavior of actors and actor groups, politi-
cal sciences to understand the collectively
made rules, legal science to understand the
construction of rules, humanistic sciences to
understand the cultures, values and prefer-
ences involved, etc. Thus, marketing econom-
ics is a multi-disciplinary science.

This study belongs to the category of ‘‘mac-
ro marketing economics». It attempts to un-
derstand the process of converting the prefer-
ences of various actors into products and serv-
ices desired in food production. The empiri-
cal environment is the dairy subsector.
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1.2 WHAT DO WE MEAN BY
COORDINATION?

1.2.1 Exchange economy and transactions

If a person owns something that another
person needs more or something he owns, the
former person needs less, shifting the owner-
ship of these two items can be said to benefit
both. This is a basic example of exchange.

The development of exchange has been per-
haps one of the main issues affecting the de-
velopment of human culture. Instead of mak-
ing all the needed commodities themselves, ex-
changing them allowed individuals to special-
ize. Exchange also provided incentives for so-
cial interaction and a sense of community.

Exchange seems to be an essential require-
ment for the division of labor, which in turn
is considered basic for prevailing human cul-
ture. SmiTH (1961) begins his pathbreaking
work, ‘“The Wealth of Nations’’, as follows:

“The greatest improvement in the produc-
tive powers of labor, and the greatest part
of the skill, dexterity, and judgement with
which it is anywhere directed, or applied,

seem to have been the effects of the divi-
sion of labor.”’

SmiTH presents the famous example of pin
making and concludes:

‘... ten persons, therefore, could make
among them upwards of fifty-eight thou-
sand pins in a day. Each person, therefore,
making a tenth part of forty-eight thou-
sand pins, might be considered as making
four thousand eight hundred pins in a day.
But if they had all wrought separately and
independently, and without any of them
having been educated to this peculiar busi-
ness, they certainly could not each of them
have made twenty, perhaps not one pin in
a day ...”” (SmitH 1961, pp: 8—9).

The main interest of this study is in finding
possible arrangements for transferring inter-
mediate products from one phase to the other
as smoothly as possible.

Exchange seems to be closely related to
ownership and a change of ownership. In ju-
ridical economics the correct term for this is
“‘property rights”’.
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““Property rights describe the relationship
of one person to another with respect to
aresource or any line of action. ... Rights
are the instrumentality by which any soci-
ety controls and orders human interdepen-
dence and resolves the question who gets
what. ... The term ’property right’ includes
both real and personal property.”
(Scumip 1978, pp. 10—19)

Property rights define socially accepted
rules regarding the command of particular
property in the environment of human inter-
dependence. ScHmID emphasizes that a prop-
erty right to something cannot exist without
the acceptance of the surrounding society.
Thus, the property right is a function of so-
cial acceptance. This is important in the sense
that without rules of the game defined by so-
ciety, people would have to defend their prop-
erty rights by fighting, as was the case before
the creation of the modern juridical society.
Still in some cases in which the opinions of
property rights differ, the acquisition of some-
thing can mean ‘‘taking my own back’’ to the
actor but a theft to the object.

Exchange can, thus, be defined as the shift-
ing property rights of an item in human in-
terchange according to rules accepted by so-
ciety. In economic literature this kind of ex-
change is more often called a transaction.

Even when transactions take place under
defined rules accepted by the parties, they may
occur under different circumstances. SCHMID
divides transactions according to the rights of
the parties into three categories: bargained
transactions, adninistrative transactions, and
status and grant transactions.' In the follow-
ing, each of these is briefly reviewed.

The reason for examining transactions is
that transactions, the shift of property rights,
occur within the rules set for the transaction,
but by changing the rules, the distribution of
property rights can be affected. It is a matter
of public choice, which one of the transaction

modes is chosen as a form of transferring the

' He also presents other categorizations such as
managerial and rationing transactions by ComMons
(1950, ch. 3) and I. tradition, 2. command and 3. mar-
ket by Hensroner (1962, ch. 1).



property rights. Property rights in turn define
““who gets what and who pays’’. Thus, by af-
fecting transactions the performance of the
system can also be affected.

1.2.2 Towards the definition of coordination

The problem of coordination

Whenever numerous actions have to be tak-
en in order to reach an outcome, coordina-
tion between these actions is required. A
rowing team needs a mate to coordinate the
timing, a choir needs a director and a musi-
cal score, and a business organization needs
a manager and planning. The efforts of vari-
ous individuals have to be integrated and syn-
chronized.

As the number of parties involved in trans-
actions increases, the transactions become
much more complex. Actually, the initial buy-
er and seller very seldom see each other for
direct negotiations. The goods are often
manufactured before the buying decision, and
the price is set before the buyer even knows
about the existence of the product.

What provides the coordination of these
thousands of people working to complete their
contribution perhaps years before the final
outcome — the product — is consumed? How
do they know what to do? How they can be
sure that they are doing the right thing? Let
us think about a loaf of bread. Before a con-
sumer sees the loaf in a store, somebody has
delivered it into the shop, made it, ordered the
flour from somewhere, which in turn has been
milled by somebody and for which somebody
has grown the grain. If the investments are
considered, it would be easy to find hundreds
of individual decisions — some made many
years — before to produce that particular loaf
of bread.

How is it possible that all these individual
decisions will produce a loaf of bread? How
do these decision makers know about some-
body’s willingness to buy that particular loaf?
That is the problem of (vertical) coordination
of the exchange system.

All the parties involved in the decision ex-

amine the system as a part of their own, in-
dividual opportunity sets.?. That is why the
parties have different needs and wants regard-
ing the system. These needs can sometimes be
in conflict with each other.

When all have different preferences, the
rules of the system, i.e. the institutions, de-
cide what preferences are taken into account
and in what order. As a matter of fact, the
particular exchange system is the means of ar-
ticulating preferences. ‘‘The effectiveness of
the food system as a mechanism for prefer-
ence articulation is the key question about the
system performance.’”’ (SHAFFER 1980)

Market and government can be understood
as alternative systems of preference articula-
tion.* Public discussion has many value-
based arguments about the ability of either
markets or government to articulate certain
preferences. This discussion is often based on
entirely different concepts concerning human
beings.

Coordination is a special case of the prob-
lem of preference articulation. It can be de-
fined as matching each step of the production-
distribution sequence of a good with existing
demand. This broadens the question of coor-
dination also to the adjustment problems on
the supply side.

MarioN (1976) defines coordination as a
process by which various functions of a ver-
tical value-adding system are brought into har-
mony. He presents the following questions as
important for the coordination process:

(1) Whatis produced and marketed (quan-

tity and quality)?

2 An opportunity set can be defined as the available
lines of action open to an individual. The opportunity set
of one person is shaped by the opportunities of others
(SamuEers 1972) and restricted by the resources to use the
opportunities.

3 “Government and markets are joint mechanisms for
articulating preferences. Government produces the regula-
tory system shaping the opportunity set of firms and
households. This determines what is to be taken into ac-
count by participants. The regulatory system sanctions
apattern of private power including facilitating and limit-
ing collective action. In this sense markets deal only with
solved political problems, and the market is an instrument
of the regulatory system.”” (SHAFFER 1980)
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(2) When is it produced and marketed?

(3) Where is it produced and marketed?

(4) How it is produced and marketed?
(What is the efficient use of resources
for completing the vertical value-
adding task? Unnecessary or inefficient
steps and cross-purpose work is elimi-
nated or combined.)

(5) What adjustments and adaptations are
needed to respond promptly to changes
in demand, new technology, or other
shifts in profit incentives?

MarioN includes two dimensions into the
coordination process: a synchronizing dimen-
sion and an adapting dimension. The former
considers coordination in the sense of fine-
tuning the system by systemizing, routinizing
and stabilizing various actors’ activities and
relationships. The aim is for all the steps in
the production-distribution sequence to fit in
smoothly with each other in an efficient way.
MaRrIoN says this leads towards streamlined,
efficient systems to satisfy short- and inter-
mediate-period market demands. Such sys-
tems, however, according to him, may become
relatively rigid and inflexible in a longer time
horizon.

MarioN further states that coordination in
an adaptation sense may involve quite differ-
ent forces. It leads towards disrupting and
remodeling an existing system so that it will
be relevant in the long run. Thus, some out-
comes of synchronizing decisions may be in
conflict with the adapting dimension of coor-
dination. Mechanisms that improve syn-
chronization may stifle adaptation.

The first three points presented above re-
fer mainly to the synchronization dimension
of coordination, while the latter two refer
more to the adapting dimension. MARION
feels that this distinction can lead to two
different parts of a continuum called coordi-
nation. He fears that concentration on fine-
tuning the system so that the parts mesh
smoothly together may encourage one to for-
get that we are also supposed to ask whether
we might be able to create a new and superior
system.

M arion further emphasizes the distinction
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between coordination as a process and the
mechanisms which influence that process, and
presents four categories of decisions affecting
subsector coordination. He adds that besides
these decisions there are factors beyond the
control of subsector participants such as
weather and foreign supply. The categories
presented by MARION are:

(1) Incentives (economic incentives as
reflected in prices, social incentives
such as the relationship between the
members of the system, security incen-
tives which encourage conventional be-
havior, etc.)

(2) Flow of information (which affects the
level of knowledge, the level of uncer-
tainty and the communication of incen-
tives).

(3) Adequacy of necessary inputs to be
able to respond to incentives (i.e., the
extent to which decisions are severely
restrained).

(4) Management alertness and ability.

As coordination mechanisms MARION men-
tions such arrangements and institutions as
markets of all kinds, private treaties, vertical
ownership, bargaining associations, market
orders, information systems (including grades
and standards), transportation services, credit
services, governmental programs, trade as-
sociations and cooperatives. Different coor-
dination mechanisms can affect all the four
aspects of decisions presented above, but in
a different manner.

Levels and modes of coordination

SHAFFER and Staatz (1985) define four levels
of the coordination problem:

(1) Coordination within firms (micro-mi-
cro coordination).

(2) Coordination between individual firms
(micro coordination).

(3) Coordination of total supply with to-
tal demand for commodities or indus-
tries in each step of the production-dis-
tribution process (macro coordina-
tion).

(4) Coordination of aggregate demand
with aggregate supply for the economy
as a whole (macro-macro coordina-
tion).



A theory of coordination must include all
these levels. The problems and mechanisms of
coordination are interrelated between these
levels and, thus, the governance structures of
all the levels should be addressed in the ex-
amination of coordination problems. The em-
phasis in this study is on levels 2 and 3.

Coordination and integration

Integration of separable tasks into the same
organization has been one way of coping with
market imperfections. The coordination of
certain activities can be assumed to improve
through integration. GaLBRAITH (1967) states
that integration has been more important in
modern corporations than before, e.g., be-
cause of the increased complexity and time
span of production processes.

Vertical integration is defined by SHAFFER
(1986) as the coordination of technically
separable activities in the vertical sequence of
production and distribution of products un-
der the control of an organization by owner-
ship. Among incentives for vertical integration
are: (1) the reduction of production costs and
cost of acquiring information; (2) solutions to
problems involved in transactions across mar-
kets, problems of uncertainty, impacted infor-
mation, opportunism, and externalities; and
(3) economies of scale in allocating lumpy in-
puts over a set of activities. SHAFFER also in-
cludes in the list the growth goals of manage-
ment. As anvexample of economies involved
in vertical integration, ScHERER (1980, p. 78)
mentions the integration of blast furnaces,
converters and primary reduction mills in the
steel industry in order to reduce handling and
reheating.

Horizontal integration involves combining
within one organization a number of techni-
cally separable production-distribution sys-
tems of the same product. Incentives of
horizontal integration include a potential im-
provement in the match of supply with de-
mand (macro coordination), potential market
power, and generally improved ability to con-
trol the environment associated with the econ-

omies of scale (SHAFFER 1980 and OtrLiLA
1984).

Scope integration involves combining with-
in one organization the production-distribu-
tion of a number of products or services which
are technically separable. An example of this
is the Finnish conglomerate, Tampella which
manufactures textiles, locomotives and lum-
ber. Incentives for scope integration include
potential for economic power, possible econ-
omies of scale, especially in selling, and reduc-
tion of the uncertainty of changing market
conditions. SHAFFER* states that few coordi-
nation benefits are apparent from scope in-
tegration per se. However, very large con-
glomerate firms may have the capacity to in-
fluence the system through the exercise of po-
litical and economic power.

1.3 RESEARCH ISSUE — ALTERNATIVE
INSTITUTIONAL/POLICY
MEASURES TO DEAL
WITH COORDINATION

1.3.1 What research can offer to deal
with the problem

Probably the most common topic of polit-
ical discussion has been transactions managed
either through market or through administra-
tive decisions. When demand and supply are
observed, the market between them has often
developed by itself. If exchange through the
market has not succeeded, the most common
way of improving the situation has been pub-
lic involvement. If the public administrative
system has not performed well, more market
has again been demanded. Scumip (1978, pp.
xii—xiii) describes the situation as follows:

“It is ironical that we seem to go in cycles

on many issues of public policy. If we do

not like the results in a given area and mar-
kets are being used, it is common to hear
recommendations that we turn to govern-

ment enterprises or regulation. If govern-
ment is already involved, reformers will

* SHAFFER, J. 1986, Thinking about Farmers’ Cooper-

atives, Contracts and Economic Coordination, unpub-
lished.
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suggest that markets be tried... With re-
spect to institutional choice, we seem to be
acting in ignorance. We go through cycles
of reform with great promise of new results
only to find failure and some new round
of reformers advocating return to where we
started. ... They can choose any rule they
want but they are not sure what the result
will be. How many times have we watched
a grouplspend their political capital, obtain
a new rule, and then receive no change in
performance?’”’

The food system has always been an espe-
cially important exchange system in all socie-
ties. The same kinds of cycles as those
described by ScHmip are easily seen in all
modern societies. As a result, the poor per-
formance of markets has been ‘‘corrected”’
with regulations, and the poor performance
of administrative exchange with more mar-
kets. It can be supposed that there is a lack
of sufficient understanding of a sometimes
very complex exchange system.

In the real world, the actors in the economic
environment make decisions at different times
without perfect knowledge about each others’
decisions and about the development of the
decision-making environment. The uncer-
tainty that prevails at every single decision
causes uncertainty of the future supply and de-
mand of that particular commodity. This
results in an uncertain allocation of resources,
which in turn causes tiic sub-optimal coordi-
nation of supply and demand.

The uncertainty at each level of the produc-
tion-distribution chain makes the problem of
coordination complex and difficult. Accord-
ing to SHAFFER and StaaTz (1985), the failure
in coordination may occur at any step in the
sequence but is most obvious when not match-
ing the ultimate consumer demand at prices
consistent with cost.

A researcher can contribute to a better un-
derstanding of the system. Each person be-
haves according to his or her own personal op-
portunity set and, thus, sees only one part of
the complex system. A researcher may see the
system in a more holistic way, which will help
to spot the most critical parts of the system

150

when trying to change its performance. What-
ever priorities are given to the system, a bet-
ter understanding will help to predict the pos-
sible outcomes.

1.3.2 A new way of economic analysis
is needed

During the past 40 years, economic analy-
sis has been mainly based on the neoclassical
tradition. However, alternative views have
continuously been presented.

Along with the steady growth of the econ-
omy and with the help of the development of
mathematical methods and computer technol-
ogy, it became possible to formalize compre-
hensive models to explain economic events
with great accuracy. As the complexity of
models increased, some economists started to
question the basic assumptions of the neoclas-
sical economic model. In the opinion of the
heterogenous group of so-called institutional
economists, traditional economics searched
for accurate answers but sometimes not to the
most relevant questions. In their view there
were many problem areas where no relevant
questions even existed, yet.

This study makes no attempt to deny the
relevancy and operationality of traditional
economic research based on the neoclassical
model, but accepts its limitations in questions
such as the appraisal of the multigoal perfor-
mance of the Finnish dairy subsector.

The theory of X-efficiency presented by
LieBeNsTEIN (1979) criticizes the basic as-
sumptions of neoclassical economic models
such as the maximizing behavior of econom-
ic actors including implicit assumptions of
complete information and purely rational be-
havior. LIEBENSTEIN states that in an environ-
ment of uncertainty, the continuous maximiz-
ing behavior of all the actors involved is un-
realistic. It can always be stated that the ac-
tors maximize some underlying factors in their
behavior. LIEBENSTEIN states that in an oper-
ational sense this kind of maximizing behavior
does not tell anything else than that people be-
have like they do. He concludes that the en-




tire concept of efficiency should be sup-
plemented by the concept of X-efficiency,
which differs from the former in the follow-
ing features:
— The cost of a commodity is not in-
dependent of the price of the commodi-

ty.
_. Firms® do not minimize costs except in

extreme circumstances.

.— The cost of production has a tendency
to rise toward the price level.

.- There is no production function in-
dependent of the environment of the
firm and the history of the firm.

In most of the studies examining industrial
subsectors, efficiency has been taken as a giv-
en measure of the performance of the system.
Researchers interested in relations among
groups of firms adopted a much wider view
of performance including aspects such as
equity, progressiveness and full employment
in addition to technical and allocative efficien-
cy.® What may also have relevance in the
problem considered in this research is pricing
efficiency.

Neoclassical theory had basically two
models of interaction: the perfectly competi-
tive market and, to some extent, the monop-
oly market. Many economists started to de-
velop the oligopolistic theory, because they
observed most of the real-world economic in-
teraction to be closest to oligopoly. Among
these is the socalled Industrial Organization
School,” which sees as a basic problem of
neoclassical economics the concept of the hu-
man being and the difficulties to fit it in with
the models in a world of uncertainty.

Some neoclassical economists argue that the
criticized questions have already been an-
swered by extensions of neoclassical econom-
ics. A counter argument could be that if the
complexity of a theory grows more rapidly

S In this study, the terms ‘‘firm’’, ‘‘organization’’,
“bureaucracy’’ and ‘‘hierarchy’’ will be used somewhat
interchangeably.

® Various categories of performance dimensions have
been provided, e.g., by Sosnick (1964), Bain (1968) and
ScHERER (1980).

7 See BaIN (1968), ScHerer (1980), Marion et al.
(1986).

than its explanatory power, would this not be
the right moment to return to basics again?
There is an increasing number of economists
who doubt the possibilities to model human
behavior mathematically. One of the strongest
arguments has been given by BouLDING
(1981, p. 794) as follows:

“The social sciences of the twentieth cen-
tury have been captured by essentially sev-
enteenth-century mathematics, with a lit-
tle dash of nineteenth-century probability
and statistics, much of which is quite in-
appropriate to the type of real world which
is being investigated.”’

PeacH and WEees (1983) made an experi-
ment comparing theory-based econometric
models with others having independent vari-
ables chosen at random. Their conclusion was
that ““... a large proportion of models gener-
ated randomly are indistinguishable from
models based on accepted theoretical frame-
works and estimated by respected investiga-
tors if the usual tests of goodness of fit and
statistical significance are the only criteria
used.’” The experiment shows the real trap of
using this kind of methodology without hav-
ing a clear understanding of the underlying as-
sumptions.

The meaning of human behavior in the the-
ories can be considered an initial foundation
of criticism of neoclassical economics. Al-
though some economists refer to ‘‘human na-
ture as we know it (KnigHT 1965, p. 270),
it plays a rather insignificant role in their anal-
ysis. FrRIEDMAN (1953) has considered the
realistic assumptions of a theory unimportant
but rather sees the fruitfulness of a theory
turning on its implications.

The central starting point of institutional
economic analysis is, then, to include the hu-
man being into economic behavior as well as
we know it, although this causes many
difficulties in theory construction. ‘“Modern
institutional economics should study man as
he is, acting with the constraints imposed by
real institutions. Modern institutional eco-
nomics is economics as it ought to be.”’
(Coase 1984)
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1.3.3 Price and institutions in economic
analysis®

Economic behavior depends on the incen-
tive structure (opportunity set) of human be-
ings and organizations, which consists of in-
dividuals with interconnecting rules. Among
the fundamental elements of economic be-
havior, after the basic needs of human beings,
are the available technology affecting the in-
put/output -ratio, and the values and ideolo-
gies affecting what is desirable, preferable and
acceptable.

In order to alter the economic performance
in prevailing technological and ideological
conditions, two issues can be modified. We
can change the price structure, and we can
change the rules. The neoclassical economic
theory focuses on prices, keeping the existing
rules — institutions — constant. Institution-
al economics attempts to examine the effect
of changing the rules on the performance of
the system. In such an examination, it is usual-
ly appropriate to keep prices constant.

In the conditions of pure neoclassical eco-
nomics, coordination is conducted by prices,
i.e. markets. Prices will allocate the resources,
and changes in prices will carry information
about changes in circumstances. Institution-
al economists argue that there are no markets
independent of the rules of exchange. The
rules, e.g., define the difference between a
good buy and fraud. As a matter of fact, there
are notable differences in these matters in
different cultures.

When a neoclassical economist makes an
analysis of how price changes affect perfor-
mance, the institutional economist considers
possible changes in performance when rules
are changed. When both affect the perfor-
mance of the economic system, the two ap-
proaches have to be considered as complemen-

8 Before going on, two concepts have to be defined:
“Transaction’’ is the shift of the property rights of are-
source for another party. It includes both exchanges and
contracts. ‘‘Institution’’ is the set of rules under which
a transaction occurs. Institutions include laws, operating
procedures, habits and cultural traditions associated with
transactions.
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tary, not exclusive perspectives. Neoclassical
economists have also started to emphasize the
role of institutions. The well-known agricul-
tural economist, professor Glenn JOHNSON
(1988), writes:

““The agricultural institutions in the Devel-
oped Countries, Newly Developed Coun-
tries and Less Developed Countries are in
such an array that institutional deficiencies
impose more important constraints on
agricultural production and adjustment
than lack of available technologies and bi-
ological and physical resources.”’

The still rather heterogenous group of the-
ories of institutional economics has many
roots. The origin of the so-called ‘‘old institu-
tional economics’ is rooted in the work of
ComMmons (1934) and even in the so-called
German School. Transaction cost economics,
as one intersection of this root, owes a great
deal to the work of Coase (1937). The school
of old institutional economics examines the ef-
fect of different deviations of property rights
on what is counted as costs. E.g., the produc-
tion cost of pigs vary depending on whether
any damage caused by the operation to a
close-flowing river is included or excluded as
a cost for the operator. The literature of old
institutional economics examines the alloca-
tion of property rights defining what costs are
taken into account in an efficient market so-
lution. As a result, many efficient solutions
are possible, and the society has to decide
which one is preferable.

Another root of institutional economics is
known as ‘‘new institutional economics’’.
This group of work has been influenced by the
works of Havyami and Rurtan (1988), WiL-
LiaMsoN,’ and so-called agency theorists such
as Fama (1983), JEnseEN and MECKLING (1974).
This body of literature argues that institutions
arise along with the economic process of al-
locating scarce resources to meet human
preferences.

WiLLiamsoN explains the rise of institutions

as a function of transaction costs. Havami &

? The work of Williamson is presented in detail in the
following chapters.



RutTAN explain the changes in instituntions
and technology as endogenous to the system.
This means that a certain situation is likely to
induce a certain kind of a change. Using their
“theory of induced institutional innovations’’,
explanations can be found, e.g., for the rise
of the paper machine industry, paper process-
ing computer programming and state-of-the-
art ice breaker industry in Finland.

The agency theory, in turn, understands an
institution as a nexus of contracts made by the
participants (agents), each having varying ob-
jectives for participating in the system.
Among other things, the agency theory looks
for stable coalitions as solutions to coopera-
tion problems.

As ‘“‘new institutional economists’’ under-
stand it, institutions minimize transaction
costs in a similar way as technology attempts
to minimize production costs. The connection
between institutions and economic perfor-
mance is not a new idea. StaaTz" points out
that the Marx had the same idea, but more
on a macro level. He also defines the differ-
ence between ‘‘old’’ and ‘‘new’’ institution-
alism so that new institutionalism sees insti-
tutions as parts of factors affecting econom-
ic efficiency, while old institutionalism under-
stands efficiency as a function of existing in-
stitutions.

Among the behavioral economists coming
mainly from. business schools are Simon,
Cvert and MarcH. They have also in-
fluenced institutional economics by challeng-
ing the behavioral assumptions of neoclassi-
cal economics such as perfect rationality and
perfect knowledge. SimoN’s ‘‘bounded ra-
tionality’” (1972), which creates uncertainty,
and CYERT & MarcH’s ‘‘Standard Operating
Procedures’ (1963), which aims at decreasing
the transaction costs, have been important in
the work towards a better understanding of
the behavior of institutions in real-world cir-
cumstances. Still another group of theories
called the ‘‘Industrial Organization Ap-

10 StanT7’s presentation on ‘‘New Agricultural Eco-
nomics’’ at the Scientific Agricultural Society of Finland
on April 14. 1988.

proach’ has had an influence on the develop-
ment of institutional economics. This ap-
proach is discussed in more detail in chapter 2.

Institutional economic analysis is still at an
early stage of development. The results of this
kind of analysis are not yet at a level of for-
mal presentation comparable to, e.g., econo-
metrics. There is still a gap between the con-
cepts and their empirical application. Even at
its present stage, institutional economic anal-
ysis is useful in constructing institutional ar-
rangements in which price can then be ana-
lyzed in more traditional ways.

1.4 APPROACH AND OBIJECTIVES
OF THIS STUDY

1.4.1 Approach — application of transaction
cost economics

As mentioned above, the problem of coordi-
nation involves both prices and rules, i.e., in-
stitutions. The approach used has to be capa-
ble of deal with both elements. The transac-
tion cost approach seems to provide a bridge
between the two elements, and is also well ap-
plicable to the problem of organizing the tasks
to be coordinated.

In this study one application of transaction
cost economics is used. ‘“Transaction cost’’
can be defined as the cost of all the activities
of gathering and processing information,
negotiating contracts, administering, monitor-
ing the exchange, and solving possible dis-
putes. In the transaction cost approach, the
total costs of production include both produc-
tion and transaction costs. The institutional
setting, or ‘‘governance structure’’, affects
transaction costs to a great extent, although
the costs and organizations are also inter-
related.

AvrcHiAN and Woopwarp (1988) present
two different dimensions of transaction costs.
One emphasizes the administering, directing,
negotiating and monitoring of joint produc-
tive teamwork in a firm. The other emphasizes
the quality of performance of contractual
agreements. Where these costs are high, mar-
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ket transactions tend to be replaced by inter-
nal transactions. Thus, there have to be costs
involved in the reliance on markets as well;
these are transaction costs.

The characteristics and circumstances of
transactions affect the transaction costs.
When different institutions have different
properties in respect of transaction costs, some
will be more suitable for certain kinds of
transactions.

1.4.2 Objectives

This study attempts to deal with the prob-
lem of coordination in real-world conditions.
In a marketing system such as the Finnish
multi-goal dairy subsector, coordination can-
not simply be considered as a profit maximi-
zation problem. The paradigm to be devel-
oped has to take into account factors such as
political processes, non-market values, etc.

The objective is to develop a tool to help
to interpret the problem of coordination, to
help to structure the relevant questions to be
examined, and to look for evidence to support
the conclusions. An attempt will be made to
apply the transaction cost approach to the fol-
lowing:

(1) To explain the current structure:
The transaction cost approach argues
that the prevailing organizations are
not accidentaliy born, but are an out-
come of minimizing the transaction
costs. By using this framework, an at-
tempt will me made to explain the cur-
rent dairy marketing system in Finland.

(2) To suggest hypotheses regarding ad-

justment processes and constraints to
improved coordination:
After understanding the current or-
ganization of the dairy marketing sys-
tem, reasons for coordination prob-
lems in transactions will be examined.
The most important bottlenecks for
each coordination problem will be
identified.

(3) To make suggestions for institutional
redesign:

After identifying the most significant
bottlenecks hindering improved coor-
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dination, suggestions for correcting the
problem will be made. The ability of
the market, of regulative policies
and/or of cooperatives to solve each
problem will be appraised using the
theory developed in this study.

1.5 PLAN OF DISSERTATION

The emphasis in this study is on finding a
method capable of dealing with the problem
of coordination at macro level. Empirical evi-
dence will be drawn from the dairy subsector,
which is among the most difficult agricultur-
al subsectors from the point of view of coor-
dination in most Western countries. The prob-
lems of surplus production, component
balancing, seasonal variation and adjustment
to new consumer demands are causing prob-
lems in many countries, not least in Finland.
The aim is to come up with evidence support-
ing the conclusions suggested by the theory.

The study of the dairy marketing system in
Finland will be mainly concerned with the
cooperative dairy industry, which covers a ma-
jor part of the processing industry. The dairy
producer cooperatives are organized into the
Finnish Cooperative Dairies’ Association
called Valio, which is often taken to represent
the entire industry.

This report is divided into eight chapters.
Chapter 2 presents the application of the the-
ory in analyzing the problem in question. In
chapter 3 the framework is developed by mak-
ing additions to the theory. Chapter 4 ex-
amines the properties of the Finnish dairy sub-
sector as proposed by the framework. Chap-
ters 5 and 6 examine each of the main coordi-
nation problems in the Finnish dairy subsec-
tor and give suggestions for how to improve
coordination with respect to these problems.
The effect of the suggestions will not be em-
pirically identified. In chapter 7, the dairy
marketing systems in Finland and in Michi-
gan, USA, are compared. Conclusions as well
as future research needs are presented in chap-
ter 8.



APPLICATION OF THE TRANS-
ACTION COST APPROACH TO
ANALYZING ECONOMIC
COORDINATION

(%]

2.1 BASIC SETTING

One of the objectives of economics is to
coordinate between what is in demand and
what can be supplied. Scarce resources
prevailing, the demanded goods have to be
placed into an order of preference.

Different parties have different demands
and wishes from an institution, which will here
be called ‘‘preferences’’. Preferences com-
bined by the income constraint make up the
demand. The problem of coordination boils
down to two important questions: (1) how
preferences are articulated to the (marketing)
system! and (2) how the system is capable of
reacting to preferences. Thus, coordination is
a way of converting preferences so that they
get counted by the system.

In this chapter, ways of articulating prefer-
ences with regard to their effect on the sys-
tem will first be examined? The properties of
transactions able to react to the preferences
will be considered next, using transaction cost
economics. To be able to apply transaction
cost economics to the research problem un-
der consideration, additions to the basic the-
ory will be made in Chapter 3.

! The term ‘‘marketing system’’ is used in this study
inter changeably with “‘exchange system’’, including also
other institutions than just the market.

2 In traditional economic theory, prices and their
changes were considered as sufficient means of articulating
preferences. Adam SmitHs’s “‘invisible hand’’ took care
of both preference articulation and economic coordina-
tion.

2.2 MODES OF PREFERENCE
ARTICULATION

2.2.1 Voice and exit

When examining the process of recupera-
tion (to be able to better coordinate supply
and demand), HirscumaN (1970) presents the
concept of two alternative ways of articulat-
ing preferences: ‘‘exit’” and ‘‘voice’’. Exit
refers to the typical market behavior of a
buyer choosing one good but not choosing an-
other. If the buyer chooses a competitor’s
product, the manufacturer should get infor-
mation about the relative dissonance? be-
tween his product and the buyer’s preference.
This information should, after a certain
threshold, facilitate recuperation. ‘‘Voice”
refers to behavior in which the buyer (citizen,
administrator, etc.) seeks to bring about
favorable changes in the goods offered by ex-
pressing his/her opinion to the servicing or-
ganization. According to HIRSCHMAN, voice
— although it is usually more costly — pro-
vides more comprehensive information about
preferences than exit.

Voice and exit affect the recuperation proc-
ess in a different way. Changes will always be
more or less resisted. HirscHMAN discusses
the ‘‘management reaction function’’ as the
threshold amount of information and pressure
to alert the management of the need for read-
justment. Voice may be richer in information
but the representativeness of the voiced dis-
satisfaction cannot be determined and its op-
portunistic use may always be suspected. Ex-
it provides ‘‘exact’’ information about real be-
havior but does not tell anything about pos-

3 Relative dissonance refers to the best available good,
not necessarily the best good.
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sible alternative behavior outside the existing
opportunity set.

It is not uncommon in the practical busi-
ness world that parties within a firm have
differing opinions, e.g., about the causes of
a decline in business. There is uncertainty
about the real and, perhaps, varying reasons
for exit, and it is easy to find causes for de-
cline in circumstances outside the firm’s own
organization* It is not unusual, either, that
the management tries to interpret the criticism
as the unrepresentative voice of an embittered
minority.

Exit requires alternatives to choose from.
If alternative product varieties do not exist,
voice is the only possible way to influence mat-
ters.

HirscHman (1970, p. 34) states that ‘‘voice
is in a much more commanding position in less
developed countries where one simply cannot
choose between as many commodities, nor be-
tween as many varieties of the same good ..."”".
In advanced food systems where alternatives
are many and the food items are developed
and far processed, the use of the voice option
as the only means of influence would not be
appropriate because it could hardly be based
on sufficient, specialized information.

Contrary to the view of traditional econom-
ics, HirscHmAN does not necessarily consider
perfect competition (exit option only possible)
as the best or monopoly as the worst market
structure in respect of recuperation. The sig-
nals of exit in perfect competition may be too
weak compared to the management reaction
function, and corrective action may start too
late and take too long, causing bankruptcy in-
stead of recuperation. It may also happen that
no one is able to move away from perfect
competition although realizing an alternative
and better way to respond to preferences.

4 In a community development project conducted by
the Helsinki Research Institute for Business Economics
it was clearly demonstrated in interviews between the en-
trepreneurs and the author of this study that the en-
trepreneurs were very eager to find the reason for poor
economic performance from outside the firin: bankers un-

willing to give out loans, taxation officials, buyers una-
ble to understand their product’s superiority, etc.
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The exit option in a monopoly situation
may cause the most mobile, unsatisfied cus-
tomers to exit and so decrease the pressure on
the management for recuperation. HirscH-
MAN takes an example from the Nigerian rail-
roads where unsatisfied customers, tired of
complaining, shifted to the use of trucks, tak-
ing the pressure for recuperation off from the
railroad management. One of HIRSCH4MAN’S
discoveries is that different customers exit
when the price increases than when the quali-
ty of the services decreases. The problem of
monopolies is not a problem of price increase
but of inability to keep costs down (see LIE-
BENSTEIN 1979). Thus, a lazy monopolist is
not necessarily worried if the most quality-
conscious customers exit. In Finland, firms in
monopoly-like positions such as the postal
service, railroads, many branches of the food
system, etc., may not insist on keeping their
most quality-conscious customers (demanding
fast and reliable postal or railroad service, or
luxury foods) by price discrimination and
quality services, but rather let them exit. ‘““The
best of all monopoly profits is a quiet life.”’
(Hicks cited by HirscHmaN 1970, p. 55)

Exit without voice may be capable of coor-
dinating alternatives in a closed system. But
when preferences would best be satisfied by
a good outside the available alternatives, some
kind of voice is always needed to get these
preferences articulated to the system. Voice,
in turn, may not be effective if exit cannot be
used as a threat to get the desired changes
counted. If the threat of exit is not possible,
the management may, e.g., choose to deal
with angry customers or workers rather than
change their own behavior.

2.2.2 Cooperatives with respect to preference
articulation

HirscHmAN considers the combination of
voice and exit as the best situation in respect
of recuperation. Almost all organizations have
these two options available in principle,
though not necessarily at equal transaction
costs. It is possible to exit from a society either




by moving into another country or by be-
coming alienated from existing society. It is
also possible to use voice in a well-functioning
market, but usually the incentive to influence
it — once the transaction has occurred — is
weak. There is a possibility for social traps
(PratT 1973) if the actor considers it too
costly for him to use voice if others are not
using it, or considers it not worthwhile after
the transaction has been made.

There are many different mechanisms com-
bining voice and exit. Several business firms
use customer committees to improve the voice
option. Bureaucracies are shortening re-elec-
tion periods to induce exit. Although there are
many kinds of contracting forms combining
voice and exit, the cooperative is the only or-
ganizational form where both options are or-
ganized into the same institution and have an
equal status in principle. In a cooperative it
should be possible to use either voice (politi-
cal option) or exit (market option) to affect
the recuperation (readjustment) of the insti-
tution.

Schmip?® defines voice as a means of persu-
asion without the property rights to do so.
Asking for charity or for the supporting opin-
ions of people with prestige when not able to
use voice oneself are examples of this. If voice
is understood as a way of influencing with-
out property rights, it is not effective without
the threat of exit or without the existence of
sympathy. Presumably HirscHmaN’s firm has
no conflicts of interests.

ScHmip writes: ‘It is sometimes said that a
co-op member is more likely to use voice in
telling the co-op manager what is wrong rather
than simply exiting. But, if it were only voice,
the member could bring no cost to bear on the
manager except scorn. ... Where the owner of
the opportunity has objectives conflicting with
the voiced request, the voice is likely to be re-
jected.” (ScHmip 1988)

Cooperative members have the property
right to use voice. SkArR (1981, pp. 74—75)
states that, in principle, an individual has only

3 P“e_rsonal discussion with A. Allan Schmid. See also
ScHvin 1978.

three alternative ways to influence decisions.
They are political, professional and coopera-
tive alternatives. Despite the observation that
the cooperative alternative is the shortest and
the political the longest way of influence, he
shows that the cooperative is the single insti-
tution in which an individual (member) has
both influence and contract (voice and exit)
inbuilt into the system.

HirscHmaN (1970, p. 54) states that the
recuperation mechanism may rely too much
on exit at the lower end of the quality scale,
but suffer from a deficiency of exit at the up-
per end. This may appear contrary to OL-
SON’s (1965) view that numerous ‘‘small’’
members in a group may utilize a few “‘large”’
members. Also Kunn (1974) states that large
“‘quality-conscious’® members of a coopera-
tive have a much more powerful possibility to
threaten with exit than small members who do
not have as many alternatives for exit than
large ones. This suggests that the commodity
of a cooperative which members respond to
is the possibility to get the advantages of large
members even though the member is small.

In conclusion, cooperatives having both
voice and exit inbuilt into the system should
be more effective in preference articulation
(and recuperation) than either one of the ex-
tremes, the purely political organization or the
pure market system.

2.3 PROPERTIES OF TRANSACTIONS
IN ECONOMIC COORDINATION

2.3.1 Behavioral assumptions

The most simple traditional economic
models assume that actors behave rationally,
having perfect knowledge and an unlimited ca-
pacity to process information, and that they
seek self-interest honestly. The basic differ-
ence that has led to transaction cost econom-
ics is a different kind of conception of human
behavior. WiLLiamsoN (1975) considers two
basic differences important: bounded ration-
ality instead of full rationality, and oppor-
tunistic behavior instead of full honesty.
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Bounded rationality refers to human be-
havior that is ‘“‘intendedly rational but only
limitedly so’” (Simon 1961, p. xxiv). Bounded
rationality stems from two sources: neu-
rophysical limits of human beings, and lan-
guage limits. The former restricts the infor-
mation processing capacity, which may either
be too slow or incapable of processing com-
plex information. Language limits may come
from the inability of a human being to artic-
ulate his or her experiences or intentions, from
the limitations of the language itself or from
differing perceptions of the symbols used. Be-
cause of language limits the sender may con-
vey a false or incomplete message, which the
receiver may understand wrong or inadequate-
ly, or fail to understand at all. Personal con-
tacts, demonstrations, etc., are ways of avoid-
ing language limits.

Opportunistic behavior includes strategic
action towards seeking of self-interest. Wit-
LiaAMSON (1975) defines opportunistic be-
havior as seeking of self-interest with guile.
Human beings may provide incomplete, false
or misleading information, make self-dis-
believed promises for the future, or break
earlier promises if new opportunities make it
advantageous.

Assumptions regarding bounded rationali-
ty and opportunism make analysis much more
complex than the alternative of keeping to the
traditional assumptions mentioned in the be-
ginning. However, by including bounded ra-
tionality and opportunism, the differences of
institutions in safeguarding against ‘‘real’’ hu-
man behavior come into a new light. One rea-
son for an organization to divide work into
small parts is as a safeguard against bounded
rationality. Institutions are rules for expected
and accepted behavior, which safeguard
against opportunism and provide punishment
to actors behaving against them.

2.3.2 Basic ways of arranging the
marketing system

WiLLiamsoN (1975) states that there are two
basic ways of arranging transactions: either
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through the market, or through the hierarchy.
By market he means the market transaction
by which the property rights of a good shift
from the seller to the buyer. By hierarchy
WiLLiamsoN means the hierarchical structure
of a firm.

The coordinating mechanisms of the hier-
archy (firm) and the market are different. In
the market, the coordinating mechanism is the
price. Hierarchy is coordinated by plans,
budgets and standard operating procedures.

The question arises: Why does a firm do
certain tasks itself and buy others? Or, as
Coase (1937) already put it: “Why do we
have firms?’’ The question is illustrated in Fig-
ure 2-1, where the production of good ¢“*”’
involves the tasks represented by dots.

In Figure 2-1, the sequential and parallel
tasks to be conducted to obtain the product
* can be seen. Circles A, B and C illustrate
firms which conduct tasks inside the circle.
The questions are: (1) Why is the border (mar-
ket) between B and C exactly where it is? and
(2) Why does firm A cover only those tasks
inside its circle? In order to analyze this ques-
tion, the properties of markets and firm
(bureaucracy, hierarchy) will be examined.

Thinking about HirscHmaN’s definitions of
voice and exit presented in earlier section, the
exit option for preference articulation is em-
phasized in markets and the voice option in
hierarchies. Exit used in hierarchies prevents
the use of voice.

/
/o

Figure 2-1: The tasks and organization of product ““*’’



2.3.3 The market as a coordination
mechanism

The market can be defined as the point
where information about willingness to buy
and willingness to sell meet. Thus, informa-
tion is crucial for the market. Another factor
is the property right regarding the good or
service to be exchanged. Under prevailing
values, nothing can be sold that is not in the
seller’s control. Even the so-called ‘‘free mar-
ket’’ is based on current values® and cultures
and, thus, a value-free market cannot exist.

The availability to all of information about
the supply and demand situation and the free-
dom for anyone to make a bid, leads to com-
petition, which in turn acts as an incentive for
efficiency and for a willingness to fulfill the
buyers’ preferences. The incentive structure
for individuals to act in the same direction
with the entire system allows a decentraliza-
tion of information, which in turn leads to a
situation in which decisions are made in the
same environment as the outcomes of the de-
cisions occur. (VESIKANSA 1976, p. 45)

Within the framework of classical econom-
ics, the problem of coordination should be
solved by price fluctuations. Price, which is
a unified measure for the different goods and
services marketed, should coordinate, not just
the behavior of the buyer and seller, but also
the behavior of the derived supply and de-
mand. Price should carry all the information
needed for the “‘optimal allocation’ of
resources.

Lirsey (1972, pp. 62—63) summarizes the
reallocation of resources through the market
mechanism as follows:

(1) A change in consumers’ tastes causes
a change in purchases which causes a
shortage or a surplus to appear. This
in turn causes market prices to rise in
the case of a shortage and to fall in the
case of a surplus.

(2) Variations in market price affect the
profitability of producing goods, the

profitability varying in direct propor-

& ReINIKAINEN (1980, Ch:1/6—8) presents an interest-
ing list of the properties of values on the market.

tion with price. Producers will shift
their production away from less
profitable lines and into more profita-
ble ones.

(3) The attempt to change the pattern of
production will cause variations in the
demand for production factors. Fac-
tors especially suited for the production
of commodities for which demand is
increasing, will themselves be in heavy
demand, so that their own prices will
rise.

(4) Thus, a change in consumers’ tastes
sets off a series of market changes
which cause a re-allocation of resources
in the required direction and which, in
the process, cause changes in the shares
of total national income allocated to
various production factors.

The above requires, naturally, that price is
the only motivation for supply and that the
benefits of the product and the buyers’ hap-
piness can be measured in monetary terms or
are systematically related to the monetary sys-
tem.

Inthe 1930’s, some additions were made to
the framework of classical economics, e.g.,
the concept of marginal costs and revenues.’
The profit-maximizing output for production
is, thus, the point where marginal cost equals
marginal revenues. The utility-maximizing in-
put for a consumer (Hicks 1941) is defined as
the point where the utility received with mar-
ginal spending is the same regardless of the
object of spending. In the case of many buy-
ers and sellers, this would be the point at
which supply and demand would be in equi-
librium.

If the situation were to change, e.g., be-
cause of a change in consumer preferences, the
prices of new, preferred goods would rise,
which in turn would initiate an increase in the
production of the preferred goods. Competi-
tion prevents prices from rising, except tem-
porarily, above the true production costs.

Thus, the market system of neoclassical
economics will coordinate itself in a self-regu-
lating manner. Almost the only threat is a sit-

7 Originally this was presented already in the 1870’s
by Alfred MARSHALL.
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uation in which the number of either buyers
or sellers decreases to the extent that the in-
tensity of competition declines and either par-
ty starts to obtain monopoly profits.

““A free-market society gives sovereignty to

two groups, producers and consumers, and

the decisions of both groups affect the al-

location of resources.”” (Lipsey 1972, p.

64)

In order to obtain sovereignty, these groups
must have the property right to the decisions
they make: producers to production capital,
and consumers to the goods and services they
choose.

WiLLiamsoN (1985) states that the efficien-
cy of the market as an exchange (transaction)
institution comes from its ability to provide
“‘high-powered’’ incentives to coordinate sup-
ply and demand. Compared to ‘‘low-pow-
ered’’ incentives, market incentives have a
much closer connection to the economic per-
formance of the parties involved.

SHAFFER sees the market and the govern-
ment as alternative, although inseparable,
means of articulating preferences. He states:

“The genius of the market as a social in-

stitution is that it provides a mechanism for

collecting and summarizing an enormous
quantity of idiosyncratic information
about the environment and preferences in
an easily understood form (prices), which
at the same time carries incentives to pro-

duce and conserve to the participants of the
system.’” (SHAFFER 1980, p. 315)

Thus, the monetary system is able to unify
otherwise incomparable information about
preferences and alternative means to satisfy
them, even in the long term.

As mentioned before, the entire question of
coordination and the market’s superiority in
conducting it is rather irrelevant in the ne-
oclassical economics framework, because the
market itself is assumed to take care of coor-
dination. Under the assumption of the ration-
al profit-maximizing behavior of economic
agents, the problem of coordination is reduced
to that of resource allocation.

An interesting question in neoclassical eco-
nomic analysis, when examining coordination,
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is the problem of transfer pricing, i.e., plac-
ing a market in a sense inside the firm. Trans-
fer prices are the values at which goods are
transferred within divisions of the same firm.
Viewing a firm as one profit center and hier-
archy, the goods transferred inside the firm
seem to be irrelevantly moved ‘‘from one
pocket into another’’. This question is brie-
fly examined in Exhibit 1.
‘... the problem of distribution in a free
market reduces to the question of the de-
terminants of the demand and supply of
factors of production. There is then the
problem of the determining the effect of
the various departures from a free market
caused by monopolistic organizations,

government action, unions, etc.”’ (LipsEY
1972, p. 329)

Neoclassical economic analysis in a com-
petitive market seems to favor market coor-
dination on every occasion. Mismatch in coor-
dination is explained by the departure from
the pure market. Thus, the analysis does not
seem to contribute very much if problems in
coordination are seen as independent of the
rate of competition. The limits of reliance
solely on market coordination are examined
in the following.

2.3.4 Reliance solely on markets as
a coordination mechanism

Sources of market failures

There is a vast amount of literature about
situations in which the market does not per-
form in a manner it is supposed to. The
failures of neoclassical markets can be catego-
rized as being caused by: (1) the actor, (2) the
information, (3) the good or service to be ex-
changed, (4) the production of the good, and
(5) the market environment.

In the neoclassical market model, as men-
tioned above, the actors are supposed to be-
have rationally and seek maximal utility
honestly. Everybody has power in proportion
to his/her purchasing power. Rationality is a
proposition of logical behavior, which means
behavior according to a rule known by the ob-
server. Without this, rational behavior cannot
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ne defined. According to WincH (1979, pp.
99—101) ““...itisnot sensible to judge a not-
logical behavior as either logical or illogical
as well as it is not sensible to say that a state
outside the concept is either little or large.”
LIEBENSTEIN (1979) states that it is not to be
expected that all the actors maximize some-
thing all the time. Also GALBRAITH (1967)
questions whether the profits of a firm are
maximized in a way that an increase is no
more possible. Power, i.e., the ability of an
actor to affect the behavior of another, can-
not be equal because of differing information
as discussed later. The neoclassical model also
assumes that the actors do not learn, but that
they behave in a similar way in a similar situ-
ation (‘‘loyalty’’, HirscHmanN 1970 and Scin-
NER 1969). The model does not allow actors
to make mistakes, either.

According to the neoclassical market mod-
el, information is obtainable at no cost, un-
derstandable to all and instantly computable.
This assumption ignores the limitations and
differing capacity of the human brain to com-
pute information, as well as the problem of
language. BARTLETT (1982) has examined the
effect of partial and selective information on
behavior. The neoclassical model further as-
sumes that the information is costless, which
in turn leads to costless transactions. Even a
well-functioning market provides information
only about the existing environment, not, e.g.,
about preferences outside the range of the
prevailing supply structure.

Property rights define who is entitled to par-
ticipate in the bargaining process. The prop-
erty rights regarding the information or
resources to be exchanged have a direct effect
on the representativeness of the preferences

Figure 2-2: The phases of a transaction.

and alternatives among which to choose from
in the market.

Goods may also have properties that cause
market failures. Public and ‘‘joint-impact’’
goods have high exclusion costs causing mar-
ket failures in the form of free or unwilling
riders. ‘“‘Free riders’’ are persons who benefit
from others’ actions, e.g., from scale econo-
mies, without the related contribution to
achieve the benefit. The problem of unwill-
ing riders is common in making collective
rules, since some members of the group may
receive costs they feel no willingness to pay.
Schmip (1978) examines goods whose cost to
the marginal user is negligible, causing prob-
lems in defining the profit maximizing point.
The external effects of other goods may also
cause market failures.

The production process may require assets
which cannot be converted for other kinds of
production without cost at giventime. The im-
mobility of assets as a function of past deci-
sions causes opportunity costs, which, in turn,
may cause a market failure. The market en-
vironment may also be uncertain and have ex-
ternalities causing undesired and unexpected
interdependencies.

The fundamental transformation

All economists acknowledge the influence
of a large number of bidders in preventing col-
lusion in bidding. ‘‘Small numbers’’ are a sign
of having to watch out for a collusion and
monopolistic features in the market. Accord-
ing to WiLLiamsoN (1985, p. 61) ‘“‘transaction
cost economics fully accepts this description
of ex ante bidding competition but insists that
the study of contracting be extended to include
ex post features.”” (Figure 2-2)

1. ex ante
it T TR —— >
UPSTREAM 2. shift of property rights DOWNSTREAM
S et T . >
3. ex post
D et T ——. >
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WiLLiAMsON states that a large number of
bidders does not necessarily guarantee that
large-number bidding conditions will prevail
after the transaction. If asset-specific invest-
ments are made during the contract execution
time, the competitive bidding conditions can
be affected. In the next bidding competition,
the winner of the former bid enjoys an advan-
tage over the non-winners because of trans-
action-specific investments. Thus, there is a
tendency that ex ante competitive conditions
will develop into a bilateral monopoly. WiL-
LiamsoN calls this “‘the fundamental transfor-
mation’’.

There are other features supporting this
kind of development. The development of
standard operating procedures (SOP’s) and
transaction-specific terminology strengthened
by the personal knowledge of the parties in
transacting organizations probably supports
development into idiosyncratic exchange con-
ditions.

Idiosyncratic exchange relations can effec-
tively prevent parties from behaving oppor-
tunistically. This can be considered an advan-
tage in a situation where transaction-specific
assets are substantially involved. But in stan-
dard transactions of a recurrent kind, where
large numbers of bidders keep the market self-
controlling, the development of idiosyncracy
can be serious for the market performance
(WiLLiamMsoN 1979, p. 241). Hansmann (1986,
pp. 8—9) states that the ownership of a firm
by patrons reduces the incentives for oppor-
tunism in such a situation.

2.3.5 Bureaucracies as coordination
mechanisms

Properties of bureaucracies as coordination
institutions

A bureaucracy is an institution in which
tasks are divided and allocated to several in-
dividuals in an organized manner. A
bureaucracy allows specialization coordinated
by planning, which in turn decreases the un-
certainty of its functiorning.

Bureaucracies can be found both in private
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and in publicly-owned organizations. Along
with the increase of complex, long-term tasks,
the need for operations requiring the coordi-
nated effort of several specialists is growing
(GALBRAITH 1967).

The tools of governmental coordination are
preference articulation through political
processes and the implementation of these
through central planning according to the or-
der of preferences collectively agreed upon.
This kind of coordination requires delegated
authority. Thus, someone has to know, to a
certain extent, what the ‘‘right’” order of
preferences is at the given time. If the varia-
tion of preferences is high and changes rapid-
ly, knowledge about the preferences can be
very limited. Besides, the value of a good is
often different to different individuals.

There is reason to argue that as a coordinat-
ing institution, ‘‘the market is a marvel”’, as
some have expressed their fascination. How-
ever, very often it has become necessary to
“‘correct’” the functioning of the market by
supplementing institutions such as govern-
mental regulations (antitrust rules, etc.), long-
run contracting, parastatals, etc.

In the mixed coordination system with both
market and governmental planning, the sup-
porters of the market claim that the reason for
inadequate performance is the lack of freedom
of the market to work, while the supporters
of central planning blame the lack of central
discipline in implementing the plans.

Limits of bureaucracies

Most of the features presented above sup-
port integration in transactions. It was found
that by shifting the transactions from the mar-
ket into the hierarchy, the effects of both
bounded rationality and opportunism could
be reduced in transactions involving trans-
action-specific investments. Why is it that two
firms which merge and thus are able to exploit
more fully the economies of scale without in-
creasing uncertainty — rather on the contrary
— and place decisions selectively on the most
appropriate decision-making level, do not
grow forever? There is reason to ask the ques-




tion posed by WiLLiamson (1985, p. 131):
“Why can’t a large firm do everything that
a collection of small firms can do and more?”’
Why don’t we have just one firm to do things?

It was mentioned above that in standard
transactions the cost of safeguarding against
the possible hazards of market transactions
was lower than the cost of internal transac-
tions. Why is this so?

Because of bounded rationality and oppor-
tunism, a control loss may occur (WILLIAM-
soN 1967). The effect of bounded rationality
in transmitting messages and images in hier-
archical organizations is demonstrated by an
experiment by BarRTLETT (1932, pp. 180—
181). He draws a figure describing an owl on
the paper. He then asks eighteen persons to
redraw one after another the image from the
Figure drawn by the immediate predecessor.
BARTLETT reports that the image resembled
the original always less the more times it was
redrawn. After 18 redrawings it ended up as
a recognizable cat!

Each individual in an organization con-
siders his own opportunity set as a framework
into which he associates the incentives for be-
havior provided by the organization where he
works. A certaincompetition of interests can
be imagined to take place between the differ-
ent behavioral incentives from the organiza-
tion and its other members, and the personal
incentives originating from one’s home, from
various reference groups and from personal
needs. If the incentives to behave according
to the organizational needs become weaker
than other incentives perhaps reinforcing con-
flicting individual conduct, opportunistic be-
havior can weaken the performance of the en-
tire organization. Therefore, if personal and
organizational interests conflict, the incentives
to individuals to behave towards organiza-
tional goals have to be stronger than the in-
centives to obtain individual goals.

WiLLiamsoN explains the situation by divid-
ing incentives into two categories: high-
powered (marketlike) incentives and low-
powered (firmlike) incentives. Marketlike in-
centives usually provide stronger motivation

to safeguard against opportunism inside the
organization than do firmlike incentives.?
Thus, if transactions between organizations
are to be safeguarded against bounded ration-
ality and opportunism by intervention, there
is a danger that the hazards shift inside the
organization.

WiLLiamson (1985, Ch. 6) provides several
illustrations in examining the possibilities to
maintain marketlike incentives after merging
two organizations. His conclusion is that
“‘selective intervention, whereby integration
realizes adaptive gains but experiences no
losses, is not possible.”” Therefore, the usual
message after a merger, stating that the firms
will continue business without other change
than that the owner is different, turns out to
be impossible to fulfill in practice.

WiLLIAMSON presents some selected tasks to
demonstrate his argument. Asset utilization
losses occur when a former owner-manager
becomes, after the merger, a manager of a
formed division in the new firm. If he no
longer has to bear the cost of assets, neither
will he have an incentive to utilize the equip-
ment with equivalent care or to arrange
preventive maintenance. If incentives to in-
crease the net income of the division are in-
cluded in his salary, this may provide a mo-
tive to act myopically to increase short-term
income at the cost of long-term performance.

Accounting contrivances are a very difficult
problem in preventing marketlike incentives
after a merger. Transfer prices can be manipu-
lated (Exhibit 1). Cost determination accord-
ing to pre-mergerregime accounting practices
is difficult to maintain. The new owner, now
having the responsibility for accounting proce-
dures, may even act opportunistically and
keep two books to present differing results to
different divisions of the firm. Marketlike in-

8 It might be possible that Hirschman’s argument
about the quality of information between voice and exit
is also relevant in examining low and high powered in-
centives. Firm like (low powered)incentives may be richer
in information compared to market like (high powered)
incentives.
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centives are very difficult to maintain after a
merger.

Incentives for innovations when a bilateral
trading relationship is formed, are distorted
as well. Although modern innovations usual-
ly require organized technical expertise, inno-
vations are produced more effectively through
marketlike  incentives.  ‘‘Administrative
boundaries are much easier to breach than are
market boundaries when demands for reason
are expressed.”’ (WiLLiamasoN 1985, p. 141).
If innovations, however, are born and im-
plemented in a hierarchy, the new division in
the organization founded as a result of the
merger is apt to demand its ‘‘fair share’” of
the success. This kind of ex post weakening
of incentives will degrade marketlike incen-
tives in the future. SHAFFER (1986) mentions
that economies of scale as limit the growth of
organizations. He states, e.g., that a food
processing plant would have to be very large
to achieve the economies of scale of a steel
plant to produce the raw material for tin cans.

2.3.6 Conclusions regarding basic
coordination mechanisms

Instead of production, the exchange of
goods — the transaction — was taken as the
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central focus of the production process in this
analysis. While neoclassical economics exa-
mines economic behavior through the produc-
tion function (firm) and the utility function
(individual demand), institutional economics
examines it as a governance structure with
different abilities to deal with problems caused
by the environment and by human behavior.

The market and the hierarchy were defined
as basic ways of coordinating transactions.
The market was considered a superior coordi-
nating mechanism in the absence of bounded
rationality and opportunistic behavior.

WILLIAMSON’s major argument is that nei-
ther uncertainty nor small numbers (reasons
for monopoly behavior and the distortion of
market performance), individually or to-
gether, occasion market failure. It is rather a
combination of these factors with bounded ra-
tionality on the one hand, and opportunism
on the other, that gives rise to exchange
difficulties.

The schematic Figure 2-3 presents WiL-
LIAMSON’s organizational failures framework.
On the left-hand side are the human factors,
and on the right—hand side environmental
factors. The interaction of human beings with
their environment takes place within a trad-
ing atmosphere, which is denoted by the bro-
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Figure 2-3: The organizational failures framework. Source: Wi rianson 1975, p. 40.
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ken line around the human and environmen-

tal factors.
The following statements can be drawn

from the framework:

(1} If the environment is not uncertain or
complex, bounded rationality is not
harmful for transactions. The market
prevails.
If there are numerous trading actors,
there is no possibility for opportunis-
tic behavior. The market prevails.
(3) In a complex, uncertain environment,
opportunistic behavior can cause a sit-
uation in which the information among
the parties involved in a transaction is
unevenly distributed, and the bias can-
not be corrected without cost. Infor-
mation impactedness can occur before,
during and after the transaction. There
is a tendency to depart from the mar-
ket.

a—
i

Which of the two basic ways of coordinat-
ing the marketing system is superior to the
other, depends on the nature of the transac-
tion. Transaction cost economics, presented
in the next chapter, examines the nature of
transactions in order to appraise the ways of
organizing them.

It may be concluded that the market is the
most effective way of conducting transactions,
if there are no sources of distortion. If dis-
tortions exist, moving from the market to-
wards bureaucracies is likely. The advantages
of bureaucracies include the following:

(I) When the circumstances of transac-
tions are complex, sequential decision-
making and the coordinated use of ex-
perts in a bureaucracy may economize
bounded rationality significantly.

(2) Tasks guided by planning may reduce
uncertainty when an organization is
working towards a given goal, even de-
spite temporary changes in the environ-
ment.

The two basic modes of transactions and
coordinating mechanisms, i.e. markets and hi-
erarchies, were discussed above. The market
was considered to have superior coordinating
properties in supplying information in a com-
parable form (prices) and in providing high-
powered incentives for the optimal allocation

of resources. But all this required well-
functioning markets, where opportunism and
bounded rationality could not significantly in-
crease transaction costs.

Because of the uncertainty and complexity
involved, it is important to coordinate separa-
ble tasks through planning. Markets — e.g.
spot market prices for already produced goods
— provide a poor basis for this; rather, they
reflect all the mistakes in planning the produc-
tion in past periods based on unrealistic ex-
pectations (SHAFFER and StaaTz 1985, p. 55).

Hierarchy has properties by which to coor-
dinate activities through internal organization
and planning. When tasks can be coordinated
through positions of authority, the transaction
costs of safeguarding against uncertainty and
opportunism can be considerably decreased.
Substituting market transactions with internal
transactions reduces uncertainty in the coor-
dination of supply and demand. According to
SHAFFER and StaaTz (1985, p. 56), vertical in-
tegration facilitates the coordination of inputs
in the production-distribution sequence.
Horizontal integration, which involves mar-
ket power, facilitates the coordination of sup-
ply and demand. Gaining market power is,
thus, a means of reducing uncertainty outside
an integrated organization.

Integration, in turn, causes problems in
providing incentives to prevent dysfunction-
al pursuits. The cost of the control system, i.e.
bureaucracy, is likely to grow faster than the
gain from the reduction in uncertainty. A
small firm, therefore, cannot do what a big
firm can, and a big firm is not necessarily able
to do what a small firm can. What is possible
and what is not, depends on the circumstances
and on the production in question.

2.3.7 Cooperatives with respect to markets
and hierarchies

The cooperative is a special kind of trans-
action and coordination mode. The members
of the cooperative, who, in principle, rule the
cooperative, have a relationship with it which
is close to integration, at least as a group.

165




Thus, the cooperative has obligations toward
its members. But the obligation is not recipro-
cal. The cooperative usually has no authority
that it can exercise over its members (RHODES
1985). This means that it is not a question of
vertical integration between member firms and
the cooperative. Nor is the cooperative a mode
of horizontal integration — although a bar-
gaining cooperative may be close to it. The
member firms are independently owned, rep-
resent independent profit centers and act in-
dependently, except when they have agreed on
the joint ownership of the cooperative’s
firm(s) or have negotiated agreements to act
collectively (SHAFFER 1986).

The cooperative has, in a way, markets and
hierarchies within the same organization.
Transactions between the cooperative and its
members are internalized, but the members
are still allowed to make market transactions.
Figure 2-4 describes this dual feature of the
cooperative as a coordinating institution.

Cooperatives as transaction mechanisms
have properties similar to both modes of
transactions discussed above. Which one is
prevailing, depends on the rules of the cooper-
ative.

The cooperatives are organizations which
have internalized transactions between a
member and the organization. The members

are, however, independent of each other.
Thus, it is possible to reduce the transaction
costs and uncertainty through the cooperative
and maintain the entrepreneurial incentives
through the market at the same time. Ac-
cording to SHAFFER and StaaTz (1985, p. 56),
“‘the cooperative has a good deal of potential
flexibility as a coordinating institution’’.
There are also problems involved with
cooperative organizations, especially concern-
ing micro-micro coordination. The more dom-
inant a cooperative is in a market, the greater
the scope for it to use its coordinating poten-
tial effectively. If the market is large, the
cooperative is more effective if it is large as
well. Large cooperatives face the same kind
of bureaucratic problems as other large or-
ganizations. The potential for opportunism
moves inside the organization. As operations
become more complex, the impact of bounded
rationality and information impactedness may
shift the power to the hired managers. When
the number of members increases, the heter-
ogeneity of the members’ goals also increases.
In addition, the relative position of an in-
dividual member decreases. To prevent such
problems from becoming even more serious
than in investor-owned firms (IOF’s), the rules
of representation are extremely important.
Although profit maximization as a goal is

—_—.

integration

— ——-= competition

Figure 2-4: The cooperative’s dual role as a coordinating institution.

166




much criticized (Baumor 1959, p. 10, Lan-
zicotTt 1958, p. 129, WiLLiamsoN, 1964, p.
32), the performance appraisal in [OF’s seems
to be much more unambiguous than in co-
operatives. Often the performance measures
of TOF’s such as profit, when used in a
cooperative do not, in principle, tell anything
about the performance of the cooperative. If
profits are created, members can complain
about deferred patronage refunds. If losses
are created, they can be explained by exces-
sive patronage refunds.

Let us think, e.g., about a dairy coopera-
tive whose members make a collective decision
to “‘provide home’’ for all the milk produced
by the members. Instead of maximizing prof-
its by restricting the intake of raw milk, the
cooperative performs well by receiving all the
milk, although this leads to sub-optimal eco-
nomic performance (Orrita 1986a). Dairy
cooperative systems have sometimes been al-
most discontinued because of this kind of un-
certainty caused by attempts to restrict the
milk intake (Anon. 1986c¢).

According to HENZLER (1967), the meaning
of cooperative is to ‘‘advance the welfare of
its members’’. Kunn (1974) asks what the
‘“advance of welfare’’ is. How is it measured?
With welfare units? He concludes that this
measure is not operational and, thus, cannot
advance cooperative theory.

Kunn states that, literally taken, the pur-
pose of a cooperative is to continuously max-
imize the profits of the members’ economies.
But the cooperative has to be an independent
competitive unit as well. Therefore, accord-
ing to FLEIsScHMAN (1974), ‘‘the long-run in-
crease of sales volume of the cooperative is
used as a substitute measure. If during a cer-
tain year the sales volume of a cooperative is
more than that of its private competitors and
if the cooperative has earned profits that al-
low it to continue at the same rate, one can
conclude that the cooperative has provided its
members better service than have other
firms.”’

If there are two firms operating in the same
manner, of which the other is an IOF and the

other a cooperative, the IOF has to pay in-
terest to its (third—party) owners, while the
cooperative is able to transfer it as improved
services to members. Thus, if an IOF and a
cooperative are operating at the same efficien-
cy, the cooperative should be a more competi-
tive alternative for its members.

There are no reliable and operational mea-
sures for appraising the performance of
cooperatives that take into account their spe-
cial features. ‘‘Research on the performance
criteria from members’, management’s and
society’s points of view is perhaps one of the
most important but still neglected topics in
cooperative research ...”” (OrriLa 1985, p.
126). This problem affects other problems that
concern cooperatives, e.g., member influence,
recuperation, operational efficiency, etc.

2.4 THE TRANSACTION COST
APPROACH (TRC)

2.4.1 The concept of the transaction cost
approach

The evaluation of modern economic organi-
zations is much more difficult than before.
WiLriamsoN (1981) states that the attempts to
evaluate a ‘‘bewildering variety of market, hi-
erarchy and mixed modes’’, conducted by
economists, organization theorists, public
policy specialists and historians, lack a coher-
ent and merged view.-This has led to the fol-
lowing conceptual barriers for understanding
modern economic organizations:

(1) The neoclassical theory of the firm,
which is the main referent to which
economists appeal, is devoid of in-
teresting hierarchical features.

(2) Organization -theorists, who are
specialists in the study of internal or-
ganization and unencumbered by an
intellectual commitment to neoclassi-
cal economic models, have been preoc-
cupied with hierarchy to the neglect of
market modes of organization and the
healthy tension that is between markets
and hierarchies.

(3) Public policy analysts have maintained
a deeply suspicious attitude toward
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nonstandard or unfamiliar forms of
economic organization.

(4) Organizational innovation has been
relatively neglected by business and
economic historians.

Transaction cost economics (TRC) is to be
seen as an attempt to analyze the modern eco-
nomic system, acknowledging the limits men-
tioned above. Markets and hierarchies can be
understood in TRC as far ends of the con-
tinuum from the “‘pure’’ markets to various
contracting forms, partnerships, joint ven-
tures, cooperatives, etc., and finally to ‘‘pure’’
bureaucracy.

According to WiLLIAMSON, the total cost of
production consists, in addition to production
costs as traditionally assumed by economists,
also of transaction costs. As defined in Chap-
ter 1, transaction costs are the costs of plan-
ning, adapting and monitoring the tasks un-
der consideration, i.e. ‘‘costs of running the
economic system’ (ArRrRow 1969, p. 48).

Transaction costs vary in different or-
ganizational arrangements. Thus, ‘‘if trans-
action costs are negligible, the organization of
economic activity is irrelevant, since any ad-
vantages one mode of organization appears to
hold over another will simply be eliminated
by costless contracting’” (WiLLiamsoN 1979,
p. 233). Supposing that transaction costs are
relevant, the total production costs can be af-
fected through the governance of transactions.

Organizations are structured to minimize
production and transaction costs. The or-
ganizational setting which is most successful
in this sense prevails over other organization-
al arrangements.

WiLLiamsoN says that in order to study
transaction costs ‘‘the firm as production
function needs to make way for the view of
the firm as governance structure if the ramifi-
cations of internal organization are to be ac-
curately assessed’” (WiLLiamsoNn 1981, p.
1539). Different governance modes can be as-
sumed to be evolved in order to minimize
transaction costs. If the circumstances of
transactions change, an adjustment of the
transactions is required.
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The importance and complexity of study-
ing governance structures has connections to
the complexity of human nature as we know
it. The assumptions of human behavior,
bounded rationality and opportunism have al-
ready been discussed. ‘“Taking these two be-
havioral assumptions into account, the follow-
ing compact statement of the problem of eco-
nomic organization is suggested: assess alter-
native governance structures in terms of their
capacities to economize on bounded ration-
ality while simultaneously safeguarding trans-
actions against opportunism.’’ (Williamson
1981, p. 1546)

The two basic alternative governance modes
are: to make a good oneself or to buy it from
the market. The former can be called inter-
nal governance and the latter market gover-
nance. To express it in a simplified manner,
if internal governance is emphasized, uncer-
tainty is reduced but the governance cost in-
creases. If market governance is emphasized,
uncertainty increases but the governance cost
decreases.

The concept of transaction cost economics
presented above is not new. The basic argu-
ments were presented by Coase (1937). Com-
pared to most approaches having their origins
in neoclassical economic theory, the use of
TRC has been rare. This is partly because
TRC does not fit well into the principles of
neoclassical economics® and partly because
the operationalization of transaction costs has
been incomplete. These can be considered the
main obstacles to testing TRC’s ability to ex-
plain prevailing economic organizations.

An application of TRC can be used for two
somewhat different purposes, i.e. to explain
the current structure and to make predictions
about an appropriate marketing system. In the
former, the dimensions of transactions in
describing the nature of transactions are im-
portant. In the latter, the principles of or-
ganizational design play a key role.

Y However, it can be stated that transaction cost eco-
nomics is still within the neoclassical economics frame-
work; only the behavioral assumptions are different.



2.4.2 Dimensions of transactions

The problem of finding meaningful and
comparable attributes for transactions can be
considered one of the key questions in the ex-
amination of transactions in order to explain
economic organizations. WiLLIAMSON (1965,
p. 1548) identifies three attributes of special
interest in a transaction: (1) the frequency with
which transactions occur, (2) the uncertainty
to which transactions are subject, and (3) the
degree to which transactions are supported by
durable, transaction-specific
WiLLiamson states that the first is the most
important attribute, which most distinguishes
transaction cost economics from other treat-
ments of economic organizations, but the
other two play a significant role as well.

investments.

Asset-specificity

WiLLiamson (1971) reported ‘‘lock-in’’ ef-
fects caused by transaction-specific invest-
ments while examining the reasons for verti-
cal integration. Asset-specificity refers to an
investment whose value for alternative uses is
significantly lower than in its intended use. In-
vestment into specific assets is risky in a situ-
ation where the circumstances change during
the duration of the investment. Thus, the in-
vestor has to evaluate whether the prospective
savings in costs afforded by the special-pur-
pose technology justify the strategic hazards
that arise as a consequence of their non-
salvage character (WiLLiamMsoN 1985, p. 54).

WiLtiamson distinguishes four different
types of asset-specificity: site-specificity, phys-
ical asset-specificity, human asset-specificity,
and dedicated assets. As an example of site-
specific assets can be mentioned a gas station
whose resale value after the construction of
a new road far away from the site of the sta-
tion, is close to nothing. Physically specific as-
sets can be illustrated by considering a special-
purpose machine, say a forest tractor, in con-
trast to a regular tractor. Although a forest
tractor may be much more efficient in its in-
tended use, its properties are less suitable for
agricultural work than a regular tractor’s
properties for forest work.

Human asset-specificity becomes more and
more important as production becomes more
complicated. Specific human assets, either
special education or special knowledge
through experience, are a major issue in the
development of modern economic organiza-
tions (GALBRAITH 1967). It is not unusual to
hear about a ‘‘locked-in’” worker whose spe-
cial skills are so much less valued in other
firms that he has no comparable alternative
employers. Asset-specificity caused by dedi-
cated assets occurs when something has to be
reserved in advance for a certain purpose and,
thus, alternative ‘‘opening’’ purposes have to
be denied. E.g., if a farmer takes broiler
chickens into an ‘‘all-purpose’’ building, he
will have to dedicate the building for at least
one growing period for that purpose, despite
attractive bids afterwards to rent that same
building for grain storage. These kinds of
transaction-specific assets are actually immo-
bile. JoHnson (1972) defines this as the differ-
ence between the acquisition and salvage
values of the investment.

StaaTz (1985) describes a situation in
which a farmer invests in specialized fruit pro-
duction equipment and fruit trees to supply
to a processing firm that enjoys some degree
of monopoly. The assumption is that the an-
nual rental-equivalent price of those assets
(calculated with respect to their acquisition
price) is 300 000 USS. It is further assumed
that the variable costs to the farmer are
100 000 USS per year. These investments were
based on the processor’s promise to pay
500 000 US$ per year for the fruits, yielding
a 100 000 USS profit to the farmer. It is also
assumed that most of the assets can yield an
annual gross revenue of 100 000 US$ in their
next best alternative use. Once the farmer has
invested in the special equipment, the proces-
sor may be tempted to act opportunistically
and lower his price strategically in succeeding
years, knowing that as long as he offers at
least 200 000 USS it will still pay the farmer
to deliver fruit to him, even though his action
imposes a capital loss of up to 200 000 US$
to the farmer. Although this kind of situation
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cannot go on for a long time, the example has
much relevance in the planning of production
contracts and as an argument for collective ac-
tion.

For accounting purposes, costs have tradi-
tionally been divided into fixed and variable
costs. For the purposes of transaction cost
economics, it is much more relevant to distin-
guish which assets are redeployable and which
are not (KLeiN & LEFFNER 1981).

Purpose-specific assets are necessary in
most present production. They can decrease
certain production costs, but simultaneously
increase the transaction costs. Since the ini-
tial purpose of transaction economics is to ex-
amine the sum of production and transaction
costs, both have to be included in the exami-
nation. WiLLIAMSON observes the situation as
described in Figure 2-5.

AG is the difference between the cost of in-
ternal governance (bureaucracy) and that of
market governance (reduction of the effects
of uncertainty, etc.). When asset-specificity
(k) is low, the cost of internal governance is
higher than the cost of market governance (up
to point k). When asset-specificity increases,
internal governance costs become relatively
lower compared to those of market govern-
ance.

AC is the steady-state production cost
difference between producing an item that is

Bu

Figure 2-5: Comparative production and governance
costs. Source: Wirriamson (1985, p. 93).

170

needed by oneself and buying the same item
from the market.

The penalty of using internal organization
in standardized, low asset-specific transactions
is considerable. The cost disadvantage de-
creases when asset-specificity increases. As k
grows very much and, thus, services become
highly unique, the realization of aggregation
economies becomes very costly.

The optimal level of asset-specificity is the
minimum difference between governance and
production cost. In Figure 2-5 this vertical
sum, AG+ AC, is presented as well.

The crossover value of the sum AG+ AC
becomes negative at point k, which value ex-
ceeds k. WiLLiamson concludes from this
that the economies of scale and scope, there-
fore, favor market organization over a wider
range of asset-specificity values than would be
observed if steady-state production cost econ-
omies were absent.

“The importance of asset-specificity to
transaction cost economics is difficult to
exaggerate. ... Asset-specificity only takes
on importance in conjunction with
bounded rationality/opportunism and in
the presence of uncertainty. It is nonethe-
less true that asset-specificity is the big
locomotive to which transaction cost eco-
nomics owes much of its predictive con-
tent. Absent this condition, the world of
contract is vastly simplified: enter asset-
specificity, and nonstandard contracting
practices quickly appear. Neglect of asset-
specificity is largely responsible for the mo-
nopoly preoccupation of earlier contract
traditions.”” (WiLLiAMSON 1985, p. 56)

Because some ambiguity exists between the
meaning of transaction-specific assets and

simply immobile assets, the term ‘‘fixed as-
sets’’ will be used in this study to cover both.

Uncertainty

Uncertainty seems to have connections with
bounded rationality and opportunism as well.
Bounded rationality makes it difficult to pre-
pare in advance for all the possible alterna-
tives and consequences in the decision-making
process. Instead of exact knowledge, approx-
imations have to be made (SimoNn 1972). Both




limited human ‘‘computing’’ capacity and lan-
guage problems prevail. Opportunistic be-
havior can bring incomplete, distorted or in-
tendedly wrong information into the decision-
making process (‘‘information impacted-
ness’’, see Chapter 2.3.6).

Usually it is not possible to see all the ac-
tors’ plans for affecting the decision-making
environment. Even if they were known, the
lag between the action and its possible effect
could mislead from seeing the true conse-
quences.

Transaction cost economics states that
‘“‘governance structures differ in their capaci-
ties to respond effectively to disturbances’
(WiLLiamson 1985, p. 56). When asset-fixity
is absent, market governance has advanta-
geous properties to quickly respond in an
adapting way to uncertainty. If the rate of
asset-fixity increases, firms reduce the uncer-
tainty about opportunism by integrating new
parts of production into the same organiza-
tion. The effect of bounded rationality on un-
certainty is decreased by means of dividing
complex tasks into small portions conducted
by experts.

Uncertainty causes serious problems for ne-
oclassical resource allocation:

““Although equating marginal cost with

marginal revenue maximizes profit, equat-

ing expected marginal cost with expected
marginal revenue, when expectations are as
uncertain as a random number table, will
produce a random distribution of profits
and random allocation of resources. Ex-
pectations regarding the economy are clear-
ly not as uncertain as a random number ta-

ble, but they are far from certain.”’
(SHAFFER & STAaATZ 1985)

The more efficiently the harmful effects of
uncertainty are reduced, the better the gover-
nance structure is able to control the decision-
making environment. Thus, both government-
al and private organizations have an inbuilt
desire to expand their control as much as pos-
sible into their environment (OrLiLa 1987a).
GALBRAITH (1967) considers promotion mea-
sures such as advertising as a way of decreas-
ing uncertainty in sales. Advertising is also a

means of reducing the buyer’s uncertainty af-
ter a transaction. Quite often advertisements
function as certain reinforce ments for already
made transactions (Prispa 1987).

Frequency

According to WiLLiamson (1985, p. 60),
Adam Smith’s famous theorem stating that
“‘the division of labor is limited by the extent
of the market’’ can also be understood from
the point of view of transaction cost econom-
ics. It can be said that specialized governance
structures are more sensitively attuned to the
governance needs of nonstandard transactions
than are unspecialized structures, ceteris par-
ibus. Thus, specialized structures are more
beneficial in transactions supported by con-
siderable transaction-specific assets. Think
about dairy farmer devoting himself to the
dairy business for at least 15 years by making
the decision to build a cowshed (which is a
very transaction-specific investment). There is
no way he can make a production contract for
15 years. The difference in the frequency of
the production periods and the contract peri-
od has made the special arrangements such as
cooperatives likely to appear. Similarly, a milk
producer is not apt to make a telephone round
every morning to find the highest bid for his
milk on that particular morning. Besides hav-
ing to pay a high transaction cost, the produc-
er is vulnerable to opportunism because the
product may have no value any more in the
evening or the next day, when it is spoilt.

The remaining issue is whether the volume
of the market is large enough to utilize the
specialized governance structure. Utilization
is more easy if the transactions are of a more
recurring kind. Hence, frequency is, accord-
ing to WiLLIAMSON, a relevant dimension.

Even in complex governance structures,
standard operating procedures (CYERT &
MaRrcH 1963) can be constructed to decrease
transaction costs. The learning process may
produce new ways of doing things. The Bos-
ton Consulting Group considers experience an
important factor in the profitability of firms
(ABELL & Hammonp 1979).
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Summary

Institutions economizing transaction costs
have to safeguard the needed transaction-
specific assets against opportunism and uncer-
tainty. The frequency of a transaction is im-
portant in that it reduces the transaction costs
by developing special institutions for recurrent
kinds of transactions. The institutional struc-
ture of transacting organizations, their incen-
tive system and the beliefs and values of the
personnel are the outcome of past events
(RoBerTs 1981) in the sense of transaction
cost economizing. In Figure 2-6, the decision
environment in time T is restricted by deci-
sions made by others as well as by decisions
made by oneself for the future. The further
we look into the future (time T + 1), the less
the restricting decisions prevail. Thus, the
scope of decision freedom is smallest at time
T. Uncertainty is also smallest at time T, but
lags in obtaining and processing information
about the current situation (information im-
pactedness, bounded rationality) may make it

difficult to reach decisions based on real facts.
Attime T+ 1, the scope of decision freedom
is larger as well as the knowledge of factors
at time T affecting the decisions at T+ 1. Pos-
sible changes in the environment increase the
uncertainty.

Uncertainty about the future brings along
risks and opportunities (MErISTO 1982).
Transaction-specific assets may cause costs
concerning both: costs of preventing the im-
pact of threats (opportunity costs) and costs
of missed opportunities. In spite of this, the
transaction-specific assets necessary for
specialized production and the opportunity
costs have to be paid because of time lags be-
tween the decision and its execution. The
scope of decision freedom is a compromise be-
tween market and hierarchy.

2.4.3 Principles of organizational design

Transaction cost economics aims at
economizing the total production costs, which
are assumed to be the sum of production and
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Figure 2-6: The time dimension in the decision-making process Source: Ot 111 1987.
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transaction costs. The governance structure is
assumed to affect both.

The principles of organizational design are
many-sided and complex. WiLLiamsoN (1981,
p. 1547) states that (1) the asset-specificity
principle, (2) the externality principle and (3)
the hierarchical decomposition principle
reported by CHANDLER (1977) offer consider-
able explanatory power. Of these, only the
asset-specificity principle is linked to transac-
tion cost dimensionalizing. The first two prin-
ciples are relevant in deciding whether a trans-
action will be made in the market or in the hi-
erarchy. The third one is important in examin-
ing the organization within which the trans ac-
tion is possibly transferred, thus recognizing
that organizational form is meaningful from
the point of view of transaction cost econom-
ics.

It is assumed that transactions are arranged
through markets unless serious transaction
cost problems occur. The market is superior
in preventing bureaucratic distortions (WiL-
LiamsoN 1975, Ch. 7), and it has advantages
related to production costs as well.

“The production cost advantages of mar-
ket procurement are three: static scale
economies can be more fully exhausted by
buying rather than making if the firm’s
needs are small in relation to the market;
markets can aggregate uncorrelated de-
mands, to thereby realize risk pooling
benefits; and markets may enjoy econo-
mies of scope in supplying a related set of
activities, of which the firm’s requirements

are only one.” (WiLLiamsonN 1981, p.
1548)

WiLLiamsoN’s conclusion from the above is
that transactions will be organized in markets
unless transaction cost disabilities appear.

Asset-specificity principle

... the normal presumption that recurring
transactions for technologically separable
goods and services will be efficiently medi-
ated by autonomous market contracting is
progressively weakened as asset-specificity
increases.’”’ (WiLLiamsoN 1981, p. 1548)

As demonstrated in Figure 2-5, the relative
advantage of markets decreases if assets be-

come more transaction—specific. Investments
which do not have considerable value in oth-
er purposes than that intended, can be more
fully utilized if they are commanded by the
initial user of the service and, thus, safeguard-
ed against bounded rationality and oppor-
tunism.

The process of fundamental transformation
(Chapter 2.3.4) in ex post competition will
also support bilateral trading conditions de-
veloping into an internal transaction. The in-
centives for shifting a bilateral trading rela-
tion from markets into a hierarchy increase
as uncertainty increases, ‘‘since the costs of
harmonizing a relation among parties vary
directly with the need to adjust to changing
circumstances’’ (WiLLiamsoN 1981, p. 1549).
Asset-specificity is, therefore, a very relevant
concept in examining the coordination prob-
lem, especially from the adapting dimension’s
point of view.

In special transactions without developed
SOP’s and trading practices, negotiating a
good contract covering all the necessary fea-
tures (complexity, bounded rationality) and
safeguards against all kinds of hazards (op-
portunism) may involve such high costs that
it will be cheaper for the firm to make the
good itself anyway.

The advantages of internal organization ac-
cording to WiLLiamson are as follows:

— Common ownership reduces the incen-
tives of the trading units to pursue local
goals.

— Internal organization is able to invoke
fiat to resolve differences, whereas cost-
ly adjudication is needed when an im-
passe develops between autonomous
traders.

— Internal organization has easier and
more complete access to the relevant in-
formation when disputes must be
settled.

Externality principle

‘... the normal presumption that exchange
between producers of differentiated goods
and distribution stages will be efficiently
mediated by autonomous contracting is
progressively weakened as demand exter-
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nalities increase.”” (WiLLiamsoNn 1981, p.
1549)

E.g., when a vegetable broker handles the
produce carelessly in order to operate more
quickly, this can cause unintended quality de-
terioration of the produce, which is not ob-
served until in the distributor’s shelter. It is
too costly to meter this kind of deterioration
at the proper stage.

WiLLiaMsON states that this condition does
not require the transformation from large to
small numbers discussed earlier. He says that
externalities are more common at the distri-
bution stage and with differentiated products.

Narrowly understood, externalities are tech-
nical failures of the market. It is technically
difficult and/or costly to isolate the costs and
benefits for only those parties involved in a
trans action. E.g., if a dairy producer allows
his spoiled milk to go into a collection con-
tainer, the spoilage of the entire tankful of
milk will cause expenses also to the other
producers having poured their milk into the
same container. Inspection of every milk
batch can, therefore, be considered as an ex-
clusion cost of such risk in that particular
transaction.

Environmental problems such as smoke,
noise, pollution, etc., are typical situations
where externalities prevail. The rules made by
the community define who bears the cost of
such problems. In some cases the exclusion
costs may be high; e.g., people living close by
to an airport will either have to suffer the
noise or move away. In both cases the airport
imposes external costs on parties not involved
in the initial transaction.

The rules (legislation) concerning transac-
tions define who bears the external costs.'
The institutional design of a transaction de-
termines which costs are internalized and
which remain externalities. Thus, externalities
are relevant factors in institutional design.
This includes the problem of free riders and

10 It can also be said that a person moving from a
retroacting rural area is imposing external costs on peo-

ple remaining in that area, while getting external benefits
from the urban area he moves to.
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unwilling riders, both of which are common
problems in transactions made through
cooperatives. E.g., 49 per cent of the mem-
bers of a cooperative may not be willing to
pay for a service needed by 51 per cent and
decided upon according to the majority rule.

BucHaNAN & TuLLock (1962) examine ex-
ternal costs and benefits when an activity is
arranged collectively instead of individually.
Interdependence costs are relevant especially
in situations when new collective action such
as a cooperative is being organized. ScHmin
(1978, Ch. 9) explains externality effects to be
caused by such interdependence which cannot
be “‘internalized’’, i.e., included as a variable
into a particular interaction. We can speak
about technical externality if, e.g., our cattle
produce a disagreeable smell in the neighbor-
hood causing, perhaps, a decrease in the val-
ue of the housing property. ‘““The impact of
A’s choice on the opportunities of B is pecu-
niary when the exchange value of a good is
affected by A’s market choices’ (ScHMID
1978, p. 72). Thus, market signals can be ex-
plained as pecuniary externalities. The third
category of externalities presented by SCHMID
are political. If a government (cooperative) is
collectively gathering resources (deferring re-
funds), based on a collective decision, which
an individual member does not need, this
member suffers because of a political exter-
nality. A reverse political externality occurs
when an individual is in serious need of a serv-
ice but cannot bring about large enough col-
lective action to accomplish a favorable deci-
sion about procuring this service collectively.

Externalities also have a close connection
to social traps (PLaTT 1973). An individual
whose short-run costs compared to long-run
costs, or individual costs compared to total
collective costs, differ considerably, may act
in a direction leading away from the initial
goal. If, e.g., an employee gets individual ben-
efit from careless handling (salary according
to kilograms of produce handled), his small
gain may mean a big loss for the retailer and
the consumer. Even if the employee realizes
this, he may think that careful handling will



not benefit anyone before all the other em-
ployees do the same thing. The avoidance of
social traps and unfavorable externalities
seems to be important in organizational de-
sign.

Hierarchical decomposition principle

¢ . internal organization should be
designed in such a way as to effect quasi-
independence between the parts, the high
frequency dynamics (operating activities)
and low frequency dynamics (strategic
planning) should be clearly distinguished,
and incentives should be aligned within and
between components so as to promote both
local and global effectiveness.”” (WILLIAM-
soN 1981, p. 1550)

The two principles mentioned earlier are
mainly concerned with the choice between the
market and the hierarchy. The hierarchical
decomposition principle concerns the effective
organizing of tasks inside an organization
where bounded rationality and opportunism
also prevail. As WiLLiamson (1981, p. 1550)
says, ‘*... a complete theory of the value will
recognize that firm structure as well as mar-
ket structure matters.”’

Simon states that because of bounded ra-
tionality, the organizational division of deci-
sion-making labor is as important as the ne-
oclassical division of production labor:

‘... from the information processing point
of view, the division of labor means fac-
toring the total system of decisions that
need to be made into relatively independent
subsystems, each one of which can be
designed with only minimal concern of its
interactions with others.”” (Simon 1973, p.
270)

The hierarchical decomposition principle
aims at alleviating the problem of an increase
in bureaucracy costs along with organizational
growth by arranging the hierarchy into ‘“‘en-
trepreneurial firm-like’” units.!'! It is advanta-

" WiLLiamson (1981) describes a long history of the
development of business organizations and sees the ‘“20th-
century organization’’, M-form organization, as an or-
ganizational innovation realizing hierarchical decompo-
sition.

geous to break the organization both horizon-
tally and vertically into relatively independent-
ly working sub-units. Horizontal boundaries
can be drawn between individuals and tasks
having only little interaction with each other.
According to this principle, high-frequency (or
short-run) operations should be separated
from lower-frequency, strategic (long-run)
operations. Decomposition has to occur in a
way that both low- and high-frequency incen-
tives and information flows are aligned to pro-
mote the same direction of action.

Summary

The objective of each of the principles of
organizational design is to cope with bounded
rationality and opportunism. Asset-specificity
would not be a problem if comprehensive con-
tracting were possible. Because of bounded ra-
tionality, this is not the case. Comprehensive
contracting would not matter if the winning
bidder could be trusted to behave in a relia-
ble and trustworthy fashion. The externality
principle is mainly a reflection of opportunism
but can also be caused by bounded rationali-
ty. Technical externalities can sometimes be
corrected with exclusion costs. Externalities
could be decreased and social traps avoided
(opportunism) if information were free and all
possible outcomes could be internalized into
the transaction (bounded rationality).

Hierarchical decomposition attempts to
cope with bounded rationality by arranging
the complex operations into manageable units,
simultaneously safeguarding itself against op-
portunism (local and individual dysfunction-
al pursuits) through manageable control and
incentive units as well.

The asset-specificity and externality princi-
ples are relevant when deciding whether to buy
or to make a good. The presence of either of
these favors the decision to make, which in
turn has to be considered against the limits of
firms and hierarchies (Chapter 2.3.5). The
hierarchical decomposition principle is rele-
vant after the decision to make has been
reached.
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2.4.4 Cooperatives in the light of
transaction cost economics

Cooperatives have been very dominating in
many marketing systems, especially in the eco-
nomic activities connected with agriculture.
Transaction cost economics states that there
has to be a reason for this rise of cooperatives
in agriculture. Cooperatives have somehow
been able to reduce transaction costs and been
more efficient than other organizational ar-
rangements in the fields where they have oper-
ated.

Brief explanations for this as provided by
TRC are given below. Further implications of
the potential role of cooperatives as predicted
by TRC are presented more in detail in Ex-
hibit 2.

Cooperatives have potential to economize
the asset-fixity problem without losing all the
high-powered incentives. Since the owners of
a cooperative are also the customers, the
cooperative has no incentive to act oppor-
tunistically towards them.

Members of the cooperative gain market
power by joining together. This market pow-
er is likely to prevent trading partners further
in the chain from acting opportunistically
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against the cooperative and its members. The
“‘competitive yardstick’> feature (NOURSE
1922) also disciplines other firms competing
with the cooperative from acting opportunisti-
cally.

In addition to gaining market power,
cooperative members gain economies of scale
by together buying services such as market-
ing, product development and processing as
well as expertise. The hierarchical decompo-
sition of tasks allows the members to concen-
trate on tasks closest to their own expertise.

The increase in size of the economic entity
tends to decrease the uncertainty about sales
and price fluctuations as well. The larger size
makes it easier to resist drastic fluctuations in
price. The residual claim feature of the
cooperative is likely to prevent temporary var-
iations within the patronage refund period.
The risk of unpredicted events is pooled
among the members.

The cooperative is also a special kind of ex-
change institution for economizing the fre-
quency of transactions. Instead of recurrent
bargaining, members making a contract with
the cooperative may allow the cooperative to
bargain collectively.




3. BEYOND TRANSACTION COST
ECONOMICS: MARKETING SYSTEMS
ANALYSIS FRAMEWORK FOR
STUDYING ECONOMIC
COORDINATION

3.1 LIMITS OF THE TRANSACTION
COST APPROACH

3.1.1 The issue of property rights

WiLLiamson, the major developer of trans-
action cost economics, himself admits that
TRC is not able to explain the entire complex-
ity of transactions and that ‘‘our understand-
ing of transactions is yet terribly imperfect’’
But according to him, despite its limitations,
TRC has a relatively strong explanatory power
regarding current organizational structures.

Some scholars such as ScHmip and
Marion' argue that the major deficiency of
TRC is the avoidance of power issues as af-
fecting factors in the analysis. Market power
is a central issue in defining who is able to par-
ticipate in market processes.? Since markets
deal only with solved political problems (SHa-
FFER 1980), the essential question is who is
able to establish the rules, i.e., what rules are
applied in making rules for transaction insti-
tutions.

WiLriamsoN’s TRC does not cover the
rights of firms with regard to power issues.
If a firm fails to continue its activities in a re-
mote area with no alternative employment op-
portunities, to what extent is the firm entitled

! Personal discussions with A.Allan Schyvip and Bruce
MARION.

2 One could argue that in order to participate in
agricultural discussion, considerable transaction-specific
mental assets are needed. High transaction costs have long
prevented people outside agriculture from participating
in the discussion.

to transfer the costs of unemployment to its
former employees and to society? The issue
of the rights of firms becomes very essential
in dealing with pollution problems. E.g., to
what extent is a dairy plant entitled to pollute
downstream water?

TRC in its traditional form does not ask
whose preferences get counted in transactions.
Transaction costs are defined within a given
set of property rights. TRC merely states that
an organizational arrangement exists because
it is efficient. If a marketing system becomes
efficient only by distributing benefits uneven-
ly, the system’s efficiency is a function of the
present, uneven distribution of property
rights. Changing the property rights in such
a situation would change the content of effi-
ciency as well.

Alternative transaction rules create a differ-
ent distribution of costs and benefits. WiL-
LiamsoN’s TRC does not define whose costs
are taken into account as transaction costs.
The costs of a decision to internalize a ‘‘tech-
nically separable interface’” of work from a
remote area (location-specific assets) into a
town are different depending upon whether
the costs of employee families are taken into
account or not. Thus, redefining the bound-
aries of the parties that are affected and that
benefit, changes the nature of transactions
and transacting organizations. This obscuri-
ty of the theory is not such a drawback in ex-
plaining the development of prevailing organi-
zations, but difficulties occur in attempts to
predict the properties of alternative future or-
ganizations. There is uncertainty regarding in-
stitutional innovations which the theory can-
not deal with.

According to TRC, another goal of or-
ganizational structure is to economize trans-
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action costs. But these costs are also instru-
ments of peoples’ opportunities, as they may
define who is able to participate and also who
is not able. E.g., if somebody owns a house
and enjoys an open scenery over a block which
is now on sale for a factory, he would prefer
a high transaction cost for getting the build-
ing permits, etc., because a factory in the next
block would significantly lower the value of
his house.? On the other hand, a low trans-
action cost may also act as a hindrance. An
example from the environs of Helsinki has
shown that the possibility to claim for a
negligible cost about 12 square meters of the
corner of a house block has prevented the con-
struction of an access to the highway, thus
delaying the commuting of perhaps 10 000
people by 20 minutes a day. Thus, there are
instances where econimizing TRC may not be
a purely positive solution.

TRC maintains that the productivity of la-
bor is fixed and that shirking only needs to
be prevented. THurow (1984) argues that la-
bor productivity is a factor of fair treatment.
Motivation, dignity and people’s sense of fair-
ness are factors that do not easily fit into Wil-
liamsonian TRC.*

WiLLiamson (1985, pp. 236—237) relates
the drastic change that took place in meat
packing in the United States, when Gustavus
Swift realized that, instead of transporting live
animals to the markets in the east, it was
cheaper to slaughter them in the west, once
the new, refrigerated railroad cars allowed
their transport to the east coast. Both the rail-
road companies having special animal trans-
portation cars and the meat packers with
slaughterhouses in the eastern cities rigorously
opposed Swift. Finding one railroad compa-

3 This example has been drawn from a discussion with
A.Allan ScHmID.

4 WiLLIaAMSON (1985, p. 272) recognizes the limitations
concerning the issues of power and of labor productivity
in TRC. ““...For one thing, the matter of power is un-
derdeveloped. Additionally, while the importance of dig-
nity is admitted, the calculative/efficiency-oriented ap-
proach maintained by transaction cost economics cannot
encompass the full set of issues that a concern for digni-
ty introduces.”’
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ny outside the railroad association that was
taking care of the present live animal trans-
portation, he could start his business. WiL-
LIAMSON’s conclusion is that “‘efficiency thus
evidently swamped the resistance of en-
trenched power interests...”” This case can also
be seen as a property right issue. Swift was
able to make the existing system pay the cost
of outmoded fixed assets, i.e., animal trans-
port cars and city slaughterhouses.® Despite
its effectiveness, this innovation would prob-
ably not have been implemented by someone
already having fixed assets in the prevailing
system. Thus, property rights do matter.

When considering TRC with the problem
of coordination, performance measures have
to be reconsidered as well. The minimum to-
tal production and transaction costs may not
reflect the performance requirements of the
participants. Coordination depends upon
one’s concept of a well-functioning society.
Thus, good coordination is a different task for
those who think that agricultural exchange
systems have to enhance rural settlement in re-
mote areas, compared to those who do not
take this task into consideration. ‘‘Good”’
coordination may also vary over time. Chang-
ing preferences tend to change both organi-
zations and transaction costs.

Determining whose costs are taken into con-
sideration in defining transaction costs seems
to be crucial in predicting the performance of
new institutions. Property rights define whose
costs get counted and according to what rule
the benefits are distributed. They are a func-
tion of common acceptance reflected by the
prevailing value structure. Thus, by including
property rights into the analysis, also the cur-
rent opinions about good and accepted per-
formance are reflected in the analysis.

The implications of the property right issue
on cooperatives include the following:

(1) The costs of a member unit are ‘‘inter-
nalized”” in the decision-making. A
worker-owned cooperative firm in a ru-

5 The strategic use of property rights (externalities) is
the leading idea of Michael PorTeR’s famous book
““Competitive Strategy’’ (1980).



ral area is more likely to develop its ac-
tivities in the present location if the
costs of, e.g., labor housing are taken
into account. An IOF is able to trans-
fer these kinds of costs to the workers
and withdraw.

(2) The property right of having the option
to use a joint-impact good may be im-
portant for a large membership, even
if only a few would actually need it. If
the cost, e.g., of an occasionally
needed spare part service for a combine
harvester spare part service were billed
only from the unlucky user-member
who happened to break the machine,
the cost may be so high that it will be
impossible for a needy member to use
the harvester. The joint sharing of the
cost and the property right to the op-
tion may provide a service that other-
wise would not be possible to arrange.
The decision to provide home for all
the products the cooperative member-
ship produce is another example of the
same type of service.

The issue of property right is closely con-
nected to the question of externalities also dis-
cussed by WiLLiamsoN. However, property
rights broaden the view to aspects such as the
division of transaction costs, the ability to
create such costs, and the appraisal of efficien-
cy in a broader sense. Property rights define
what are to be considered as externalities.
Thus, externalities have to be taken into ac-
count when explaining the current structure,
and when designing new institutional arrange-
ments, property rights also have to be ana-
lyzed.

3.1.2 Evolution of institutions

Institutions do not emerge by themselves
but are functions of the past, taking into ac-
count ideologies, values, culture, and already
existing institutions. TRC does not place much
emphasis on the effect of past decisions in the
formation of organizations. The current struc-
ture can, however, be better explained by ad-
ding a number of evolutionary features into
the analysis. For this purpose, an extension
of the so-called structure-conduct-perform-
ance (SCP) paradigm will be discussed below.

Especially in the examination of food sys-
tems, the group of disciplines of the price
theory called ‘‘industrial organization’ (I10)
studies has been widely used especially in the
United States. The basic 10O paradigm holds
that market structure (S) strongly influences
the competitive conduct (C) of firms within
the market, which in turn strongly influences
the market performance (P). Bain (1968) and
ScHERER (1980) may be mentioned as its main
developers. The research group called North
Central Regional Committee (NC 117) has
published extensive literature on the applica-
tions of the paradigm to agriculture and food
systems since 1974 (MarioN ed. 1985).

Modifications of the basic SCP paradigm
have been developed for various applica-
tions.¢ Significant additions also relevant to
this study include environment-behavior-per-
formance (EBP) by SHAFFER (1980) and situa-
tion-structure-performance (SSP) by ScHmip
(1978). The EBP paradigm emphasizes the dy-
namic role of past performance’ in reinforc-
ing the evolution of institutions. SHAFFER sees
institutions as evolutionary processes learning
from experiences in the past and making
changes to the past system accordingly.
Former rules and experiences can thus be simi-
lar to transaction-specific assets in that they
hinder the adaptation process.

The SSP paradigm by ScHmip states that
situation in which the interdependence of ac-
tors in prevailing technological and psycho-
logical conditions affects the structure of par-
ticipants able to take part in decisions on the
use of resources, which in turn affects per-
formance, whatever it will be. The SSP para-
digm emphasizes that property rights set the
rules of interdependence. This idea has close
similarities with the transaction cost approach,
which also examines the effect of various in-

6 PorTER’s (1980) competitive strategy can be catego-
rized as an industrial organization approach. It examines
the strategic use of transaction costs in corporate strate-
gic planning.

7 See ScINNER (1969), further developed by Prartt
(1973), for Shaffer’s theoretical basis for his evolution-
ary theory of institutions.
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stitutions on performance. SSP supplements
the property right feature discussed above in
3.1.1.

An attempt to combine the situation-struc-
ture-conduct-performance (SSCP) sequence
with feedback to the situation and TRC will
be made in the general framework below.
Giving more emphasis to the past decisions af-
fecting the current organization is consistent
with basic TRC, which considers the rise of
fixed assets as an outcome of the past. As
pointed out before, TRC regards efficiency
mainly as given, whereas the SSCP also struc-
tures the value system.

3.2 THE MARKETING SYSTEMS
ANALYSIS FRAMEWORK

The problem of coordination is related to
human behavior. Earlier in this study it was
found that opportunism and bounded ration-
ality were basic assumptions of human be-
havior in examining transaction costs. While
studying coordination in a dynamic environ-
ment, learning by contingencies of reinforce-
ment as presented by Pratt (1973) will also
be assumed.

TRC states that the conditions of transac-
tions define how the marketing system is or-
ganized. Thus, they will explain much of the
existing economic structure.

In order to make predictions concerning or-
ganizational changes, some modifications and
extensions to this approach have to be made.
When changes to coordinating systems are
suggested, the existing structure has to be
taken into account. In this study, the frame-
work for the analysis of coordination is rooted
in the works of Bain and SCHERER (structure-
conduct-performance paradigm), SHAFFER
(environment-behavior-performance para-
digm) and ScHwmiD (situation-structure-per-
formance paradigm). The analysis is divided
into four categories: situation, structure, con-
duct and performance.®

® See also Hoyiami & Staatz 1987.
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Asset-specifity

Uncertainty

Frequency

Property rights/externalities

Situation:

Market structure
Trading structure
Legal structure

Structure:

Actors

SOP’s

Price vs. regulation
Voice vs. exit

Conduct:

Performance: Syncronization coordination
Adaptation coordination
Distribution of costs, benefits
and risk

Situation, i.e. the dimensions of transactions
supplemented with property rights, defines the
market structure in the context of existing
trading and legal structures. Structure, in turn,
defines the parties entitled to participate in
transactions, their opportunity sets, the devel-
oped standard operating procedures and the
composition of coordination and preference
articulation modes. Synchronization and
adaptation coordination (MarioN 1976), as
well as the distribution of (transaction) costs,
benefits and risk, are outcomes of structure
and conduct.

Especially when examining coordination
beyond one market period, all the categories
are interrelated. E.g., conduct affects struc-
ture, which in turn affects conduct. The per-
formance of the coordinating mechanisms af-
fects transaction costs by decreasing the ef-
fects of sources for these costs, i.e., the situ-
ation. Thus, the process is evolutionary.

The situational factors have already been
discussed above. In the following, factors
describing structure, conduct and perform-
ance will be dealt with.

Factors describing structure

Structure illustrates the interdependencies
of actors with each other and the environ-
ment. Here, structure is divided into three sub-
categories:

— Market structure refers to the market sys-
tem between production and consumption.
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The main dimensions are: (1) number of
individual business units, (2) number of
buyers and sellers in each stage, and (3)
possible organizations coordinating either
horizontal or vertical units.

— Trading structure denotes customs, con-
tracts, ideals, or other relations between
the parties involved.

— Legal structure has been separated from
the previous categories because it includes
the rules imposed by the government that
shape the opportunity sets of the transact-
ing parties (HomaTi & StaaTz 1987).

Factors describing conduct

Conduct denotes the actual behavior of the
system, in this case the behavior of coordinat-
ing activities and functions in the framework
of the structure.

— Actors are the main parties entitled to par-
ticipate in the conduct. They are defined
by the structure. Conduct includes the
coinciding and conflicting goals of all ac-
tors.

—- Standard operating procedures comprise
the rules and other customary ways of
making decisions that affect coordination.
SOP’s include delegation of decision mak-
ing, division of responsibility areas, budg-
ets, plans, habits, etc.

Price vs. regulation describes two alterna-
tive coordinating functions. E.g., trading
practices may define which one is to be
used to alter a certain task of coordination.

— Voice vs. exit contains two alternative
ways of articulating the preferences of the
tasks being coordinated.

Factors describing performance

— Synchronization coordination refers to the
fine-tuning of the system in order to per-
form the current tasks as well as possible.

— Adaptation coordination changes and
remodels the system in order to adjust as
well as possible to changes in preferences
and environment.

— Distribution of costs, benefits and risk
refers to the fact that alternative institu-

tional arrangements for coordination pro-
duce a different distribution of costs,
benefits and risk. In addition to the coor-
dination of the system, possible other ob-
jectives are taken into account at this
point. E.g., monitoring of other than
agricultural goals of the Finnish dairy sub-
sector such as rural settlement, food secu-
rity, and their interrelationships with the
system, falls under this category.

The two first-mentioned performance
criteria can be normatively judged as ‘‘good”’
or “‘bad’’ performance. The third dimension
has to be based on somebody’s perception
about the right and fair allocation of costs,
benefits and risk.

The performance of the system again af-
fects the situation, changing the effect of var-
ious dimensions of transactions. The perfor-
mance will also directly affect the structure
and conduct. E.g., the performance may be
satisfactory for one actor but unsatisfactory
for another, who in turn may wish to change
the relation between price and regulation, le-
gal structure, etc. The situation in transactions
may remain relatively stable, but various
structures and conduct may make different
tasks as hindrances for solved problems.

Transaction costs economics is inductive in
nature. It sets out from details and proceeds
towards the general. In examining the coor-
dination problems of marketing systems, one
has to start from the general and come down
to details, i.e., a more deductive approach
must be used. In this study, the Marketing
Systems Analysis framework is operational-
ized by beginning with problem determination
and working backwards towards the circum-
stances of transactions.

3.3 OPERATIONALIZATION OF
RESEARCH AND EXPERIMENTAL
DESIGN

As already mentioned, the objectives of this
study are:

(1) toexplainthe current dairy marketing
structure and the problems in the ad-
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justment process of the exchange sys-
tem by using the developed framework,
Marketing Systems Analysis;

(2) to pinpoint the problem areas to be
analyzed by more traditional means;

(3) to suggest new institutional designs to
improve coordination; and

(4) if possible, to make predictions con-
cerning exchange arrangements for im-
proved coordination of supply and de-
mand in real-world circumstances.

From the theories discussed above, leading
to the Marketing Systems Analysis framework
presented in this study, the following hypoth-
eses can be made:

(1) The institutions that coordinate supply
and demand are not born by accident,
but are an outcome of past events.
Coordination institutions are organized
to minimize transaction costs, which
means:

— The higher the degree of transac-
tion asset-specifity, the more diffi-
cult it is to rely on market coordi-
nation.

— The greater the degree of uncer-
tainty, the more integration in these
transactions can be found.

— The greater the ability to impose ex-
ternalities on other parties, the
more integrated structures can be
found.
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— The greater the frequency of trans-
actions, the more specialized insti-
tutions in these transactions can be
found.

(2) Given the nature of the product, simi-
lar problems of coordination exist even
in different environments and institu-
tional arrangements.

In this research study, the framework
presented in the earlier chapters will be applied
to the dairy subsector. The dairy marketing
system, which is the most important in Finn-
ish agriculture, experiences major problems in
coordination.

First, an attempt will be made to explain the
current milk marketing system using the Mar-
keting Systems Analysis framework. The ex-
planation will contain a description of the sys-
tem. The four major coordination problems
in the dairy marketing system will be analyzed,
and solutions proposed by the framework to
solve the problems will be presented. Also a
comparison between the dairy marketing sys-
tems in Finland and in Michigan, USA, will
be provided.

As typical in this kind of pragmatic re-
search, the ‘“‘test’” of hypotheses is to a great
extent their workability in analyzing given
problems (Jonnson 1980, p. 67).
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4 THE FINNISH DAIRY SUBSECTOR
AS VIEWED BY THE TRANSACTION
COST APPROACH

4.1 AGRICULTURE AND DAIRY
PRODUCTION IN THE FINNISH
ECONOMY

The changes that have taken place since
1960 in the number of people working in each
of the employment categories in the Finnish
economy is shown in Figure 4-1.

“Natural resources’” was by far the largest
category of employment in 1960, with over
800 000 people working mainly in agriculture
and forestry. A sharp decline in that catego-

thousands of persons

ry took place with the increase of industrial
and service employment, which changed the
picture completely in 20 years. In 1985, only
about 179 000 people were employed in agri-
culture and about 52 000 in forestry (Anon.
1987e).

The proportion of the population employed
in agriculture declined from 30 per cent in
1960 to lessthan 10 per cent in 1985. During
the same time, the share of agriculture and
forestry in GNP fell from 11 to 4 per cent.
This rapid structural change caused major
problems for rural communities. According
to the “‘Agriculture 2000’ committee report
(1987e pp. 38—39), the areas most dependent
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Figure 4-1: Active population by employment category in 1960—90.
Source: Research Institute of the Finnish Economy.
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on agriculture and forestry are now in central
Finland. Northern and central eastern Finland
are already to a great extent depopulated.

As will be examined in more detail in Chap-
ter 6, a partial reason for this development
was the shift of agricultural tasks from the
farms to either up- or downstream industries.
Because of the multiplier effects on these in-
dustries, the total number of people employed
by agriculture is 350 000 to 500 000, depend-
ing on the calculation method.

The number of Finnish farms and the aver-
age field size are presented in Figure 4-2.

Figure 4-2 shows that the number of farms,
as well as the average field area, remained
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Figure 4-2: Number of farms and average field area in
1930—380.
Source: Central Union of Agricultural Pro-
ducers.

Table 4-1:

relatively steady throughout the 1930’s. A sig-
nificant change took place at the beginning of
the 1940’s, when Finland lost about 11 per
cent of its arable land area to the Soviet Un-
ion. More than 400 000 people moved from
the ceded areas (Karelia) to the remaining
parts of Finland. Most of them were farmer
families, who were given a small portion of
land for farming. This large-scale refugee set-
tlement operation increased the number of
farms while reducing their size, as seen in Fig-
ure 4-2.

The settlement of the Karelians has had a
significant effect on the Finnish farm struc-
ture. The small farm was enough for a fami-
ly to make a decent living with the 1940’s tech-
nology. After that, the field area that could
technically be cultivated by one family has in-
creased faster than the actual farm size in
practice, which reached the 1930’s average
only in the mid 1970’s. In 1987, the average
Finnish farm had 12 hectares of arable land.

When examining farming in Finland it must
be remembered that an average Finnish farm
includes about 40 hectares of forests. When
the income from agriculture in 1987 was about
6 billion Fmk, the farm-owned lumber sales
amounted to an additional 2 billion Fmk.

The division of Finnish farms by ownership
is presented in Table 4-1. As can be seen, Finn-

Farms with over 1 hectare of arable fields by ownership in 1986.

Source: Finnish farm register 1986 and Central Union of Agricultural Producers.

Ownership category No. of farms %o Average size (ha.)
Principal profession

(over 75 %o of income) 71 000 35 17.3
Secondary profession

(50—75 %o of income) 26 000 13 12.4
Part-time farmers

(less than 50 %) 65 000 32 8.0
Individual farmers 162 000 80 12.5
Heirs, family enterprises 39 000 19 9.1
State, communities,

congregations 1 000 0.5 20.8
Corporations, coops,

foundations, etc. 500 0.5 22.9
Total farms 202 500 100 11.95
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Figure 4-3: Division of agricultural incomes by productionlines in 1987. Source: Anon. 1988d.

ish farms are almost entirely so-called ‘‘fam-
ily farms’’. It is noteworthy that the propor-
tion of full-time farmers is only 35 per cent
of all farm operators, and their category is ex-
pected to diminish further along with an in-
creasing number of part-time farmers

The division of farm incomes by the main
products is presented in Figure 4-3. It may be
noted that milk and beef together represent
more than a half of the income from agricul-
tural production. Dairy farming is by far the
most important line of production in Finnish
agriculture.

4.2 POLICY AIMS AND
CONSIDERATIONS

The overall guidelines of Finnish agricultur-
al policy have been formulated in numerous
committees and working groups. Although
they have not been confirmed as special
agricultural programs, they form the basis of
agricultural policy in Finland. These general
aims of agriculture in Finland as presented by
HemitA (1987) are:

(1) to secure self-sufficiency in the main
agricultural products;

(2) to secure a fair income to the farm-
ers;

(3) to maintain the base settlement in
rural areas; and

(4) to secure the supply of food to the
consumers at reasonable prices.

According to the self-sufficiency policy,

agricultural production in Finland should be
on a level with domestic consumption. More-
over, the agriculture and food industry should
be able to ensure a sufficient food supply al-
so in the event of abnormal and crisis situa-
tions. This aim has been strongly emphasized
in Finland because of difficulties in this re-
spect during the present century, especially
during the two wars. Up to the 1950’s, the
main goal was to increase production quanti-
ty and efficiency. From then on, the balance
between supply and consumption has been the
primary concern.

According to the committee report
“Agriculture 2000’ (Anon. 1987e, p. 7), the
aim, as defined in various official reports, is
to secure full self-sufficiency in basic food
items, taking into account normal seasonal as
well as random fluctuations. Apart from self-
sufficiency, the security of the food supply
and the quality of food have increased in im-
portance.

The northern geographical location of Fin-
land makes the circumstances for agricultur-
al production very different from those of al-
most any other country. Therefore it is diffi-
cult to maintain the income of farmers at a
level comparable to other professional groups.
There has been explicit political resolve to af-
fect the income level of farmers by adminis-
trative means. Reducing the differences in
farmers’ incomes has been another goal, as
well as the attempt to decrease the uncertainty
of farm incomes from one year to another.
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This has meant that the agricultural income
policy has also had a role in social policy.
Agriculture has traditionally been consid-
ered a basic profession in rural areas. Main-
taining the rural areas populated by promot-
ing the ‘‘base profession’’ of these areas and
by providing opportunities also to other
professions and services even in the most re-
mote regions has been considered a major
goal, especially because of the forest industry.

It is widely-accepted that these aims incur
costs to the rest of society, but also bring
along benefits related to a healthy regional
population structure, military defence, etc.
There is also a cost to be paid for not pollut-
ing nature, for maintaining the production
potential of the fields, etc. From the consumer
side, the expected benefits include a secure
food supply and a high quality of basic food
items at reasonable, stable prices.

Luukko! has calculated that the total sum
of subsidies coming to agriculture is about 6.9
billion Fmk, and the gross revenues from
agriculture about 7.2 billion Fmk. Public
opinion and an increasing number of scholars
have begun to ask what an accepted ‘‘tolera-
ble cost’” of agriculture to the rest of society
would be. WanLrooOs (1986) has argued that
import barriers against worldmarket food
create a welfare loss of 15 000—20 000 Fmk
per Finnish consumer per year. Regardless of
the validity of such calculations, there is a
strong opinion towards separating the income,
social and production policies of agriculture.
A similar debate has been going on in Sweden
(BoLiN et al. 1984).

In examining the performance of the milk
marketing system, it is essential to base the
analysis on certain assumptions concerning
the following political questions:

(1) What is the accepted level of produc-
tion leading to food security in dairy
products?

(2) In what kinds of units and where
should production occur?

I Luukko, U. Presentation at the Scientific Society of
Finland on 23 March 1988 in Helsinki.
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(3) How much solidarity is there among
producers considering milk pricing?

In this study, it is assumed that the main
objectives are self-sufficiency in milk products
and maintaining the rural areas of the coun-
try populated by using dairy policy as a
means, and that total price discrimination in
the short run is not possible or acceptable.

4.3 CHARACTERISTICS AND
COORDINATION ISSUES

4.3.1 Dimensions of transactions

Fixed assets

At the milk producer level, three main com-
ponents can be considered: feeds, cattle and
the producer. As mentioned earlier, most of
the feed is produced on the farm. Grassland
is the most important source of feed, con-
sumed either as hay or as silage. The decision-
making period regarding field allocation for
feed is from 1 to 3 years. Because cattle feed
is a relatively well- marketable product, asset-
fixity is not very high, but on-farm produc-
tion is favored in governmental resolutions.
Hay may be considered the most critical ele-
ment of cattle feed.

Many fixed assets act as hindrances in milk
component coordination. The basic site-
specific problem in the Finnish dairy indus-
try is due to the country’s location in a climat-
ical area where the number of production al-
ternatives is very limited. In addition, the large
size of the country and its sparse population
causes regional differences regarding milk
production and consumption.

The consumed feeds affect the composition
of the milk produced. In Finnish climatical
conditions, the protein content of feed is the
limiting factor. Supplementary protein usually
has to be bought, thus providing an incentive
to the commercial feed industry to support de-
mands for higher milk protein.

Seeding grassland and pasture can be con-
sidered a dedicated asset decision, because
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field use is fixed for 2—3 years by the deci-
sion. The “‘lock-in’’ effect is strengthened by
the fact that the market for hay and silage is
not very developed, partly because of the dif-
ficulty of transporting these products.

In hay and silage making, there is an op-
portunity cost incurred by allocating a field
for hay production, usually for 3 years. Both
hay and silage making require specific equip-
ment whose exchange value is often lower than
their value in the purpose for which they were
acquired, i.e., feeding the farm’s own cattle.
Asset-fixity in the use of fields for alternative
production increases from south to north be-
cause of climatical circumstances. In the
northern most parts of Finland, the alterna-
tive to hay production is to produce nothing.

Investing in a cowshed and a feed storage
system is transaction-specific investment for
at least 15 years. The value of the investment
for alternative uses is low. When increasing
the number of cows in order to raise produc-
tion, the cowshed may be a limiting factor.
On the other hand, there are few incentives
to operate a cowshed below full capacity. The
special equipment in a cowshed is usually an
inseparable part of the building. Usually such
equipment becomes technically obsolete be-
fore becoming physically obsolete.

An important physical fixed asset at farm
ievel which affects milk composition is the
dairy cow. Cattle breeds and individual cows
have a relatively narrow scope for changing
the composition of milk. Still another speci-
ficity problem is caused by the fact that milk
and beef production are mostly combined in
Finland. Thus, cow breeds with the best com-
bined production capabilities are favored.
Breeding of cattle, e.g., to produce more pro-
tein in relation to fat, may take 15 years.

Dairy cows are the outcome of breeding of
particular features. Some properties may be
altered during a relatively short period, while
other may take a number of years. The new
embryo technique may shorten the breeding
time. Changes in dairy cows may be reflected
in new requirements regarding the buildings,
equipment, feeding patterns, etc. Dairy cow

breeders may also have fixed mental assets.
Also, if the size of a new cattle breed were to
differ significantly from the existing ones,
some physical fixities in cowsheds might oc-
cur. E.g., a bigger cow might not fit into the
existing parlors.

Farmers’ skills have traditionally been
geared towards maximal production quanti-
ty. Research, extension service and other or-
ganizations have also worked to increase pro-
duction. A high production rate has come to
mean the status of a good dairy farmer as a
result of various competitions. The skills need-
ed to attain maximal production are transac-
tion-specific mental investments. The profes-
sional knowledge of dairy farm operators is
an asset with very little value in alternative
uses. This may prove to be a hindrance in
bringing about the necessary changes in Finn-
ish agriculture.

Dairy farming requires morning and eve-
ning presence seven days a week throughout
the year. On most of dairy farms, alternative
uses for the time not spent in dairying has only
a limited value. The marginal extra hour in
the cowshed does not offer alternative uses,
which is an incentive for securing a full work-
load from dairy production.

Milk is transported from farms to dairies
by using specialized trucks that have practi-
callyno alternative uses. However, trucks con-
structed so that the half the space is occupied
by the milk collection tank and the other half
is reserved for product distribution are in use
in northern most Finland. As a highly perish-
able product, milk in its raw form is a prod-
uct open to opportunism in a similar way as
fixed assets.

Almost all dairy processing equipment af-
ter the reception terminalat the plant — with
the exception of packaging machines, etc. —
are transaction-specific. This is particularly
true in dairy operations with only a few pro-
duction lines. As the number of production
lines increases, there is a possibility to coor-
dinate the optimal allocation of processingca-
pacity by modifying the combination of pro-
duction lines used. There are some machines
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which, in a one production line operation, are
‘“‘special’’ but which can be converted into
““all-purpose’ machines in a dairy that has
several production lines, e.g. for cheese
products, butter, yoghurt and ice cream (OL-
LiLa 1987b). Most Finnish dairies are able to
adjust the combination of their processing
lines according to the current supply and de-
mand conditions. A dairy plant becomes tech-
nically obsolete in about 10 years.

At retail stores, there is usually a depart-
ment especially designed for dairy products.
There are also strict health regulations which
define the environmental conditions of the
department. Although the dairy product
department is specifically for dairy products,
items such as juices may compete for shelf
space. If such other products prove more
profitable, retail stores may have a disincen-
tive to offer more dairy product alternatives
to consumers.

It may be concluded that the most impor-
tant decisions concerning transaction-specific
assets affecting the quantity of milk produc-
tion are made at farm level. The cowshed and
equipment, and the farmer’s skills are perhaps
the most important factors causing asset-
fixity. A dairy cow’s asset-specificity depends
on the point of view of examination. The al-
ternative use for a dairy cow is meat produc-
tion, either through calf production or slaugh-
ter. Growing a dairy cow usually incurs an op-
portunity cost for the period from the meat
heifer to the beginning of milk production.

Uncertainty

The most significant source of uncertainty
in dairying is the weather. Weather conditions
have a significant impact on feed production.
Often the problems are due to a lack of water
in the spring, too much rain during the hay
making season, and early frosts and too much
rain again in the fall. Since the growing sea-
son is short, there is no time to lose in wait-
ing for good weather. Changing weather con-
ditions also have an effect on milk composi-
tion to a certain extent. E.g., the Market Re-
search Institute of Pellervo Society (PSM)
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reported that the rainy summer in 1987
lowered the protein level of milk. Even thun-
derstorms are said to influence the protein
content of milk.

Uncertain weather conditions have forced
Finnish farmers to mechanize the farms over
the level otherwise needed. The short work
peaks in the summer have also prevented the
joint use of farm machinery by several farm-
ers. When the fields get wet, the heavy ma-
chinery becomes a problem.

Other sources of uncertainty at farm level
include cow diseases, contamination of milk,
damage to equipment and buildings caused by
cold weather, difficulties in feed transporta-
tion, etc.

Uncertainty regarding milk quantity is
mostly a long-term question. Weather affects
the amount of milk produced, but the effect
is indirect through the quantity and quality of
feed production. PSM has attempted to de-
termine the dependency between weather con-
ditions and milk quantity, but without much
success. It is easier to predict the production
of an individual cow. On the other hand, the
decisions made by farmers are unpredictable,
since weather conditions seem to affect their
mental state in a different way at different
times. After the bad year in 1981, the num-
ber of dairy cows did not considerably de-
crease, whereas after another bad year in 1987
there was a decline due to more slaughter dec-
sions.

As will be presented in the section dealing
with standard operating procedures, liquid
milk consumption is given priority as com-
pared to other dairy products in decisions con-
cerning processing allocation. In practice, Va-
lio coordinates the supply so that the less milk
is available, the farther north the haulage area
is extended from where liquid milk is trans-
ported to the southern consumption centers.
In the unforeseeably bad crop year 1987, e.g.,
liquid milk was hauled to the south from ex-
tra ordinarily far up north. Thus, if produc-
tion declines, the supply of liquid milk for
consumption is secured as far as possible. Ac-
cording to the managing director of Valio, af-
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ter 1987 there has been some shortage of
medium-aged Emmental cheese. If the situa-
tion becomes worse, the import of some spe-
cial cheeses will be increased (Haka 1988).

A farmer’s decisions after an abnormal year
may have at least two side effects. If the
farmer decides to continue dairy production
at the previous level, the off-farm feed sup-
ply plays an important role. If the farmer de-
cides to alter the size of his herd, this will af-
fect the beef market.

It seems that in the present situation the un-
certainty in dairy production is so low that it
may prevent producers from shifting to an al-
ternative source of livelihood which usually in-
volves more risk. The largest source of short-
run uncertainty is at the consumption end.
Even these uncertainties are usually a longer-
term than daily ones. ‘‘Negative uncertainty’’,
or risk aversion, may play an important role
in dairy production exit decisions. The risk of
feeling useless seems to be an important fac-
tor which delays retirement decisions (OLLILA
1986b). The secureness of living in a tradition-
al fashion according to a regular daily times
chedule appears to be a better alternative than
moving from the farm to an apartment house
or a home for the aged.

The most significant source of uncertainty
in the coordination of the supply and demand
of milk components is in demand. There is un-
certainty both about the consistency of the
present supply with demand as well as about
future demand. Where alternatives are few,
it is hard to appraise the consistency of the
present supply with potential demand (few exit
options). A change in preferences, in turn,
causes difficulties in production factors that
cannot be changed rapidly.

Uncertainty concerning the supply of milk
in unexpected circumstances has resulted in
wide public action to secure the availability of
milk. As mentioned above, the principle of
self-sufficiency as it is understood in Finland
has its origins in the experiences of uncertainty
during World War II.

Dairy products have become farther
processed, more complex and more distinctly

targeted to certain groups and uses. Along
with the ‘‘specialization’” of a product, its sus-
ceptibility to changes in preference or markets
has increased. Uncertainty concerning the via-
bility of investments in new-product develop-
ment in the changing demand conditions has
increased (GALBRAITH 1967, Ch. II).

At the present technology neither the deliv-
ery system nor the retailing industry seem to
have sources of uncertainty to an extent com-
parable to the upstream stages.

Frequency

Frequencies of production and transactions
of the main components of milk production
are presented in Table 4-2.

Table 4-2: Frequencies of production and transactions
of main components of milk production.

Component Production Transaction
period period

Feed 1—3 times/year 2 times/day

Cows 1 year S years

Milk 2 times/day 3 times/week

The inconsistency between feed production
and consumption can be corrected by storing.
Feed grain may be stored by feed mixing com-
panies, but hay and silage are mainly stored
on farms. Perishability may be a problem es-
pecially as regards silage.

Cows calve once a year. A dairy cow may
produce 4 calves before slaughter at 5—6
years’ age. The new calves are either kept to
be raised into dairy cows, raised for beef, or
sold to another farm specialized in raising
either beef or dairy heifers. Almost all the beef
in Finland is a side product of milk produc-
tion.

Dairy cows require milking preferably twice
a day. Due to modern storage techniques,
hauling the milk to the dairy three times a
week is enough.

The contracts negotiated between farmers
and dairies are often informal, as mentioned
earlier. A contract is usually continuous and
cannot be terminated by the dairy plant ex-
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cept for reasons related to inferior milk qual-
ity. If milk delivery contracts could be termi-
nated by the dairy cooperative, the contracts
of non-members would probably be the first
to be discontinued.

The most important contracts in dairy
plants affecting milk quantity are the labor
contracts negotiated between labor unions and
dairy plants usually for one year at a time.
Sometimes longer agreements can be reached.

The quantity of liquid milk delivered to re-
tail stores is handled by a so-called ‘‘base or-
dering’’ system. In order to economize the
transaction costs of ordering milk, the retail
stores only announce any changes in their base
orders calculated from past monthly, weekly
and daily sales. The order, or the confirma-
tion of the base order, is made on every work-
ing day for the following day, in the largest
cities two times a day. Although the base or-
der system reduces transaction costs, it is not
considered a very market-oriented method.
There are signs of moving back to the regular
ordering system in order to improve the con-
tacts and flow of information between the
sales personnel of the dairy cooperatives and
the retail stores.

Solid dairy products are ordered to retail
stores two or three times a week. The deliver-
ies are conducted by the regional sales offices
of Valio. These offices are mostly situated
within the premises of the local dairy cooper-
ative. Thus, in reality, either Valio or the lo-
cal dairy may be the distributor.

The frequencies in shopping vary accord-
ing to the perishability and bulkiness of the
dairy products. The consumption of liquid
milk may be three times a day while some
specialty products may be consumed occasion-
ally.

Property rights/externalities

The present structure of property rights
makes agriculture a special case among eco-
nomic activities. While society has been able
to induce some tasks such as rural settlement
and food security to agriculture, agriculture
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has been able to shift some production costs
to society.

In the past 30—40 years, agriculture has
been a major means of affecting structural
changes in Finland. Agriculture, of which
dairy production accounts for more than a
half, has been used to respond to the prob-
lems of the settlement policy and social poli-
cy, and to maintain a ‘‘base population’ in
the rural areas. These external goals for the
dairy industry have had a strong impact on
its performance from the point of view of pro-
duction.

When Finnish dairy production meets with
difficulties, society bears a part of the cost.
The highest external cost falls on the rest of
the rural population. E.g., because of de-
creased profitability of dairy production the
rural communities will have to give up some
of their tax income. Decreased purchasing
power will narrow the market for services and
goods, which will again be reflected as a de-
crease in tax income and may act as an incen-
tive to move away from the community.

External goals have been an important fac-
tor in raising the public support to agriculture.
Milk surplus export subsidies are now about
1.90 Fmk per exported liter of milk, totaling
1500 million Fmk per year. There is an in-
creasing public pressure against subsidies at
the present level.

Society is also restricting the property rights
of a farmer to use his property. Costs formerly
thought of as externalities such as possible
pollution caused by pressing silage water, may
come to be reconsidered as a cost to dairy pro-
duction. The extension of product responsi-
bility (pollution, herbicides, etc.) to producer
level is being considered (Anon.1988g). A de-
bate regarding the right of animals to have an
outdoor yard to move around in has been
strong lately; e.g. in Sweden, it has led to le-
gal action.

The effect of other markets on the dairy
market can be considered an externality. The
most influential for dairy production is the
beef market. The prevailing combined produc-
tion of milk and beef determines the cow
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breed used. In the winter of 1988, there was
a shortage of beef on the market because
farmers were waiting for governmental deci-
sions about restrictions on milk production,
and were not willing to sell their cows to the
slaughterhouses before they knew the results.

The individual farm milk quota periods end
at the end of December. This means that milk-
ing cut offs for producers close to the quota
are possible and are relatively easy to imple-
ment through feeding. The decline in milk
production in December, which most proba-
bly affects production in January as well, con-
tributes to the sharpening of seasonal varia-
tion in production. From the point of view of
seasonal balancing, the quota period should
end, e.g., at the end of July instead of Decem-
ber.

Another important pressure comes from in-
ternational trade. Negotiations in GATT, and
among EFTA and the European Communi-
ty, may result in the supply of foreign dairy
products to Finland, which has so far re-
mained in a relatively well-protected position
against international competition. The effect
of the world market is becoming stronger
along with the increase in the processing rate
of dairy products.

4.3.2 Structure

Market structure

The relevant elements of the market struc-
ture depend on the market issue to be analyzed
(Caves 1982). Vertical and horizontal physi-
cal structure, product characteristics, barriers
to entry and properties of demand will be con-
sidered here.

The vertical structure of dairy subsector
may be briefly explained as follows. Dairy
production, which takes place almost entire-
ly on family farms, is mostly integrated for-
ward to dairy processing cooperatives. Trans-
portation from the farms and between/from
the dairies is conducted by contracted truck-
ers and also partly (20—25 per cent) by trucks
owned by the cooperatives. The dairy cooper-

atives are horizontally integrated in tasks such
as the marketing of other than liquid products
where the marketing has been given to the cen-
tralized marketing body (hierarchical decom-
position). Liquid dairy products are sold to
retail stores and to large-scale kitchens directly
by the dairy cooperatives. Marketing of all the
other products is conducted by Valio and its
regional offices. Valio also takes care of the
export of dairy products.

Number, size and ownership of buyers and
sellers

Milk is produced on about 59 000 farms,
almost all of them family farms. These farms
had 599 100 dairy cows in January 1987, of
which 76 per cent were Ayrshires, 19 per cent
Friesian, and the rest mostly domestic local
breeds. An average dairy farmenterprise had
about 10 milking cows, 3.5 heifers and 9.5
calves (Anon. 1989).

While in 1960 there were about 250 000
milk producers, their number has dropped
down to one-fifth during the last 25 years. The
decline in dairy farm number has been shar-
pest in southern coastal Finland (of the num-
ber of dairy farms in 1960 only 12 per cent
were left in 1985) and slowest in northern Fin-
land (34 per cent left) (Ruska 1988).

The regional development in the quantities
of milk received by the dairies during
1981—86 is presented in Figure 4-4. It can be
observed that the quantity received by the
dairies has decreased in the south and west,
remained steady in the east, but increased in
the north.

The organization of the dairy marketing
system including the number of buyers and
sellers is presented in Figure 4-5.

Valio’s milk collection system consisted in
August 1986 of 285 trucker entrepreneurs and
148 milk trucks owned by dairy plants. The
amount of milk hauled by the independent
truckers was much larger than the proportion
of trucks owned by them would indicate. A
significant number of the cooperatives’ trucks
are stand-by vehicles.
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Figure 4-4: Milk delivered by regions 1981—86. Source: Anon. 1987a.

Up to the 1950’s there were more than 450
dairy processing plants in Finland. In that era
of village and local dairies, the plants were
small. The average number of producers per
dairy was below 200. Total milk production
was lower than at present, and only about 40
per cent was delivered to the dairies. The de-
cline in the number of dairy plants began al-
ready in the 1930’s, whereas the number of
milk producers started to decline about 30
years later. Between 1960 and 1986, the num-
ber of dairy farms dropped down to a fourth
and the number of dairy plants to one half of
their previous number.

In 1986, there were less than 150 dairy
plants left in Finland (OrriLa 1987b). Of
these, 122 were members of Valio, 11 were
members of the corresponding Swedish-lan-
guage dairy cooperative organization Enighet-
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en, and the rest were either other cooperatives
or companies. Most of those belonging to the
two latter groups are relatively small and lo-
cated in south coastal Finland. Up to the
1970’s, also the consumers’ cooperative move-
ment had dairy processing plants.

The central organization of dairy coopera-
tives, Valio, was originally founded in 1905
as a butter export organization of the Finn-
ish local dairy cooperatives. Up to the pres-
ent time the influence of Valio has increased
radically. As mentioned earlier, Valio has the
main responsibility for coordinating local and
regional dairy processing as well as for mar-
keting all the other dairy products except lig-
uid milk products. Valio’s activities cover oth-
er fields as well such as prepared foods, fish
industry, export of dairy process engineering,
etc.
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Figure 4-5: Vertical structure and number of units in the dairy marketing system in Finland in 1986.

In 1987, 60 of Valio’s dairies had process-
ing lines, while 25 dairies delivered their milk
directly to the central plants for processing.
The initial idea for central processing plants
as a form of a federated system was in-
troduced already in the 1950’s. Thereis a cen-
tral processing plant, e.g., in Ostrobothnia in
western Finland founded by 40 local dairy
cooperatives. At present, about one half of the
total milk processing in Finland occurs in five
central processing plants, a feature that is
unique in Scandinavia.

The division of dairy plants into categories
by size is presented in Figure 4-6. It may be
noted that the 10 largest dairy plants receive

one-third and the 20 largest about half of all
milk.

Valio’s member dairy cooperatives collect
92 per cent of the milk processed in Finland.
Its dairy plants also process the majority of

~ the milk. Valio’s market share islarge in price-

regulated product categories such as liquid
milk, butter milk and butter, but in non-
regulated product categories such as yoghurt
and ice cream the market share is considera-
bly smaller. In 1987, apart from Valio, there
were six large-scale cheese manufacturers an
deight importers of cheese, among them all the
major retail chains. Ice cream was produced
by nine important manufacturers, of which
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Figure 4-6: Division of Finnish dairy plants into size categories according to reception of raw milk (4.3 %o fat).

Source: Anon. 1987a.

two had international joint-venture licence
manufacturing. Yoghurt was produced by
four different companies.

Table 4-3 shows that the most important ac-
tivities of milk processing have been concen-
trated during the last 25 years. The most rap-
id change has taken place in butter making,
where the number of units producing 80 per
cent of Valio’s butter has declined into one
quarter as compared to 1963. The number of
units producing 80 per cent of the liquid milk
has dropped to a half. In cheese and milk
powder manufacturing, the relative concen-
tration has been smaller. It can be assumed

Table 4-3: Number of dairy plants conducting 80 per
cent of selected activities of Valio in 1963,
1974, 1979 and 1984.
Source: Anon. 1987a.

Activity 80 per cent of production

1979 1984

1963 1974

104 68 62 57
117 44 30 27

Milk reception
Butter making

that the scale economies in cheese making are
smaller than in butter and liquid milk produc-
tion. The scale economies of milk powder
making were probably already visible in the
1960’s. It can be generally concluded that, in
line with the proportion of milk received, 80
per cent of milk processing activities in Fin-
land occur in the 20 largest dairy plants.

Valio’s four regional sales offices conduct
the regional marketing of butter, cheeses, etc.
The offices work in close cooperation with the
dairy plants located close by. Retail stores sell
about 70 per cent of the total value of dairy
products. Large-scale kitchens account for
about 20 per cent, and the food industry for
the remaining 10 per cent.

Product differentiation

Although raw milk differs to a certain ex-
tent in composition and hygienic quality, in-
tentional differentiation of raw milk general-
ly does not exist. If the hygienic standards are
met, the dairies do not make difference from
what milk they process whatever products they

Cheese making 25 13 13 13 :

Milk powder making 7 7 7 7 need.

Manufacture of liquid Along with a higher processing rate, prod-
1 1 . T . ‘

products 28 18 > > uct differentiation increases, but still depends
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very much on the product. In liquid milks,
e.g., there are not many ‘‘real’’ brands. Va-
lio launches 60—70 new products yearly. Ac-
cording to the new-product development
department, some 15—20 are really new
products, while the others arerather variations
of old products. About 50 per cent of the var-
iations and about 70 per cent of the new
products are reported to be successful.

Entry barriers

Barriers to entry have generally been con-
sidered as an important element of market
structure. The high cost of entering the mar-
ket prevents potential rivals from competing,
and allows the firms already in the market to
enjoy a somewhat protected existence and cre-
ate monopoly profits. At farm level, there are
both legal and economic barriers to entry. De-
spite the permit and quota issues, starting
dairy production ‘‘from scratch’’ requires a
considerable investment in buildings, machin-
ery, animals, feed production and skills. In the
present situation, new entrants into dairy pro-
duction are rare.

Cooperative dairies collect 97 per cent of all
raw milk (92 percent by Valio, 5 per cent by
Enigheten). According to PSM, 88 per cent
of the dairy producers are members of a dairy
cooperative. Thus, the cooperative central or-
ganizations control the collection of milk from
the farms almost completely. It is very diffi-
cult to start a new processing operation with-
out obtaining milk from the cooperative dairy
system running a national collection network.
Who controls collecting, also controls process-
ing.

Entry into the manufacturing of a certain
dairy product has been easier than entering in-
to milk collection and basic processing. E.g.,
in the production of ice cream, yoghurt and
dairy fudge, there are several other firms in
the market besides Valio. Their problem is
that dairy cooperatives control the supply of
raw milk. Inthe cheese industry, imports form
a significant part, although in relatively mar-
ginal, special products. These imports are an

administrative decision to a great extent, based
on reciprocal cheese trade.

Barriers for entry into the milk retailing
business are, in many production lines, very
high as well. For liquid dairy products there
are licencing and sanitary regulations, which
prevent new forms of dairy retailing from get-
ting started. The retail industry is very con-
centrated, and new entrants outside the four
leading organizations run the risk of becom-
ing acquired by one of them.?

Growth rate of demand

The total domestic demand for milk
products has been negative since the end of
the 1960’s. This issue will be discussed in more
detail in Chapter 6.

Explanation of existing market structure

The structure of the Finnish dairy subsec-
tor is characterized by small production units
and producer cooperatives with centralized
control of processing. The reasons for this
structure are, to a great extent, biological and
historical. TRC may help to explain a large
part of the remaining reasons.

The sparse population has made the ex-
change of perishable items costly, and self-
sufficiency has therefore been more common
than, e.g., in Central Europe. Still 40—50
years ago, the level of agricultural technolo-
gy was such that farms having less than 10
hectares of arable land and two milking cows
could provide full-time work for a farmer
family with low exchange and income require-
ments. Small, hilly fields did not favor the use
of large machinery, either. The survival of the
small farms in Finland for so long is partly
explained by their forests, which provided ad-
ditional income. As mentioned in chapter 4.1,
the settlement of the Karelian refugees dur-
ing World War II had a significant effect on
the overall structure of Finnish dairy farms by

3 A regional chain, Valintatalo, was bought by a
regional consumer cooperative, Elanto (E), in 1986 and
another chain, Alepa, by a national cooperative, SOK,
in 1988. There is no significant retail business outside the
four major chains in Finland, namely E, SOK, K and T.
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increasing their number while reducing their
average size.

Why are Finnish farms predominantly fam-
ily farms? TRC provides a partial explanation.
The weather conditions are so extreme that no
mistakes in farming can be allowed. E.g., the
results of shirking in seeding are not visible
until after it is too late to make corrections.
Family members, who also have to bear the
costs of careless work, are more reliable. The
uncertainty of the weather conditions creates
sharp peak loads of work, which may be too
demanding for outside workers to commit
themselves.

Uncertainty regarding the weather com-
bined with transaction-specific assets such as
dairy cows explains why feed growing and
milk production are carried out within the
same unit. By doing this, the feed supply can
be secured.® In calf breeding there are no
such uncertainties or transaction-specific
(dedicated) assets. There is, thus, a tendency
to increase the number of specialized calf
growers, but here the sales tax raises the trans-
action costs.

The frequency of transactions needed for
milk sales has caused the development of a
special arrangement which decrease the trans-
action costs of selling milk. Because of the
asset-fixity (perishability) of the product,
cooperatives have been suitable to solve the
problem.

There are clear reasons for why the dairy
cooperative structure evolved. Highly trans-
action-specific assets existed on both the
producer’s and the processor’s side which had
to be secured, i.e., the cowshed, dairy cows
and highly perishable milk on one side, and
the special machinery and need for a frequent

4 GiLert and Akor (1988) found the same to be true
in examining the differences in the dairy farm structures
in Wisconsin and California, USA. In Wisconsin, cow
sheds are much more transaction-specific than the open
shelters which are sufficient in California (p. 64). The un-
certainty regarding the feed supply is also greater in Wis-
consin. Most of their sociological findingsregarding farm
structures can be explained by TRC. Compared to Califor-
nia and Wisconsin, there is still another step to Finnish
conditions.
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supply of high-quality raw material on the
other. Why not combine the two into a single
firm? First, the economies of scale are differ-
ent, especially in Finland because of the small
producer unit size. Secondly, the required
skills are different. Thirdly, the site-specificity
requirements combined, e.g., with monitor-
ing problems are different. In addition to this,
there are no significant externalities caused by
other dairy producers (except the contamina-
tion problem). Thus, there are several features
supporting the establishment of a producer
cooperative rather than either a private com-
pany or an integrated firm. The absence of
homogeneous preferences may be a partial ex-
planation for why consumer cooperatives have
not succeeded in the dairy business.

As mentioned above, Valio was originally
founded to decrease the transaction costs of
butter exports. Also the preservation of but-
ter quality played an important role. When
structural change widened the geographical
distance between producers and consumers,
Valio’s role as a coordinating institution be-
tween supply and demand became more im-
portant. The vertically integrated system of
milk production and processing with transac-
tion-specific assets was able to utilize a joint
marketing system to secure the market and the
product quality. The property rights for the
fixed assets could be extended to a stage in
which either the asset-fixity decreased because
of transformation into a more storable form
or in which externalities could not spoil the
product anymore. This explains the difference
in the marketing system for liquid products
and for other dairy products. The hierarchi-
cal decomposition of special tasks such as re-
search and sales promotion evidently reduces
the transaction costs, simultaneously provid-
ing the shift of power up to the level where
bargaining with the government occurs.

After reception at a plant, the perishability
of raw milk decreases as does the need for the
cooperative. Especially with less perishable
products such as ice cream, markets can be
found between the basic collecting and further
processing. With perishable (and bulky)



products such as liquid milk, direct delivery
reduces the transaction cost compared to the
more centralized system. The uncertainty
regarding temporary fluctuations in milk pro-
duction has been reduced because Valio has
been given the authority to control the inter-
dairy milk supply.

Since domestic marketing activities and
responsibility for domestic sales has also been
shifted mainly to Valio, centralized planning
and control has had a natural ground to grow
in. The increased and continually more com-
plexinvolvement of the state in the dairy mar-
keting system has made it important to have
a centralized body to negotiate with the state
administrators (hierarchical decomposition).

Valio’s role in the dairy marketing system
is also emphasized because of external factors.
The state sees Valio as an established organi-
zation that can be used to exercise govern-
mental policy programs. The farmers’ union,
which has taken over the role of interest group
from cooperatives, has identical interests with
the government to utilize Valio as an institu-
tion controlling the information flow from top
to down.?

In the era of local dairy cooperatives,
producers took care of the transport of milk
to the dairies. Along with the truck collecting
system, this become less common, but still
producers took their milk cans to milk collect-
ing stands by the main roads. Nowadays milk
is mainly hauled from the farmyards. The risk
regarding transport, e.g. snow storms, has
been transferred from the producers to the
truckers. The economies of scale in transport
have also created problems. The costs of ex-
ternalities caused by poor sanitation or bad
weather to other producers have created the
need for rules to avoid these problems.

Although milk trucks are relatively special-
ized investments, they are not site-specific. .
Neither the farmers nor the cooperative can

¥ See OrLia (1985) or Roknort (1982) for further dis-
cussionon the roles of federated cooperatives, farmers’
unions and the government.

% The situation is very similar to the airplane example
presented by BaunoL et al. (1982).

act opportunistically towards truck en-
trepreneurs. On the other hand, neither farm-
ers nor cooperatives feel uncertain about not
getting the milk collected because of the high
frequency of this activity. Milk trucks cannot
be easily used for other kinds of transport
while they are hauling milk. There are no ex-
plicit reasons for why the market could not
take care of total milk collection. However,
dairy plants have retained a part of the trans-
portation activities to secure competition. Pri-
vate truckers have to be licenced, which in-
creases their entry barriers.

Since the preferences of producers and the
nature of consumption have up to present time
been relatively homogeneous, the centralized
control system has reduced the transaction
costs. At present it seems that preferences on
both sides are be coming mere heterogeneous.
The interests of northern vs. southern, old vs.
young, enlarging vs. quitting producers, as
well as of different consumer groups, are var-
ied and even conflicting. This increases the
pressure against centralized and relatively in-
flexible organizations.

The highly centralized whole sale and retail
system, which is not uncommon, e.g., in the
Scandinavian countries, has its origins in the
beginning of this century. Similar to the mar-
ket situation of agricultural producers, the
performance of the market at the other levels
was not very good, either. The four major re-
tail chains all have their origins in some form
of collective bargaining. Two of them are
cooperatives: the SOK organization has its ori-
gins with the rural population and the E or-
ganization with the urban labor population.
The K organization is the outcome of the ver-
tical integration of shopkeepers into wholesal-
ing to improve their bargaining position to-
wards the processing industry. The T organi-
zation was founded by small local wholesale
firms, which have now become local retailers
leaving the whole sale activities to the group’s
regional centers. Although not called cooper-
atives, both the K and T organizations have
so many features in common with coopera-
tives that in countries where the definition of
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a cooperative is less strict, they would proba-
bly be referred to as cooperatives as well. The
need for counter power on both sides —
processing and retailing — has supported the
centralization of these tasks.

The possibility to reduce the transaction
costs of product management, assortment cre-
ation and communication, combined with the
reduction of the costs of transportation, stor-
age, billing, advertising, etc., and the chance
to act as a counter power to the centralized
food industry, have supported the current
retailing system in Finland. Along with in-
creased competition, the chains have tightened
their internal relations and reduced the com-
petition between shops within the same or-
ganization. This has shifted the control power
upwards in the organizations. The current de-
velopment has been unfavorable for the
cooperative chains, E and SOK, whose mem-
bers’ preferences have been too varied to be
used as guidelines in organizational planning.
The decision-making power has shifted to the
professional management and experts also in
the cooperative retail organizations.

Rural retail services have experienced more
difficulties than the urban retail stores. There
has been an asset-fixity problem related to old
facilities with no alternative uses and no sal-
vage value. As a result, the rural retail serv-
Ices have not been able to readjust their ac-
tivities according to the current situation. Al-
so0 a free-rider problem with customers using
urban retail services is causing a market fail-
ure of interests in having retail services in ru-
ral areas as well. Rural retail shops have had
special difficulties in securing the supply of
such perishable products as liquid milk or
vegetables.

Trading structure

Most dairy farmers still join a dairy cooper-
ative when they begin operations, although
even an oral contract would be sufficient. Up
to the present time, all of the dairies have been
interested in receiving more milk in order to
increase their utilization rate. A cooperative
cannot limit the -quantity of milk produced
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and received, as long as it fulfills the quality
requirements.” It is not customary for a dairy
cooperative to restrict the quantity produced
by non-members, either.

A way of coordinating the quantities of
milk delivered to the dairies is by deliveries
from one dairy cooperative to another. As a
matter of fact, a major portion of the total
milk quantity is covered by inter/dairy agree-
ments. Central processing plants, which proc-
ess 60 per cent of all the milk, get more than
half of their raw milk from local member
dairy cooperatives in accordance with such
contracts. These are long-term agreements
with a notice period of at least one year. Va-
lio has the authority to direct the flow of milk
and to give instructions for the coordination
of the desired milk quantities in various parts
of the country.

The principle of equal treatment has tradi-
tionally been taken very literally in Finnish
cooperatives. It has had a significant effect on
the operation of the dairy marketing system.
Among the impacts of this principle are that:
(1) farm location does not affect the transpor-
tation costs, (2) all get the same service in-
dependent of their needs, and (3) it provides
asystem for leveling of f the differences in the
efficiencies of the dairy plants. Because of a
lack of data for how to define “‘service at
cost’’, this principle decreased the transaction
costs of earlier, possibly unequal practices.

The first of these impacts can be proved
questionable from the point of view of general
allocative efficiency by using the neoclassical
type of analysis presented in Exhibit 1. From
the viewpoint of regional policy it can, how-
ever, be defended. It is somewhat surprising
that the milk producers situated close to a
dairy plant, who support the more remotely
located members, have accepted this situation
without complaint. It can be argued that this
kind of practice is against the cooperative
principle of serving the members on an at-cost
basis.

7 The inability to restrict the quantity is why a cooper-
ative cannot acquire monopoly profits in the sense that
the neoclassical economic theory defines them.
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Same service to all members independent of
their needs is widely practiced in dairy cooper-
atives, but has its weak points. Let us suppose
that a dairy cooperative decides to order a
professional magazine as a service to all its
members and that the magazine costs 200 Fmk
per year. Dividing the total cost of the maga-
zines by the quantity of milk received by the
cooperative, gives a cost of, say, 0.28 p per
liter. The smallest producer of the coopera-
tive delivers 12 000liters per year to the dairy,
the average producer 70 000 liters, and the
largest 250 000 liters. For the smallest pro-
ducer, the magazine costs 34.28 Fmk and for
the largest 714.27 Fmk. The largest producer
could question why he has to pay 714 Fmk for
ordering a magazine he can buy directly at a
price of 200 Fmk.

Several debates have sprung up when Va-
lio has commanded that a profitable product
be removed from the product assortment of
one dairy and given to another, saying that
it is more needed by the latter in order to im-
plement the equal treatment of dairy farmers
throughout the country. Valio has defended
this practice by stating that the contribution
of the local dairy in the development of the
profitable product has been negligible, and
that, therefore, it has no claim to the prod-
uct. These production shifts have, however,
led to frustration in some local dairies. It can
be assumed that this has had an effect on lo-
cal commitment.

If we think of the principle of equal treat-
ment from the viewpoint of asset-specificity,
it really decreased transaction costs in earlier
times. The membership in the village dairies
was homogeneous, and even members not
present in meetings could be relatively happy
with what ever the decision was. Site-
specificity was not a problem since most of
the producers themselves hauled the milk to
the dairies. When hauling from alongside the
main road routes was adopted, the risk of in-
accessibility due to bad weather conditions be-
tween the main road and the farms remained
with the farmers. The difficulties of calculat-
ing the true transportation costs was avoided

by including them in the cooperative’s over-
head costs.

Now that local dairies are being closed
down and centralization has increased, negoti-
ations of mergers would be difficult if it would
mean that the transport costs of local mem-
bers would grow — assuming that transport
fees were to be charged according to the ac-
tual costs. When mergers have occurred and
the membership has become more heter-
ogenous, the principle of equal treatment has
succeeded in keeping the transaction costs be-
tween members and the dairy cooperative
down. Monitoring costs are also low, and
there is no need to spend time in acquiring in-
formation about the services offered to the
other members.

Valio’s authority to control milk flows and
product allocation increases the asset utiliza-
tion rate of transaction-specific assets. Cen-
tralized control also reduces the uncertainty
involved in getting the perishable (time-spe-
cific) products converted into a less perisha-
ble form. Moreover, it decreases the transac-
tion costs caused by the trade of raw milk be-
tween dairies. The function of planning has
become more important. Compared to a sit-
uation in which the behavior of both dairy
farmers and processing plants were free and
unexpected, the authority of Valio to coor-
dinate the flow of output from the farms and
the dairies decreases the transaction costs of
both. It would be costly for the farmers and
the dairies to monitor the daily market situa-
tion. Valio’s product flow coordination
authority combined with the equal treatment
principle can be seen as a way of reducing the
dairy processing costs also fromthe technical
point of view.

The present practice, where the dairy mar-
keting system assumes responsibility for dairy
product supply, can be easily understood by
thinking about the site-specificity of milk pro-
duction. E.g., the transport of liquid milk
from Central Europe would be very costly be-
cause of its bulk and high perishability. Milk
is also a ‘‘transaction-specific asset’’ for ba-
bies and, e.g. considering its calcium compo-
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nent, for almost all. Experience in World War
IT taught the Finns that uncertainty in milk
supply can occur. Giving the responsibility for
an ensured milk supply to the main existing
marketing system decreases the transaction
costs. Valio, the dairy cooperatives and their
members have supported this practice, be-
cause it has also helped to secure dairy pro-
duction. The transaction costs of the high-
frequency daily deliveries of liquid milk to re-
tail shops have been reduced by allowing the
regional organizations to take care of them
directly, instead of using the central organi-
zation.

Legal structure

There is a number of legal arrangements
governing the supply of milk. Among the
most important are the farm income law
(444/84), systems restricting milk production,
and other statutes affecting the milk supply.
Because the legal structure has been described
by SALONEN (1989), KoLa (1989) and Anon.
(1985, 1987e. and 1987f) in detail, it is not
necessary to discuss it again here.

The farm income system deals with produc-
er incomes from dairy production. In addition
to income from milk sales, dairy farmers get
income from beef and from governmental
subsidies. The support is paid according to the
farm field area (VNp 342/86), the number of
cows (VNp 433/86) and the region where the
farm is located. Also extra production sup-
ports and price systems exist. In general it may
be observed that the smaller the farmer is and
the more remote the area where he lives, the
larger the support he gets.® The farm income
law defines the maximum limit for dairy pro-
duction. The government pays the cost of ex-
port of surpluses up to this limit. If produc-
tion is higher, farmers pay the extra export
cost collectively. The fee is collected in fer-
tilizer and feed taxes, and as marketing fees.

& In 1986, production support according to quantity
was 23.5 p per liter up to 30 000 liters per year, 12 p per
liter between 30 000 and 150 000 liters per year, and nil
above that. Production support according to farm loca-
tion was 0—63 p per liter.

200

The milk export marketing fee was 5.5 p per
liter in 1986. The northernmost and remotest
areas are exempted from this fee.

There is also a production quota for each
dairy farm. The above-quota fee is equal to
the difference between the domestic and the
world market milk price. In 1986 the fee was
206 p per liter. The quota is not transferable
or saleable. Although producers have an in-
centive to produce up to the quota level, only
77 per cent of the quota is met by an average
herd (RyokAs 1988).

The government pays a transport subsidy
of about 2 p per liter to the dairies. This has
relevance for the milk supply because it allows
dairies to collect milk from all the producers
independent of their distance from the dairy
plant. Transport subsidies have been includ-
ed in the state budget since 1943. They were
originally issued to promote milk collection
from remote areas with a sparse population
and bad road conditions. Since 1979, trans-
port support has been paid to all the dairies.

The content of milk components in many
dairy products is controlled, e.g., the fat con-
tent of all dairy products. It is also notewor-
thy that there are regulations for the content
of other solids in liquid dairy products.

The legal structure of the Finnish dairy mar-
keting system can be explained by the histori-
cal development of Finnish society. Finland’s
rapid transition from a rural into a modern
society has placed agricultural production in
a special position. In the 1940’s, legislation
supported a fast increase in post-war produc-
tion. It was easy to continue this policy into
the 1950’s and 1960’s because of the strong
political power of the agricultural population.

When corrections to the legislation were
made, the transaction costs of adding a cor-
recting regulation to the existing system were
lower than those of changing the basis of the
entire system. Basic changes to rules always
cause difficulties, which are a function of
physical or mental transaction-specific assets
(e.g., an acquired advantage or position). Un-
certainty increases as well. The actors have
learned to live with the existing system, and



the learning process with the new system may
take a long time.” As a result, the transaction
costs of adding something seem to be lower
than the costs of taking something away.

The entire agricultural policy has been con-
sidered a “‘transaction specific asset’”” of a few
specialists and administrators, and the rest of
society has regarded agriculture as a special
field of the economy and policy up till the
present time. The first ‘‘attacks’” from the
outside — such as by researchers close to the
labor movement (Anon. 1986a) — have been
relatively easy to defend because the attack-
ers have lacked a sufficient understanding of
the basic circumstances of agricultural pro-
duction and governance culture. This is part-
ly due to the development of an ‘‘idiosyncratic
relation”” (WILLIAMSON 1979) within the
agricultural governance system, with a special-
ized language and accepted values. The situ-
ation has also prevented externalities such as
the goals of the rest of society to interfere with
agricultural policy, except for common goals
such as food security.

4.3.3 Conduct

Actors

The main “‘direct’” actors in the milk mar-
keting system are the milk producers, their
families and organizations, dairy cooperatives
including their management,
trustees and personnel,' retail stores and
their organizations, and consumers. The
government plays an important role in each
transaction. Among other actors are COW
breeders, the feed industry, the beef subsec-
tor, truckers, and consumer organizations.

To simplify it could be stated that the main
objective of the milk producers is to maximize
the revenue from their dairy operation to the
producer household. However, other objec-
tives can also be found. A sufficient amount
of work, but not too much and without high

members,

9 This whole set of problems can now be easily ob-
served in the discussion about the taxation system reform
presently under way in Finland.

10 This categorization is drawn from PusTorr (1982).

peak loads, may be the mutual aim of a dairy
producer family. A large-scale operation or
high-yield cows may also act as a status sym-
bol.

Dairy farmers may have differing targets as
to the amount of milk produced, depending
on their opportunity sets. The joint opinion
voiced through farmers’ organizations may
not correspond to individual objectives, since
it is affected by the opinions of other mem-
bers such as feed farmers and dairy calf
producers.

The objective of a dairy cooperative, to put
it simply, is to maximize the members’ milk
producer price." Cooperative coalition re-
searchers, in turn, say that the objective de-
pends on that coalition which has power in a
cooperative. Considering quantity decisions,
a cooperative with insufficient other ways of
measuring performance may have a desire to
increase its output. This may be the objective
of the management, top trustees and members
(KAARLEHTO 1956, pPp- 39—-40). Reward ac-
cording to turnover s, in fact, according to
FLEIsScHMAN (1974), the single valid measure
of cooperative performance. The personnel in
a dairy cooperative, on the other hand, may
wish to decrease the quantities of milk han-
dled, as long as this does not affect the num-
ber of employees.

Representative organizations such as the
farmers’ union and dairy cooperatives are
reluctant to change the system, which is based
on the existing products of the decision mak-
ers.? So far the farmers’ organizations have
been influential enough to make society coor-
dinate the mismatch between component sup-
ply and domestic demand by subsidized export
of the surpluses. As a matter of fact, only a
relatively limited number of decision makers
have been required for such decisions.

so-called
Helmberger-Hoos model (HELMBERGER & Hoos 1962).

12 This problem of cooperatives was mentioned by
StaaTz (1984, p. 208). If the farmers’ union or a produc-
er cooperative has been founded to advance its members’
interests or to sell their production, it is hard todiversify
beyond that goal.
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Retail stores make choices in allocating the
available space. If the volume of milk sold
would increase, the bulky milk packages might
raise the costs by taking up extra space. In
general, however, the retail level should not
have any objection to raising the quantity of
milk delivered.

A number of actors make demands on the
dairy marketing system. Demands vary and
are sometimes conflicting. Fixed assets, in-
creased uncertainty, irreversible decisions and
external decisions may prevent the adjustment
process even in a situation in which the gains
of readjustment are obvious. When examin-
ing the individual actors, none of the relevant
parties can be said to have strong incentives
for readjustment. Rather, a process similar to
a social trap (PLaTT 1973 and OLLiLA 1987a)
can be seen, where the signals of a mismatch
between supply and demand are corrected by
the government, simultaneously removing the
incentives for readjustment. This, in turn,
causes an even greater mismatch between sup-
ply and demand. Thus, small short-term gains
have led to a worse situation in the long run.

Standard operating procedures

At producer level, the quantity of milk
produced depends both on the size of the herd
and the production level of each cow. The
number of cows is affected by the feed pro-
duction capacity, the cowshed capacity and
the labor capacity on the farm. Although an
increasing amount of feed is purchased, it is
profitable (and also the purpose of govern-
mental policy) to base the production level on
farm feed production. Almost without excep-
tion, the work force on a farm consists of a
farmer and his wife. The ideal of a family
farm with no outside employees prevails.

The average number of milking cows in a
herd in 1988 was about 10 cows, increasing
at a rate of about 0.4 cows per year (PSM).
HEeixkkiLA (1987) has made calculations about
the optimal dairy herd size. Her results show
the optimal size to be close to 50 dairy cows.
Independent of the validity of these results it
may be said that farmers do have an incen-
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tive to increase the number of dairy cows.
RYHANEN (1987) found that the profit of the
best quarter of dairy farmers in a size group
can be 10 times that of the worst quarter. His
conclusion was that the manner of operating
the farm was a much more important factor
in economic performance than the absolute
size of the operation.

It has traditionally been the goal of a good
dairy farmer to produce as much milk as pos-
sible from each cow. The old feeding norms
also supported this by recommending a little
more energy feed for the cows than actually
necessary. According to Turkki (1978), the
average feeding rate in relation to energy con-
sumption is 104 per cent. He found that the
corresponding percentage of the best perform-
ing dairy herds was about 95 per cent. When
the average marginal product of a feed unit®
was about 2.5, it was after 104 per cent only
about 0.6. This indicates that 50 extra feed
units yielded only 35 extra kilograms of milk
per year. At the present price ratio between
milk and feed price, it means that an average
milk producer is feeding too much energy and,
thus, producing too much compared to the
optimum. JussiLa (1982) found that the op-
timum is even lower in northern Finland. A
standard procedure is that when the milk pro-
duction of a cow increases, more concentrate
feed is given. Turkki (1978) states that feed-
ing errors tend to be errors of over-feeding,
and proposes a revision of the old feeding
norms.

Silage harvesting also affects the quality of
raw milk. Thetype of forage harvester which
cuts the hay straight into the wagon, acts part-
ly as a ““vacuum cleaner’” pulling dirt from
the often open-ditch fields. The dirt contains
spores of clostridia, which are harmful espe-
cially in Emmental cheese making. If the pH
of the silage is above 4.2, the spores start to
multiply. A forage harvester able to harvest
precut and dried hay for cleaner silage mak-
ing costs 100 000 Fmk, which is often too

large an investment for a small dairy farm.

3 One feed unit is equivalent to the energy content of
one kilogram of barley.




There are also factors related to status
which favor both maximal production and fat
output. These goals are still implicitly support-
ed by extension services and, e.g., by compe-
titions for highest milk yield and fat produc-
tion.

The central organization of the dairy co-
operatives, Valio, coordinates to a certain ex-
tent to what dairy cooperative each producer
should belong. Regional dairy cooperatives’
associations play an important role in the
process. These kinds of ‘‘gentleman’s agree-
ments’’ are not legally valid but they are con-
sidered important for the coordination of milk
routes and in order to avoid horizon problems
related to investments among producers who
move into another dairy cooperative. It has
been argued that truck drivers have a signifi-
cant influence, e.g., in structural decisions be-
cause they are the only ones in continuous
contact with the farmers.

In the dairy plant the most important deci-
sion considering quantity is made after milk
reception and inspection. At national level the
allocation of milk for various products is
made according to: (1) the quantity of liquid
milk projected and ordered, and (2) the quan-
tity needed for domestic butter and cheese,
and forexport contracts. The rest is made into
butter and skim milk powder.

The coordination of milk components for
various uses is a central task in a dairy opera-
tion. If the fat content has to be reduced, this
is usually done by the addition of skim milk
or by the separation of cream. The butterfat
content is increased either by separating skim
milk or by adding cream.

At the individual dairy plant level, the raw
material is calculated mainly according to two
components: fluid and fat. The raw material
for liquid products, i.e., for different kinds
of liquid and fermented milks, is allocated
first.' After that, the need for cheeses is

4 The decision concerning the quantity of liquid milk
for consumption is made according to the situation in the
previous week, the same week in the previous year, tak-
ing into account holidays, etc. Binding orders come to
the dairies in the afternoon one day be forehand.

projected. The next preference is given to
whole milk powder, and the rest is manufac-
tured into food fats (butter and fat mixtures)
and skim milk powder.

Coordinated production management at the
dairies is the main means of adjusting the
dairy marketing system to seasonal fluctua-
tions. There are two principal ways of doing
this: first, by enlarging or shrinking the area
from which liquid milk is hauled to the south-
ern consumption centers and, secondly, by
seasonally adjusting the product mix of the
dairy plants. Another important goal of the
product mix modification is to convert the
peak production quantitiesinto a more stora-
ble form.

When production starts to decline in Sep-
tember, a skim milk powder plant is usually
the first one to stop its operation. It is usual
that the milk powder plant idles for half a
year, from October to April. Next there is a
butter manufacture is decreased and, if neces-
sary, some reductions in cheese making may
occur. Despite the seasonal shortage in milk
supply in winter 1987—88, cheese production
could be continued at the usual level due to
the addition of milk powder to the raw mate-
rial for cheese (Anon. 1988b). Milk powder
can form up to one-fifth of the raw material
for cheese without changing the cheese quali-
ty. According to Valio’s production manag-
er, the method is best suited for soft cheeses
such as Edam, but it is also applicable for
yoghurt and fermented milk manufacture
(Anon. 1988a). This method increases the to-
tal raw material cost by 5—7 per cent.

Regionally, seasonal coordination in the
high-production season is accomplished in the
dairies of central and west central Finland by
varying between milk powder and butter mak-
ing. In the low-production season, these
dairies supply liquid milk also for delivery to
the southern cities. E.g., in the federated milk
cooperative Maitojaloste in west central Fin-
land, the personnel who work at the milk pow-
der plant in the summertime work a second
shift at the milk packing line in the wintertime.
However, more than 80 per cent of the milk
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consumed in southern Finland comes from
south of the line Pori-Lappeenranta even in
the low-production period. Dairies in eastern
Finland continue cheese making throughout
the year.

About 10 years ago Valio’s member dairies
authorized the central organization to take
care of their overall production management.
Valio’s view is that some problems will per-
sist even in the best possible production
management as long as it does not have full
authority about the product allocation deci-
sions of local cooperatives.

The decisions concerning the export of sur-
pluses are made according to the following
procedure. The government has appointed an
agricultural marketing committee to coor-
dinate agricultural product import and export
according to given guidelines. The committee
is responsible for keeping the price level close
to the target price. In milk products, a differ-
ence of only 1 per cent between the average
actual and target price already requires action
by the committee. The committee also plays
a key role in decisions regarding the quanti-
ties to be exported or imported. The Ministry
of Trade and Industry is responsible for the
use of the funds forsurplusexport. The differ-
ence between the domestic and the export
price is fully compensated to the exporting
firms. The transport, insurance and market-
ing costs are likewise fully compensated. Va-
lio’s share of the export of dairy products is
85 per cent, while the remaining 15 per cent
is divided between the dairy cooperative
Enigheten and the private companies H.J.
Ingman and Maitotuote. Anon. 1987f. pro-
vides more specific information about the sur-
plus export system.

Standard operating procedures (SOP’s) de-
velop to decrease the transaction costs of
recurrent transactions. In an environment
with relatively low uncertainty and no signifi-
cant externalities, they are effective in this
task. But there is a tendency for SOP’s to de-
velop into a kind of transaction-specific asset
themselves, and readjusting them becomes dif-
ficult. Highly developed planning systems re-

204

quire a well-controlled environment, and they
are, therefore, likely to attempt to extend their
control over a wider proportion of the en-
vironment. SOP’s allocate decision making to
specialized experts. This is the process of shift-
ing power to the technostructure, described by
GALBRAITH (1967). The decisions proposed by
Valio are often backed up with technical cal-
culations. In a secure environment, rapid
changes may be resisted and the heterogenei-
ty of preferences is undesirable.

Price vs. regulation

At producer level, the price of milk sold de-
pends on quantity up to the quota level con-
firmed for each farm individually, as well as
on milk composition and hygienic quality. At
the current feed prices it seems to be profita-
ble to produce up to the quota level. Quotas
are neither transferable nor saleable, except
to the government. The procedure of defin-
ing the milk price is presented in Exhibit 3.

Because of the shift in consumer preferences
towards less fat, the importance of the but-
terfat content in the pricing formula has de-
creased and that of protein has increased. The
shift started about 10 years ago. The change
in the component pricing of raw milk has not,
however, had the desired impact on the fat
content of raw milk. In 1988, the farm milk
component pricing system was the following:

— The target price is for milk with 4.3 %

fat and 3.3 % protein.
— +/—0.1 % fat equals +/—2.2 p per

liter.
— +/.~0.1 % protein equals +/—2.6 p
per liter.!

— Farm milk composition is determined
monthly on the basis of the average
results from two tests.

In dividing the raw material cost between
various dairy products, one of the most diffi-
cult tasks is defining the value of the cream
or skim milk to be added to or separated from
the raw milk. When the alternative use of milk
fat is often for (surplus) butter, and that of

15 In 1989, the coefficient for fat was 1.5 and for pro-
tein 3.2.
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skim milk for animal feed, neither is a very
appropriate basis for defining the value of
these components.

The allocation of raw material costs to var-
ious milk components is central in defining the
profitability of the products. A common prac-
tice is to use the same values for milk fat and
non-fat independent of the end product they
are used for. One possible alternative is to use
the values the components have in butter pro-
duction. Another alternative, which is Valio’s
recommendation for calculating the produc-
tion costs of dairies, is to allocate the compo-
nent costs on the basis of paid producer prices.
In this procedure, the value of the skim milk
component is the price recommended by Va-
lio minus the dairy’s raw material purchase
costs.

Seasonal pricing has been applied to de-
crease the seasonal variation in milk produc-
tion. In addition, insemination fees are cov-
ered by the dairy cooperatives instead of by
the farmers during the period from Septem-
ber to February. The target has naturally been
to shift the calving to autumn by making the
shift more profitable.

The target price secured by agricultural law
definitely reduces the uncertainty of milk
producers. However, it may also reduce the
incentives for efficiency and general cost cut-
ting, because the decrease or increase in costs
will be taken into account in the following
negotiation round.

It seems that despite the advantages of the
administered milk pricing system in reducing
uncertainty, it has increased the slowness to
adjust to the changing marketing environ-
ment. When the regulative way of adaptation
has been slow due to a political unwillingness
to make changes, it has led to missed oppor-
tunities. In transactions where the suitability
of the markets can be predicted, it has been
difficult to use the markets because the ad-
ministered price structure does not properly
reflect preferences. Changing the rules of ad-
ministered pricing is more difficult than
changing those of a market system where there
is no one to blame. Altering established rules

requires a significant amount of political ener-
gy, and the changes tend to lag behind the real
preferences in a rapidly changing, dynamic en-
vironment.

The producer price of milk also depends on
the performance of the dairy cooperative in
question. The price paid by different dairies
may vary up to 30 p per liter.

Retailers consider milk as a relatively
profitable article. Milk also draws customers
to the store more frequently than the need for
other products. There are no quantity dis-
counts; small retail stores even have to pay
small-order fees.

Governmental regulations play an impor-
tant role in milk component coordination. The
priceratio between butter and margarine is de-
fined by law. Margarine is taxed so that the
price of table margarine becomes 75 per cent
that of butter (Anon. 1985, p. 112). The sales
tax deduction system also works to value fat
more than the other milk components. High-
fat products such as butter and whole milk are
oversubsidized, while partial sales taxes have
been imposed on low-fat products such as
non-fat and low-fat consumption milk (PoH-
JONEN 1985, p. 42).

Table 4-4 presents the relative values added
to consumption milk and Emmental cheese in
1975, 1980 and 1986.

Table 4-4: Relative margins of liquid milk and Emmen-
tal cheese in 1975, 1980 and 1986.
Sources: Anon. 1981 and Anon. 1988d.

1975 1980 1986
Liquid milk:
Raw material S1.3 45.8 45.6
Processing* 27.4 26.5 25.5
Sales tax 9.7 11.8 12.7
Retail margin 11.6 15.9 16.1
Sales price, p/I] 133 160 333
Emmental cheese:
Raw material 49.7 37.4 36.8
Processing 22.1 29.8 28.4
Sales tax 8.9 11.0 12.4
Wholesale margin 4.0 5.8 6.0
Retail margin 15.4 15.9 16.4
Sales price, Fmk/kg 13.53 24.46 40.00

* includes transport, processing, marketing and loss
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1t can be observed that the relative value of
raw material in the price of the final product
has decreased. The value of consumer milk
processing has decreased, but that of Emmen-
tal processing has increased. The govern-
ment’s and the distributor’s share has grown.
From this it may be concluded that if the tasks
conducted have remained the same, the
government and the wholesale/retail levels
have been very successful in negotiating the
administered prices of dairy products. The
producers are the relative losers because, as
is the case with many other products, the
values added to the end products come from
elsewhere than from raw material, especially
from services. When the regulation was dis-
continued in October 1988, the margins could
be expected to change, although slowly.

The government promotes butter sales by
paying a subsidy so that butter can be sold at
a lower price to the domestic food industry.
This has made it possible to substitute a ma-
jor proportion of imported margarine with
domestic butter.

Changes in milk component pricing are
reflected on the national economy as well.
This can be illustrated by an example. Assum-
ing that the target price minus sales tax
refunding is 170 p/l, the fat component is
worth about 107 pennies (62.7 per cent) and
the skim milk component 64 pennies (37.3 per
cent). In case of surplus production, the ex-
tra skim milk would be made into non-fat
milk powder, a part of which would then be
used as feed for dairy cows. When about 11
liters o f skim milk goes into one kilogram of
milk powder, the price would be 11x64 p=
704 p/kg. If the skim milk (protein) compo-
nent is valued at 10 p/1 higher, the milk pow-
der price would increase from 704 to 814 p/kg.
About 30 million kg of milk powder is
produced for animal feed yearly at an aver-
age sales price of 10 Fmk/kg. The sum of 300
million Fmk represents about 10 per cent of
the total dairy feed costs. Thus, a 10 p/I in-
crease in the skim milk component (so-called
value relation) would mean an increase of over
30 million Fmk increase in dairy feed costs.
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According to the farm income law, the in-
crease in costs would be taken into account
in the following round of milk target price
negotiations, where by the subvention would
shift from milk to the feed industry. As a re-
sult, in a situation of surplus production and
as long as skim milk is valued in the same way
regardless of its use either for food or feed,
there will be problems in changing the value
relation.

The Ministry of Trade and Industry and the
central organizations of the dairy industry
have made a contract according to which the
state pays a butter storing subsidy as well as
an interest subsidy, if the stored volumes are
above the so-called base storage amounts,
which are 2300 (metric) tons for Valio, 230
tons for Enigheten, and 50 tons for Maito-
tuote (Anon. 1985, p. 19).

Voice vs. exit

It can be stated generally that inside the
dairy subsector the exit option exists only in
producer input transactions. The alternatives
inside the system are few, which limits the op-
tion of exiting the dairy marketing system.

In feeding decisions pertaining to milk pro-
duction quantities, the producer has the op-
tion of choosing what kind of feed is given
to the cows. The ratio between home-grown
and purchased feed affects the quantity of
milk produced, especially in years when the
quality of the farm’s own feed is not satisfac-
tory. According to RYHANEN (1987) the
amount of feed bought from outside the farm
explains, depending on the size of the farm,
from 20 to 40 per cent of the variation in farm
profitability in regression equations. Dry hay
is Iimportant but can be substituted by straw.
If the silage is predried, dry hay or straw is
not necessary.

Inselling the milk, there are usually no buy-
er alternatives. Even on the borders of two
dairy cooperatives, a farmer cannot choose to
which cooperative he belongs. In this sense,
exit is practically impossible. Since the dairies
are mostly cooperatives, the voice option is
still a possible way of expressing preferences.




However, the efficiency and real meaning of
voice in large and complex cooperatives has
been questioned. When the price of milk is ad-
ministered and exit (without giving up produc-
tion) is not possible, the milk production vol-
ume is the only thing the producer can in-
fluence. Even this is possible only up to the
quota level. There would be an incentive for
individual cost cutting, but the fact that any
decrease in total costs is taken into account
as a negative factor in the next price negotia-
tion round does not support such behavior.
Thus, at producer level there are two kinds of
social traps (PLatt 1973) caused by the
difference between individual and collective
goals (1) with regard to restricting milk quan-
tity,'* and (2) with regard to cost cutting.

In some dairy products it is possible to sub-
stitute some milk components with other
products. Milk fat can to a certain extent be
substituted with other animal fats and vegeta-
ble fats. In the winter of 1988 there was a de-
bate concerning the use of vegetable fatinice
cream, which, in January 1989, resulted in a
new statute permitting their use and allowing
the product also to be called ice cream.
Vegetable fat is so much cheaper that the 3
million kilograms of milk fat used for ice
cream yearly is in danger of being replaced by
it (ALANEN 1988). The question now is, which
is cheaper: to support domestic milk fat to
make it competitive with vegetable fat, or to
subsidize the export of unused milk fat? Va-
lio, with its 60 per cent share of the ice cream
market, is strongly in favor of milk fat, while
the other ice cream manufacturers will be very
tempted to become independent of the raw
milk supply of Valio. It is also possible to sub-
stitute milk protein, but so far this has not
been done in Finland.

16 [t has been stated that from the national economy’s
standpoint the export of whole milk powder is not feasi-
ble, although from the standpoint of Valio and some
dairiesit is. If the dairy processing stage profits from this,
the surplus should be refunded to the members. Still, that
proportion which is refunded to the few dairies and mem-
bers in question, will lower the income of all milk
producers in the following year.

At the consumer end, milk and dairy
products are often relatively difficult to re-
place with other products. However, alterna-
tives exist both within dairy products and oth-
er competing products. E.g., consumers have
an exit option with regard to milk fat content.

The exit option can rarely be used inside the
Finnish milk marketing system. Control has
been secured by preventing the use of pricein-
centives for the promotion of individual ac-
tion within the system. The only exit alterna-
tive is to exit the entire dairy system. Because
of the complexity of the system, even the
representativeness of voice can always be
questioned. This means that the Finnish milk
marketing system is very rigid toward small
changes in the environment or in preferences.
Incentives for adjustment have to come from
the outside and be very strong in order to ef-
fect a change.

4.3.4 Performance

The performance of the dairy marketing
system is a function of goals accepted by so-
ciety, which, in turn, determines the criteria
for good performance and efficiency. The po-
litically accepted goals of regional and social
policy have reduced the incentive to increase
the efficiency of milk production, but have
probably decreased the public social costs.
Thus, the performance of the Finnish milk
marketing system can hardly be considered as
a problem of pure profit maximization. The
ability of the system to reflect the preferences
of various parties and to effect desired
changes is taken here as a performance crite-
rium, which were divided in the Marketing
Systems Analysis framework into synchroni-
zation and adaptation coordination, and the
distribution of costs, benefits and risk.

As a result of the analysis presented earlier
in this chapter, the following conclusions can
be made concerning the performance of the
milk marketing system in Finland:

(1) The dairy marketing system performs
better in synchronization coordination
than in adaptation coordination. It
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provides a secure supply of dairy
products for consumers in relatively
unfavorable weather conditions and a
secure market with only minor price
fluctuations for producers, and helps
to settle regional policy issues regard-
ing rural areas.

(2) The ability of the system to adapt to
the quantitative and qualitative
changes of the market can be ques-
tioned. Highly transaction-specific as-
sets, together with centralized process-
ing and distribution organizationsin a
closed market with administered pric-
ing practices and high politcal in-
fluence, have created a very inflexible
system, which is unable to adjust
quickly enough to changes in the mar-
keting environment.

(3) The coordination of the mismatch be-
tween supply and demand is to a great
extent carried out by society. This low-
ers the pressure to adapt the system to
the changing environment.

(4) The shift of power to the technostruc-
ture has favored technical progressive-
ness at the cost of market responsive-
ness, which creates uncertainty.

Implications of the distribution of costs,
benefits and risk are presented in Table 4-5.
The table is only indicative, but gives some
idea about the distribution of costs, benefits
and risk among the main participants in the
prevailing dairy marketing system.

Overproduction up to quota and export
limits can be seen as a benefit to the producers
due to steady pricing. Overproduction is main-
ly paid for by the state. The cooperative
benefits in the short run, but loses in the long
run.

High, subsidized prices naturally benefit the
dairy producers, although the price support
may reduce consumer prices as well. The over-
subsidized refunding of sales taxes is a bene-
fit to the dairy cooperatives. The subsidies me-
an a cost to the state and the high dairy prod-
uct prices to the consumers.

The incentives for efficient production are
beneficial to an individual farmer in the short
run, but a cost to the farmers collectively. This
is because of the agricultural income law sys-
tem, in which a reduction in production costs

208

is taken as a factor decreasing milk price in
the subsequent negotiation round. However,
increased production efficiency is a benefit to
the consumers.

Maintaining rural settlement through milk
production policies is a benefit to the
producers. The cost is paid by the state and
the consumers. Food security policies distrib-
ute costs and benefits in almost a similar way,
but they also support the retailers’ security of
supply.

In the prevailing production structure, the
component pricing system, leading to the
overproduction of fat, is a benefit to the
producers. The mismatch is paid by the state
and the consumers.

Reasonal peaks are a cost to the dairy
processing system, which mainly coordinates
the seasonal mismatch. A peak is a benefit to
those producers who are able to adjust their
production pattern accordingly, but a cost for
those unable to do this. The consumers, who
do not have a possibility the make use of the
fluctuation through seasonally varying prices,
pay for the peak in the form of higher prices
throughout the year.

Slowness in adaptation coordination is a
benefit both to the producers and the process-
ing cooperatives, who do not have to change
their SOP’s and fixed assets. The consumers
pay for the mismatch by having to buy
products which have less value to them in their
changed consumption preferences. The state
pays for the mismatch in the form of increas-
ing dairy product imports and surplus exports.

The risk of bad weather naturally affects the
producers, even though they are collectively
compensated for unfavorable weather condi-
tions and, in addition, may get individual crop
loss support. Thus, the risk of unfavorable
growing conditions is divided between the
producers and the state. Bad weather may al-
so be a risk to the dairy plant.

The risk of cattle diseases affects the pro-
ducer, but may also cause great losses to the
processing plant. If the disease is not observed
on the farm, the spoilt milk may contaminate
a large amount of milk at the processing plant.



Table 4-5: Implications of distribution of costs (C), benefits (B) and risk (R) in the Finnish dairy marketing system.

Feature Production Distribution State Consumer
Producer Coop Retailer
Overproduction B C C
Subsidized prices B B C C
Efficiency C — B
Rural settlement B C C
Food security B B B C C
Fat overproduction B e e C C
Seasonal peak B/C C C C
Maintaining present assortment B B C C
Bad weather R R R —
R R - B —

Cow disease

If the amount contaminated would be large,
the state will benefit because of less export
subsidies.

It can be concluded from the above analy-
sis that dairy producers and their cooperatives
will benefit, at least in the short run, if the
prevailing system remains unchanged. Risks
of unforeseen events are divided either be-
tween individual producers and the state, or
individual producers and their cooperative.

44 KEY TRANSACTIONS WITH
RESPECT TO EACH COORDI-
NATION ISSUE

Division of a subsector into all its techni-
cally separable interfaces would result in an
unnecessarily complex pattern. WILLIAMSON
(1981, p. 1544) states that although more
descriptive detail than is associated with ne-
oclassical analysis is needed for this kind of
analysis, even ‘‘a relatively crude assessment
will often suffice’’.

The liquid milk marketing system is ana-
lyzed here with emphasis on transactions be-
tween ‘‘technically separable interfaces’’. A
schematic presentation of the system is
presented in Figure 4-7. The product flow is
divided into stages starting from the farm-level
choice of the production line and ending at
the point where the milk is consumed. The
transactions which will be considered more
closely later in this study are numbered from
1 to 14. The decisions made in selected trans-

action will be briefly discussed in the follow-
ing.

The milk system described below is that of
the Valio Finnish Farmers’ Co-operative Or-
ganization, which processes about 85 per cent
of the milk in Finland. Only the main produc-
tion lines of the entire variety of dairy pro-
duction systems will be discussed. All the seg-
ments considered here may not be found in
the same dairy processing unit.

Feed and heifer production (TRC I and 2)

The farmer has resources, labor, land and
capital, for alternative uses. The decision on
the production line involves binding a con-
siderable sum of money for the investment in
a cowshed, machinery and heifers (opportu-
nity cost, asset-fixity). Also some decisions on
the use of fields for feed production and on
the use of the farmer family’s time have to be
made. In Finland, the licence for milk produc-
tion requires a significant amount of feed pro-
duction on the farm and work by the farmer
family.

The farmer has the choice to buy either
calves or heifers, the latter involving a larger
out-of-farm investment but less farm work
and a shorter wait for milk production. If the
farm has no previous milk production, the
time lag between the decision and the start of
production is at least one year.

More common than starting milk produc-
tion ‘“‘“from scratch’’ is a readjustment of ex-
isting dairy operations. Decisions concerning
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the choice between hay and silage, e.g., re-
quire long-range planning of field and dairy
operation machinery. Quantity decisions
usually also involve a decision concerning the
number of calves kept to be raised for milk-
ing cows. If new breeds are procured, they can
be bought either as calves or as heifers.

Feeding, milking and milk storing
(TRC’s 3 and 4)

After the decisions at points 1 and 2, the
scope of decision freedom at point 3 is rather
limited. Long-term decisions concern alterna-
tive feeding and milking systems, but in the
short run, individual decisions on feeding and
milking, which usually occur simultaneously,
have to be made twice a day seven days a
week.

In order to obtain milk the cows are bred
and one calf is born per cow per year. The calf
can be raised into a new dairy cow or it can
be sold for beef. Special beef cattle is rare in
Finland. The choice of the cow breed, and the
quantity and quality of feed, both affect the
quantity and quality of the milk.

After milking, the milk is cooled and stored
on the farm. Usually the farms have milk
tanks with a capacity of 2—3 days’ milk yield.
Although storing is a ‘‘technically separable’’
stage, it is so closely connected with milking
that for purposes of this study it is not prac-
tical to separate milking and storing from each
other.

From farm tank to transport (TRC 5)

This is where a market or marketlike
(cooperative) transaction often occurs. Trans-
port from the farms to the dairy plant usual-
ly takes place three to four times a week. A
special milk tanker drives to the farm and
draws the milk from the farm tank into the
truck tank. The milk volume is measured at
this point.

Compared to earlier times when the farm-
er took the milk cans to milk stands along the
main roads, the risk of inaccessibility because
of bad weather or uncleared, snowy farm
roads has now shifted to the dairy plant. Milk
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has to be kept cool all the way, which is natu-
rally easier in the winter than in the summer-
time. The rationalization of milk hauling
routes has been one of the main arguments for
attempts to rearrange and centralize dairy
operations.

Storing and preliminary processing
(TRC’s 6 and 7)

Upon reception at the dairy plant, the raw
milk is weighed and recooled. Samples are
taken for the measurement of fat, protein, an-
tibiotics, etc., and the raw milk is transferred
into large milk tanks. This is the transaction
most vulnerable to externality spoilage.

From that point, the raw milk is delivered
to other dairies if it has not been sent directly
from the collection route to its destination.
Milk, e.g., to the ice cream factories (about
300 million liters per year) is delivered direct-
ly from the collection routes without any treat-
ment.

Raw milk is separated, standardized and
pasteurized before further processing. Some
skim milk may be delivered to other dairies
after these operations. Inter-dairy transactions
of transfer milk occur usually at points 6 and
7.

Choice between alternative uses of raw milk
(TRC 8)

The decision about the amount for liquid
milk and forother uses is made at point 8. The
perishability of the products is the main short-
term factor affecting the decisions on quanti-
ties allocated for different purposes. This hap-
pens generally as described in the section on
standard operating procedures.

Liquid production line:

First, the milk for liquid products is
homogenized, and allocated for consumption
milks, fermented milks and UHT products
(TRC 9).

Liquid milk for consumption is transferred
into a tank to await packaging. The most com-
mon package size is one liter, and some
deciliter, half-liter and 20-liter packages are
made. After packaging, the milk is taken in-
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to the storage for delivery to retail stores and
large-scale kitchens."

Milk for fermented milks — one-tenth the
quantity used for consumption milk —is fer-
mented overnight. It is then mixed and
quality-controlled before packaging. The
packages are then taken to the storage to await
distribution.'®

A storage is needed for balance the uneven
flow from the packaging section to the deliv-
ery. Liquid products are distributed directly
from the local processing plants to retail stores
and large-scale kitchens (TRC 10). The other
products are delivered through Valio.

Cheese production line:

After standardization and pasteurization,
the raw material for cheese is transferred into
cheese vat, where starting cultures and rennet
are added, after which it is cooked.

Theprotein part, cheese mass, is separated
by pressing in cheese molds. The whey is
drained and used in some juice products, in
lactose manufacture or dried for pig feed. The
cheese mass is held in salt water for one day,
before it is packed for ripening. In the ripen-
ing storage, the cheese is held — depending
on the cheese type — from six weeks (Edam)
to a period of three to nine months (Emmen-
tal).

The ripened cheese is transported to Valio’s
storage for quality control, after which it is
packaged into consumer packages for deliv-
ery to Valio’s regional sales offices for distri-
bution. Some of the cheese is kept uncut for
delivery to large-scale kitchens and cheese
shops, or for export. The pieces of cheese left
over from cutting the cheese into consumer
package sizes, are cooked into processed
cheeses and packaged for delivery to Valio’s
regional offices.

17" According to the food legislation, all consumer
milk products must have the last selling date on the pack-
age. The last selling date for milk is the fifth day after
packaging (packaging day+ four days).

5 There are no specific regulations on the last selling
dates for fermented milks in Finland, but dairies mark
the date, usually 10—14 days after packing, on the pack-
age voluntarily.
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Butter production line:

The cream for butter is separated directly
from raw milk, or, to a certain extent, ob-
tained from various processes making other
milk products as surplus. The cream is ripened
overnight before it is put into a butter churn,
or more often at present, into a continuous
butter making machine. In addition to butter,
the process produces about 1.3 times as much
buttermilk, which is mainly used for feed af-
ter drying. About one-fifth is packaged and
sold to consumers.

The butter is packaged and taken to a but-
ter storage, from which it is transported to Va-
lio for quality control and storing. The main
part is sold for consumption through Valio’s
regional offices. The rest is stored and ex-
ported.

Milk powder production:

Milk is dried into both whole and skim milk
powder and packed into bags. Depending on
the type of powder, it is used either for other
consumer products, as raw material for the
food industry, as feed for animals etc.

Retailers’ buying decisions regarding
non-liquid products (TRC 13)

As mentioned before, Valio’s regional sales
offices market all the other dairy products ex-
cept for liquids. Retail stores purchase these
products directly from Valio’s offices, which
receive the goods from the dairy processing
plants.

Consumers’ buying decisions (TRC 14)

At this point the consumer makes his buy-
ing decision from among dairy products as
well as their substitute products.

Thebasicsetting tasks, i.e., the technically
separable interfaces, of the dairy marketing
system were briefly described above. TRC can
be used to analyze the different ways of or-

‘ganizing these tasks. In following chapters

some specific coordination problems will be
considered. Those transactions will be pointed
out which are critical in respect of each prob-
lem.




5 SYNCHRONIZATION
COORDINATION

5.1 OVERALL BALANCE

5.1.1 The issue

Like most West European countries, Fin-
land continuously produces more milk than
it consumes. The development of milk supply
and demand during 1950—388 is presented in
Figure 5-1.

The main structural change has been the de-
cline in milk consumption directly on the
farm, which still in 1950 was about equal to
the quantity delivered to dairies. By the late

1980’s, direct consumption on farms had
fallen to less than 10 per cent.

It can be seen in Figure 5-1 that the total
supply of milk through dairies has remained
at about the same level during the last 25
years. Only the last couple of years show a
downward development. The total consump-
tion of milk, however, has declined, resulting
in a continuing surplus. The total supply has
not been able to adjust itself to the declining
demand.

Total support to the dairy subsector in
1950—85 (deflated using the gross price index
to the 1985 price level) is presented in Figure
5-2. The subsidies are divided into production,
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Figure 5-1: Supply and demand of milk in Finland 1950—88

Source: PSM
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Figure 5-2: Total subsidies to the dairy marketing system in 1950—85.

Source: SaLonen (1989).

export and marketing support. The figure
shows an increase in total subsidies, and it can
be seen that the trend is due to increased ex-
port and production support. Marketing sub-
sidies have actually decreased. The total sup-
port to the dairy industry is at present in the
order of 3.5 billion Fmk, of which export sub-
sidies alone account for 1.5 billion Fmk. As
mentioned above, public opinion is becoming
increasingly unanimous that this is too much.

Negotiations concerning the liberalization
of international trade within the European
Community and GATT will also affect the
Finnish dairy industry. Whatever the results
of the negotiations, it will be more difficult
to continue the current development.

The problem of coordinating the total sup-
ply and demand of milk raises the following
questions: Why has the total supply of milk
not decreased? What is hindering the change?
Who would gain and who would lose if the
prevailing incentive structure were to decline?

The origins of the mismatch between over-
all supply and demand of milk can be found
in the post-war period. From the 1940’ to the
1960’s, increasing the quantity of milk sup-
ply was a major goal of dairy production poli-
cy. As mentioned before, the structure of the
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farms combined with the strong political
power of the agricultural population sup-
ported the establishment of a legislative sys-
tem that promoted the increase of milk pro-
duction. Despite the existence of the milk sur-
plus problem for at least 25 yearsnow, the sit-
uation has remained unchanged. Recent years
show a development in the right direction, but
it is still too early to say whether this is due
to unexceptional weather conditions or
whether it is a permanent trend.

The first time Finnish agriculture faced sur-
plus problems was in the crop year 1955—56.
Surplus subsidies were considered as agricul-
tural income, and this principle was included
into the first agricultural income law in 1956
(HassINEN 1986). The law also provided the
milk producers with stable prices, in which un-
predicted changes in production costs and, to
some extent, weather conditions were taken
into account. A farmer’s income was tied to
85 per cent of an industrial worker’s average
salary. Uncertainty was drastically reduced
and externalities related to, e.g., social,
regional and employment policies supported
the development. External goals were, as a
matter of fact, even more important than in-
ternal goals in strengthening the development

g e e A= e e st



which led to the present surplus problems. The
Farmers’ Union warned, already in 1957,
about the trend towards surplus problems, but
at that time unemployment was too serious for
the situation to be corrected (HokkANEN
1980, p. 100).

In the first half of the 1960’s, the problem
was more widely recognized, but no real mea-
sures were taken. Bad crop years delayed ac-
tion as well. The first legislative step was the
introduction, in 1970, of a premium for the
slaughter of dairy cows. According to Hok-
KANEN (1980, p. 104) — and as TRC’s asset-
specificity principle would predict — its effect
was most notable on the large farms in south-
ern Finland, which had the most alternatives
to dairy production.

Since the farm income law guaranteed a
fixed price for producers, farmers could only
influence the quantity produced. The econo-
mies of scale on small farms, combined with
rapid technical development, was likely to lead
to an increase in production quantities. In-
come from farm forests made it possible to
finance new investments, and lack of alterna-
tive production possibilities made it necessary.

As mentioned before, the transaction costs
of legislative redesign are higher than those of
making minor changes to overcome the most
urgent problems. This has resulted in a situa-
tion in which the negative effects of surplus
production have been corrected, but which
provides no significant incentives for chang-
ing the production. The quota system and the
bonus system (to be discussed in the follow-
ing section), together with the principle of
transferring part of the costs of the export
subsidies to farmers, are among the firstlegis-
lative actions towards a permanent control of
supply. It may be concluded that no link in
the chain — except perhaps the dairy cooper-
ative personnel — has real incentives to reduce
milk quantity.

5.1.2 How the problem arose
Current policy

The means of coordinating the mismatch
between the overall supply and demand of

milk have been almost entirely administrative.
The production shift contract introduced in
1977 was an agreement between the state and
the dairy producer. The producer agreed to
discontinue milk production, and the state
agreed to pay 15—35 per cent of the income
lost per animal taken out of production. Oth-
er, non-animal production (with some excep-
tions) was allowed. Additionally, an export
marketing fee has been collected from the milk
producers since 1977.

A bonusis a government offer to pay a milk
producer for not producing milk. Bonus con-
tracts are typically made for five years. The
first contracts, issued in 1981, required a de-
crease in milk production by at least 25 per
cent, and since 1984, by 15 per cent. The state
agreedto pay 50—90 p per liter of unproduced
milk. A premium was paid for cows used on-
ly for feeding beef calves as an incentive for
shifting from milk into beef production.

A new milk bonus system was issued by
governmental statute in January 1988. The
state offered to pay, for a period of five years,
1.20 Fmk for each liter of milk left un-
produced in comparison with 1987 production
up to 50 000 liters, and then 0.60 Fmk up to
a maximum of 80 000 liters if the producer
discontinued the production of milk entirely.
The money for the bonuses was distributed to
the agricultural districts (areal organizations
of the Ministry of Agriculture and Forestry)
in proportion with the actual production
quantities. Because the 1988 offer was consid-
ered very attractive by the producers, an or-
der of preference had to be made favoring
farmers between ages 55 and 65.

During 1977—84 about 11 600 production
shift contracts, 10 500 milk bonus contracts
and 1000 beef production contracts — 23 150
contracts altogether — were made (SEREN
1985, p. 6). According to the same report (p.
15), the effect of voluntary contracting with
the aim of decreasing milk supply has been
relatively modest. Only 10—20 per cent of the
contracted farms may have decreased their
production because of the contracts, while the
others might have done it anyway. The con-
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tract may have sped up the process of quit-
ting somewhat, by a year or two. But even a
temporary decrease in milk production on ac-
count of the bonus contract has lowered the
cost of surplus exports by more than what is
paid to the farmers as bonuses (p. 59).

The establishment of new dairy farms be-
came subject to licence in 1978. Unlike the
measures discussed above, this is a compul-
sory means. In addition to attempting to lim-
it production quantity, the aim was to prevent
the establishment of large non-family dairy
operations. At first, a licence was required for
herds over of 30 dairy cows. In 1982, this was
decreased to 20 cows, and in 1984 to 8—20
cows. This has considerably increased the bar-
riers of entry into the dairy farming business.
Only in exceptional cases, a permit to start a
new dairy operation has been issued. Enlarge-
ment above the given quota has become sub-
ject to licence. According to MAKINEN (1988,
p. 74), this system has slowed down structur-
al development regarding the size of dairy pro-
duction units, because the licence defines the
maximum size of an operation. The average
size can increase only when dairy farms
smaller than the quota size quit their opera-
tion.

A milk production quota was issued for
each individual farm at the beginning of 1985.
MAKINEN (1988, p. 75) states that the quota
system became necessary because the market
signal to producers, in the form of marketing
fees, about the worsening market situation
had proved too weak to effect a decrease in
production. According to the quota system,
a farmer was free to produce up to 30 000
liters of milk per year, which corresponds to
the production of about five or six cows.
Above that, an individual quota was estab-
lished for each farm according to past produc-
tion. Above-quota production became un-
profitable, because only a world market price
was paid for the surplus amount.

Although the quota system is an effective
guarantee for preventing even higher over-
production, it involves some considerations.
It provides no incentives to producers to im-
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prove efficiency, nor does it take into account
the different life cycles of the farms. Thus, it
has been necessary to give additional quotas,
e.g., to young farmers. For some producers
the quota has been too loose, and still today,
only around 77 per cent of the total quota
amount are actually being produced. MAki-
NEN (1988, p. 75) points out the effect of
lumpy inputs of cows on small farms unable
to meet the entire quota, since adding one
more cow to the herd might raise production
above quota.

Other administrative means such as market-
ing fees will not be analyzed in this study.
Kora (1989) provides a good description of
the full range of administrative means for
overall balancing.

Key transactions for improving
overall balancing

The key issues affecting milk quantity de-
cisions are related to:

(1) Number of dairy farms — exit/entry

barriers;

(2) Number of dairy cows on a farm —

economies of scale;

(3) Level of milk production — marginal

revenue; and

(4) Utilization of milk surplus — incen-

tives for export.

The first aspect concerns the exit and entry
barriers in dairy production, which has been
the traditional form of farming in Finland.
The operation andthe skills have been passed
on from parents to their children, and dairy-
ing has been the natural way of living on a
farm. During recent years this has begun to
change. When the government issued the milk
bonus system, about 6300 applications were
made, five times more than could be accepted.
The applicants included many large-scale
farms, and also several young farmers ex-
pressed their willingness to quit farming.
Transaction specific investments and the lack
of alternative sources of livelihood increase
the exit barriers. On the other hand, it has
been the goal of governmental policy to keep
the rural areas populated, in which the role
of dairy farms is very important.




Entry barriers consist of human factors,
site-specific investments and administrative
barriers. It is not usual that a farmer who has
quit dairying and already become used to a
more flexible day schedule is willing to restart
a dairy operation. If new investments have to
be made, they are high and provide no alter-
native uses, although governmental loan in-
terest support for small units is available.
Moreover, the government keeps a strict con-
trol over new entrants into the dairy business:
alicence is needed to start operations, and an-
other for the production quota.

It can be concluded that the entry barriers
into dairy production seem to be higher than
the exit barriers from dairy production. This
decreases the frequency of decisions to quit
and start again.

The question of herd size is mostly depen-
dent on governmental regulations in the
prevailing price structure. Most producers
would have an incentive to increase the num-
ber of cows, but the milk quota system res-
tricts it. Without governmental regulations
there would be fewer and larger farms in Fin-
land. From the viewpoint of the dairy indus-
try, this would be a healthy development, but

not from the point of view of rural settlement.
Thus, the number of dairy farms is very much
a political problem, especially if it is to be
reduced in the short run.

According to a working group report of the
Ministry of Trade and Industry, the prevail-
ing food export system works satisfactorily
from the governance point of view, but the
picture is different from the standpoint of the
national economy. As the principle is full and,
in practice, almost automatic compensation
of all dairy product export transactions of
firms, export support is paid independent of
the prices received for the sold products. The
export price of a good does not affect the
economy of the exporting firms at all. Because
of this, the system does not provide any in-
centives to the firms to attempt to find good
export prices and export markets. (Anon.
1987f, p. 18).

In the prevailing system, the government
bears the cost of surplus exports. This export
system itself releases pressure to decrease the
surplus. The development of surplus export
quantities and costs is presented in Figure 5-3.
It can be observed that the cost of export has
become more and more expensive. The export
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Figure 5-3: Quantity and cost of milk surplus exports in 1951—84.
Source: The Agricultural Economics Research Institute.
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system will be analyzed more closely in Chap-
ter 6.

Since the domestic consumption of dairy
products cannot be raised and it is not profita-
ble to considerably increase their export, the
only possibility to correct the mismatch is to
decrease the total supply of milk. The num-
ber of dairy cows per production unit is al-
ready so low compared to the economies of
scale of dairy production that a reduction in
herd size and number seems difficult. It is not
very economical to lower the production per
cow, either.! The most likely solution to the
coordination problem seems to lie in decreas-
ing the number of farms. This, however, is in
conflict with regional and rural settlement
policies because, in many areas, there is a of
lack of alternative sources of livelihood. The
lack of alternatives together with transaction-
specific assets causes both political and in-
dividual slowness to adjust, and the present
policy has been insufficient to give impulses
for the system to do this.

Inorder to set a target for a sufficient milk
production volume, self-sufficiency produc-
tion in the lowest quarter of the year has to
be calculated. A calculation for determining
the minimum required production of the pres-
ent type of milk (4.34 % fat, 3.24 % protein)
is presented in Exhibit 4. The calculation is
based on the assumption that the raw mate-
rial for liquid products, cheeses and butter to
be produced in each quarter of the year cor-
responds to actual domestic consumption.
Some milk powder (66 per cent of the present
production) also has to be produced for food
items.

The calculation shows that 2020 million
liters of raw milk would have satisfied the
needin 1987 in the lowest-production (fourth)
quarter. Because of seasonal variation, the
other three quarters would still produce a to-
tal surplus of 345.5 million liters. The ‘‘tar-
get”” would be 75 per cent of the present ac-

! The average production of a dairy cow is now about
5000 liters per year. Even without using hormones, the
production could be doubled (Anon.1988j).
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tual quantity, which would correspond quite
well to the present domestic demand.

The overall effects of reducing milk produc-
tion from 2700 to 2020 million liters would be
the following:

— 340 000 dairy cows producing an aver-
age of 5940 liters per year would be
enough. The number of dairy cows in
1986 was over 600 000.

— 27 000 dairy farms having 13 such cows
could take care of the required produc-

tion. In 1986 the number of dairy farms
was about 60 000.

According to the above analysis, the prob-
lem of coordination of total supply and de-
mand of milk can be expressed as follows:
How is it possible to decrease milk produc-
tion from 2700 to 2020 million liters either by
means of the market, the government or
cooperatives, and what consequences would
these measures have for each party involved?

5.1.3 Alternative policy measures: price,
quantitative control, and
cooperative adjustment fund

Price
(a) Analysis based on production economics

The traditional theory of production eco-
nomics presents the use of two inputs in a
closed environment as shown in Figure 5-4.

The intersection of MVP and MFC in Fig-
ure 5-4, point O, is where the input use is op-

1)
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Figure 5-4: Relation between the marginal value product
(MVP) and marginal factor costs (MFC) of
two inputs.

2 The third input, X,, is a constant.




timal for its production value. If the MVP of
input X, decreases to point R, the loss is
shown as the difference between R and Q.
Their producer has an incentive to divest some
of X, and return back to point O. If MVP
increases to T, the profit shown as the differ-
ence between V and T acts as an incentive to
invest more in X,, which leads back to the
equilibrium point O. The movement on the
MVP line is reversible.

In reality, however, reversibility has not al-
ways proved to be a correct assumption. Es-
pecially in agriculture where inputs such as
land, climate and human skills are very site-
or transaction-specific, reversibility is either
not costless or it is not possible. This means
that price changes alone cannot act as coor-
dination mechanisms for such large changes.

The prerequisite for reversibility is that the
acquisition value of an input is equal to its sal-
vage value (P, =Ps). However, when acqui-
sition and salvage values differ (P,>MVP
>PS), a level in where it does not pay to in-
vest more if the MVP increases, but it does
not pay to sell if MVP decreases, either. The

price variations do not affect the production
within that level.

The examination here follows the analysis
of production economics presented by JOHN-
soN (1972). The basic model is

Y= XL XX

where the rate of asset-fixity is defined as the
difference between the acquisition and salvage
values of the input as follows:

0 >Pyia>Pys>0 fori=1,2
® =Pyix>Pys=0 for i=3 (i.e., X, is
fixed)

By defining the marginal value product
(MVP) lines as the locus of all the points for
which the MVP of an input is constant, the
graph presented in figure 5-5 can be drawn.

Replotting the diamond defined by the in-
tersection of the isomarginal value product
lines for Py;a, Pxis» Pxaar Pxas, and drawing
the perpendiculars from the corners of the dia-
mond divides the X, X, plane into 9 areas and
yields Figure 5-6.

X2 | X3

Figure 5-5: Marginal value product of acquisition and salvage values of two inputs.
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Figure 5-6: The isomarginal value product lines for acquisition and salvage values of two inputs.

If a producer had perfect knowledge, he
would always arrange his input use so that he
would operate at point A. At that point
MVPyy =Py and MVPy,y =Py, 1.

MVPyxiv _ Pyia

MVPXZY PXZA

If, however, the producer has imperfect
knowledge about prices, production relation-
ships, etc., he may end up operating at a point
other than A. If he ends up operating in area
3, he has made the mistake of underproduc-
ing, since MVPy,,>Py,, and MVP,,>
P,a. This can be corrected, since by in-
creasing the use of both inputs he can move
to point A. It is to be noted that in zone 3 the
producer is operating in the subfunction
Y=f(X,, X,|X;). The subfunctions ap-
propriate to each zone are shown in Figure
5-6.

If the producer ends up in any other zone
than 3, he has made a mistake that is not
entirely correctable. E.g., if he is in zone 1,
MVP.,, <Py,s, he expands his use of Xj;
and MVPy,, <Py, so he sells some of his
X,. He then moves along the subfunction
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Y =f (X, X;|X;) until he reaches B, where
MVPy,y=Py1 (so he quits selling X,) and
MVP,, =P, (so he quits buying more X;).
At point B all inputs become fixed.

Similarly, if he is initially in any zone ex-
cept 5, he operates along the subproduction
function shown in Figure 5-6, moving towards
the edges of the diamond in the manner shown
by the arrows, and ends up in zone 5, where
all inputs are fixed:

Py a>MVPy,y <Pxs
Py, >MVPy,y > Py

Therefore, if in zone 5, he will not change
his input use.

If the producer is initially in any zone ex-
cept 3, he will, after he has adjusted his input
use, end up using more of one or both inputs
than he would under a perfect knowledge con-
dition (point A). Mistakes of underproduction
(zone 3) are completely correctable, but be-
yond point A, there is a tendency to over-
produce, because mistakes of overproduction
are not entirely correctable.

If acquisition and salvage values were equal,
zone 5 would collapse into a single point and
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Figure 5-7: Use of two inputs when their acquisition
and salvage values are equal.

the graph would look like in Figure 5-7
(Jonnson 1972). In this case, the mistakes
regarding overproduction would be entirely
correctable, since one could always ‘‘sell one’s
mistakes’’.

The analysis shows that transaction-specific
assets cause overproduction under circum-
stances of imperfect knowledge. Although the
uncertainty regarding producer prices in Finn-
ish dairy production is low, the uncertainty
related to, e.g., climatic conditions, combined
with highly transaction-specific assets such as
a cowshed, will result in a similar situation as
in Figure 5-7. This suggests that price alone
cannot solve the problem of overproduction.

(b) How low should price go to effect exit?

The marginal value product of input X; is
Marginal Physical Product times the price of
the product.

MVP;, =MPPy, * P,

In the conditions of assetfixity,
Pyis=MVP,y <Py,

The condition for exit is
Py >MVPy

Exit by decreasing the price would depend
on the difference between the acquisition and
salvage values of the input.

An example may clarify the situation: A
new cowshed will cost 500 000 Fmk and be

amortized in 10 years by 50 000 Fmk per year
(without interest). 0.5 Fmk of every liter
produced in a year will go to cover the invest-
ment, i.e., 100 000 liters per year. The salvage
price of the cowshed is 50 000 Fmk, which
equals 5000 Fmk per year. Thus 5 p per liter
each year isenough to cover the salvage value.
This means that the producer price of a liter
of milk may drop by 0.45 Fmk without
causing exit. If the situation is the same in la-
bor and in feed production, we may conclude
that a decrease of 1.35 Fmk will cause no exit.

In conditions of limited entry into the dairy
business, with production quotas and a prod-
uct price negotiation system, it can be assumed
that the producer price of milk is relatively
close to the acquisition price of inputs. This
means that a decrease in producer price would
first have to cover almost the entire difference
to reach the salvage value MVP.3

In order to make fixed assets more flexible,
their salvage value has to be brought closer
to their acquisition value. Can the salvage
value of dairy farmers be sufficiently increased
by training them for another profession?
What is the social salvage value when the on-
ly alternative is unemployment?

The next chapter will examine a similar bid
for dairy operations having different salvage
values.

(c) Empirical analysis based on the milk
bonus system

To determine how market means could be
used to decrease the number of dairy farms,
the farmers should be asked how much they
would have to be paid to stop producing milk.
The bonus system can be understood as the
government’s offer to dairy producers to give
up milk production. It is interesting to study
who would be willing to take the (relatively

attractive) offer. Transaction cost economics

3 It is probable that the producers’ first response to a
price decrease would be an attempt to increase the quan-
tity produced in order to maintain their income at the same
level. If the quota allows this to happen, development will
take the opposite direction than intended.

221




PER CENT

would start by examining the transaction-spe-
cific assets. The last to quit would be the
producers with the largest sum of physical, site
and human fixed assets. The most willing to
quit would be the producers with the most al-
ternatives outside their present dairy produc-
tion, i.e., whose dairy operation has the
highest salvage value relative to the alterna-
tives.

According to TRC, the following hypothe-
ses can be made:

(1) Farms in southern Finland are more
likely to take the offer than those in the
north.

(2) Large farms are more likely to take the
offer than small farms.

(3) Young and more educated producers
are more likely to take the offer than
old and less educated farmers.

Despite the lack of adequate data, a brief
attemtto test the hypotheses will be made be-
low.

30

Hypothesis 1:

The proportion of dairy farms applying for
the bonus contract in February 1988 varied
from one agricultural district to another, the
highest being 28 per cent of all the dairy farms
in a district and the lowest below 5 per cent.
The proportion of applicants in 19 districts
(officially numbered 1—19 starting from the
capital area in the south and proceding north-
ward) are presented in figure 5-8. It is easy to
see that the di