Culture and relational contracts in Brazil's agribusiness cooperatives

Sigismundo Bialoskorski Neto
Professor
Department of Economics
School of Business and Economics
University of S&o Paulo
Av dos Bandeirantes 3900 CEP 14040-900 RibeiramPr&P Brasil
www.fearp.usp.br/~sig sigbial@usp.br

Abstract

Brazil's collectivistic cultural orientation infences the contractual design of
producer-owned and controlled organizations in kaginess. The institutional
environment consisting of an inflexible legal systebureaucracy, and hierarchy path
dependence also creates a particular contractsajrden cooperatives. It is possible to
observe more informal and relational behavior iopsrative organizations in Brazil than
in cooperatives in others countries, like thosdlarth America, that exhibit more formal
contractual relations. This paper tries to exphaimy informal and relational contracts
occur and searches for logic on informal contractproducer-owned and controlled
organizations in Brazil's collectivist society, ngi a survey analysis to explain the
importance of social relations and participatiorcaoperatives. The work concludes that
informal and relational contracts can minimize $actions costs and, in spite of
organizational costs of influence behaviorfluence rightsfor using residual control
rights can be an important tool for informal anthtienal contracts logic in organizations
with “rights of cooperation”in collectivist societies.
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Introduction

When uncertainty is high and an institutional eoniment is unstable, economic
actors may desire relatively formal contracts writas thoroughly as possible. However,
uncertainty and institutional instability createglnitransaction costs for writing formal
contracts. Therefore, it might be possible to “ptete” incomplete formal contracts by
relying on informal or relational contracts. Thuslational contracts may complement,
but may also replace formal contracts in particalrations.

Hofstede’s 2001 world survey on culture compares eontrasts differences in
culture existing within different societies, shogithat Brazil is a relatively collectivist
behavior society, and stating that more colledtiishavior call for greater emotional
dependence of members on their organizations. feuttas an influence on contracts and
transactions, as well as on organizational architecand design. North (1990) examined
different countries and institutional environmemdsconclude that institutions are the
foundations of organizations and business transagti

From another point of view, Cook (1995) examineg thtructure of US
cooperatives and concludes that formal contractwige solutions to five “Vaguely
Defined Property Rights” (VDPR) problems of coopiees that occur because
ownership rights in cooperatives are restrictegpatron-members only, the member’s
residual return rights are non-transferable, ngorepable and redeemable, and the
benefits are distributed to the members in proportio patronage. Simply, VDPR
problems exist in traditional cooperatives becatls® property rights structures of
cooperatives are vaguely defined, but these prablessulting from VDPR can be
resolved in a way to move cooperatives toward ufsngnal contract relations, as have
New Generation Cooperatives in the U.S.

Brazil has a unique culture and institutional eonment, which can have an
important influence on the nature of contractsgntasiness organizations; considering
enforcement mechanisms in relation to both therméb and formal aspects of the
institutional environment and contracts, peopleehaery low trust in the system of
justice and people are careful in trusting otheopbe (World Value Survey 2003,
Bialoskorski Neto, 2004).

Given the institutional environment of Brazil andetnature of cooperative
organizations there, it is expected that peoplé kel more careful in their business
transactions and that economic actors will behavevays to protect their transactions
from current and future cases of opportunism. Ti@quires improved forms of
contractual safeguards, suggesting that using foooatracts may be appropriate for
completing business transactions. Lack of confidendhe legal system and hesitance to
trust suggest that another contractual form coedétter adapted to this environment.
Demsetz (2002) argues that increased risk makeplgenore hesitant to accept the
dependency that comes with specialization andastes with formal written contracts.

While formal relations could be helpful to promoge resolution of VDPR,
according to Cook (1995), Lazzarini, Miller, and nger (2002a), there are
complementarities and substitutes for formal aridrinal arrangements. For instance, in
social and economic uncertainty, contractors magirdenon-committed or non-
contractual relations. They conclude that fornmitacts facilitate the self-enforcement



of non-contractible dimensions, but they do nodfievidence that contracts can be
replaced by social norms.

Given this background, this paper examines the reataf cooperative
organizations in Brazil in an environment of higlstice costs and an uncertainty and
instability that causes economic agents to exHdw trust levels in institutions and
others people. Despite this, cooperatives in Beaei characterized by the limited use of
formal contractual relations and a more extensise of relational contracts. In other
words, cooperatives in Brazil are relational orgations.

This is an important topic because cooperativeBrazil do not currently show
signs of evolving towards more defined propertyhtsg structures through formal
contracts, in contrast to cooperatives in othermtres that are increasingly concerned
with organizational architecture to improve forn@intracts and solve problems of
VDPR.

The explanation of these different proportions arfirfal and relational contracts
among cooperative types and among countries mant ieem culture and institutions
(Hofstede, 2001 and North 1990), social and exchaveue uncertainty (Lazzarini,
Miller and Zenger, 2002b), or the role of formaht@acts in improving self-enforcement
in relational forms (Lazzarini, Miller and Zenge&2002a). Additionally, these same
proportions of formal and informal rules can beeipteted differently in relation to
VDPR and therefore can be differently problematicdifferent cooperatives as well.

This paper discusses the basis for the use ofae#étcontracts in cooperatives in
Brazil and tries to answer whether the current ddeth is a temporary stage in
cooperative organizations until institutions chaagd law for cooperatives are altered in
Brazil, and whether there is a specific reasorBi@zilian cooperatives to be relational as
a function of culture.

The objective of this paper is to explain the logicrelational contracting in
agricultural cooperatives in Brazil. The initialgothesis is that there is a particular logic
in relational contracts and this type of contraxtuces transaction costs; trust and social
embeddedness are only two of all of the importdrdracteristics, others such as the
“rights of committed relatioristhat allow uncommitted relations and raise ecoiwom
flexibility, or influence right that let memberscegve benefits in welfare distribution
within the organizations resulting from residualnttol rights, are also important to
understand relational contracts in cooperatives.

Culture and values

It is possible to focus on culture and values lwelleas a category of people, or
individuals, and also possible to analyze the phesra at the level of groups or
organizations as well. Culture is a broad concepinéd by various systems, and it is
possible to describe culture through anthropoldgisaciological, and psychological
approaches, as well as in economics to understatdre’s influence on contractual
characteristics. Hofstede (2001, p212) describagractual problems between the United
States, a more individualistic society, and Japamore collectivist society, and states:
“American business contracts are much longer thapahese business contracts.
Unwritten rules represented bones of contentiothénegotiations...”



The same author defines “values” to compare indiaisl and “culture” to
compare societies, and considers basic problemmsatdnal societies. For considering
cooperatives and contractual relations two speadifidegories are most important:
Uncertainty avoidanceuncertainty in front of the unknown future ahatividualism
versus collectivismrelated to formation of primary groups. Particyjathe aspect of
individualism versus collectivisnis important to understand cooperatives whereas
uncertainty avoidances important to understand contractual design.

Social norms shape institutions that both const@ganizations and present
opportunities to them. Thus, organization occuratoess opportunities in a particular
institutional environment (North, 1990).

In a cooperative, a collective organization, theyrde of interaction among
economic agents and the allocation of propertytsigg important and can determine the
organizational design and the probability of ecormosnccess. All of these characteristics
occur due to culture and institutions.

Hofstede (2001) discusses individualism and collessh in societies. When
collectivist values prevail, there is more moraldlvement between members and
organizations and more emotional dependence by mesmbn their organizations.
Therefore, organizational design can be explaired aesult of mutual sympathy, a
characteristic of collectivist societies.

In societies where individualism prevails, therariere calculative involvement
and self-orientation in organizations, but whenagge collective behavior exists, so does
a collectivist social orientation. The level of mdualism or collectivism may affect the
type of people who influence the organizations.

The same author also explains that society in Bextiibits more collectivist than
individualist attributes as well as a high degrdéeuncertainty avoidance in societal
behavior. Table 1 shows the characteristics of ropgdion in societies with more
individualists or more collectivist behavior.

Table 1 Characteristics of organizations in more individgstad and more
collectivist societal behavior. Based on Hofstezig0()

Individualistic Collectivist

Type

Concepts for
organizational formation

Entity is the means to a specific end
Like getting money and business

Entity arises from mutual sympathy
Like promoting social welfare

Organizational Self-oriented Collectively-oriented

orientation
Member involvement in| Member calculative involvement Member moral and tomal
organizations involvement

Communication
business rules

and

Explicitly through formal
Contracts

Self-evident and unwritten inform
relations

T

Type of behavior
business focus

in

Preoccupation with external eleme

nByeoccupation with internal eleme

such as markets

of the organization like members

nts

The same author also considers individual behagauniversal within a society,
and uses problematic methodology when consideoges and values, by comparing
individuals but not differences among nations aolluces. The issue of values can be
compared between individuals but not between desieHowever, individuals and
people form organizations, and individuals adot express values as a consequence of



culture.

Other important characteristics of individual bebavthat help explain
organizational contract design are the confidencéhe justice system and the trust
among economic actors in society. The hypothestbas if people have confidence in
justice, a formal contractual relation is approfri®ecause in the case of failure to
comply with the terms of a contract, contract lawld create original contractual clauses
and promote responsibility for economic actors, $hduld there be a lack in confidence
in the justice/legal system, formal contractuaktiehs could be of minor importance
because the legal way to improve contractual ckusairs costs in money and in time
and is not the ideal way to resolve conflicts.His ttase, relational and informal relations
may be more flexible and reliable.

The additional question, if people trust others, eissential to explain the
importance of general societal trust or of insioél trust, according Williamson (1996).
Institutional trust complements contracts and caeldace relational behavior. In other
words, it is possible to create contracts with wwan parties while still maintaining a
high degree of confidence.

According to the World Values Survey (2003), withdata set that combines
answers for the same questions as the data gatthened 1995-1997 on a world survey,
it is possible to observe questions, which coulgl@r individual human behavior in
different countries. In this survey, the questidow the degree of confidence in the
justice system could help explain the importancehef individuals’ values in creating
formal contracts. Figures 1 and 2 show the respomdm®ut confidence in the legal
system and individuals’ trust of others in selemtir@ries, from the World Values Survey
data set.

Figure 1. Confidence in the legal system in selected c@estaccording the
World Values Survey (2003) data set.
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In comparison with others countries, Brazil have gneatest lack of confidence in
justice, figure 1, and has the highest level oticaufor individuals trusting others, figure
2.

Figure 2. Individuals’ trust of others in selected courdgriccording the World
Values Survey (2003) data set.
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The world survey, presented in Hofstede’s (200 B)yais of Individualism Index
Values, shows that among the six countries withtnmavidualistic behavior in society
there are five English speaking countries, in tbkoWing order, the United States,
Australia, Great Britain, Canada and New Zealandti@ other hand, in the six countries
with the most collectivist behavior in society, thare five Latin-American countries, in
the following order, Guatemala, Ecuador, Panamaje¥eela and Colombia. Brazil
presented a relatively collectivist orientatiorsotiety and figured towards the middle of
the list.

In this debate, it is important to note that cuwdtuand individual values are
important in the construction of an organizatiodakign. The organizational design is
adopted to minimize transactions costs and incregganizational success, according to
culture, values and institutional constraints. 8ere could be varying organizational
designs to minimize transactions costs in eachqodatt culture’s style.

Cooperatives are organizations that may refledonal culture and institutions
because they have a local focus and a closed gaggregation, without influences of
foreign behavior. Because of this particular chianéstic, the cooperative organization
has a different organizational design and govemmasteucture, likely resulting from
culture, values and the particular institutionalisznment.



Relational contracts

North (1990) discusses the importance of instifgito decrease uncertainty and
establish a stable background to human relatiossitutions can determine opportunities
for the society and organizations are createdke éalvantage of those opportunities. So,
organizations are influenced and created by thextintervention of institutions.

Institutions are the “rules of the game” and, iganizations, transaction costs
increase if there is an inefficient property rigatcation, according to North (1990). On
the other hand, Hart (2001) considers the firm a&s i@stitution in it arising
incompleteness of contracts and need to allocaidual control rights. So, the property
rights approach to explain firm logic is important.

Eggertsson (1990) defines property rights as tgbtsito use assets, to obtain
income for assets, or to transfer assets. Wherassets or the rights are transferred
between economic actors, there are transactiors. cd$ie allocation of property rights,
in the presence of bounded rationality and contedcincompleteness, cause residual
control rights and residuals claims.

Especially in cooperatives, when the employerstbers agents can decide about
of how to use assets without a clear formal cotuedcrule there are residual control
rights, and if there are not clear rights on th@deal income created by in cooperative
organizations’ assets — typically situations in igguedemption or in incomplete
patronage refund programs - there are an increassigual claims situation.

The problems to define property rights in coopgetrganizations result from
high residual rights of control, decision and clajinand can increase problems with
incomplete contracts as well as create difficultisswriting efficient and thorough
contracts. Problems in defining property rightsoatsccur because of the bounded
rationality of economic actors and the inabilitytéde all future events into account. This
contractual incompleteness may expose contractigtlans to the risk of opportunism.

Furubton and Richter (2000) state that relatiomaitracts can be understood as
contracts that do not try to take into accountfatlre contingencies. Such a contract
contains implicit, informal and nonbinding charaigecs. Transactions mediated by
informal contracts must also contain bilateral def@snce of contractual parties. These
authors explain that it is necessary to understbodnded rationality to analyze
contractual incompleteness. Because it is impassibl agree ex-ante on all future
eventualities, the situation of incomplete contaatsirs high transactions costs.

Baker, Gibbons and Murphy (2002) argue that retaiocontracts, such as
informal agreements and unwritten codes of condaféect the behavior of individuals
within firms. A third party must verify a formal otract, but relational contracts based on
outcomes are seen only by contracting parties emdedf-enforced.

Lazzarini, Miller and Zenger (2002a) argue thatréhiss a complementary task
between formal and informal rules, or that incortgleontracts complement informal
dealings. Thus, low cost contracts are an impomaathanism to support cooperation.
Another important fact is that contracts facilitéte self-enforcement of non-contractible
dimensions, and there is not evidence that comsticant be substituted for social norms.

Relational contracts are long-term agreements l@twentractual parties that do
not have a formal writing party and are enforcedhgyparties in a “private ordering” and



not by a third party or in the presence of a caditiamson (1996) argues that “private
ordering” is used in the environment of incompledatracts and is self-created and self-
enforced.

For informal and relational contracts, self-enfonemt and mutual trust are
important tools. The first guarantees the enforaenoé unwritten rules, and the second
guarantees the transaction in the future. In tAsec cooperative organizations do not
enforce informal relations because of a particalgency problem, (i.e. the member is
another party of the unwritten contract and theyptar be enforced, but this member has
also rights to transact with the cooperative amdadvnership rights).

On the other hand, trust can be understood @gereeral Trustreferring to the
expectation that people in general will not act apymistically andknowledge Based
Trust referring to the expectation that people one diye&nows do not act
opportunistically (Yamagishi e Yamagishi, 1994, §ha Sheppard, & Cheraskin, 1992,
cited in Lazzarini, Miller and Zenger 2002b).

Williamson (1996) refers to three types of tru§talculative Trust which
originates in calculative act and contrad®grsonal Trustand Institutional Trust that
depends on the social and organizational contetkinmwvhich contracts are embedded.

Granovetter (1985) discusses the “shadow of th&,pakich occurs when two
parties interact throughout a long period and eremtrms, attachments and trust. The
economic agent’s reputation occurs is built updarmation about past behavior.

On the other hand, a “shadow of future” can betegb&n a present commitment
due tot uncertainty about future relations andrtéed of both contractual parties to have
the same relationship in future. Lazzarini, Milland Zenger (2002b) describe the
importance of the “shadow of the past” and the dsiva of the future” in preserving
relations and cooperation among contractors.

Also, if organizations have social embeddednestnate by Granovetter (1985)
as a social acknowledgment and link among actarst ts generated and malfeasance is
discouraged. This is the case in networks and eathé case in cooperatives as well.
Cooperative organizations, on the other hand, nsy laave an advantage in its social
embeddedness, because some of the members of dicsgeenmunity know the
generations of families, past behavior, and théatoeeds in the future, for each actor or
member Such tight-knit social relations can cresteial capital according to Glaeser,
Laibson and Sacerdote (2000), and in this particakse, a strong social base in
cooperative organizations.

This argument enables a reduction in transactiostscas well as in contractual
opportunism, moral hazard, hold up and adversectsahe In the same line of thought,
the cooperative is a consequence of social cagitdl can improve social capital and
reduce the asymmetry of information in the commu¢Bialoskorski Neto, 2001)

Therefore, cooperatives have a particular architattorganization form, a
specific contractual logic, and member relatione ambedded within the context of
individual values and the society’s culture.

In cooperatives, there are formal and informaltretes in different proportions,
and in Brazil, producer-oriented firms are basedndormal relational contracts with a
specific logic.



Property rights and contractual characteristics

Property rights can be understood in accordanck thi¢ principles of private
ownership; these rights include the right to usandfer, modify or distribute income
from a determined asset. (Furubton and RichterQ00

The property rights approach is a fundamental toolunderstand cooperative
organization in agriculture. Cook and lliopoulo998) point out that ownership has
heretofore concentrated on two distinct concemsidual claims and residual rights of
control. Ownership rights for cooperatives ardrieted to patron-members; the member
residual return rights are non-transferable, ngmregpable and redeemable. In end the
benefits are distributed to the members proportipti@ patronage. These characteristics
result in a “Vaguely Defined Property Rights” VDRRucture, according to the same
authors.

Cook (1995) presents a contract design in coopeatand defines five VDPR
problems: a)Free rider problem when cooperative gains can be accessed by a non-
member, bHorizon problemwhen the outcomes from residual claims do nogrexias
far as the economic life of the assetPoytfolio problem when the investment does not
reflect the position of the member, @pntrol problem similar to 1.O.F. but without
market control, and dhfluence costs problenoccurs because of the wealth distribution
among members.

The property rights arrangements in cooperativesvary important. Ownership
rights in cooperatives can vary when the ownersghigstricted to patron-members and
there is a non-proportional investment, until castere there is an outside equity in
cooperatives in some countries.

This allocation of property rights is a consequenue the cooperative
organizational design, a model based on the Roehgahciples that provide an
egalitarian voting system and a proportional patgen refund, which creates high
residual claim and residual control rights. Thes$®racteristics of property rights
definition problems occur in cooperative organizasi in all countries.

Cook and lliopoulos (1998) consider property rggigroblems in traditional
cooperatives resulting from open membership charnatics, risk capital generated by
retaining earnings from member patronage, and uilligequity ownership rights.
However, cooperatives could potentially presenpatractual design to ameliorate the
aforementioned property rights constraints throadgbrmal contractual relation.

The same authors say that traditional cooperatomegd try ameliorating the
problem of vaguely defined property rights by: &rpoting a turrent user alignment
if the current user is responsible for the curteenefits received by the cooperative; b)
improving the ember-retaining idiosyncratic asseétsvhen is building the
cooperative’s image; c) placing the generic sofutib the ‘tontrol of supply when the
cooperative controls the input and/or output supghannel; d) offering ihnovative
equity capital acquisition techniguethat refers to financial strategies, or e) praowgl
“risk measurement transpareri¢g separate the capital pools.

Cook and lliopoulos (1998) also point out five erié to analyze and mitigate the
VDPR problem. They are the singleness of purposditoinate the free rider problem,
control of supply to encourage acquiring risk capitincentives for risk capital



investments to reduce horizon and portfolio proldesense of belonging to reduce
agency, and commitment to define responsibility.

All of these problems of property rights allocationcooperatives organization
and all the criteria to develop a more efficiergucer-owned firm are applicable to the
case of Brazilian cooperatives. There is no difieeein these fundamental points, but the
intensity and perception of the problem could biéedknt because of the culture, the
institutional environment, the legal system, andanizational design path-dependence.
In Brazil members do not clearly perceive propeityts in cooperative organizations
and do not perceive their role as investors in eoapve business. Cooperatives function
under the same logic as social organizations dehsoquestion is, “Does this logic
represent a organizational design in societies mibne collective behavior?”.

Relational contracts in producer-owned and -contrded organizations

In Brazil, cooperatives are organized accordinght® International Cooperative
Alliance principles, i.e., the member is the owritie member is the patron, and the
benefits of the cooperative belong to the membkrshis type of organization, any
person is able to enter or exit the cooperativer datry, new members must agree with
the cooperative bylaws, and they are given sontggigithin the organization, such as
the right to vote, with one vote going to each mempather than being proportional to
shares or volume of business conducted with thperation), and the right to participate
at some level of decision making in the genera¢mbdy; if the member is selected, he
can also participate at management levels.

Cooperative members are free to conduct busingsstiae cooperative, but they
are not required to do so. All members have thktrio use services, obtain production
or other information and technical assistance, acglire inputs, among others rights.
Some cooperatives grant credit to members or peciidincial accounts. The income of
the cooperative is distributed among all membersudph the patronage refund, meaning
that the benefits of the cooperative are distriduteemembers based on their volume of
business transacted with the cooperative.

In Brazilian cooperatives, the Chairman of the Boand the Chief Executive
Officer (CEO) are members and rural producers; oafgl producer members form the
board. Therefore, there is not a separation betvesenership and management, and
cooperatives may have a lower percentage of nonbeerprofessionals. The board
represents a party of active associates and cadedex further their own objectives or
present proposals to the entire membership fongoti

Traditional cooperative governance is based on lmmm relational contracts
between members and the organization. The memberpaa his production in the
cooperative and buy inputs through the cooperativeot. The cooperative offers prices
and services.

Cooperatives organizations can have two differegamizational missions and
strategies toward its members. One is an econoesalts mission. In this case the
cooperative pursues the largest possible finan@alirn to refund in patronage the
outcome to the members. In this case the cooperdtes not provide free services or
on-the-spot subsidized prices for producers, becdahe objective is to maximize
financial results in order to distribute among thembers later on.
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But, in Brazil, the organizational mission is freqty another; it is improving the
member “welfare” by offering better prices for thgricultural commodities or for the
inputs in the stores. Additionally, cooperativedenffree services such as technical
support, market information, credit, special rulavelopment programs, or services at
cost like soil chemical analyses, satellite produrcimonitoring, among others. In this
case the cooperative tries to improve members’'nmece “welfare” —immediately and
does not make patronage refunds or distributiofingincial outcomes to member. The
benefits for the members are evident in pricesjises, information and technology, or
there are the non-price returns in quality of sg¥giand a non-cash return in services.

So, in this case, important relations occur betwdle®@ member and the
cooperative employees. Without boundaries betweemership and management, with
the gap between the board and the employees cegsiohal managers, the cooperative
exhibits high residual decisions and control rightsese rights pass from the board to the
employees, and permit the employee to use thesasstout a contractual control and
with few monitoring process between the board dmdemployees, to improve benefits
and welfare to a particular member or situation.

This arrangement means that residual decisionscanttol rights are used as
“common” assets. If the member actively particigate general assemblies, councils or
committees and participates in the cooperative sscially committed member, he also
has the right to influence the employees to receroee benefits, attention, priority, or
information than the member who is not socially aaitted and has does not participate.

On the other hand, this commitment to participatuis costs for the member,
such as transactions costs, costs of participadod, costs to create social relations;
economic logic implies that the benefits from havinfluence and being able to exercise
the rights to residual decisions and asset comights must be great and significant
enough to encourage the member to adopt such lweland its associated costs.

In cooperatives, the member “usage” dimension giedtly benefits, but the
dimensions of the member “ownership”, “control”,datinvestment” can yield benefits
but also incur costs of participation, uncertajayd time.

Free cooperative committed relations, (i.e. the tmparticipates only when he
wants), benefit the member user dimension and doesmply costs of participation,
control, and management, among others. The econogi puts the member objective
in the dimension of “usage”.

But, on the other hand, the benefits of influenights, defined as the rights to
influence the use of residual decisions and ass@ral rights, are important incentives
for forming relational contracts through participat

This characteristic occurs with more intensity hie tcooperative has a larger
membership and if the cooperative offers many $e®ices. In this case, the monitoring
costs are high, the distribution of services amtine (member income may increase as a
result of using free services) can be more probliemand patron influence rights are
more important to get priority to use free or astceervices and access to privileged
information,

There are two different focuses on the problemnffuence; the first is the
influence costs constraint, described in Cook (1985 a consequence of problems with
non-clearly defined property rights. Influence soste inefficiencies in organizations
because decisions are made due to the influenapedific members rather than to

11



forward the organization’s mission and decisiony fataken that benefit only a portion
of the membership. Second is the focus on influeigtes, described in this essay as the
member’s informal and relational rights to use tégiduals in their organization. This
problem may be an incentive or a contractual chariatic in governance design.

Trust is also important to improve the member’'stieh with the cooperative and
the decision in choosing the cooperative orgaromatvith which to have economic
relations. Parada Junior and Moglia’s 2G@8vey of more than one thousand members
of CAROL, the biggest grain cooperative in the Hraz state of Sdo Paulo, concludes
that for members, the principal reasons to do ssinwith the cooperative are
confidence in quality, a reliable scale to verifyetgrain weight, and confidence in
information, among others. The principal reasonntd do more business with and
commit to the cooperative is competitors’ prices.

Members can trust and have confidence in the catiperorganization, but this
trust does not represent an obligation for the nertdodo business with the cooperative,
and if possible, the member can look for prices applortunities and do business with
other firms in the market. These informal relatior@ntracts allow the member to do that
and minimize transactions costs, since both pasfieése contractual relation are familiar
with the system.

The influence is strong and increasing in thisagitn and has a high proportion
of informal relational contracts. This type of t@ctual relation can indicate a special
commitment among members. Some cooperative orgamzsain Brazil approach
bankruptcy, request governmental aid, then bredtrnmal relational contracts with
members causing the inefficient rural producer mensilo leave the organization.

On the other hand, informal relational contractsh ggomote a different
commitment in proportion to influence rights. Ifethcooperative shows economic
performance efficiency and success and signifiagaiormal relational commitment, the
member should not spend his time and resourceartizipate or increase his influence.

The main hypothesis of this essay is that the lofimfluence exists because of
vaguely defined property rights in cooperatives amatonsequence of the significant
presence of residual control rights in Brazilianoperatives. The characteristics of
undefined rights and minimal transparency in allioca of property rights exist
particularly in societies in which the economicaastexhibit collectivist behavior.

This situation could minimize transactions costs replacing formal written
contracts with informal unwritten relational cort® based on trust and social
embeddedness.

Therefore, it is possible to consider the logicimffuence right as a specific
arrangement to minimize transactions costs, to pethat the informal relational
contracts flow freely. Additionally influence rightserve as a contractual incentive to
members’ participation in the cooperative orgamatThis can be considered part of
the organizational logic in Brazilian cooperatives.

Influence rights coupled with the right to coopera important to guarantee
member participation in cooperative organizationd enprove stable informal relations.
Only informal relational contracts can create thisiation, and only vaguely defined
property rights can create the logic of the situatiThe sense of having collective
resources (“commons”) and common property rights eaplain this organizational
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contractual architecture. Maybe the question is, thhe concept of property rights
perceived by societies with more collectivist babe®”

Considerations on perception and definition of proerty rights

A survey and interviews with presidents of agrigtdt cooperatives in Sdo Paulo
state show that cooperatives in Brazil increase thember “usage” dimension
strategically; the member does not expect refurrdpatronage and the conception of
rights has to do with rights to commonly held (“coons”) property. Collectivistic
behavior does not encourage formal contractuatioels, which may be a constraint for
members and the cooperative.

A contractual arrangement, based more on inforelational contracts, does not
permit an intense perception and clear definitidn“mrivate” property rights. The
member only seeks out a “usage” dimension in thepemtive organization. Furubton
and Richter (2000) explain that Roman law usedeira property rights only for tangible
goods - physical objects —i.e. absolute propediits. In the case of organizations and
cooperatives in Brazil, it is not clear which “talolgs goods or objects” are considered
property in cooperative organizations.

There are cooperatives that do not grant financa@tection in equity, and
“private” rights to equity over time have the tendg to decrease when compared to the
interest rates in financial markets or inflationthe economy. The member does not
expect an equity redemption from his cooperativieer& are not formal contracts or
obligations for member to patronize the cooperative

In Brazil, with a collectivist orientation amongammic actors, the cooperative
organization is like a “public good” without defir@ns in private property rights.

Around the world the logic governing cooperativas de different. The member
can perceive his private rights of “ownership” gmdate rights to the income and the
equity redemption programs can be fundamental fgraone the economic relationship
between the member and the organization. The edorabjective of the cooperative can
move the organization towards committed relatiohemthere are pressures to establish
formal relations. In this situation, in spite oktproblem of contractual incompleteness,
contracts are more adapted to mitigate the VDPRleno, like in New Generation
Cooperatives (Cook e lliopoulos, 1998).

The member occupies roles as a “user”, “owner” ‘@amgestor” in the cooperative
organization. The cooperative has the feeling afidoa “private” organization. Furubton
and Richter (2000) explain that relative propeights in the widest sense of Anglo-
Saxon law include physical goods (tangibles) and-mploysical goods (intangibles) in
contract rights, patents, copyrights and rightsieanbership and social entitlements. This
conception may serve as the basis for some memliersal relations with the
cooperative.

Characteristics of economic actors’ individualistigentation promote a clearer
situation of owner property rights as compared wihieties with collectivist orientation
like the case of Brazilian cooperatives. This gitracould also imply a value of equity
and property, and formal contracts and financiatsgies, like shares, try to correct and
resolve the portfolio and horizon problems (Hackraa@ook, 1998, Cook and lliopoulos
1998)
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Evidence from a Brazilian survey of presidents of @operatives

Bialoskorski Neto (2004) presents empirical evigemca survey with presidents
of the largest agricultural cooperatives in the Zsi@an state of Sdo Paulo including
37.5% of cooperatives in the 50 largest cooperatigaking.

In questions with possible scores from 1 (low) t¢high), the average response
was 4.14 to the question “Do the more active membeave a greater influence in the
cooperative?” and the question “"Do members withreneelational behavior have more
advantages in the cooperative ” received a 3.14ageescore. These questions, among
others, show the importance of relational behavidrazil.

Only a quarter of presidents of cooperatives wegrencto the idea of contracts
between members and the cooperative to establisimeocial obligations or ensure
delivery of products to the cooperative for mankgtin the future. The presidents, in
open ended question, noted that problems with ukicg system, price volatility, and
rural producers’ behavior — culture — are the nsodtstantial difficulties in establishing
contracts in cooperatives. The rural producer irazBris risk averse and is not
comfortable having formal obligations to cooperasiwrganizations.

The presidents responded with an average score26f that members have a
“usage” role in the cooperative, a smaller scodiciating a belief that member have an
“‘ownership” role, and a score of only 2.50 indingtithat members play a role as
“investors”. Therefore, the member usage role isstmimportant and gives him the
opportunity to use free services or services dtfcos) the cooperative organization.

The same author shows, in another survey, thab2é®operatives in Sao Paulo
state do not distribute financial outcomes — patgen— in cash to members and the
organization missions emphasize the offering o€ fservices and services at cost to
members to improve loyalty. In this situation, theesidents consider that the more
committed and relational member could has more kppibies to use free services and
commercial advantages in cooperatives, as a reduthe relational frequency that
improves informational process and informal cortsac

If written contracts exist to guarantee future dly, in the soybean agro-
industrial system, the cooperative contracts h&ss than half the clauses present in
similar contracts with non-cooperative organizadiolike ADM or Cargill, with fewer
few binding clauses as well.

Relational behavior, participation and economic peformance

To try to finding more evidence related to partatipn, a factor analysis is
completed. Factor analysis identify factors, or erhdng variables, that explain the
pattern of correlations within a large number ofetved variables, is also often used to
identifying a small number of factors that coulawshthe variance observed in a larger
number of variables.
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The initial hypothesis is that member participatioreducational committeésn
the community level increase relational behaviowa$i as relational informal contracts.
If the cooperative organization improves its ecomomerformance, the cooperative
yields greater economic externalities and incomeémbers - welfare - and the member
does not have an incentive to create an informiatiomal commitment to have an
influence right to use residual decisions rightsd garticipation could decrease. A
mathematical model, using a game theory approaamottel and explain this hypothesis
can be found in Bialoskorski Neto (2004)

In the case where the benefits from free servige$ prices created by the
cooperative are sufficient, the costs of partiégggatmay be higher than the benefits of
participation. But if the cooperative organizatioes a lower economic performance, the
member may need to improve his relational commitnirenrder to increase his access to
free services to better commercial relations. lis 8ituation, the benefits of influence
rights could encourage informal relational consaad stimulate member participation.

This logic explains correlations among economicfqrerance of cooperatives
and the intensity of member participation, in tlemeral assembly and/or @ducational
committeest the community level, and the probability of ¢neg relations and informal
commitment in the cooperative organization.

Participation can result from member economic &gtim cooperative stemming
from the intensity of free services like technieaisistance from agronomists who are
responsible for the direct relations between thgaoization and its members in rural
areas, which can improve participation and relaicrommitments. Another important
function for participation is the proportion of mbers associated with the cooperative
among all regional farmers; this characteristicvshdow important the cooperative is
locally and can also show the distance between nteenber and the cooperative
organization. A final important function is the puaytion of regional agricultural
products delivered to the cooperative. If this pmdipon is high the monopsony power of
the organization is also high and can influencdi@pation as well. If there is more
monopsony power, there is less need for parti@pati

The data analyzed is from the Cooperative MonitpriBysteri from the
Organization of Parana state cooperatives. Thaaésof the oldest systems in Brazil with
ten years of experience in monitoring the agricaltccooperatives in agribusiness and
collecting data. The data was chosen only from udargcooperatives, excluding all
central cooperatives (federated) and only the catpes that demonstrated experience
in data collection with a coherent data series.s€hegricultural cooperatives are among
the most important in Parana state, Brazil.

The variables are the proportion of member padiogm in the cooperative
annual general assemblyRASSAGQ, the proportion of member participation in the
educational committee RASSCMT; the proportion of member economically active in
the cooperativ®ASSATYV; the proportion of free technical assistance eogfoducers in
the economic performance arBaECASS, the proportion of members in total farmers
number in the performance ar€ASSPDT, the proportion of agricultural products

! Educational committees on the community levelsarecial local meetings of member s geared towards
improving participation, increasing levels of infioation, and creating a local opportunity to discuss
cooperative problems. All local members may partite in committees.

2 SAC - Sistema de Acompanhamento de CooperatiGperative Monitoring System
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delivered to the cooperative out of the performasmea totaPTPDAC; the proportion
of inputs sold by cooperative organization outhef total of the performance areiNS.

The financial variables are given by the econoneidggmance of the cooperative
represented by the “Kanitz” financial indeXXNT (when this index is high, the
cooperative organization has a better financialasibn, and if this index is low the
cooperative organization has a worse financialativa); by the results — patronage -
retention RETSBRA and capital retention in cooperative operaticRETKPLA
(represents internal capital or the internal céipadion process).

The statistic method, factorial analysis, showseehdifferent components —
factors - or underlying variables -, for this papee most important component is the
third factor, which shows the correlations amonmewariables and the participation in
educational committee at the community level. Tgagticipation in committees yields a
positive correlation with free services in techhiessistance, and with the capital
retention (or capitalization process with interoapital), and a negative correlation with
Kanitz financial index. Another factor, the secostipws participation in the general
assembly with a negative correlation to the Kafiitancial index.

Table 2. Factor analysis results - matrix of componentshwibtation by
VARIMAX method, which shows three factors and tlagiables correlations.

Matrix of Rotation Components

Components

1 2 3
PASSPDT ,865 3,180E-03 1,660E-02
PTPDAC ,827 ,380 2,555E-02
PASSATV 773 -,219 -128
PTECASS ,630 -8,949E-02 ,453
RETSBRA ,106 ,829 -7,452E-02
PINS -,128 ,803 ,126
KNT -,161 ,663 -564
PASSAGO -6,480E-02 -584 -,278
RETKPLA ,206 ,160 ,815
PASSCMT -,241 7,206E-02 ,809

Rotation and convergence in 4 interactions

These observations can partly explain the promosithat if the cooperative
organization is in better financial conditions d@hd likelihood of economic performance
is high, the benefits are probably high; the memparticipation goes down in
committees and general assembly. On the other hhtke cooperative organization

% Kanitz financial index is used, in Brazil, to auand verify the financial situation of organizaiso This
index is formed by different financial weight infoation, as debt ratio, own capital, liquid ratimang
others. This is a variable with continuum valuegltidivalue of Kanitz index better is the financialation
of cooperative organization.
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economic performance is low, the free benefits tminers probably decrease, but the
member participation in organization increasessHituation can create influence rights
to get free benefits in better conditions.

Figure 1. Representation of Variables in three-dimensionacsepcreated by
calculating 3 factors.
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The results show also that the presence of higbgotion of agronomists and free
technical assistance - rural extension - is vergartant to create relations and increase
participation in local committees. This correlatisnmportant because it could describe
the creation of relations in cooperatives, betwden member and the rural extension
service that encourages relations among membeargghreducational committees.

The number of members is also important. Figurehdws the relation between
the number of members in cooperative organizatamtsthe relative participation in the
general assembly. The relations are a logarithnatiom and if the cooperative has a
larger number of members, the tendency of propuatigarticipation is lower. In this
situation, the importance of local area commitieenajor.

This situation also is probably due to the fact ihahe cooperative has a large
number of members, the division of decisions righthigh too. Each member has only
one vote, but this vote does not have the samee\adua vote in a smaller cooperative,
with fewer members.

17



Figure 2. Relations between cooperative member participatiod number of
member in cooperative organizations for the 20 rMaratate, Brazil agricultural
cooperatives. The trend line is a logarithm functio

Proportion of members participation in general assembly annual meeting

%
50

40

30

20

10

O Observed

......

0,0 O Logarithm
0 10000 20000 30000 40000 Tendency

Number of members

In the case of cooperatives with a greater numberembers, there are probably
serious problems with monitoring the action of threembers. The residual decisions and
control rights are greater and the benefits otifice rights are higher too. In this case, a
lower participation can create a lower informalatelnal commitment with the
cooperative, and the member that maintains the ¢bment must receive more benefits
from this option. The cooperative organization tiessame services and facilities for all
members, but only the relational committed memlzer the rights of influence and the
rights to received differential benefits in serga@ information.

This model shows that there is a logic to relatiocc@mmitment or influence
rights to obtain the benefits to use residual @rdnd decision rights. So, the value of
informal relational commitment depends on the bigneff influence resulting from the
degree of residual control and decisions rights.

Considerations
Hofstede (2001) shows that in terms of individuali@nd collectivism, the
Individualism Index Value, Brazil is a more colleety oriented society. This

collectivism creates, according to the author, nfareral” involvement of people within
the organizations.
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Institutions influence transactions, and organaral contractual architecture is a
consequence of institutions (North, 1990). In Brdbkere is a particular culture and
institutional environment that can also influenoatcacts in agribusiness organizations.

Cooperatives in Brazil are built on a base of infal relational contracts with few
formal contracts embedded in an environment ofad@rid economic uncertainty. These
organizations show evidence of vaguely defined @ryprights (Cook, 1995) and few
formal contracts, but, in another way, improve infal relational contracts.

The question is: Are relational contracts part adémporary stage in effect until
the society becomes more individualistic as a oquesece of the logic and culture of
capitalism modifying institutions and contractualrchdtecture in cooperative
organizations in Brazil, or is there a specificitoq informal relational contracts that
creates low transactions costs?

The initial hypothesis is that there is a particulagic in informal relational
contracts; trust and social embeddedness are omty df all of the important
characteristics. Others, such as the rights of e@djn, which permit uncommitted
relations, and influence rights that permit higlgasrizational benefits for members are
important to understand informal relational consac

In cooperatives, the member usage role createshamgfits, but the roles of the
member as owner, controller, and investor incutsco$ participation, uncertainty, time
and transactions. Free cooperative committedioasthave the advantage of providing
the benefits of member usage role without implyoogts of participation, control, and
management, among others.

The economic logic places the member objectivehenrble of being a user. On
the other hand, the benefits of influence rightsige residual decisions and asset control
rights of allocation are important to encourage menparticipation.

This problem is greater if the cooperative is brgged has more members. In this
case, the monitoring costs are high, the distrivutif services and welfare to the member
can be more problematic, and the patron influenglet rare more important to create
priority, customer service, access to privilegefbrimation and in service distribution.
The logic of influence only exists because of thiespnce of residual decisions and
control rights and problems with definitions ankbetion of property rights.

On the other hand, relational contracts may promaothfferent commitment in
proportion to influence rights. If the cooperativas a worse economic performance, the
member should spend his time and resources taipati or increase his influence.

For these members, influence rights are importamguarantee their participation
in the cooperative organization and create stadllions. Only relational contracts can
create this situation. Relational contracts persatial commitment in cooperative
organizations and the logic of influence benefasuse residual decisions and control
rights.

The cooperative organization offers the same sesviand facilities to all
members, but only the relational committed membess the rights of influence and the
rights to receive differential benefits in servicgsnformation.

This is a special class of members. It is posdiblestablish this special social
relational order, because there is a relationatraohwith few of the constraints of a
formal contract, and because the organizationasionsof the cooperative is distributing
outcomes to members in services.
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So, it is possible to conclude that only when theme vaguely defined property
rights, will residual control rights arise to inase influence rights to refund in free
services, for a special class of members, that hasgecial relational commitment. Also,
in societies with more collectivist behavior, lowasnfidence in the legal system and
lower trust in people, informal relational contsaghay minimize transactions costs.
Finally, cooperatives like collective organizatipmsay have vaguely defined property
rights as a strategy to create commonly-held ptgpemnd increase informal relational
contracts based on the social embeddedness of m&nthie organizational architecture
also may minimize governance costs in particulatitutional environments.

Cooperatives are organizations that reflect theuoelland social characteristics of
people in their home countries without foreignuefihce on organizational behavior.
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