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FrameworksFrameworks

�� Framework:  Evolution ApproachFramework:  Evolution Approach

�� Framework:  Life Cycle ApproachFramework:  Life Cycle Approach

�� Framework:  Ownership RightsFramework:  Ownership Rights

   Approach   Approach

Evolution of the CooperativeEvolution of the Cooperative

Business ModelBusiness Model

Framework I
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In the beginning — agriculturalIn the beginning — agricultural

cooperatives were - . . . . . ?cooperatives were - . . . . . ?

 “ . . . . cooperatives were: “ . . . . cooperatives were:

�� Strategically DefensiveStrategically Defensive

�� Organizationally SimpleOrganizationally Simple

�� User DrivenUser Driven

�� Exclusively Inclusive “Exclusively Inclusive “

 “ . . . . cooperatives were: “ . . . . cooperatives were:

�� Proportionately FundedProportionately Funded

�� Disproportionately ControlledDisproportionately Controlled

�� Geographically HomogeneousGeographically Homogeneous

�� Focused “Focused “
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 Today, agricultural cooperatives  Today, agricultural cooperatives inin

generalgeneral are: are:

�� Attempting to be StrategicallyAttempting to be Strategically

“Offensive”“Offensive”

�� Organizationally ComplexOrganizationally Complex

�� User - Investor DrivenUser - Investor Driven

�� Increasingly ExclusiveIncreasingly Exclusive

 And And

�� Disproportionately FundedDisproportionately Funded

�� Still Disproportionately ControlledStill Disproportionately Controlled

�� Geographically HeterogeneousGeographically Heterogeneous

�� Struggling with Ambiguous Multiple-Struggling with Ambiguous Multiple-

Purpose Objective FunctionsPurpose Objective Functions

�� A Membership with an Increasing SetA Membership with an Increasing Set

     of Objectives     of Objectives

 The Original Model of an Agricultural The Original Model of an Agricultural

Cooperative WasCooperative Was

�� Easy to UnderstandEasy to Understand

�� Relatively TransparentRelatively Transparent

�� Generated Member Passion, andGenerated Member Passion, and

�� Usually Achieved Its Defensive ObjectivesUsually Achieved Its Defensive Objectives

   (   (i.e.i.e., protected the value of their, protected the value of their

     members’ assets)     members’ assets)
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Framework IIFramework II

A Lifecycle ApproachA Lifecycle Approach

Phase OnePhase One

�� Economic JustificationEconomic Justification

�� Origin — High Degree of EconomicOrigin — High Degree of Economic
HomogeneityHomogeneity

Phase TwoPhase Two

�� Organizational DesignOrganizational Design

�� Period of Strong CommonalityPeriod of Strong Commonality
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Phase ThreePhase Three

�� Growth and ConsequencesGrowth and Consequences

�� Onset of HeterogeneityOnset of Heterogeneity

�� Emergence of Organizational ConflictEmergence of Organizational Conflict

Phase FourPhase Four

�� Recognition of ConflictRecognition of Conflict

�� IntrospectionIntrospection

�� Debates OverDebates Over

–– Ownership rightsOwnership rights

–– Control rightsControl rights

–– Capital structureCapital structure

Phase FivePhase Five

  Restructure Time

OptionsOptions

Choice One:Choice One: ExitExit

Choice Two:Choice Two: Tinker (moderate)Tinker (moderate)

Choice Three:Choice Three: Radical ChangeRadical Change
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Choice One:  ExitChoice One:  Exit

�� LiquidateLiquidate

�� Merge / Combine with OtherMerge / Combine with Other

CooperativeCooperative

�� DemutualizeDemutualize

Choice Two:  TinkerChoice Two:  Tinker

�� Patronage PoolsPatronage Pools -   Multiple-   Multiple

�� Capital PoolsCapital Pools -- One / TwoOne / Two

�� Governance PoolsGovernance Pools -- OneOne

Moderate ChangesModerate Changes

Choice Three:  RadicalChoice Three:  Radical

�� Patronage PoolsPatronage Pools -   Multiple-   Multiple

�� Capital PoolsCapital Pools -- MultipleMultiple

�� Governance PoolsGovernance Pools -- Perhaps MultiplePerhaps Multiple
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Once the choice is made, the lifeOnce the choice is made, the life

cycle starts over again – but nowcycle starts over again – but now

members are more aware ofmembers are more aware of

ownership and control rightsownership and control rights

The Life CycleThe Life Cycle

�� Phase IPhase I == Economic JustificationEconomic Justification

�� Phase IIPhase II == Organizational DesignOrganizational Design

�� Phase IIIPhase III == Growth and ConsequencesGrowth and Consequences

�� Phase IVPhase IV == IntrospectionIntrospection

�� Phase VPhase V == Restructure TimeRestructure Time

Cooperative Life CycleCooperative Life Cycle

Phase IIPhase II

Organizational DesignOrganizational Design



8

Early Stages:Early Stages:

Cooperatives were formed aroundCooperatives were formed around

–– Common geographic localeCommon geographic locale

–– Common grievancesCommon grievances

–– Common visionsCommon visions

–– Relatively homogeneous group of farmersRelatively homogeneous group of farmers

Early Stages:Early Stages:

This commonality providedThis commonality provided

–– Strong sense of member ownershipStrong sense of member ownership

–– Strong sense of member controlStrong sense of member control

–– Strong sense of member commitmentStrong sense of member commitment

–– Strong sense of “them against us”Strong sense of “them against us”

DefinitionDefinition

Defensive:Defensive: Form to Form to PROTECTPROTECT Value Value

of Members’ Assetsof Members’ Assets

Offensive:Offensive: Form to Form to ADDADD to Value to Value

of Members’ Assetsof Members’ Assets
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OriginOrigin

�� Low PricesLow Prices —  Excess Supply—  Excess Supply

�� Low PricesLow Prices —  Market Failure—  Market Failure

�� An OpportunityAn Opportunity

DefensiveDefensive

OffensiveOffensive

Reasons for Collective ActionReasons for Collective Action

�� DefensiveDefensive

–– Market power abuseMarket power abuse

–– Risk reductionRisk reduction

–– Better terms / serviceBetter terms / service

–– Missing service / marketMissing service / market

Reasons for Collective ActionReasons for Collective Action

�� OffensiveOffensive

–– Scale / scope economiesScale / scope economies

–– Profit at another levelProfit at another level

–– Coordination advantagesCoordination advantages
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Six Major Types of RuralSix Major Types of Rural

Cooperatives EmergedCooperatives Emerged

�� Farm creditFarm credit

�� Rural utilitiesRural utilities

�� Local multipurposeLocal multipurpose

�� Regional multipurposeRegional multipurpose

�� Bargaining cooperativesBargaining cooperatives

�� Marketing cooperativesMarketing cooperatives

1920 – 19351920 – 1935

Cooperative PhilosophyCooperative Philosophy

−− GrassrootsGrassroots

−− MultipurposeMultipurpose

−− GeographicGeographic

−− FederatedFederated

−− Cost of Goods SoldCost of Goods Sold

−− Competitive YardstickCompetitive Yardstick

−− Single CommoditySingle Commodity

−− CentralizedCentralized

−− MonopolizeMonopolize

−− ContractContract

−− PoolingPooling

NourseNourse SapiroSapiro

1920 - 19351920 - 1935

�� “Defense” Grand Strategy Dominated“Defense” Grand Strategy Dominated

–– keep them honestkeep them honest

–– force prices toward market priceforce prices toward market price

–– limited offenselimited offense
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Cooperative EvolutionCooperative Evolution

Phase IIIPhase III

Growth and Its ConsequencesGrowth and Its Consequences

Let’s review whatLet’s review what

organizational designorganizational design

emerged during thisemerged during this

embryo stage.embryo stage.

What is a TraditionalWhat is a Traditional

Cooperative?Cooperative?
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�� Open membershipOpen membership

�� No supply controlNo supply control

�� Growth capital:  earningsGrowth capital:  earnings

�� No secondary marketNo secondary market

For cooperatives that maintainedFor cooperatives that maintained

high degrees of homogeneity ofhigh degrees of homogeneity of

economic interest, the traditionaleconomic interest, the traditional

model continued tomodel continued to

work well.work well.

   Within several generations, the   Within several generations, the

original commonalities began tooriginal commonalities began to

erodeerode
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�� Membership started to become moreMembership started to become more

heterogeneous — (size, off farm income, scope,heterogeneous — (size, off farm income, scope,

etc.).etc.).

�� Common grievances began to fade.Common grievances began to fade.

�� Cooperatives began to expand their services toCooperatives began to expand their services to

meet the growing, diverse needs of theirmeet the growing, diverse needs of their

members.members.

�� Grievances against the cooperative began toGrievances against the cooperative began to

emerge.emerge.

Cooperatives whose membership profile —Cooperatives whose membership profile —

especially from an economic interest point ofespecially from an economic interest point of

view — started to become less homogeneous,view — started to become less homogeneous,

encountered a set of emerging organizationencountered a set of emerging organization

conflicts.conflicts.

We’ll call these the vaguely defined propertyWe’ll call these the vaguely defined property

rights challenges.rights challenges.

Free Rider ProblemFree Rider Problem

Members/Nonmembers Use Resource ForMembers/Nonmembers Use Resource For

Individual Benefit -- Property Rights NotIndividual Benefit -- Property Rights Not

Sufficiently Defined Or Enforced to EnsureSufficiently Defined Or Enforced to Ensure

Members/Nonmembers Bear Full Costs And/OrMembers/Nonmembers Bear Full Costs And/Or

Receive Full BenefitsReceive Full Benefits
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Horizon ProblemHorizon Problem

Member’s Residual ClaimMember’s Residual Claim

On The Net IncomeOn The Net Income

Generated By An AssetGenerated By An Asset

Is Shorter Than ProductiveIs Shorter Than Productive

Life Of That AssetLife Of That Asset

Portfolio ProblemPortfolio Problem

Members Prevented FromMembers Prevented From

Adjusting Their CooperativeAdjusting Their Cooperative

Asset PortfolioAsset Portfolio

To Match Their Personal RiskTo Match Their Personal Risk

PreferencesPreferences

Control ProblemControl Problem

Agency Costs Associated WithAgency Costs Associated With

Divergence Of InterestsDivergence Of Interests

Between Principal AndBetween Principal And

AgentAgent



15

Influence CostsInfluence Costs

 Distribution Of Wealth Distribution Of Wealth

Decisions GenerallyDecisions Generally

Create Influence ActivitiesCreate Influence Activities

Organizational StructureOrganizational Structure

Characterized byCharacterized by

�� Free rider problemFree rider problem

�� Horizon problemHorizon problem

�� Portfolio problemPortfolio problem

�� Control problemControl problem

�� Influence problemInfluence problem

Core Businesses

Earnings/Losses

Capitalization

Single Pool Multiple Pools

Patronage/Capital/Governance 

Pool

Patronage/Capital/Governance 

Pool

�Member Equity

�Non-Member Retained Earnings

�Debt

�Member Equity

�Non-Member Retained Earnings

�Debt

Member 

Business

Non-Member 
Business

Member 

Business

Non-Member 
Business

Allocated to Members Allocated to Members

Co-op pays taxes Co-op pays taxes

Retained Earnings Retained Earnings

Equity Target Program Equity  Pool

Cooperative



16

Cooperative EvolutionCooperative Evolution

Phase IVPhase IV

IntrospectionIntrospection

The late 1980’s was a period ofThe late 1980’s was a period of

deep introspection and reflectiondeep introspection and reflection

on the part of U.S. agriculturalon the part of U.S. agricultural

cooperative leaders.  They hadcooperative leaders.  They had

witnessed unimaginable events:witnessed unimaginable events:

�� Had the concept outlived itsHad the concept outlived its

usefulness?usefulness?

�� Was it a business structure of theWas it a business structure of the

past?past?
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In the mid-1980’s the U.S. SenateIn the mid-1980’s the U.S. Senate

asked the same questions aboutasked the same questions about

cooperatives.  They commissioned acooperatives.  They commissioned a

study which resulted in the 1987study which resulted in the 1987

USDA report:USDA report:

Positioning Farmer Cooperatives forPositioning Farmer Cooperatives for

the Future.the Future.

The report, written with contributionsThe report, written with contributions

from many cooperative leaders andfrom many cooperative leaders and

organizations, revised the cooperativeorganizations, revised the cooperative

principles to:principles to:

user owneduser owned

user controluser control

user benefituser benefit

Cooperative EvolutionCooperative Evolution

Phase VPhase V

Restructure TimeRestructure Time
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�� ExitExit

�� Moderate RemodelingModerate Remodeling

    (Tinkering)    (Tinkering)

�� Radical RemodelingRadical Remodeling

Exit OptionsExit Options

�� LiquidateLiquidate

�� Convert to IOF StructureConvert to IOF Structure

�� Drop Out and Start New GenerationDrop Out and Start New Generation

CooperativeCooperative

Moderate Remodeling OptionsModerate Remodeling Options

�� Proportional CapitalProportional Capital

�� AlliancesAlliances

�� Business Unit FocusBusiness Unit Focus

�� ConsolidationsConsolidations

�� More PoolsMore Pools

–– PatronagePatronage

–– CapitalCapital

–– Control?Control?
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Radical RestructuringRadical Restructuring

�� Complete MergersComplete Mergers

�� Conversion to New GenerationConversion to New Generation

�� Allow for Nonmember Ownership RightsAllow for Nonmember Ownership Rights

�� Allow for Nonmember Control RightsAllow for Nonmember Control Rights

Simple Observation :Simple Observation :

Can’t SeparateCan’t Separate

Risk Capital IssuesRisk Capital Issues

fromfrom

Overall Organizational DesignOverall Organizational Design

IssuesIssues

ControlControl versusversus OwnershipOwnership

ControlControl versusversus CapitalizationCapitalization
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Framework IIIFramework III

Ownership Rights ApproachOwnership Rights Approach

Once the choice is made, theOnce the choice is made, the

life cycle starts over again – butlife cycle starts over again – but

now members are more awarenow members are more aware

of ownership and control rightsof ownership and control rights

Basic QuestionBasic Question

Can the evolving cooperative modelCan the evolving cooperative model

be as successful as the original ?be as successful as the original ?
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Let’s develop a simpleLet’s develop a simple

framework to facilitateframework to facilitate

exploration of this criticalexploration of this critical

question.question.

An original – pure cooperative has theAn original – pure cooperative has the

following ownership rights:following ownership rights:

�� Restricted to member-patronsRestricted to member-patrons

�� RedeemableRedeemable

�� Non-transferableNon-transferable

�� Non-appreciableNon-appreciable

�� Distributed proportionally to patronageDistributed proportionally to patronage
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Analytical Framework is Derived from aAnalytical Framework is Derived from a

Property Rights Theoretical FoundationProperty Rights Theoretical Foundation

—  Argument is:—  Argument is:

  Property rights (residual claims and  Property rights (residual claims and

residual control rights) are more clearlyresidual control rights) are more clearly

defined in an investor-oriented firm thandefined in an investor-oriented firm than

in a user-oriented firm.in a user-oriented firm.

Ownership

Rights

R
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Not Restricted to M
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But over time a horizon problemBut over time a horizon problem

emerges:emerges:

�� All members receive some user benefitsAll members receive some user benefits

�� Senior members have a disproportionate amountSenior members have a disproportionate amount

of the capital investedof the capital invested

�� Market value of organization can not be unlockedMarket value of organization can not be unlocked

�� Exit does not mean capital is returnedExit does not mean capital is returned

�� Voice Voice vs.vs. exit exit
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And the membership becomes (from anAnd the membership becomes (from an

economic point of view) more economic point of view) more heterogeneousheterogeneous

— that is to say — less homogeneous.  Thus— that is to say — less homogeneous.  Thus

the portfolio problem emerges.the portfolio problem emerges.

-  Size-  Size - Cost structure- Cost structure

-  Income source-  Income source -  Ownership structure-  Ownership structure

-  Farm portfolio-  Farm portfolio -  Age-  Age

These Investment ConstraintsThese Investment Constraints

�� HorizonHorizon

�� PortfolioPortfolio

�� Internal Free RiderInternal Free Rider

Affect the Control Mechanisms, thusAffect the Control Mechanisms, thus

CreatingCreating

�� Agency CostsAgency Costs

�� Influence CostsInfluence Costs

     Consequently, as cooperatives evolve,     Consequently, as cooperatives evolve,

many lose their many lose their originaloriginal organizational organizational

characteristics.characteristics.

     Using equity capital investment as a proxy     Using equity capital investment as a proxy

for ownership rights, a disproportionatefor ownership rights, a disproportionate

distribution of ownership rights begins todistribution of ownership rights begins to

emerge.emerge.
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Emergence of Internal Conflicts:Emergence of Internal Conflicts:

Capital AcquisitionCapital Acquisition

Emergence of Capital Constraint ArgumentsEmergence of Capital Constraint Arguments

  a)  Cooperative residual claims are restricted to members  a)  Cooperative residual claims are restricted to members

  b)  Members have inappropriate incentives to invest  b)  Members have inappropriate incentives to invest

  c)  Growth capital acquisition tied to patronage  c)  Growth capital acquisition tied to patronage

  d)  Equity capital is not permanent  d)  Equity capital is not permanent

  e)  Limited access to external finance  e)  Limited access to external finance

�� restricted to member patronsrestricted to member patrons

�� redeemableredeemable

�� non-transferablenon-transferable

�� non-appreciablenon-appreciable

�� distributed disproportionatelydistributed disproportionately
among patronsamong patrons

A traditional cooperative has theA traditional cooperative has the

following property rights attributes:following property rights attributes:

ownership rights areownership rights are
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Ownership
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Traditional Cooperatives

Traditional Cooperatives Vertical Investment

Traditional Cooperatives Transitioning to

New Generation Cooperative
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Traditional Cooperatives

Proportional

Member Investment

Benefits to

Investors

Non-Redeemable

and Transferable

Proportional Investment Cooperatives

Member-Investor Cooperatives

New Generation Cooperatives

Traditional Cooperatives Vertical Investment

Traditional Cooperatives Transitioning to New Generation

Cooperative

Proportional Investment Cooperatives with Vertical Investment

Member-Investor Cooperatives with Vertical Investment

New Generation Cooperatives with Vertical Investment

New Generation Cooperatives Collaboration
Ownership

Rights Not Restricted to

M
ember-Patrons

Conversion

Non-Conversion Outside Equity Not  in Cooperative

Investor-Oriented Firms

Cooperatives with Capital

Seeking Companies
Publicly-Traded Common Stock

Investor-Share Cooperatives

Outside Equity inCooperative

Land O’Lakes

Core Businesses

Earnings/Losses

Capitalization

Dairy Foods Ag Services

Single Pool Multiple Pools

Patronage/Capital/Governance 

Pool

Patronage/Capital/Governance 

Pool

Industrial
Value-Added

Feed Agronomy

Seed Swine

�Member Equity

�Non-Member Retained Earnings

�Debt

�Member Equity

�Non-Member Retained Earnings

�Debt

Member 

Business

Non-Member 
Business

Member 

Business

Non-Member 
Business

Allocated to Members Allocated to Members

Co-op pays taxes Co-op pays taxes

Dairy Foods

Retained Earnings

Ag Services

Retained Earnings

Equity Target Program Equity  Pool
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GICL uses theseGICL uses these

approaches and many cases toapproaches and many cases to

explain, explore, and learn aboutexplain, explore, and learn about

the changing cooperativethe changing cooperative

structures.structures.

GICL = Graduate Institute ofGICL = Graduate Institute of

Cooperative LeadershipCooperative Leadership

Founded byFounded by

–– Small endowmentSmall endowment

–– A visionary DeanA visionary Dean

–– Energetic Assistant ProfessorEnergetic Assistant Professor

GICL now enters its 35GICL now enters its 35thth year year

based on two beliefs:based on two beliefs:

�� Cooperation provides bothCooperation provides both

— Private goods, and— Private goods, and

— Collective goods— Collective goods

⇒⇒⇒⇒⇒⇒⇒⇒ Consequently cooperation is a win-win Consequently cooperation is a win-win

�� Cooperative education matters.Cooperative education matters.
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Thank you.Thank you.


