Empowering Smallholder Farmersin Markets:
National and International Policy Contexts

Brief of ESFIM Working Paper 1
WUR — CIRAD - NRI
August 2007

Smallholder farmers often face constraints wheg thant to access markets or when they want to
improve their competitiveness in markets. Marketeas and competitiveness relate to the options
farmers have to sell their products and purchgzeten

Smallholder farmers often have low market accessared to their larger and more capitalized
colleagues, smallholders are disadvantaged disenal] size of operations, weak technical capacity,
high vulnerability to natural and market risks, dack of capital. These constraints could be worse
when smallholders are in remote areas. In addisorallholders have difficulties in complying with
the high quality standards that international merked domestic supermarkets require.

National and international policy initiatives thain to remove the constraints that smallholders
encounter in improving market access and competiggs could be categorized according to their
main goal:

* Removing barriers to entry into markets

* Reducing market risk

« Reducing transaction costs

e Strengthening bargaining power

e Supporting producer organisations

Removing barriersto entry into markets

Barriers to entry into markets can be related tgsfal limitations in reaching the market, suchoxs

quality of roads, to restrictions on internatiotrade, or to minimum product characteristics reeplir

These barriers mean that a certain market doet buisthat smallholders are hindered in sellingrth
products on that market.

In recent years, much attention has been givefrittes quality and safety requirements for
agricultural products. In many developed countiesylic policies on safety and quality standards
have been revised. Standards have been tighteniedds with safety concerns, while new standards
have been developed for previously unknown or wietgd hazards or to address the food quality
concerns of consumers. At the same time, prodaigtiily has come to play a more prominent role.

Quality and safety standards are often higher ueld@ed country markets than in developing
countries. With the rise in the relative numbeudfan consumers as well as in the number of
supermarkets, barriers to entry are increasingialdomestic markets in developing country and
transition economy markets. Global and local modetail favour centralized procurement and
preferred supplier systems, and often apply prigatdity standards. These purchasing practicesl enta
higher market access constraints for smallholdedyxers.

World trade has expanded rapidly over the pastdiecalhe current Doha round of WTO negotiations
intends to reduce import tariffs and export sulesidor agricultural products. However, the impédct o
tariff reduction and market liberalisation on thggieultural sector continues to be heavily debated.
While for exporting countries tariff reduction leaimproved market access, for farmers supplying
local markets the picture may be less positivehag will be faced with increased competition.



As the role of traditional trade barriers is redicader (WTO, EPA) negotiations, the focus of trade
policy discussions has shifted to non-tariff bagiw trade (NTTBs), which are becoming increasgingl
important in international trade issues. These N3 aBect production in developing countries by
raising standards and making it more difficultriadie. However, in some cases NTTBs create an
opportunity for smallholders by protecting locabgucts with specific labels or geographical
denomination.

In several countries, public policies are targetestrengthening local and regional markets. Where
local and regional markets exist, farmers have muaeket outlets available (which improves their
bargaining position), can economize on informatiosts (as it is easier to collect information oralo
consumer demand), and can more easily comply \pitbial (local) consumer demands.

Reducing market risk

Agricultural producers face both market risks aislls that arise from natural conditions such as
weather, pests and diseases. Farmers in developurdries generally face higher risk than their
counterparts in industrialized countries. Smallleadql because of their low resource endowment, tend
to be highly vulnerable to production risks, ashaslto marketing risks that may result from price
fluctuation or opportunistic buying behaviour.

In many developing countries risk behaviour andkegparticipation are interlinked. On one hand
uncertainty is reduced by participating in thesekmiinstitutions provided this is based on imprbve
market information, market outlets and communigation the other hand uncertainty is exacerbated
by greater market participation, since the safetyofi subsistence is replaced by insecurity ofalvist
markets and adverse price trends.

In most developing countries, institutions (e.gurance) that can mitigate risks are missing okiyea
developed. In the past, governments often reduaellehrisks by market intervention such as price
stabilisation programs. With the withdrawal of stattervention, market risks for smallholders have
increased, due to growing price instability, higheality demands, more competition, and a lack of
information on the side of the producer.

In the industrialized countries, farmers benefinfiran array of arrangements to isolate or cushion
farmers from natural and market shocks. Apart fpyovisions related to the welfare state,
agricultural policies protect farmers from markieks. In addition, farmers in industrialized cougdr
have been quite successful in pooling risks undeperative insurance schemes.

Prior to the 1990s, state marketing boards werd hganany developing countries. These boards took
care of exports and producers received a minimuoe pegardless of world market prices, thus
shifting market risk from farmers to national gavaents. However, as these turned out to be very
costly for the state, many were dismantled. Newebets, such institutional arrangements continue to
exist in several countries, such as in West Afiicthe cotton sector and in Costa Rica in the eoffe
sector.

In Canada, farmers support single desk sellingedan products. They benefit from economies of
scale when marketing their product. The benefithefsingle desk exporter are passed back to the
farmers who sold that product. State legislativasoees have been adopted to enable farmers to use
and govern this policy tool.

With the phasing out of price support schemes, ngmwernments in the industrialized countries are
now giving more attention to direct income supgodgrams, which are supposed not to distort trade.
But the lack of financial resources at the statellenpedes the implementation of such measures in
developing countries. Developing countries andditeon economies are also interested in donor



driven schemes for risk management in agricultsueh as the EU-ACP Flex programme. However,
there is a need for further studies to assesstienterest of insurance schemes in developing
countries for smallholder farmers.

Acknowledgement of the fact that smallholders fdi¢terent market risks compared to large, highly
capitalized farmers may lead to the institutioretian of special protection programmes for
smallholders. In Brazil, a distinction is being redzktween agricultural policies for a small gro@ip o
export-oriented farmers and rural development pdifor the large group of smallholder farmers,
with a separate Ministry of Agriculture for eactogp of producers.

Reducing transaction costs

Market exchange, whether it is a spot market asrdractual arrangement, involves transaction costs.
These costs can be summarized by the words contadtact, and control. They include the cost of
gathering and processing information on productekets and agents, the cost of negotiation over a
contract, and the cost of monitoring and enfor¢hag contract.

For smallholders it is often difficult and costly dbtain appropriate market information as well as
reliable information on potential exchange partn@€nsce a market/buyer has been found, the producer
needs to negotiate a contract and bargain ovepribe and other delivery conditions. The produser i
often in an unfavourable bargaining position astthger has more information about market
conditions, better negotiation skills and oftentdéeassets (financial, logistics, etc.). After mayi

entered into an agreement, the producer has to makehat the buyer keeps to its commitments, by
monitoring buyer actions and by calling upon formainformal enforcement mechanisms when the
buyer does not comply. All of these activities drtasts i.e. transaction costs.

Even when buyers do not take advantage of thednuiaable bargaining position, producers still face
coordination costs. These are the cost of infolmnagixchange and joint decision making to align
producer decisions with buyer demands. These awatidn costs increase when products become
more customer-specific and quality becomes moreitapt.

Public policies that reduce transaction costs abmdiinstitutions that support market exchange,
provide training for farmers and their represertiin contract design and contract management,
foster institutions for dispute resolution, and [soi the establishment and strengthening of praduce
organisations. In addition, policies that supphbet provision of market information and improve the
market “infrastructures” and services (transpddtage, financial services) also reduce the traitsac
costs that smallholders face in markets.

Strengthening bar gaining power

Smallholders are often confronted with market dtrrgs that are more concentrated than the farming
industry itself. Large buyer firms and large suppfirms have more bargaining power, have more
resources available for market research and inf@yand have more options for adjusting to
changing economic and regulatory conditions.

Bargaining power refers to the relative capacitghtain favourable terms from a transaction. It is
strongly related to access to information, to aliéive trading options, to dependencies, and to the
perishability of the product. The low bargainingyes of smallholders may lead them to under-value
their products and obtain a smaller share of thikeddralue created in the supply chain. Smallholders
have particularly low bargaining power when thegy products that need further processing, as
economies of scale lead to high concentration anpoogessors.



The bargaining power of smallholders may even dgegras customers are demanding larger volumes
of uniform quality. As supermarkets demand prodotthe same quality in each of their stores,
wholesalers may prefer procurement from large fasrtteat can supply homogeneous guantities.

Also on the inputs side, smallholders have low harigg power compared to their suppliers. Seed
companies, energy suppliers, equipment sellerd, geaducers and other inputs suppliers operate on a
scale that is far beyond that of the smallholdeting them substantial bargaining power. Solution f
this problem can be public provision of supplied aarvices or collective action by the producers
themselves.

Supporting producer organisations

Producer collective action is often regulated bigliupolicies, which can be enabling or constranin
Policies regulating POs can consist of both gerlaved such as company laws, commercial codes,
and taxation laws, or special laws on marketingcatjural products (e.g. legislation on marketing
board) or special legislation on the formation apdration of POs (such a laws on agricultural
cooperatives).

Legislation on cooperatives is changing all arotiredworld, in order to provide these organisations
with more flexibility to respond to changing markeinditions, to reflect the new balance between
public and private responsibilities, particulanyformer socialist countries and to provide a more
enabling policy context for private market initisds.

Even where legislation and regulation on POs efastalization of producer groups may not always
be desirable. Informal organizations have moreilfiéity, particularly in countries where legislatio

on POs (such as cooperative law) is restrictivaddition, registration of a PO may not be cost-
effective. Moreover, formalization provides statgterities with the opportunity to tax the PO amd/o
its members. In situations where informal traders middlemen do not pay taxes, establishing a
formal marketing PO may not be an economically siqumactice.

Arguments in favour of formalization are (a) théligbof the PO to enter into contracts and to loorr
money; (b) the existence of a prescribed set @sroh the governance of the organisation, which
provides clarity for both internal and externaksfaolders; (c) the ability to enter into nationatla
international collaboration; and (d) the existeatelear rules on the liability of the PO, its mesnb

and its directors. The advantages of formalizatiay become more important when the PO wants to
enter, on behalf of its members, into contractderdelivery of products with special quality
characteristics.

Besides strengthening bargaining power, a PO auceebarriers to entry, for instance by providing
its members with advice on how to comply with giyaditandards; can reduce market risks for
individual smallholders by establishing risk shgrmechanisms; and can lower transaction costs by
gathering, processing and disseminating informatiomarkets, products and transaction partners.
Increasingly, policy makers acknowledge the impurtale POs can play in furthering smallholder
market access.
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