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Commer cialization of smallholder agriculturein Ethiopia

Commercialization of smallholder farms is now vieley the government as the focal
point to the agricultural development of the countiThis paper attempts to examine the
feasibility of the proposition at the micro-leveh terms of the household, and at the
meso-level, in relation to transaction costs. Titeero-economic issues of domestic and
foreign markets for agricultural output, and linkagbetween agriculture and non-
agricultural sectors are not addressed. Sectiom discusses what is involved in
commercialization of smallholder agriculture. $@&tttwo examines commercialization
from the standpoint of the household model, antl@ethree deals with transaction costs

and the significance of institutional arrangemdatscost reduction.

Section one

A. Commercialization and its entailment

At the farm household level commercialization isaswwed simply by the value of sales
as a proportion of the total value of agricultuvatput. At the lower end, there would
always be some amount of output that even a bismabsistence farmer would sale in
the market so as to buy basic essential goods emttss. For this reason the ratio of
marketed output up to a certain minimum level canbe taken as a measure of
commercialization. If the cut-off level for Ethiapis put at, say, 15 per cent, then it is
the increase above this level that would be said nmeasure the extent of
commercialization at the farm household level. ties proportion of the marketed output
increases beyond this treshold, the household fyetiser removed from subsistence
production and enters increasingly into commerzgali farming. Then, again, at the
higher end, there would be a certain minimum |efaharketed output ratio that would
mark a structural switch into commercializationheTfloor for this could be put at, say,
75 per cent of the total agricultural output. Hermmmercialization of smallholder

agriculture entails a process of transition thatid@¢de divided into two stages.



The increase in the ratio of marketed output thowsymple as an indicator of
commercialization, carries with it a deeper chamgéarm household decision-making
behaviour. Household decision-making of productod consumption is non-separable
in subsistence farming while it is separable inkaetoriented farming. What to produce
and how to allocate time between labour and leissrdifferently decided upon in

subsistence and commercialized farming.

The most common form in which commercialization wecin peasant agriculture is

through production of marketable surplus of stdpled over what is needed for own

consumption. Another form of commercializationafwes production of cash crops in

addition to staples or even exclusively. To havwmaketable surplus over the cut-off
ratio of, say, 15 per cent normally involves anr@ase of household output of staples.
This can be attained with the same level of inghtsugh adoption of best practices
(technical efficiency), or with the same productfanction but greater utilization of the

existing family labour (allocative efficiency), awith new technology consisting of

production technique or product variety (produgyivgains). Similar improvements at

the farm level also apply to the introduction olc@rops.

In the extreme instance where what is produced gktsonsumed by the household
itself, decision-making about production and congtiom would be one and the same.
The decision to be made about what crops to prodadehow much with the given land
and labour would simultaneously apply to both peiaun and consumption. A step
further from this extreme marks an instance whesenall portion of what is produced
emerges as a marketable surplus. Even here, ogpecomzlude that decision-making
does not distinguish between production and confompso long as the marketable
surplus occurs as a residual outcome. This woalddif the surplus gets exchanged
solely for other food items not produced by the dehold. As the marketable surplus
increases further, however, decisions pertainingrtmuction and consumption would
begin to be separable in that they would have tmade partially independent from each

other. Initially weak the degree of separablitycdr@es stronger along with the



proportionate increase of the marketable surplughéntotal output. Separability could
then be said to start at the same moment as conatation begins, which, in the

Ethiopian case, is, for convenience, put at 20cpat of marketable surplus.

Where decisions are non-separable between produetid consumption the objective of
the household is to maximize utility, and whereisitcompletely separable it is to
maximize profit. In the in-between situation, howe the household behaviour is
guided by a mixture of two objectives directed tlity, on one side, and profit, on the
other, with the former being dominant in the eghase of commercialization and the
latter in the subsequent phase. Thus the behawbuhe individual farm family

undergoes a paradigm shift, with an interregnuna dfansition period in which it is

critically important to avoid backsliding as wedl quicken the pace of change.

On another front, commercialization entails widgni@and deepening the household's
market transactions relating to inputs and outmdgswell capital, land and labour.
Initially, it will be in the product market that eh household's transaction will
preponderantly take place. Subsequently, as thvketeal output proportion becomes
larger, the household's engagements in the otheetsawill also increase in importance.
But these processes by which the household inegrigself into product and factor
markets is far from simple and straight forward tméhe endemic problems of missing

markets and market failures in developing countries

Integration of the household into the market econanvolves forging new links and

deepening existing relationships between the haldebn one side, and traders, micro-
finance institutions, and other farmers willing gapply labour and rent land, on the
other. Where markets are missing, it would reqgtihiesintervention of non-market agents
to put in place a mechanism of exchange. A gocaimgie of this is the scheme
introduced in the mid-1990s of underwriting loarws farmers for the purchase of
fertilizers by regional administrations. As to et failures it is the lowering of

transaction costs that would be required. Viewadawly to exclude transport and

communication costs, the transactions costs inleolder agriculture arise essentially



from lack of information, contract enforcement, ancbordination. Thus,

commercialization entails improvements in all thésee areas.

To conclude, commercialization entails separatibrpm@duction and consumption in

decision-making at the household level, and reswmutf missing markets and reduction
of transaction costs within the agricultural sectéor the process of commercialization
to move swiftly and smoothly the requisite changethe micro (household) level would
need to be readily facilitated by changes at theaseonomic level. In particular, once
production for the market begins to gather momentinbecomes critical to tackle

problems of transaction costs, which underlie mgsnarkets and market failures.

B. Thestate of commercialization in Ethiopia

The status of smallholder commercialization in &pia can be examined by looking at
the extent of the integration of the HH into outpat factor markets. Table 1 shows the
proportion of the marketed output of grain cropseduced by smallholders. For the
country as a whole, 20.4 per cent of the outpi001/02 was marketed, while 63.7 per
cent was used for own consumption by the HHs, & fier cent was used set aside for
use as seed input. A small fraction of 3 per eent used for animal feed, payment of
non-HH labour in kind, and other unspecified pugsos At a glance this demonstrates
that Ethiopia is found at the first phase of conuraization. But there are significant
variations within the country. At the high end rineare many districts where the
marketed output ranges between 30 and 35 per amdtsimilarly many districts are

found at the low end below 10 per cent.

Tablel



Crop utilization by HHs in 2001/02, in per cent

Crop Own

Type | Consumption Sale Wages in kind Seed | Others
Grains 63.7 204 0.01 12.9 2.99
Cereals 66.9 15.7 1.25 12.7 3.45
Oilseeds 61.0 21.6 0.95 14.4 2.05
Pulses 33.9 53.8 1.42 9.9 0.98

Source: CSA (2003), Ethiopian Agricultural SampleuBheration,
2001/02, Part 1, P.215

In addition to grains, tree crops of coffee andtchéiich are cash crops, and root crops
mainly consisting of enset, which is a food crom widely cultivated in the country. It

is estimated that 22.8 per cent of farming HHshie ¢ountry are engaged in coffee and
14.9 per cent in chat production, possibly with sagignificant overlapping between the

two groups.

Table 2 indicates the extent of utilization of fiezér in smallholder agriculture. In terms
of numbers, out of a total of 10.33 million HHs aggd in farming 38.8 per cent were
found to use fertilizer in 2001/02. Similarly ajgaltion of fertilizer covered 38.6 per cent
of the total area under peasant cultivation. Bycalnts this represents a fairly large
proportion of HHs, all the more notable for its ogence at a very low level of
agricultural development even by the standardsweélbping countries. The explanation
lies in the country's thin but broad market of ifieér. Total consumption of fertilizer
amounted to 227,854 tons in 2001/02 with input goain production amounting to
218,482 tons. This averaged 23.4 kg per hectatetalf cultivated area of the country,
and 25 kg per hectare of land under grain prodogctrchich indicates low intensity of
usage among the farmers who applied fertilizers. tl@ marketing side, retail trade was
mostly conducted through regional administrationd aooperatives, rather than private

traders, which must have reduced transaction éoisthe farmer.



Table?2

Consumption of fertilizer in smallholder agricukun 2001/02

Holdings Hectares Volume
Item Number Number Tons in000
in '000 Per cent |in'000 Per cent
Total HHs | 10,249 100| 9,731 100
Fertilizer
users 3,974 38.8| 3,755 38.6 218

CSA (2003), Ethiopian Agricultural Sample enumenat2001/02,
Part 1, P.143 and Part 2, Pages 63, 103, and 211

Closely connected with the input market is the itredhrket. In 2001/02 it is estimated
that some 20 per cent of the total farm familieshi@ country had obtained credit from
the formal sector of commercial banks and micrarice institutions for the purchase of
fertilizers. Problems of missing markets and mafiedures have been substantially
circumvented to provide access to credit at affolel@rices by maintaining a relatively
low interest rate regime at the macro-level andatipwing innovative approaches at the
micro level to reach smallholders. Without thisntmnation of macro-and micro-policies

provision of credit on such a magnitude would hiagen impossible.

Another factor market, which has a bearing on coroiakzation, is the land market.

Given the land tenure system of Ethiopia, the a@pple market is that of land-lease
market. In 2001/02 the number of rented holdingsanted to 20.2 per cent of "owned"
holdings, which is surprisingly high and gives @8t evidence to the permissiveness of
the land tenure system to land-lease market. ringeof area of farmland, the rented

holdings amounted to a much lower ratio of 11.4 gent of the "owned" holdings, the



implication being that the size of the rented haddof an average farmer is about 55 per
cent of the "owned" holding. Lastly, labour marketfound to be negligible. Table 1
shows that the payment of wages in kind by farmére bring labour from outside the
HH, which is far more common that cash paymerntpants to a mere 0.01 per cent of
the total crop output. Given that there is plesftynused labour within the HH, it is self-
evident that demand for hired labour is likely tmexge only after a considerable
progress has been made in terms of commercializatidhe fact that the HH has
practically not entered the market to buy labodleots that commercialization can be

carried on a long way with HH labour itself.

Section two: The Household M odel

The usual path of commercialization of smallholdgriculture starts with growth in the
marketable surplus of staples. This could contumid it becomes the dominant portion
of the total output of the household, or, therelddoe a diversification of the marketed
portion into staples and other food crops. Anotheute consists of combining
production of staples for own consumption with protibn of cash crop for the market.
Both, these routes, or, any variant of them, aeeptfocesses that took place in Asia's
economic development. A third, and an unusual mathe replacement of subsistence
production by cash crop production; a direct switster from subsistence to market

production.

Ethiopia is likely to follow a two-track approaahm the commercialization of smallholder
agriculture, covering the usual and an unusualkeroum the food crop surplus producing
areas of the country, households would follow tlenral pattern of progressively
increasing the portion of marketed surplus in ttaltoutput, while in the food deficit
areas households would shift towards producingtlier market and relying on cash
income to procure food crops from the market. €ha® respectively designated track

one and track two hereafter.



The household model explains the behaviour of tbaséhold as a producing and
consuming unit simultaneously. It is a standarddehdor the analysis of agricultural
households in developing countries and can be Iyeadpplied to discuss

commercialization of smallholder agriculture in Bhia covering both tracks one and

two.

The starting position of the model relates to ssthsice farming. In this case, the
household (HH) model takes land and capital agdfixed examines how the supply of
HH labour gets determined. As the household irs@®gats labour supply its marginal

physical product decreases, while on the other hgimdn that the endowment of the HH

time is fixed, the available leisure time diminishand its marginal value increases.
Labour would then be supplied until the value sfahysical product in terms of leisure is
equated with the utility of the physical producttémms of leisure. This is demonstrated
in fig.1, which brings together the indifferencena between consumption of physical

products and enjoying leisure, and the slope oflthéget line showing the trade-off

between additional leisure time and physical praduthe horizontal axis depicts the

increase in leisure time when read from left tatignd, on the obverse, the increase in
the labour supply when read from right to left. eThertical axis shows the physical

product.
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Since the household owns all the factors of praduodt uses, it is up to it to decide the
division of the endowment of time between leisurd work. The decision would in turn
depend on how much the HH wants to consume andiridgery of labour. Up to a
certain minimum the consumption level of the HH da@ said to be determined
exogenously reflecting the nutrient requirement delf-sustenance. In which case the
drudgery of labour would have to be met, there dp@io option. It would be up to nature
whether this necessary amount of labour supply usddnsome or not. Normally,
however, subsistence production operates at a plaoge minimum consumption level

needed for survival, and it is at this plane thatlt{H model is constructed.

The HH model is unique in its theoretical constindwo ways. First, and most notable,
it treats a situation where implicit transactiosur within the household rather than the
market, and second it implies a line of causatietwken supply of labour and leisure

time which runs from the latter to the former rathiean the other way round. The
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decisions that a subsistence farm family makes loat wo consume and how much, and
how much to work or rest, can, if desired, alsoexplicitly viewed as transactions

between a notional entity called "Household" andniners of the household collectively
(or individually though that would make the trartsats complex). One can envisage,
for instance, the notional household hiring thd heaisehold putting them to work, and
in return paying them in kind from its produce. #slabour supply, it is the HH's

preference for leisure that drives labour suppiyturn determined by the indifference
between consumption of food and leisure. OnceHRefixes its desired amount of

consumption of food crops and the leisure time thatishes to have, the supply of

labour is simultaneously fixed (see appendix).

The transition process from subsistence to marketted production under track one
can be divided into two stages. In stage one thk Hds a significant amount of
marketable surplus: (say, up to 50 per cent ofl totsput), but engages in no other
market transaction. Fig.2 sets the analytic franrekw The vertical axis shows income
instead of physical product, since part of the oytplbeit a small portion is now in cash.
Compared to fig.1 there are two different argumigonia. One relates to the indifference
curve and another to the unit of measurement ofetipglibrium point. Although the

vertical axis shows income, it can be viewed asr@xy for consumption with a

somewhat convenient assumption that at this phiasenomercialization peasants do not
save in cash. Thus the indifference curve carebd as showing different combinations
of consumer goods and leisure time. The differaaddat this time consumer goods,
though still dominated by food items, includes othen-food items as well. Another
difference concerns the change in the measurenfigdHooutput from in kind to cash.

Although it is a small portion of the output thatmarketed, the entire output of the HH
can be considered as implicit wage. Consequelhigyetquilibrium level of labour supply

by the HH is that at which the price of incomeemts of leisure is equated to the utility

of income in terms of leisure.
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The second stage in the process of commercializasianarked by the dominance of
marketable surplus in the output of the HH. Comuiadization now goes beyond
guantitative change as it comes face to face withitecal qualitative change. Consider
what happens to the indifference curve. It stlfices the relationship between consumer
goods and leisure, but quite importantly, the cositpmn of consumer goods is weighted
more by purchased goods compared to food itemsupeatlby the HH. Since well over
half of the consumption of the HH has to be produrem the market, it is imperative
that the HH supplies adequate labour to maintaie thesired composition of
consumption. As a result, for the fist time in thid model the line of causation between
labour supply and leisure time flows from the forrteethe latter, and leisure comes to be
determined by the disutility of labour in the regutashion. The budget line now acts as
a constraint on the indifference curve obligating household to choose the combination
of consumer goods and leisure time denoted by oi@ () at which two are in tangent.
Labour supply will increase until there is equalitgtween price and utility of income

measured in terms of leisure.
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Market failures on the output front should alsodmmsidered. The HH may want to
optimize its income by increasing its marketed atipf non-staple food crops or cash
crops through allocating more resources, say, lamdthis purpose and, inversely
lowering the allocation of resources for the praducof staples below what is required
to attain self-sufficiency. But there could befeliénces between the selling and buying
price of staples in the same market at the same. tifhe buying price is likely to be
higher due to market failures. If the extent & firice difference is significant, it could

slow down the process of commercialization.

In stage two the problem of market failures becopresninent, as the assumption that
the HH does not enter into transactions in factarkets, which was appropriate for stage
one, no longer holds. In rural areas the fact abur markets are undeveloped pose
problems of market failures to HH who wish to hliadour. Specifically, the price of
labour is likely to be significantly higher tharetimarginal revenue it would fetch to its
employer. Conditions of credit market would vagpdnding on whether it is the formal
or informal market that prevails. But even wherenfal markets exist, interest rate are
often excessively high unless heavily subsidisegihhd markets are no less flawed either.
The rental rate is not likely to be competitivelgtermined since the market is highly
localized. In the extreme instance, which is matammon, HHs wishing to expand their
area of cultivation may be unable to do so for latlavailability of land that can be
rented within manageable distance. Moreover,dhg-term duration of rental would be

indeterminate as contracts are informal, often ntadannual basis.

Track two

Instead of an evolutionary process of commerciabma track two involves a breaking
out of subsistence production. It takes place uadeunusual condition in which a food-
deficit HH abandons its focus on food productiod awitches to production of cash crop
or livestock products for sale in the market. Ung®epulation pressure and soil
degradation over decades, production of staplesesei@ be a viable means of assuring
food security, particularly when coupled with adseerainfall conditions, to the point

where further sustenance of life becomes deperaetite introduction of a new farming
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system. Inevitably this requires adoption of a ieghnology by the HH with some kind

of external intervention of government and /or atés sector.

HH labour supply will be governed by similar comuliis as pertain to the second stage of
track one. If the entire output is directed at ket and the HH aims at obtaining all
its food requirements from the market, then itsffecence between consumer goods and
leisure is defined in the same manner as that airean HH. Otherwise, some small
amount of food crops may be produced by the HH. a®rer the case, the HH labour
supply will continue, until there is parity betwepnce and utility of income in term of

leisure.

Generally, different possibilities exist for chamgithe farming system of smallholder
agriculture that is under practice. Constraints adase from lack of rain, loss of soil
fertility, or small size of landholding. In extreminstances any one of these, or in
combination, could constitute a binding constrainat would make agriculture an
unviable activity. These notwithstanding, the Hibuld have to adopt an optimal
farming system out of various feasible systems,eddmg on the natural resource

endowment and availability of labour, land, cregithnology, and market.

Section three: Transaction costs

Transaction costs consist of tangible and intaegdaists. The former include marketing
costs such as transport, handling, storage, conuation, and bank loans, while the
latter would typically arise from lack of contra@nforcement, information and
coordination, and are expressions of missing maaket market failures. Transaction
costs are discussed here in terms of intangiblis.cos

To start with it is instructive to note that it amly HHs that are engaged entirely in
subsistence production and do not have any commeetith either product or factor

markets that do not encounter transaction costsceOHHs enter the market, however,
they inevitably incur transaction costs. Thesesosnd to increase in complexity and

amount, as the market integration of the HH gatnise along with commercialization.
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Property rights and contract enforcements are absmmined, as these are closely
associated with transaction costs. Of the thremalafactors that lie behind transaction
costs in smallholder agriculture, comprising préyeight/contract enforcement, lack of
information and coordination, perhaps the most irtgmd in Ethiopia today concerns
coordination. Obviously all three factors are intdated, and there would be some
degree arbitrariness in treating each separatBlyt, by doing so, there could be some

gain in clarity.

The land tenure system, which defines property trigmong small farmers, is
characterised by use-right. In recent years, #gonal governments started issuing
certificate of landholding to rural HHs, which asssithe use right of the farmer against
any incursion by any person or authority unlessstitutionally provided for. This helps
to remove ambiguities in the delineation of usétsg Furthermore, the certification of
landholding opens the scope for the use-rightsetbddd for perpetuity and be passed on
to future generations through inheritance, thouggianal governments would still have
the de jure authority to redistribute land. Indteshould population pressure diminish
land/labour ratio to below a certain minimum, thaywout for the state would then be to
open-up unoccupied land, particularly in the lowdsnfor voluntary settlement. Access
to credit is another issue that gets raised irtioglao a land tenure system that does not
allow rural land to be bought or sold, as in timstance it is not possible to collateralize
land to secure credit. But this is not a serionpddiment to accessing credit from the
formal sector as demonstrated by the country's rexpee of MFIs and bank loans in
making use of peer groupings to enforce loan regaym The informal credit market,
however, does get constrained. Land tenure aidassue that should be of primary is

the pros and cons of formal and informal creditegricultural development.

Contract enforcement has an important bearingjgodattly in connection with contract
farming and out growers scheme that could be depldg promote commercialization.
Indeed small farmers can individually produce itEitproducts for sale to create the
scale of output collectively that would be requiteda given buyer and become part of

the value chain of a given industry. While thisite holds great potential for linking
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commercialization with exports, and agro- industty,success is critically dependent on
contract enforcement. There are two pitfalls thate to be avoided up front. One is
insufficient specification of contract, and anotieweak contract enforcement. Having
an effective external mechanism of contract enfoe@ establishes a fallback position
for settlement of disputes that should normallydsolved by the two parties themselves,
helping to reduce transaction costs and fostet. tiidditionally government intervention

is manifestly necessary to bring the potential bwayedl sellers together for a continuing

relationship as the arrangements of contract fagraimout growers is new to the country.

Lack of information has a direct impact on trangactosts, as is well known. Prices of
food crops and cash crops vary within a seasomwdst seasons and between locations.
Obtaining real-time price information at a primanarket is extremely difficult for the
farmer and perhaps no less so for the trader/agieatwould need to be informed about
prices in several primary markets. As to futuriegs, there is no information, since all
the agricultural markets operate on spot prices.th& other extreme of food crops, for
vegetables, price information is only of little sificance to the small farmer who is more
or less compelled to sell at the going rate withifew days of harvest. Irrigation would
allow the farmer to play the market better by ekplg seasonal price variations, if
reasonably informed about price trends in previseiasons. By comparison the fruit

producer has a better opportunity to choose tindepdace of sale.

Information about quality is another problem; thtirme similarly faced by both buyers

and sellers. The small farmer cannot be competdatequality, as the trader who buys
from the primary market would have to sell his dypp terms of the average standard of
his stock. Neither the farmer nor the trader hasnaentive to improve standards, for
instance, for content of impurities, since the neaiskould not pay premium to either. On

the contrary, their incentives would be to cheaheather on quality.

A good part of the problem of high transaction soshich small farmers encounter is
inherently bound with size of marketing operatid¢eeping production in small units, at
least above a certain minimum, has advantagefiéomiaximizing output per unit of land

under cultivation, which is the right objective developing countries where labour is
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relatively more abundant than land. Several stublave revealed that output per unit of
land is negatively associated with size of farmbe Tdisadvantage of smallholder
agriculture, and by the same logic the advantagargé commercial farms comes not in
production but in minimization of transaction cos@ooperatives can markedly close the
gap in transaction costs and make smallholder altpre equally or more competitive
with large -scale farming. The trick is to producesmall units and market in large

volumes through service cooperatives.

Cooperatives perform a basic function of aggregadiooutput, which is instrumental for
the commercialization of smallholder agricultuféor Ethiopia, and perhaps, most of the
least developed countries, they offer the best ahafor a quick transition from
subsistence to commercial agriculture. Still, tjowooperatives may be said to be
necessary, they are not in themselves, a sufficemdition for the desired transformation
of agriculture. There are three fundamental rem$onthis, including agency problems,

market risks, and price transmission of incentieegjuality product.

Any organization consisting of principal and agdaatbound to have agency problems of
one type or another, big or small. Cooperativesrar exception to this as evidenced by
the experience of several countries. The mairkisticpoint concerns pricing of output.
Given that the process of fixing the sales pricéhefoutput of a cooperative is subject to
negotiation, there is ample scope for a manageramoperative to enter into a deal with
the buyer for personal gain. Since both partiasdsto benefit the incentives for making
an insider deal are straightforward, and could beng particularly where price
information is patchy and number of buyers are knwatich fits conditions of least
developed countries.

Risks and uncertainties is another pitfall. Pn@giation, temporal and spatial, and
inadequate specification of product are common lprab of agricultural marketing that
cannot be resolved by a cooperative on its owndddrronditions of spot market, the
seller is uncertain whether better prices couldehbgen obtained by transacting at a

future date. Similarly the risk of transactingoine location instead of another is difficult
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to judge. Again in the absence of a system ofiggpdf products, cooperatives face
price risks. Equally there is no incentive meckanior improving quality of output by
the farmer, and could have negative spillover éffeon incentives to improve
productivity of output. This, in turn, impacts m@igely on exports and agro-industry,

unless resolved through vertical integration ortiaet farming.

To capture the full potential of cooperatives astitational innovation that creates a
platform for a collective of sellers and buyerdremsact face to face is required. This is
none other than a commodity exchange. The agemdgm gets tackled because with a
commodity exchange the process of price deternwnais transparent. Risks and
uncertainties are minimized through real-time infation in different locations, while
the constraints of spot markets can be substanfiftéd through forward and futures
market. Lastly, price incentives for improvemerit quality, and in association
improvement of productivity, get effectively trangt@d to the small farmer because
commodity exchange enables the creation of a systéngrading and product

differentiation.
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Appendix

The analytics of indifference curve and budget traist is applied normally in the
theory of consumer behaviour to demonstrate hoanaumer can maximize utility given
income and prices of goods. Its adoption in the tbldel of labour supply is made
possible by the fact that the household determbwh its preferred combination of
consumption of goods and leisure on one side, aodime and leisure on another side.
The choice of allocation of time to leisure simokausly fixes how much to consume
and produce. But this has an implication on thadit framework of indifference curve
and budget constraint as applied in the HH modeichvneeds to be explained.

In the consumer theory what has to be resolvedois to choose from a multiple
combinations of two consumer goods that are equeéiferred by an individual, subject
to a given income and prices of goods. The saluisodiagrammatically shown at the
point of tangency between the indifference curvd #re budget constraint line. Any
other point on the indifference curve would be tiaaable requiring the consumer's

choice to move towards the point of tangency.

There is no similar adjustment mechanism in the cdddH model. Instead, at any point
on the indifference curve, tangency with the budmet is obtained automatically. For
any movement on the indifference curve, theredsreesponding adjustment in the slope
of the budget line. For instance, if the HH preftr increase its consumption of goods
and decrease its consumption of leisure, shownraswement from (a) to (b) in fig. 3
below, it is at the same time deciding to incretlgesupply of labour, which implies a
shift in the slope of the budget line so as to terdangency with the new point on the

indifference curve.
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Figure 3
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But changing the slope of the budget line also tgan the income level. Unlike in the
consumer theory where income is exogenously fixadthe HH model income is
endogenously determined. This is another point niegids to be considered in adopting
the analytic framework of the consumer theory to ibidel. Keeping the marginal rate
of substitution between the two consumption goamsstant, in the theory of consumer
behaviour an increase in income gets reflectednirupward shift of the indifference
curve from (c) to (d), whereas in the HH model shene event would have to be depicted
as a sideway shift on the initial budget line frehto (e), with a change in the shape of
the curve, as shown in Fig. 4 below. In the HH sldtie indifference curve and the
budget line represent functions that are interdégen
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