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What is contract farming?

 Contract farming is a forward agreement between farmers and processing 
and/or marketing firms for the production and supply of agricultural 
products generally at predetermined prices (Eaton y Shepherd 2001)products, generally at predetermined prices (Eaton y Shepherd, 2001).

 The agreement may involve three aspects:

- Marketing: terms and conditions for future purchase;

- Resources: provision of inputs and technical assistance (buyer);

- Management specifications: recommended production methods, inputs 
regimes, planting and harvesting specifications (farmer).
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Importance of contract farming

 Small-scale agriculture plays an important role in developing countries.

 However, smallholders usually face a series of constraints that limit their 
productivity and income.

 Contract farming can offer them: 

- Access to markets that will otherwise be unavailable;
h l di ifi i- Access to new technology & diversification;

- Access to credit;
- Assured market and reduced price risk.



Importance of contract farming (2)

 The potential role of contract farming on smallholders can be further 
important if we take into account:

- rise of supermarkets in the food marketing channel;

- increased demand for high-value and high-quality products;

- expansion of the agribusiness sector;

- market openings, globalization, and the increase of sanitary and 
phytosanitary measures across countries.
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Smallholders relationships withSmallholders relationships with 
supermarkets in Asia y Africa 
 Although supermarkets prefer to work with large-scale producers, Boselie

et. al. (2003) analyze five case studies where smallholders in developing 
countries have successfully connected with supermarkets.countries have successfully connected with supermarkets.

Company Nature of Business # Smallholders 
involved

Alice (South Africa) Vegetable producer group supplying 
supermarkets (Pick n’ Pay)

300-400

TOPS (Thailand) Domestic supermarket chain 500-600

Thai Fresh United (Tailandia) Exotic fruit and vegetables 
packer/exporter

30

Hortico (Zimbabwe)  Vegetable packer/exporter to 
European supermarkets

4,000

Homegrown (Kenya) Exporter of nontraditional 
vegetables to European 
supermarkets

150



Smallholders relationships withSmallholders relationships with 
supermarkets in Asia y Africa (2)

 In all cases,

- Smallholders worked together and coordinated among themselves to meet the g g
volume required and technical specifications.

- Supermarkets or providers directly participated in organizing the group of 
farmers and provided technical assistance and/or inputs.farmers and provided technical assistance and/or inputs.

- Smallholders provided value-added services such as washing, cutting, labeling, 
packaging.

- Permanent communication by phone and/or fax (demand projections in some 
cases).

- Participation of public and private organizations (e g PFID KLICT PSOMParticipation of public and private organizations (e.g. PFID, KLICT, PSOM, 
USAID), including universities and research centers in some cases.



Some additional aspects to consider…

 Comparative advantage of smallholders for certain products,

Th i F h U i d k f li f 140 diff h b i f i d- Thai Fresh United keeps a portfolio of 140 different herbs, species, fruits and 
vegetables which require special attention;
- higher approval rate of smallholders for nontraditional vegetables.

 Importance of credit institutions at the initial stage of the project,
- losses for 40% of smallholders after the first harvest of corn; 15% after the second 
(Hortico);( );
- waiting list of smallholders to supply firm.



Participation in the supply of high-valueParticipation in the supply of high value 
products in India

 Birthal et. al. (2005) evaluate the impact of contract farming on small 
producers of milk, broilers and vegetables in India.

 The study finds that small producers benefit considerably in terms of,

- Higher prices (4-25% above those of independent producers);Higher prices (4 25% above those of independent producers);

- Higher profits;

- Lower transaction costs;owe t a sact o costs;

- Lower risk.



Participation in the supply of high-valueParticipation in the supply of high value 
products in India (2)

 In all three cases the firms provided considerable technical support and 
credit.

 If they had a chance, 86% of independent diary producers, 65% of 
vegetable producers and 24% of broiler producers would prefer to switchvegetable producers, and 24% of broiler producers would prefer to switch 
to a contract mode of production.



Participation in dynamic markets: potatoParticipation in dynamic markets: potato 
production in the Peruvian Andes
 Escobal and Torero (2006) evaluate the impact of new and complex 

contracting schemes, as opposed to traditional marketing channels, on the 
welfare of small potato producers.

- contract farmers obtain two more cents per kg of potato;
- contract farmers generate a higher net income per hectare.

 Important role of NGOs (FOVIDA y ECOSER) for the participation of 
smallholders in the production of high quality seeds and in the supply of 
high quality potatoes for the potato chip industryhigh quality potatoes for the potato chip industry. 

- Technical & management assistance;
- Intermediaries between processors and smallholders (FOVIDA y Frito Lay);p ( y y)
- Promotion of higher coordination among small producers;
- Financial assistance..



Participation in dynamic markets: potatoParticipation in dynamic markets: potato 
production in the Peruvian Andes (2)

 Importance of education level, access to credit, participation in farmers 
associations, and farm size for accessing dynamic markets. 

 Some simulations,

- More than 50% of the farmers requires at least $7,500 to access better marketsMore than 50% of the farmers requires at least $7,500 to access better markets

- If we double the average credit line available to farmers and distribute it evenly 
among producers, total sales to the dynamic markets will increase by 46% (2/3 of 
the increase will result from new participants)the increase will result from new participants).



Access to export markets: the case of KentAccess to export markets: the case of Kent 
mangos in Peru
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Some remarks

 Importance of integrating smallholders to commercial and dynamic 
markets.

- participation in supermarkets supply chains;
- production of high-value and exportable products;
- partnerships with agribusinesses.

 Contract farming is a possible solution for information problems, limited 
technology, and lack of resources faced by smallholders.

 The sponsor can take advantage of the higher flexibility offered by small 
producers, and have a better control over product quality (and quantity) p p q y ( q y)
than in the open market.



Some remarks (2)

 But contract farmers may also face potential risks

- Abuse of power by the sponsor (unreliable, exploit a monopsony position).p y p ( , p p y p )
- Risk of market failure and production problems.
- Excessive debt.

 Contract farming may also promote a higher inequality among smallholders 
(conflict within communities).

 The sponsors, in turn, may have to deal with the possibility of farmers 
selling outside the contract, or diverting inputs to other purposes (reducing 
yields)yields).



Policy implications

 Reduce transaction costs between smallholders and sponsors.

- Promote the creation, strengthening, auto-sustainability, and better management o ote t e c eat o , st e gt e g, auto susta ab ty, a d bette a age e t
practices among farmer associations; 
- Act as intermediaries (NGOs).

 Increase the bargaining power of smallholders.

- Strong rural farmer associations;
- Provide financial assistance, direct or indirect (initial stage);
- Verify that contracts are fulfilled (legal system).

 Investment on physical infrastructure.



Policy implications (2)

 Promote incentive-compatible contracts.

- Price schemes with clear incentives on productivity and quality;p y q y;
- Joint definition of quality;
- Provision of tied products (bundle) to reduce specific production risk;
- Access to credit with collateral provided by sponsor. p y p

 More rigorous studies are still needed to assess the impact of contract 
farming on smallholdersfarming on smallholders.

- Identify a treatment and adequate comparison group (counterfactual);
- Pilot programs with internal and external validity.

- Attribute cause & effect between interventions and outcomes.
- Can the results be applied to other settings?



Thank you!Thank you!



Rise of supermarkets in Latin AmericaRise of supermarkets in Latin America, 
Asia and Africa (Reardon et. al., 2003)

Share of supermarkets in food retailShare of supermarkets in food retail
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- Creation of large distribution centers are changing “the rules of the game” for farmers and first-stage 
processors, which provide incentives for vertical coordination (require products of certain quality and in a 
timely manner).

*Urban areas, **Processed food.

- In Mozambique the supermarket revolution is yet to happen, but in South Africa supermarkets represent 
around 60% of the food retail (more than 1,700 supermarkets).



Increased demand for high-value products

 Several high-value products are perishable, and it is difficult to determine 
their quality and condition at a first glance.

- pesticide residuals, bacteria presence, % of fat.

 Consumers, in turn, are more sensible to product quality and have a high , , p q y g
willingness to pay for guaranteed quality. 

 There are incentives then for further coordination between farmers and There are incentives, then, for further coordination between farmers and 
traders.

- The idea is to reduce the information asymmetries between the different actors in 
the production and marketing channel, and guarantee a high product quality.



Net-gain in profit from contract farmingNet gain in profit from contract farming 
relative to non-contract farming (%)

In the case of milk, smallholders are those with 5 or less milk animals, while medium producers are those with 6-10 milk animals;
in the case of vegetables, smallholders are those with 2 o less hectares, and medium producers are those that have  
between 2 and 4 hectares; for broilers, those with up to 5,000 birds per cycle are considered smallholders, and those with 5000-

Source: Birthal et. al. (2005).

between 2 and 4 hectares; for broilers, those with up to 5,000 birds per cycle are considered smallholders, and those with 5000
10,000 birds are considered medium producers. 



Share of transaction costs over total costs
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commissions, and time allocated to market product. 



C l i i i i i ld d fi f b ilCycle-wise variation in yield and profit for broiler 
producers with contract and non-contract arrangements

The coefficient of variation is equal to the standard deviation divided by the sample mean One cycle is

Source: Birthal et. al. (2005).

The coefficient of variation is equal to the standard deviation divided by the sample mean. One cycle is
equivalent to 38 days. 



Net income distribution of potato producers

Income is in logarithms.

Source: Escobal y Torero (2006).
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Characteristics of potato producers

Source: Escobal y Torero (2006).



Required increase in credit line to accessRequired increase in credit line to access 
dynamic markets

Source: Escobal y Torero (2006).


