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Abstract

Brazilian agricultural cooperatives experienced umprecedented growth in the last
decade leading to several diversification strategttudies in Brazil focus on the
financial outcome of these but few empirical stediave been developed. This paper
aims at comprehending strategies in operations gement for production
diversification in coffee cooperatives in Brazil.
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Introduction

It is of primary interest for researchers to untéerd which factors lead cooperatives to
succeed financially. This understanding is not asupported by studies that indicate
that cooperatives are more efficient ways of incahst¢ribution (Cook, 1995), but also
as a way of providing economical sustainability tire long term (Sexton, 1990).
Although relevant for most countries, it is evenrenonportant for the BRIC economic
reality in which cooperative results have consibdlErampact on the agricultural-
husbandry sectors and national trade balance (iszig 2010).

Anchored in these reasons, research on perforna@dri@@zilian agricultural and
husbandry cooperatives focuses on economic anddigaaspects (Ferreira and Braga,
2007; Bialoskorki Neto and Costa, 2009, Diniz Pareat al., 2009). This paper is
upstream-oriented, studying factors already idextifn the literature, limiting them to
the ones directly related to diversification of gweation and operations management
strategies in coffee-producing cooperatives whidghinultimately impact financial
performance.

Cooperatives in Brazil

Data from the Organization of Brazilian Cooperadi(®©CB, 2012), demonstrate that
more than 6,500 cooperatives are currently in djmeran Brazil, with over 10 million
associates and approximately 300 thousand employ®éishin the Brazilian
cooperative scenario there is a highlight for thedpctive sector, growing from 1.9%
of Brazilian exports in 2005 to 2.4% in 2011 andnbeindirectly responsible for
maintaining a positive trade balance of the coynimpacting only 0.2% of imports in
2011.



Among the Brazilian cooperatives, the agricultdratbandry ones account for
23% of all cooperatives. Moreover, the agricultucabperatives have only 10% of
registered associates in Brazil and 49% of diraes jgenerated. The Southeast region of
Brazil leads the overall number of cooperativeshie country with 34%, followed by
the Northeast (26%) and South (18%). The numbenatifonal cooperatives had a
growth of 56% between 1994 and 2010, but the aljui@l sector has remained largely
unchanged - ranging between 1398 (in 2004) and 18@@2) - and the number of
associates increased by 308% over the same pefioe. agricultural-husbandry
cooperatives are also responsible for 97.3% of egpaf all Brazilian cooperatives
(OCB, 2012), with 39.3% of these exports originafeom the sugarcane/alcohol
production complex, 25.6% of the soybean comple&9% of meat production
complex, 9.2% of coffee, tea and spices and thairedivided among cereals, milk and
dairy products, vegetable products, cotton anddrui

Coffee cooperatives

Coffee is usually grown in tropical and subtropieatas of the world, mainly in third
world countries, which concentrate most producéddaf, 2008) and Brazil has a
strong tradition in the production and exportatioh coffee. As for the economic
overview, Saes, Santos and Pinto (1995), explah daring the first half of the last
century, coffee production in Brazil has been botsmdchacroeconomic policies, whose
goal was to profit from the quasi-monopoly statuaZl sustained during the period in
the international coffee market.

Ferrari (2006) cites the heavy frosts in 1918 dredGreat Depression, especially
in 1929, as factors that aggravated the econonuatsn for coffee producers, and
claims the intervention policies adopted by thezian government in the 60s and 70s
to boost internal production and consumption byititernal market based on freezing
prices and controlling food imports (including c#) as one of the quality lowering
factors which collaborated to the Brazilian's Iasimf market share. Farina and
Zylberstajn (1998) also appoint lack of qualityglniproduction costs, coffee producers’
high debts, climatic problems and price oscillatsias a few of the main reasons for
Brazil to lose space in the international coffeekat

Coffee has been the main product of coffee coopematyet aversion to risk,
market stagnation for the last 20 years and clendisasters obliged cooperatives to
start considering diversification strategies inasrtb survive. Ferreira and Braga (2004)
demonstrate that cooperatives which did not focusaiffee also started purchasing it to
diversify their production, even though it was anariproduction in some states. Saes,
Santos and Pinto (1995) blame the aversion to +igspecially under conditions of
fixed costs and great market value fluctuation -e@s of the main reasons for coffee
cooperatives in Minas Gerais to be gradually swnghproduction towards other
cultures, as has already happened more intensiveébao Paulo and Parana. In Minas
Gerais, heavy frosts in 1979 and 1982 reduced fgigntly coffee production and
forced cooperatives to diversify their productionarder to maintain their industries
and processing plants. However, as a responseetstégnation and loss of market
share, Farina and Zylberstajn (1998) affim that thain challenges to national
production nowadays is to diversify and responthtonew demands of the consumer
countries.



Diversification of production

The foundation of this paper is that diversificatigtrategies affect the financial
performance of agricultural-husbandry cooperatiagst is a form of benefitting from
their current production structure, organisatistaicture and economies of scale to add
value to their production. Oijen and Hendrikse @0@ttest the unavailability of
literature that associate cooperatives and prodiversification yet they argue other
sources of literature exist for diversification ather fields. Ansoff (1957) states that
diversification is one of four core alternativesmgpmnies must choose — besides
increased market penetration, market developmeshiparduct development — and that
its acceptation implies in continually weighing acdmparing the advantages of all
them. He also provides a simple but useful fram&wordescribe diversification by
classifying its possibilities in three main group&rtical diversification, horizontal
diversification (within the main activity) and laé diversification (outside the main
activity). Prymon (2011) demonstrates that onlyedfication strategies are truly
consolidated and have real implementation postitak the other strategies depend on
external conditions to the company’s reality tdfldey applied.

Culas and Mahendrarajah (2005) have studied reasdmg agricultural
production is more prone to diversify its produntimonsidering that while all fields of
activities are exposed to risk and uncertaintymate and natural factors have a
substantial effect on the production outcome. Thisp add other factors related to
marketing, price uncertainties, opportunistic betxawvand local policies. In this sense
they follow Pope and Prescott (1980), who acknogéedthat larger farms tend to be
more diversified whereas smaller farms have aninatbn not only to be less
diversified but also managed by less experiencatkosv

Methodology

In this paper we aim at comparing decisions betws#ategies in production
diversification for coffee-producing cooperatives south-eastern Brazil. As our
objective is to investigate the relation betweefiessproducing cooperatives, we have
empirically tried to classify the possible strategiand build propositions that might
explain the reasons for their adoption. A number afthors have employed
classification as a means to develop constructstlaearies (Bailey, 1994) and this is
consistently used in organisational and operatiomshagement studies. This paper is
based on the grounded theory according to Straxcs€arbin (1998), whose goal is the
generation of propositions and further explanatbrthe theory on the data obtained.
Following their approach, the development of theeegch was split in four parts: 1)
definition of the constructs; 2) discussion — aofitag data from interviews and Paprika;
3) analysis and contrast with constructs; 4) comparwith the literature and final
limitations.

To do so, we selected six cooperatives whose ptimiuavas concentrated on
coffee but that also purchase and process cropso#met products. Although the
number of cooperatives obtained might not suffcgéneralise, other researchers have
successfully given evidence of strong theoretioal jpractical implication with a similar
pool sample (Wu and Choi, 2005).

To support and counterbalance the interviews, veeddd to re-test their choices
based on the Potentially All Pairwise Rankings bfP@ssible Alternatives (Paprika)
method (HANSEN; OMBLER, 2009). This method equatesbal decisions to values
and sorts out all the criteria into groups and naglof choices. The outcomes can also
be interpreted as non-mathematical values to haesidn-making easier. Comparison



between the interviews’ analyses and ranking ostgutm Paprika are useful to
validate the strategies chosen in product divesion and their results perceived by
cooperative boards.

Constructs

Prior to interviewing cooperative members, it isegsary to develop constructs as basic
assumptions. These assumptions are the basis domtarviews and the decision-
making matrix.

Operating time

The first construct obtained from previous worksaldevith the Brazilian cooperatives’
length of operating time as a factor of success faidre in their development and
survival. One of the reports of The Brazilian SoRt#gion Development Bank (BRDE,
2003) states that from the 30s and especially #iter0s this movement was heavily
influenced by the presence of the first developnageincies, under the new economical
intervention policies enacted by the federal gonent (as a response to the Great
Depression).

During the 50s and 60s the government’s actionfieshirom stimulating the
growth of cooperatives in Brazil to the prioritiget of industrialisation in the existing
cooperative. Lima (1974) notes that until 1957 ¢heras a low rate of cooperatives
engaged in coffee production.

In 1965 the National Rural Credit System was cibated the “golden age” of
cooperatives in Brazil started with the easy actessedit. This period would endure
until the 80s and culminated in the crisis of coapieism as Brazil plunged in
bankruptcy, which led to self-management of thémedn addition, abrupt changes in
the monetary, exchange-rate and budgetary polieggravated the cooperatives’
financial performance. In the 90s cooperatives lragained balance, and despite many
having shut down operations, the ones that remammsladays benefit from and
capitalise with the more stable economic environmé&onsequently, the time a
cooperative has had to develop and mature mayoselgltied to the way it performs.

Risk Aversion

Many different opinions exist about the risk awvensi especially concerning

cooperatives. Nielsen (2000) remarks that the farf@mees a risk when balancing the
pros and cons of being a member and not havingcfuitrol of the sales and their
margins and being a non-member and having to flhtleearisks of non-insertion in the

Market on their own. As for agricultural and hustigncooperatives this is even more
important as there are more incontrollable factovelved in the production activities.

Also, as not all cooperatives assume a verticadisgprocess, their dependency on
commodities and the uncertainty about the possiladyering prices might add a good
amount of risk.

Thus the need of gathering in groups is part oflthsis for the creation of a
cooperative. However, some cooperatives have an mae conservative profile, as
Bialoskorski Neto (2000) recalls, and end up sltpdperations with non-members as a
form of diminishing risk, particularly when thedart-party associates are professional
ones. This author also adverts that there is alem@ency of cooperatives that largely
show aversion to risk usually being the ones tokntlsir situations and conceal their
reality. Nielsen also notes that cooperative mesgenerally tend to be conservative
towards risk when it comes to “diversification agidbal investment” (p. 56). Thus, risk



is present at all phases of agricultural and hustyacooperative operations, be it
production, insertion in the market, pricing, prssiag, selling and so on.

Natural disasters and climatic conditions

Natural disasters are part of the risks of all@adtural and husbandry cooperatives but
coffee plantations are especially prone to die tduktost damage and during the 70s a
series of heavy frosts ruined most of the coffexpction — particularly the one in 1975
which almost decimated the coffee plants. The rstrue 1975 (before the frost) in
Parana State amounted to 10.2 million bags — appeigly 48% of the Brazilian
production, which made Paranda the biggest exportéde Brazil then — and the next
year the harvested coffee summed up 3.8 thousaggldiaoffee, equivalent to 0.1% of
all Brazilian production. That had two main conseges: the shift from the production
of coffee to other crops — mainly soya and wheanhe the migration of the farmers to
others states north.

Other states also suffered — and are still vulderadh— the consequences of the
frost and other natural disasters. Nowadays itnis of the main concerns of both the
Brazilian cooperatives and government funding agsnto protect and develop ways of
enhancing the agricultural production to these atimdisorders but it is an always
present risk and fear. Hence some cooperativesamagse to trade less income from
coffee for obtaining long term financial sustainépi

Expansion of associates

In Brazil, the number of agricultural cooperativess largely seen no changes varying
approximately 15% whereas the number of assodiatesased by 308% between 1994
and 2010. Many reasons could explain this phenomehaot the restructuration of
Brazilian agribusiness both in cooperatives asuity fmarket-driven companies, the
local currency exchange rates (similarly to othkirdtworld countries) and the
professionalization of agribusiness are probalk#yntiain explanations.

Moreover, as in other countries, the Brazilian @rafives have also woken to
external market investment and started playindy witergers, acquisitions and other
vertical and horizontal absorption strategies (MERLL998), which also led to the
expansion in the number of associates to each caibge Thus, having an increase in
the number of associates s is an important advaritagny cooperatives but especially
in Brazil, where local laws do not obligate asstesato sell or even maintain a pre-
determined level of financial interaction with tbeoperative, hence putting associates
in a comfortable position to analyse the pros amasoof selling their produce to the
cooperative or directly to the market, which mightlermine the cooperatives’ strategic
planning, including their diversification strategjie

Increase of area

No studies could be found in the Brazilian agrietdt and husbandry cooperative
sector about the direct impact of the increasepefration area of the cooperatives in
their production and financial outcomes.

Differently of only increasing associates numberghe may be concentrated in
the area around the cooperative — opting for irsgaélie operation area encompasses
new costs and new strategies as it may be usefllat®@ not only a network of
warehouses to absorb local production but also @réull processing facilities. It may
also involve the choice of keep focusing on thevioes product(s) or opening their
cooperative to newer products.



Economic crisis

As mentioned before, Brazilian cooperatives haveebted from large sums of money
lent by the government and also suffered from thathdrawal in times of need.
Brazilian economy agonised during the 80s and énethd of that decade a new model
of agricultural production has arisen, concentative purchasing power in the hands
of few broker companies, leading to different ecor scenarios and even
oligopsonistic ones (GONCALVES; VEGRO, 1994), whéud-fledged speculation
and total lack of liability between the brokers aedlers predominates.

On the strength of it, big farmers may keep playmghe market, but for small
and medium farmers that possibility sound sombheisT they feel compelled to join or
form cooperatives to avoid a completely helplessasion, and if this is the main reason
for the existence of the cooperative, it may inddice cooperatives to base their
strategies in the most conservative scenarios.

Discussion

The selected cooperatives were first contacted digphone and agreed to be
interviewed on the condition that their names, @saor any other information that
might lead to their identification would be undmsstd, as is the common practice in
Brazil. The interviews were long enough to grasp tmportance that the role of
diversification plays on these cooperatives’ déirgs, yet anin loco visit could add a
broader perspective as it could or not match tfe@nmation provided.

For the six cooperatives, the same order was feltbwemi-structured interview
and Paprika questions. As for the Paprika methagpliv is usually sent a questionnaire
with option pairs so that the interviewee can cleoitb& one he prefers or that explains
better the situation in case. We chose to do fifffisrdntly as the number of options was
short, and could be done as an extension to tpthtehe interview.

The first cooperative (A) is a traditional cooperat existing for approximately
thirty years in the state of Sao Paulo. Their miaiarest is in expanding the number of
associates so that they may have a better finabeisis to trade coffee and other
products. The interview revolved around their plansexpand operations which
explained their need of more associates who wotddigee not only more income to
expand but also more production.

When clearly asked about their choice of diveratfmn strategy it was stated
that it took place whenever and wherever it wasladend that even if there were some
guidelines discussed during internal meetings asb@ates’ gatherings they were not
strictly enforced.

The next cooperative (B) displayed a different véha by stating that one of
their priorities is to expanding operations but byptputting all their eggs in one basket.
This seemingly conservative profile is supportedthmsir history of almost 40 years in
operation, even if coffee was not always their n@oduct.

During the interview, their line of thought suggestthat their good financial
situation of late is due to the fact that previboards of directors have had the courage
to break up with their past production focused offe® to a more modern way of
seeing their cooperative by opening space to gitmducts and activities. When asked
whether this option would weaken their coffee pidn, it was replied by asking
another question: what good would it do to havendigncome with coffee if it could
all change in a second, be it as a result of ahlbagest or financial market turmoil?

This last question raised the issue of the lackppiarent knowledge of their own
strategy: was it aversion to risk, fear of natwlahatic changes or economic crisis the
main reason for this cooperative do diversify? Hmswer lies in the results of the



Paprika questionnaire, in which it was clearly sedwhrough question after question
that their main concern was the financial situativvihenever they had to choose
between climatic changes or aversion to risk amh@aic crisis, the later was always
appointed as the rationale for their decision.

The third cooperative (C) has been working for agpnately 35 years and has
a pretty diversified portfolio of products absordedthe cooperative but still coffee is
their main product. They show an example of apgatack of direction in their
diversification strategies since different stra¢gsgivere adopted in the last two decades
without passing a full evaluation by their assasabr not being followed for time
enough to see their efforts paid off. In addititmeir board of directors has been kept
unaltered for the last 15 years. Cooperative C tagis a position close to the
cooperative A, in which they expect an expansiontredir operations (especially
processing and distributing coffee), but this exgdam is done according to the local
needs and it does not follow any guidelines, rathan being decided when needed.

They also opt for the search of new associates @iseasification strategy as
they need a bigger production to vindicate theicpssing plants, in view of a previous
wave of diversification that led to more produdts@bed by the cooperative but with
less concentration.

The fourth cooperative (D) was the only one to cwoa different factor for their
diversification strategy: climatic conditions. Acding to the interviewee the
cooperative has suffered a lot from several pestheé 90s that afflicted the whole
production including coffee. However after answgrihe Paprika questionnaire, it has
showed a certain amount of doubt between this faetd the economic crisis that these
pests initiated. Due to the similar or consequémtspect of the factors they may be
interpreted as climatic conditions being followed & subsequent economic crisis as a
reason for their diversification.

The fifth cooperative (E) was the smallest and ymst of the cooperatives
interviewed. According to the interviewee, the weador their foundation was the
economic crisis, and the fragile position the farsn®und themselves into. As such,
they formed a cooperative, but it is centred inphaduction of coffee. They display a
low level of diversification but it was stated ththe plans of the cooperative include
diversify to other crops and husbandry-milk acteéstin order to complement their
production.

The sixth and last cooperative’s positioning (Fxdsincrease their associates’
basis. According to the interviewee, they are piagmo open several local warehouses
to increase absorption of local production and sbhvi@ processing facilities. Their
diversification strategy is to migrate from coffeeother crops (corn and soya) in the
commodity market and keep investing in the processf coffee towards final
consumers.

During the interviews it was stated that one of treasons for their
diversification was also the economic crisis in &8s and 90s and that this crisis would
not have affected them as much as it did if they ihareased the number of associates
during these decades.

Analysis and contrast

This work aimed at better comprehending agricultw@operative’s point of view
concerning diversification strategies. To study enrofoundly this subject a group of 6
coffee producing cooperatives was chosen, whichviged a homogeneous
environment but — due to the low number of casegas not able to be a source of
generalisation to the whole cooperative univerdgraril.



Nonetheless, it provides useful insights on the viBagzilian cooperatives
choose their strategies as it demonstrates thatdh@ces are not based on a thoughtful
strategic plan, but rather on a daily basis. Thightnfind its origin in the fact that none
of the interviewed cooperatives would fit in the toategory of financial performance,
according to the classification of the Brazilian tidaal Economic and Social
Development Bank (BNDES, 2011).

Even if the study has shown that half of the inwmed cooperatives have
decided on diversifying their productions due ter@asing number of associates, it
might be also due to its connection to the increashe larger geographical area the
cooperative decided to work with.

After analysing all the cooperatives’ interviewsdaRaprika questionnaires, it
can be understood that the main reason for coopesato diversify their activities is
the drive for expansion of associates. That mayjinked to the literature concept of
value migration strategy in which the coordinatminthe chain is primordial. It also
appoint to the double nature of such cooperativhghwsplit their activities in the
buying-selling commodities and their processing aalling to the final consumer. In
order to achieve those, in a context where coopestepend on the purchases from
their associates to keeps their processing fadlitivorking — and especially in a
fluctuating market which means risk to them — mésessary to reinforce their associate
basis as a first step in preparation for biggengla

Second, almost all cooperatives also listed ecoo@nisis as the main or minor
reason for their diversification. This may be omféhe reasons for none of them to fit in
the BNDES's top financial performance categoryislalso indicative of their lack of
strategic planning and their waiving specialisetemal consultancies.

Only one cooperative (A) has not cited economisignn the reasons for their
diversification. Their motives for diversificatiare centred in the increase of associates
which is closely tied to the increase of areaetras that even in their lack of strategic
planning, they have at least a direction to puradrch is the expansion of their
production through the increase of associates.

Thus we can break down their main and secondatgr&aéor diversification as

such:
Cooperatives’ diversification factors
Coop. A B C D E F
18t Increase of| Economic | Increase of| Climatic Economic | Increase of
Associates| Crisis Associates | Conditions | Crisis Associates
ond Increase of| Aversion Economic | Economic | Aversion Economic
Area to risk Crisis Crisis to risk Crisis

This leads to the comprehension of the connectatwéen the two main reasons
for cooperatives to diversify their productionsoeomic crisis as a source and increase
of associates as the solution most cooperativeg lthosen to end their economic
turmoil history. It also demonstrates that — asidar the cooperatives interviewed —
climatic conditions, increase of area and aversporisk are secondary and subjected to
the main factors.

Limitations

Although providing important evidence for the punguof studies in the area, this
paper should not be held able to generalise itglasions to the whole universe of
coffee producing cooperatives in Brazil. This ida the fact that coffee production in



Brazil is concentrated in 3states (Sao Paulo, MBaris and Espirito Santo) but new
growing areas emerge everyday (Bahia, Brazilian wést), presenting a broad
geographical area, which prevented in loco intevsie

A second important limitation is that the number @doperatives is low
compared to the hundreds of cooperatives avail#itm, the constructs are all linked
in their conception and should not be understogrhregely. Other studies aimed at
comprehending better these constructs and expattting may arise.

This study also concentrated in medium-sized cadpes, which still struggle
with the economic difficulties inherited from th@8and 90s and this scenario may be
different for top tier cooperatives, which have ma®bably overcome this situation.

Another limitation is that the Paprika methodologgrks only on personal
choices which may or may not reflect reality. Thetinodology itself is planned to
avoid such research problems, hat loco interviews could have been used to
complement its results.

Other studies may also be developed to confirmetltesistructs and results and
expand their comprehension by using a quantitegiaéstical approach.
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