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Abstract

Worldwide, the establishment of national agricultummodity exchangekas been considered a
popular cure against underdeveloped agricultural markets and a means to promote smallholder
inclusion ¢ under the premise that commodity exchanges reduce transaction costs. This thesis
examinesqualitatively how commodity exchanges in#nce the transaction cost environment of
agricultural exchange relationships using the Malawagniculturalcommodity exchange as a case.
Literature on Transaction Cost Economics is used to develop a framework on the basis of which
secondary interview da from 70 interviewees of the Malawian agricultural sector is analyzed. It was
found that ACE providesnfrastructure and institutions that allow for mitigating issues of
environmental and behavioral uncertainty as well as asset specificity, eventwallgdeto a reduction

in transaction costs for participating actors.
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1. Introduction
The absence of wellinctioning and accessible markets is regularly regarded as one major impediment

G2 RSOSE2LIVSY (> KIYLSNARY3I LIS2LIIBaN® astwellZeS thaik 2 2 Ra X
relationships to natural resources. The market integration of the agricultural sector, therefore, has a

high development potential for countries that depend strongly on that industry as economic driver.

This is the case for mostantries of the Southern African subgion, whose production base is largely
dominated by raw materials from agriculture and min¢NECE, 2015Malawi is a prime example

for a country that leans heavily on agricultdMoFEPD, 2016)

Institutions to sipport market transactions have been attributed a key rol@rimmoting agricultural
development. However, while positive relationships between development and indicators of
institutional success have been widely documented, only few studies establistbéihkeen specific
institutions and specific outcomdsslam, 2002)One practical approach that has been fairly popular
over the recent decades involves the establishment of national commodity exchanges in developing
countries.In Africa alonethe list d countries that started such exchange initiatives comprises 28
nations, with South Africa, as measured by trade volumes, hosting by far the largest exchange,

followed by a large margin by Ethiogbeng Mezui et al., 2013; Robbins, 2011)

The United Naons Conference on Trade and Development attests to the positive contribution of
commodity exchanges on efforts to reduce poverty and stimulate economic growth in developing
countries(UNCTAD, 2009The underlying rationale is strongly related to the antiof transaction
Oz2aitad ¢KS adziatAadGe 2F | O2YY2RAG& SEOKIy3aS wXs
GKS KAIK (GNIyalOtAazy Oz2zadta FTFHOSR o0& SyuadasSa |If:
(UNCTAD, 2007 However, the effedtity of spending significant amounts of money to set up

I ANRA Odzt GdzNF f O2YY2RAGe SEOKIy3aSa Ay RS@St2LMAY3
Fdzy OliA2yAy3a SEOKFYy3IS a2YSHKSNB St asS (Kjoynal RA&ALI I
The Economistrecently and referred to a number of African commodity exchanges hvagébeen set

up over the last decade and thhaveshown a rather weak performance. Critics often point at low

trade volumes and a dependency on donor funding and the compangtn established and

functioning exchanges, such as the South African Futures Exch#@B§E£)X tends to yield
disappointing result§Rashid, 2015; Robbins, 2011; Sitko & Jayne, 2012)

The Malawian Ageultural Commodity Exchange for Africa (AGEands exemplary for a commodity

change, that through the provision of several markapporting institutiongMSI) wants to contribute

to the marketdevelopment of the national agricultural sector. It was established in 2004 as part of a
USAILINR 28500 FyR Ay Of2a$8 022LINI A2y sArldKnali KS O2«

{YFH{t K2t RSNJ CF NYSNRA ! Yaadstret dpardighs i J0q6beny Mezdi 6 b ! { C
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et al., 2013) Despite rising trade volumes, it has been subject to the same $aritizism as other

African exchanges hav@Rashid, 2015; Robbins, 201d)hile trade volumes and coesbverage

certainly represent good indicators to assess aggregate performance, they provide little information

about the complex interplay between commiodexchanges and the agricultural commodity chains

they relate to. This lack of understanding about the underlying mechanisms through which commodity
exchanges can (and cannot) bring about structural changes in thdéoadrimarkets of developing

countries makes it difficult to assess the theoretical potentials and practical performances of
exchangeg2 NE +a {AG12 YR WIHeyS OHnmHO Llzi AGEZ aLi a
commodity exchanges will lower transaction costs in food manketmote price discovery, and price

GNF yaLl NByOeé¢d ¢KS O2yRAGAZ2Y A dzyRSNJ s KAOK (GKSas
of, when the mechanisms themselves are understood.

Using ACE as a case, this research attempts to provide a thoemadysis of the impact that the
commodity exchange, as a provider of markepporting institutions, has on transactional
relationships withinstaple foodvalue chains. In order to do so, this research will describe selected
transactional relationships anmg Malawian actor#n agricultural valuechainsbefore and after the
establishment of ACE. By using an analytical approach grounded in Transaction Cost Economics, this
research puts a strong emphasis on understanding the underlying causes of potentigesha

transactional relationships.
These objectives translate into the following main research question:

What are the impacts of the markstpporting institutions, that are provided by ACE, on the

transactional relationships among actors of Malawgaple foodvalue chains?

To provide a guideline for answering this question the following-quastions (SQ) have been

formulated:

1 SA@.: How can Malawiastaple foodvalue chains and transactional relationships within these
value chains be categorized and chaterized?

SQ: What are the characteristics of the MSI provided by ACE?
S@@B: How can changes in the transactional relationships of value chain actors be explained?

S@: How do markesupporting institutions influence market transactions?

Thethesiswill be structured as followsSChapter 2provides background information on staple food

value chains in Malawi and the commodity exchange ACE; Chapter 3 provides the theoretical
foundation of the empirical examination; Chapter 4 introduces the methodologmaioach as well

as the data used; Chapter 5 presents the results of the empirical analysis; and Chapter 6 discusses

these results and the limitations of this study.



2. Casespecific background information
The Malawian commodity exchange ACE represemesadbject of this case study. To be able to

understand the empirical results of this case in their context, it is necessary to have some background
knowledgeabout Malawianstaple food value chain&ction 2.1.)Jand the commodity exchang&CE
(Section 2.2).

2.1. Malawiarstaple foodvaluechains
Malawi, situated in Eastern Africa and without access to the sea, is a country that depends heavily on

agriculture. More than 80% of the Malawian population relies on subsistence farming as main source
of income(USAID 2013). At the same time, the agricultural sector is responsible for almost one third
of the national GDP. Accordingly, the Ministry of Finance and Development Planning designates the
agricultural sector as a key priority area for future developm@tdFEPD, 2016An introduction to

the notion of agricultural value chains and the features of Malawian value chains is necessary to put
the empirical results into context. Accordingly, this chapter first introduces the concept of agricultural
value chaisto subsequently describe the specific characterigfiMalawianstaple foodvalue chains.

As ACE predominantly engages in services relatedetanaize and legumes industries, tfazusof

this chapter lies on the value chains of theseps

2.1.1. Agcultural value chains and development constraints
Value chains comprise the full range of vahdeling activities required to bring a product or service

through the different phases of production, includittte procurement of raw materials and other
inputs, assembly, physical transformation, acquisition of required services such as transport or cooling,
and ultimatelythe response to consumer deman®&aplinsky & Morris, 2002; Webber & Labaste,
2012) In an agricultural context value chains comprise intpetelent activities performed by

different actors to transform a basic agricultural commodity into a consumption good.

The aim of a value chaintis produce value added products/services for a market by transforming
resources and by using infrastructutdow well a value chain is developed, depends on how much
value is added over the process. This can differ drastically across contexts. For developing countries,
Trienekens (2011) identifies three major constraints that impede the development of value:.dlidin

a lack of market access and orientatio(2) the nonavailability of resources and physical

infrastructures, and3) institutional voids.

2.12. Agricultural value chains of main food stapigps
Smallholding farmers are highly important in the lslgian context. They contribute to about 70% of

the agricultural GDRUSAID, 2009However, they often struggle to produce enough to cover their

own food needs and sell commodities largely sold in response to financial emergencies of the

household. Accolidg toUSAIQ2013)almost 90% of Malawian households grow staple crops and 27%
3



grow and sell them. However, only3%6 of the households sell, because they produce more than they
can consume. Issues that affect the value chain actors of all staple cabpddra low productivity in
general, costly transport, a weak agricultural credit system, small land holding sizes, a lack of access to
storage facilities, low compliance in contract farming, a lack of monitored quality standards, and
uncoordinated informé&on flows (Dentoni & Krussmann, 2015; USAID, 20k8B}the following the

features ofthe most important staple foodalue chains will bpresented.

2.12.1. Maize
Maize represents by far the most important food crop produced and consumed in Malaie wake

of a government program that heavily subsidizes sesus fertilizers (FISF 2013 subsidies would

reduce the price for a 50kg bag of maseedsrom 39 USD to 1.30 USD), the overall maize production
volume has risen significantly from 1.2 million MT in 2005 to 3.4 million MT in @I3AID, 2013)

Still, less than 50% of smallholder farmers use improved maize seeds and less than 35% use fertilizers
(USAID, 2013)

Maizeis grown by 97% of the farmefimore than a half of farmers grow no other crop) and responsible
for more than 60% of the caloric intake of the Malawian populafld8AID, 2009In rural areadNsima,

the traditional maize preparation, even accounts for three quarter of the diet of maypousehold.
Malawian consumers have a strong preference for the crop. They tend to use their budget first to buy
maize and what is left to source other products, so that high maize prices can negatively affect the
demand for other crop$USAID, 2013This partly explains why maize production is so dominant and

why the targeted diversification of crops produced by farmers progresses slug@isitiePD, 2016)

Of all the land that is used fagrowing crops, more than3% account fothe production ofmaize
(USAID, 2013Yhe majority of smallholder production (8D%) is consumed by the household. The
remainingsurplusused to be sold to the parastatal marketiogyanization ADMAR@rmerly the only
legally entitledbuyer (USAID, 2009However, ADMARC has lost its dominant role over the last
decades. It is estimated that in 2008 parastatal reached less than 5%raadred only 8% of the
O2dzy i NBE Q& (i 2 (Wayhe, Sitho A& Mangikdni NJRBGB:(IUSAID, 2BaB)ershave shifted

to sell their maize surpluses on local markets or to private small tradersal markets are places that
serve the very smaficale sellers and buyers, while private small traders usually have access to a
vehicle and a storage facilitpllegedlymaking profits from arbitrating between the poebkarvest
season (where prices are low) and thean season (where prices are higihisview has been
contested, though. In a survey of more than 500 crop traders in Makafthamps & Gab#isladhin
(2001) found that in fact only 10% of the sampled traders were holding stocks for more than one
month. Facing capital and storage constrainkg vast majority of them buys a load to directly sell it

to buy the next load.



Smallscale farmers are usually the first to sell after harvest as they have the least storage capacities.
Commercial farmers try to avoid selling close to harvest to avoidotivgorices paidn these periods.

They try to increase their profits by balancing prospects of increased prices and financing and storage
costs. Larger traders also engage in milling, exporting and importing and often turn tessaiall
traders to obtainthe commodities. Commercial milling companies are the most important processors
and also suffer from theumulativepost-harvest crop salesyhichthem to buy in bulk at the beginning

of the season, rather than to buy intervals throughout the seasaftyAID, 2009)

2.12.2. Legumes
Measured by acreage, maize is followed by groundnuts, beans and pulses as main food crops. These

legumes together account for almost 30% of the acreage that is used to produce staple food crops.
Smaliscale farmers produce 938bthe total groundnuts and 80% of the total beans. The isegtown

on estates respectively. The bulk of produced groundnuts (60%) is consumed by the producing
household or sold on local markets. Vertical relationships within that chain are relativaiganized.

Processors engage middlemen to buy groundnuts from farmers, formally under a controlled price
regime. However, practically most traders trade for their own accounts and as they are not
remunerated according to quality by the processor, the ginuts often do not fulfill the export

standards. An exception to thisrispresentedd @ b! { C! aX GKS tFNHS&d FI N¥Y SN

a proven quality control mechanism in place and engages in export act{dtsssID, 2009)

Three quartes of the bean production is sold on informal markets for local domestic consumption and
processing/storage activities take place at home. The rest is sold to a few major trading companies,
that also engage in further valesdding activities such as providing seedslecting, storing, and
processingUSAID, 2009For soybeans, this is slightly different. Most of the soya that is produced
enters the formal value chain, as it is bought by larger companies mainly to be processed into animal
feed. These big playersusce the commaodity through their network of outlets, or rented space during

the harvest season, mostly directly from farméfinsley, 2009)

The value chain for pulseesembles that of soybeangfter the harvest season intermediate buyers

set up colletion points at market places, where they buy surpluses from smallholder far(uS4ID,

2009) These are transported to the city of Blantyre, the hub for pulse processors, who engage in
exporting, primarilyto India. There is a tendency among processorexpand processing capacities,
accompanied by initiatives to promote throductionof pulses among farming communitid3ulses

are also consumed locally and account for about 10% of the caloric intake of the Malawian population
(USAID, 2013Malawi is ypically seHsufficient with respect to pulses and local prices generally lie
below import parity prices, which motivates the World Food Program (WFP) to source pulses locally
(USAID, 2013)



2.1.3.3. Theole of intermediaries
Intermediaries take on an danguous role within Malawian staple food chains. On the one hter

existence reduces the margins for srredhle farmes, on the other hangthey are often necessary to
connect farmers with processors, exporters, or consunfegiSAID, 2009Based on aurvey of more
than 700 Malawian tradergFafchamps &abreMadhin, 2001)provide further insights into the role

of Malawian traders foagriculturalvalue chains.

Malawian traders are typically operating at a snsalhle level. On average, less tham people work

in one trading business, there is almost no access to external finance (exception: family and friends),
and the vast majority (94%) of traders does not own a vehicle for transportation. As mentioned earlier,
most traders directly resell comnddies, after they have been procured to replenish again. Storing
consignment to arbitrate intertemporally yields little profits (estimated 4.9% for 90 days) and is done
by only a small fraction of traders (less than 10%). Physical inspection of goodiseamighayment in

cash are the rule for almost all transactions.

Gross margins (the difference between buying and selling peieg¢ive to the selling prideare large

in Malawi (53% on average, as compared to 23% in Benin). The main costs arise foningeguality
control, and transport. More than half of the gross margin (57%) can be captured as profits by traders
on average (in Benin this fraction is 32%). Median profits in Malawi are almost ten times as high as
they are in Benin (1140 USD vs. 128D), despite the fact, that Beninese traders use more equipment,
more working capital, and more labor than their Malawian counterparts. Thus, agricultural trade in

Malawi seems to be relatively less competitive.

2.2. ACEA Malawian Commodity Exchange
This sectionintroduces the commodity exchange ACEtéirtswith a generakection on agricultural

policies in Malawi, followed by a discussiirihe rolethat commodity exchangeglayfor agricultural

development Finallyjt describesthe development ®ACE anthe servicest provides

2.2.1. Marketsupporting institutions for liberalized markets
The Malawian agricultural sector hasmdergone a structural changever the last decadefChirwa,

Kumwenda, Jumbe, Chilonda, & Minde, 2008; Kherallah, 1988% entailed reduced official
Ay@SaiaySyida Ayid2 | ANROdZ GdzNI € RS@St2LIYSyd FyR |
fAOSNIfATFGA2Y® ¢CKAEA LRtAOE AKATG 61 & LINIL 2F |
African commodity marketAkiyama, Baffes, Larson, & Varangis, 20B88wever, expectations with

regards to prepoor agricultural growth could not be fully met. New Institutional Economics points at
malfunctioning markesupporting institutions as one cause for the disappointiresuits of
liberalization. Where uncertainty and specificity issues make for high transaction risks and a lack of

supportive institutions raises transaction costs up to a level where transactions do not pay off
6



anymore, market failures occur. This in tuemanotivate governments to intervene in the agricultural
sector, for instance by implementing policies to stabilize output prices (through minimum prices), to
guarantee certain levels of produce procurement, to supply inputs, or to subsidize ¢patdities that

again hamper the market developmefidorward et al., 2004)

Dorward et al(2004)suggest that where highroductivity smallholder production relies on significant
input purchases and seasonal finance, value chain development requires someaegtmrdination

of investments, for instance through processors. The case of Malawian Burley Tobacco Clubs shows
that coordination can also be achieved faymers organizing themselvéblegri & Porto, 2016)The
production of tobacco requires about founies more labor than that of maize and two times more
than that of groundnuts. Consequently, smallholders will only commit to these efforts if they expect
to sell their products at a reasonable price. In an effort to liberalize the tobacco sector in tiye ear
1990s, the Malawian government incented smallholders to form clubs of between 10 and 30 members,
which would enable them to collectively sell their commodity at the national auction floors, where
prices would be substantially higher than elsewh&rhe tobacco clubs would not only provide
institutional access to their members, but also facilitate access to finance (through joint liability of
members and peer monitoring), economies of scale (e.g. for transporting), and the establishment of
supporting netwvorks (e.g. extension through pee(®egri &Porto, 2016)That example shows that if
liberalization is accompanied by the establishment of adequate institutions, the integration of

smallholders into the market can be successful.

2.22. Commodity exchameg for agricultural development?
In the wake of a liberalization of African agricultural markets, the introduction of commodity exchanges

has become a popular policy instrument aimed at tackling the persistent issues of a high price volatility
and high trasaction costs associated with the prevalence of traditional exchange structures
(Meijerink, Bulte, & Alemu, 2014pn the Africarcontinent alone, the list of countries that started
commodity exchangeelated initiatives comprises 28 nations, with Souftica, as measured by trade
volumes, hosting by far the largest exchange, followed by a large margin by E{Mdyaiag Mezui et

al., 2013; Robbins, 2011Y¥hese projects have been launched under the assumption that local
commodity exchanges promote agrittral development. Against that backgroutdNCTA¥2007)

proposes six functions that commodity exchanges can fulfill

Price discovenif a commodity exchange raises the efficiency with which supply and demand are

aligned, then prices reflect more accueft the expectations of market actors. Furthermore,

1 TheseBurley Tobacco Clubs gave rise to the formation of the National Smallholders Farmers Association of
Malawi (NASFAM), which later took over a central role in the establishment of ACE.
7



commodity exchanges represent centralized sources of market information, where sector participants

can obtain reference prices.

Price risk managemerituture and forward contracts, for instance, allow fjoedetermining exchange

prices for future exchanges in the present, detaching cash flows from the actual price development.

Investment venue:Commodity exchanges make commodities accessible to external investors

increasing market liquidity and outputipes for farmers

Facilitation of physical trad&he generation of spot reference prices allows spot market participants
to make more informed decisionghen a commodity exchangdfers warehou facilities storage

costs (and posharvest lossesganbe reduced. Commaodities typically have to meet certain quality
standards to be eligible for trade at an exchange. This can transmit into the spot market, leading to a
higher quality sensitivity in general.

Facilitation of financingExchangdraded farmerrepurchase agreements (repos) and warehouse
receipt systems can provide market participants with access to financing, where traditional lending

institutions would normally abstain due to the high risk involved in the agricultural sector.

Market developmentCommodity exchanges can promote the development of marlétshey have

an incentive to extend the volume of traders, they often engage in education and capacity building,
mainly on the farmer level. Furthermore, the international integration of markeftacilitated by the
existence of a centralized trading platform. Often commodity exchanges rely on ICT technology, so that
indirectly their use can promote ICT adoption and literacy. Lastly, by making market transactions

potentially more efficient, commwdity exchanges can lead to industry growth.

As Rashid(2015) points out, many of these claims have not been sufficiently substantiated on an
empirical basis. Indeedhany African commodity exchanges have failed to live up to the expectations
(Sitko &Jayre, 2012) Against that backgrounditko &Jayne(2012)propose five main factors that
determine the success of commodity exchanges: (1) aepigting vibrant spot market; (2) the
potential to achieve sufficient trade volumes to cover fix costs; (3) teegnce of ancillary marketing
services to lower setip costs; (4) modes of institutional governance and incentives to motivate rapid
learning on the part of the management and (5) a commitment from the government to abstain from

unpredictable market intarentions.

2.23. ACE
The Agricultural Commodity Exchange for Africa (ACE) is one example of an African commodity

exchange, that was established to promote the market development of the Malawian agriculture
sector. It started operations in 2006, growingtoaf a 2004 initiative of NASFAM that aimed at

improving market access for its farmers. Despite the lack of a reliable contract enforcement
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mechanism, ACE managed to increase annual trade volumes at a slow but steady pace to 30,000 MT
in 2011. Over time seral donor organizations, such as USAID, the EU, and the Common Fund for
CommoditieCF(, stepped in to support the growth plans of ACE. The volume of settled transactions
increased significantly when the Wadr~ood ProgramWFB started to buy through ACE in 20(&CE,

2012) In 2011, the WFP was responsible for 70% of the commaodities that were traded through ACE.
Two years later, this maber had decreased to 30@entoni & Dries, 2015WFP buys commaodities,
mainly through its Purchase for Progress (P4P) progveinich aims for an improvement of market
access for smallholder farmefid SAID, 2013)

Since2011, overall trale volume hagrown, although at a fluctuating rate. In 2014, 5% of the maize
and 11% of the soybeans thakre traded nationallywere sold through ACEDentoni &Dries, 2015)
Figurel provides an overviewf the trade volume of ACter the yearsbetween 2012 and 2016 hs

figure, thatisbased orpublicly availablelatafrom ACEindicatesthat trade volumes have tripled from
about 20,000 MT in 2012 to more than 60,000 MT in 2016. It is unclear why overall transaction volumes
kinked drastically in 2014. Figu2eshows, hat a decrease in trade volumes does not necessarily mean
that the overall value of traded commodities also falls. In 2016 the value of traded commodities rose
despite a shrinking overall trade volume, mainly due to more beans (which are generallythaocier
maize) being sold through ACE. Given a commission rate of betwedn09a? this translates into

revenues from trade facilitation of between #00 USD and 20@00 USD for the year 201%6.

Trade Volumes in MT
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20000,00

10000,00 e
0,00

2012 2013 2014 2015 2016

= Beans Groundnuts Maize Pigeon Peas Total volume

Figurel: Tradevolumes of differencrops in MT(source: ACE)

2The commissio rate is 1.0% for transactions for which the warehouse receipt system has been used and 0.2%
where only the online bulletin board has been used to match buyer and seller (Dentoni and Dries (2015).
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Trade Value in USD (728 MWK/USD)
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Figure2: Total trade volume in USBource: ACE)

The services provided by ACE can be subdivided into three closely interlinked categories: trade
facilitation, a market information system, and a waialse receipt system. The latter two services
were only introduced gradually from 2010 as a response to sluggish growth. Buyers and sellers can
make use of different types of trading modes. For buyers and sellers that are not registered with ACE,
it is requred to turn to registered brokers to engage in trade using the platform. Currently there are
105 companies from 12 countries that are registered as traders (they do not need brokers to make use
2F 1/9Q& GNIYRAY3I LI I GF2 NY couttrigsRwha cam ardbidgedekchanged B R
for nonrmembers)(ACE, n.d.aJThe common way to access the commodity exchange for sicelt

farmers and traders is to turn to rural agents/brokéfCE, 2012)

2.23.1. Trade Facilitation System
Buyers and sellersan place bids and offers for a commaodity at a given volume and price, which are

then promoted on the internet, email, SMS, newspaper and radio. Interested exchange partners can
place counter bids and offers. If an exchange is accepted by both par@Es,takes care of the
generation of binding contracts and thesettlement This mode of trade is referred to &sd-and

offer. Alternatively, buyers can make use of thie-volumeonly(BVQ system Here they just state the
guantity of a desired commodity (including all terms and conditions) that they want to buy. Interested
sellers can then state a quantity that they can provide at their desired price. The buyer evaluates these
offers and notifies ACE which thie bidswill be accepted. Again contracts and payment settlements
are clearedthrough ACHvan der Vywer & Nordier, 2013Jhis system was specifically designed for
the WFP and is restricted to large scale buyers exclusively. Awvoliiene only (OVIxsystem, in which

an interested seller just states a quantity of a commodity to be sold, exists as well, but there is little
information about its practical relevance. An arbitration system to resolve disputes is officially in place,

yet until 2012 not a single case was brought to the arbitration ce(dSE, 2012)
10



2.23.2. Warehouse Receipt System
In its early stages the trade facilitation had suffered from high levels of defaults. To tackle the issue of

defaults ACE began with the adopment of a warehouse receipt system. A warehouse receipt system
essentially allows sellers tieposit their commoditiesn a warehouse, that has been certified by the
commodity exchange, and to receive a receipt that states quaatiiquality of the deposit in return

This receipt can be traded or used as collateral to obtain loBmsedeem a deposited commodity, a

fee, that depends on the storage duration, must be paid to the warehouse opepadarder Vywer

& Nordier, 2013)The WR®epresents a standardized contractual relationship between all participants
and is governed by the ACE warehouse receipt rules. Warehouses are usually owned and operated by
private organizations and certified by the commoditgleange. As interviews with ACE staff suggest,
NHzNJ f o NBK2dzaSa GKIFdG FINB 26ySR o6& FINNSNEQ | aa?
operated by the commodity exchange itself to resolve the conflict of interest, that would arise if

T I NIy Sshickat@nslware to take care of deposits that, at the same time, would serve as collaterals
of their members, e.g. for bank8s the operators are liable for the stored commodities, ACE requires
comprehensive insurances faertifying warehouses.Accordingto the website of ACE, there are
currently 47 certified warehouses operated by 35 companies with a total capacity of 145,502 MT (more
than twice the overall trade volume of 201@CE, n.d.b)

2.23.3. Market Information System
The market information systm promoted by AC&ddressepoor information stream$aced by market

LI NOGAOALI yGad ! OO0O2NRAY3I (2 GKS O2YY2RAG& SEOKI Yy
LINEOolofeée GKS ANBIGSal RSOSt 2 LIVYSy (ACE RURDidud2 T G KS
its field activities (rural trade agents, trainings) Af@aEhersprofile information aboutfarmers(name,

age, cell phone number, cropsgjlowing the commodity exchange to address them with specific
information. In 2012 about 7000 farmers were registeretihese receive two kinds of price
information. First,farmers receiveprice information determined by real purchase offers from the

trading platform of ACE, that are tailored to the profile of the farmer. Sedamehers gain information

aboutprices achéved on local markets, that are collected through a cooperation with the information

service provider ESok@\CE, 2012According to interviews with stakeholders, the operation of the

market information system is still financially dependent on donor aid.
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3. Transaction Cost Economic
This chapteestablishes the conceptual framework used for the empirical analifsistrated in Figure

3. It starts off with a brief introduction of the origins and assumptions of Transaction Cost Economics
in Section 3. The remainder of the chapter explains each of the elements of the conceptual
framework. Section . examineswhat it means to puthe transaction as basignit of economic
analysisand is represented by the three grey columndigure 3 In that context it introduces the
concepts of transaction attributes (Subsection 3.2.2.), transaction costssd@8idn 3.2.3.),
governance structuresSbsectior8.2.4.) and how these notions are connecteepfesented by the

black arrowsSubgction 3.2.1.)Section3.3. takes on a broader perspective and discusses the role of
the institutional environment for a given transaction (represented in the upper part of Figure 3). The

chapter closes with the summarizing section 3.4.

INSTITUTIONAL ENVIRONMENT

Formal institutions
= Informal institutions

Subsection 3.2.2. Subsection 3.2.4. Subsection 3.2.3.
‘GOVERNANCE STRUCTURE
Contract Sub-level Governance mechanism
function
Coordination | Strategic Routines

Organizational | centralized authority

Operational Decentralized authority

Enforcement | Credible No credible commitment
commitments

Unilateral application

Bilateral application

Supervision Self-enforcement
mechanism

External non-specialized
arbitrator

Contractor supervisor

Specialized arbitrator

Rent-sharing | Remuneration | Customized

AT Collective

Flat rate

Intensity of use basis
Contract Spot contract
duration

Short-term contract

Long-term contract

————— Subsection 3.2.1. [ == == == ==

Figure3: Concetual framework

3.1.Overviewand assumptions
TCEshifts the focus of attention on the transaction as basic unit of anafygiliamson, 2000)The

underlying rationale is that economic exchanges (= transagtimmae along with costs of information,
negotiation and control(North, 1990) It was Coase(1937) who first introduced the concept of
transaction costs to reflect on why some activities are done within the boundaries of a firm, whereas

others result fromexchanges between independent economic actéélliamson(1979) picked up
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that notion and operationalized it by exploring the conditions under which transactions take place

either within a firm or through the market.

In doing so;TCE opposes the stribehavioralassumptions of neoclassical economias they would
AYKAOAG | ad22 KiEmsonS1@SBVillianEon (183 rélaxédbdinkazlgssical
assumptions of perfect rationality and perfect information and instead introduced th@maof
bounded rationalityunder uncertainty. Bounded rationality involves individuals thay to behave
rational, butcan only do stimitedly (Williamson, 1983Because the environment is uncertaegens
cannot anticipate a priori the structure tfie set of problems that might affect a given transaction
(Brousseau & Glachant, 2008Furthermore, Williamson (1983) assumes human behavior to be
opportunistic (& & $ferésta SS1 Ay 3  pillidnsos, dA8T)Sgportunismgives room to
strategic lehavior of economic agents involvirgmpty threats and promiseéWilliamson, 1983)
Similar to bounded rationality, which turns into a constraint only if uncertainty prevails, opportunism
affects transactions only if the number of potential transactiontpars is limited, because under
conditions of perfect competitionpportunistically acting individuals are ostracized by the ma(idét,
1990; Williamson, 1983)

3.2. Transactions as basic unit of analysis
Thissectionintroduces the core concepts ofansactionsSubsection 3.2.Joresents the fundamental

theoretical basisof this thesis, the discriminating alignment hypothesis. What follows is a discussion
of the notions of transaction attribute€Subsection 3.2.2.}ransaction cost¢Subsection 3.2.3and

governance structure§Subsection 3.2.4.)

3.2.1. Discriminating Alignment Hypothesis

Transactionswhich differ in theiattributes, are aligned witlgovernance structuresvhich differ in

their costs and competencie@ a discriminating (mainiytransactioncosteconomizings | & €
(Williamson, 1991)

g GKS O2NB 27T 2 A tiscinlinatiagalfnient byoghasiiBcluties &l donaeisS
necessary to understand the rationale of T@&nsaction attributes, governance structuresdan
transaction costsTheir basic meaning and relationship will be presented here. A more detailed

discussion can be found later in this chapter.

2 AffAlFYazy 2LISNI A2yt AT SR/ tiroduBitpathreyttadsacoyf 2 F (|
attributes, which he subsequently uses to explain whether a transaction will rather be conducted
internally, within a firm (also called hierarchy), or via the marlé&iset specificitys often considered

the most relevant attribute in explaining how a transaction istosgA T SR | yR YSIya aiK

which an asset can be redeployed to alternative uses by alternative users without sacrifice of
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LINE RdzOG A @S @I f dz5.95). Unéekaintly/dompleXity, Vilsonne\ofthe cokd assumptions
of TCE, can vary in its degrand increases the degree of potential disturbances that a transaction can

be affected by. Lastly, frequency refers to recurring transactions between two economic actors.

Governance structuresan be definedas the set of institutnal arrangements withi which
transactiors areorganizedVerhaegen & van Huylenbroeck, 200B)e abovementioned maker-buy
dichotomy reflects the two most commonly examined governance structures: market and hierarchy.
However, these only represent the extremes of an arrag & @S NY I y OS & i NHzO G dzNB & =
GKSANI O02aGa | (WHiamSchYIRI3)BS yWHathdSes ¢hat mean exactly®arket and
internal forms of organization rely on different mechanisms to coordinate transactidresmarket

uses thepriceto motivate actions of economic agents, rewarding them on the basis of their outputs.
The realization of economics of scale, specialization effects and the presence gjohigied
incentives are unique features of the price mechanisising this mechanism requés little monitoring
activities, yet it incursosts for measuring outputs and costs of losses due to imperfect measurement,
which Hennart (1993)refers to ascheating costsinternal organization relies on thimstalinent of
behavioral constraintto coordinate actions. Economic agents are rewarded based on their behavior,
that is on their inputs. This comes along with costs of imposing behavioral constraints and costs caused
by the residual amount of shirking that is still possible due to imperfect bela\donstraintsghirking

cost9 (Hennart, 1993) By exerting direct influence on the behavior of agents, internal forms of
organization are more apt to suppress opportunism and to promote efficient adaptation to
disturbances, so that they are more suitalio govern transactions involving high degrees of asset
specificity and uncertainty. On the other hgaila G S S NA& y 3 of agidatS is & D%y approadi)

that will not be worthwhile for transactions that face low asset specificity and low uncéytaithat

therefor are less vulnerable to behavioral conflicie that the market governance structure is more

suitable

The beforementioned considerations exemplify thednsaction costscan arise for two reasons:
because a governancerstture is catly to implement and because an implemented governance
structure might not be able to completely rule out all risks associated with the given transaction
attributes. Within this thesis, these two components will be referred togasernance costand

transaction risks.

Some governance structures may incur lower transaction costs than others, but raise the costs of
production, because economies of scale and specialization effects cannot be exploited. Consequently,
economic actors choose gernance structugs to minimize thetotal sum of production and

transaction costgStephen, 2017)This thesis, however, focuses on transaction ¢ekited aspects.
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For a ongtime transaction that requires no specific investments and that take place in a relatively
stabke environment (low degree of uncertainty) transaction cost are lowest, if goods are exchanged via
the market. Transactions that require specific investments from one party open up elbowroom for the
other party to behave opportunistically and if, moreovemcertainty is added, describing the
responsibilities of both parties ex ante and assessing the fulfilment ex post becomes increasingly

difficult, so that such transactions will rather be organized internally than via the market.

3.2.2. Transaction Atthutes
As Rindfleisch & Heid€1997) suggest asset specificity and uncertairstye the main drivers of

transaction costs. Gaining a deeper understanding on both conceptimeidtable for an
operationalization in the context of this thesBrequency repremnts a third attribute that is often
mentioned, but not considered in this study, because it could not be identified to be relevant in the
empirical analysis.

3.2.2.1. Asset Specificity

Vita, Tekaya, & Wan@011)have dedicated a study to the concept afset specificity in TCE. They
suggest, that it has been interpreted ambiguously and recognize six recurring themes in how asset

specificity has been defined across different studies:

the degree of customization needed to support the transactional relatigm

the uniqueness of assets or investments deployed to a task/activity

the importance of the identity of the two parties in the transaction

the transferability of assets or investments needed for supporting a particular transaction

the value of the asse or investments outside that transactional relationships

=A =/ =4 =4 4 =

the value tied in or embedded in the continuance of the relationship

Theseinterpretations highlight diffeent facets of a common theme: the value of an investment can
be influenced by the behaviaf the transactbn partner. The investor enters a loksituation, which

the other transaction side canpportunisticallyexploit to extract higher rent¢Borgen & Hegrenes,
2005) In the extreme case, an investment unfolds its value solely in oneaittiosal relationship and

a liquidation would only recover a fraction of the investment costs. An architect planning a highly
customized building tailored to the specific needs of his customer would be an example for what
Williamson (1979) refers to as ahosyncratic investmentMixed investments ara gradation of that

concept: still specific, but less so.
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The literature differentiates between stypes of specificity illustrated in figure 4Human asset

specificityrefers to situations in which eitr or both of two transaction sides have to invest in human

hY

capital to fulfill a specialized tagRossignoli & Ricciardi, 2015

i . ) . Site
An employee, for instance, might acquire special knowledg| specificity

about the handling of a certain machine, which is highly valugbl Temﬁf)@ L
SpecITiCl

for the employer. If the knowledge is souggfter on the market,

Physical
specificity Asset

—

the employee could threaten his employer to change t

Human Specificity
company to enforce a higher remuneratiofhysical assetf] [ _specificity

specificity involves investments into tangible assets, e.g.| Pc@cted

assets

machinery, that arespecialized to fulfill a specialized activity, [ procedural | |
specificity

while losing much of their value outside of that particular activity

(Vita et al., 2011)Take for instance a contract farming situatio | '9Ure# Types of specific investment

in which the farmer acquires special equipment that is specificallyréal to grow an unconventional
plant, which the buyer uses, for example, to produce pharmaceuticals. Outside of the contract farming
relationship the equipment will be of little value, as it cannot be used to grow other plants, and for the
same reaon itis difficult to resellDedicated asset specificitgsembles physical specificity in that it
also involves investments into tangible goods. However, the problem here does not arise from a
specialized use, but from production capacities that cannottiézed outside of a particular long

term relationshp (Vita et al., 2011)An example for that could be a processing company, which invests
heavily into processing facilities, as it expects to have access to a steady stream of inputs due to an
agreement wih the local farmer association, that counts a large majority of farmers in the region
among its members. Opportunistic reseeking behavior from the association could force the
processor to either pay higher prices or to procure the inputs from elsewlwihethe occurrence of

large transport costs. Situations, in which the value of a product depends on time, ingoiperal
specificityMasten, 2000)Agricultural producers of highly perishable goods as well as their buyers, for
instance, rely heavily otimely transport, creating leeway to behave opportunistically for transporting
companiesSite specificitarises when investments are bound to a certain location. Literature suggests
that one party to a transaction may be motivated to set up a site aseclproximity to the other
transaction party to safe transport or inventory cogidasten, 2000; RossignoliRicciardi, 2015)A

sugar producer, for instance, will operate much more egffitiently, when he operates close to the
sugar beefgrowing farmes, that supply himBrand capital specificitguts reputation investments at

risk. In situations where it prevails one side to a transactian impactthe reputation of the other

party (Vita et al., 2011)n the agrifood sector, where food security playn important role, suppliers,

for instance, can significantly harm the reputation of retailers, if products do not match the required

guality standards. Lastlprocedural asset specificitgpresents the equivalent to physical specificity
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for service inlustries, in that it refers to situations, where investments into specialized routines are

necessary, that are difficult to redepligVita et al., 2011)

Specific investmentsnay expose their investors to thether transaction LJ- NIm@lifgness to

coopenate. Under the TCE behavioral assumption of opportunism, such investments will not be made
without appropriate safeguarding mechanisms. The mad@ternance structureeannot provide

thesel YR @¢2dz R NBadzZ G Ay aO2 & l(Wiliamdon, 9B Agslirdt thaty R Y |- f
background, TCE holds that for highly specific investments internal organization will be preferred over
market organization, because it is capable to craft safeguarding mechanisms at a relatively lower cost
(Vitaetal., 2011)

3.2.2.2.Uncertainty
Besides asset specificity, uncertainty represents the second key determinant of governance structures

It has also been interpreted ambiguougMenard & Shirley, 2005 arson, Madhok, & W(2006)

differentiate between two branches wittlifferent interpretive focuses.

¢tKS a3I20SNYIFyOS oNIyOKé Llzia GKS AaadzsS 2F | RI L
(Williamson, 1987} Yy OSNIi I Aydieés GKSNBoex OFry 6S RSTAYSR | &
environment over time, WhiclO NB I 4§ S dzy OSNIi | A y (i & (Carsof erdl., ZPaEThiszNE O2 y
type of uncertainty islso referred taasvolatility (Carson et al., 2000y primaryuncertainty(Sutcliffe

& Zaheer, 1998)According tawilliamson(1983) it requires economic agés to use approximations

of future states and events for making decisanstead of using exact data. Latéfilliamson(1987)

further differentiated between uncertainty arising fromthe behavior of transaction partners
(behavioral uncertainty)and from the environment in which the transaction is embedded
(environmental uncertainty)Behavioral uncertainty is attributable to the existence of opportunism

and involves strategic behavior. Environmental uncertainty, however, arises becaxisante,

economic ators are not able to anticipate the comprehensive decision tree, including all external
disturbances, of a transactigiVilliamson, 1983)Both formsof uncertaintyrequire ecommic actors

to adapt their actions tonew circumstances. The more unforeseaatiiese are, the harder it is to
contractuallyspecify contingent d@mns for potential disturbanceand the likelier it becomes that

transaction partners will have to engage in costly renegotiatiditgis, the capacity of contradts

safeguard investmetdecreases and internal organization becomesativelymore efficient(Carson

et al., 2006; Williamson, 1987)

¢ KS &YSI adzNRWillafhdon,d 98Faked &néa different perspective, centering around the
perception of the individual rather thaawoundthe actual state of the environmenit emphasizes the
Gdzy OSNIi I Ayidie AYKSNByYy(d Ay LISNOSLIiAz2ya 2F (GKS Sy g
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(Carson et al., 2006)ywoactors can havearyingperceptions of the same environmeanhd peceive

the level ofuncertaintydifferently. Here, the associated transaction hazard is less about the need to
adapt todisturbancesbutabouti KS RAFTFA OdzA GASA Ay | AaaSa&dbayitd (KS
it is hard to screen out unreliable tnaaction candidates, and ex post it cannot be evaluated whether

the other side had acted opportunisticaligarson et al., 2006; Ring & van de Ven, Andrew H., 1992)
Thus, this type of uncertainty, which is also referred tambiguity(Carson et al., 2@), or secondary
uncertainty (Sutcliffe &Zaheer, 1998) limits the functionality of sanctioning and reputation

mechanisms.

Different factors have been used t

Demand volatility

operationalize uncertainty. Figure 5

. . | Supply volatility N
provides an overview about some of tha| Volatility

Volatile regulations
drivers of uncerinty. In the context of orice volatiity
supply chains, demand and supply —| Uncertainty
dzy OSNIFAyd& o6U0KS &|d aymmeticinformaton h 0 € Sy I G dzZNE 2 T
idzZh yGAGe FyR GAYAyYH  “smalnumbers Ambiguity P31 KS NI 0S| 27F

technological change have been used g Price determination

measure environmental  uncertainty Figure5: Drivers of uncertainty

(Fynes, Burca, & Marshall, 2004)

Borrowing from Principal AgenTheory, information asymmetries between transaction partners
represent a further driver of uncertainty. Thayhibit the ability of a transaction party tassess the
guality/reliability of the othertransactionparty, and can led to holdupand moral hazardsituations
(Rose, 1999)If there are only few potential partners for a specific transaction, the disciplinary effect
of competition is weak and behavioral uncertainty increases. Williamson refers to thjzralslem of

G a Y fy dzy@vBlidhisdn, 1983) On the other side, uncertainty also increases with competition
on the own market, because switching costs for transaction partners decfpass, Gorton, Urutyan,

& White, 2014) A meta study on the empirical support foCE byDavid & Han(2004)provides an
overview ofdifferent conceps for operationalizing uncertainty. The 24 measures that they found
relate to market conditions (e.g. price and demand changes), technology (e.g. volatility and novelty),
behavioral (e.g. the from initial contact to transaction) and other aspects (e.g. regulation and currency

risks).

3 A holdup can occur when one party has made sunk relakigrspecific investments and the other party is
able to influence the return on this investment. Moral hazard describes a situation in which a transaction party
does not perfectly know ex post, whether the other party has acted according to the agreéseent
ambiguity) (Rose (1999).
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3.2.3. Transaction Costs
Transaction costs are a fuzzy concept that has been interprateliguouslyby different scholars

(Allen, 2000)They have been consided asthex SO2y 2 YA O SljdzZA @1t Syid 2F FNRO
in that they represent the costas®ciated with economic exchang@/illiamson, 1983)Two inversely

related factors determine the level transaction costs for an exchange relationship: daes dor
implementing safeguarding mechanisms to mitigate contractual hazards associated with the
prevalence of uncertainty and specificity and costs arising from such contractual hazards when they

are left unmitigatedRindfleisch &Heide(1997)refer to theseasdirect costs and indirefpportunity
costsrespectively Table 1 illustrates how thedeansaction costselate to the transaction attributes

discussed in the previowsibsection

Asset Specificity | Environmental Behavioral
Uncertainty Uncertairty
Source of Transaction Costg
Nature of Governance Safeguarding Adaptation Performance
Problem Evaluation
Type of Transaction Costs
Direct Costs Costs of crafting Communication, Screening and
safeguards negotiation, and selecton costs (ex

coordination costs | ante)

Measurement costs

(ex post)
Opportunity Costs Failure to invest in | Maladaptation: Failure to identify
productive assets | Failure to adapt appropriate partners
(ex ante)

Productivity losses
through effort
adjustments (ex post)

Tablel: Sources antlypes oftransactioncosts

Transactions that involve specific investments require the instalment of safeguards to protect against
opportunistic behavior. In order to cope with environmental and behavioral uncertaimtghanisms

to adapt to external disturbances and to evaluate the performance of the transaction partner are
necessary. The failure to set up performance evaluation, adaptation and safeguarding mechanism
results in opportunity costs. A transaction party htidpe settled with a product that does not meet

the specified standards, because it had not measured the quality appropriately, or because it had
chosen an unreliable transaction partner in the first place. Maladaptation costs could arise for instance,
because buyer and supplier do not adapt their transactional relationship to changes in customer
preferences. Where specific investments cannot be protected against opportunistic behavior, they

might not be made at a(Rindfleisch &eide, 1997)
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Different gorernance structures incur different types of transaction ca®essignoli &icciardi,
2015) Transacting through the market requires economic actors to search and get information for the
best partner, to set up a contract (explicit or implicit, completeincomplete) and to monitor and
enforce its implementation. Thesmarket use costese drastically for highly uncertain transactions
that require significant specific investments, so that it may be more cost efficient to switch to an
internal governancetructure, which uses hierarchical management structures instead of the market
logic to safeguard transaction®©rganization costs of usarise because the implementation of
hierarchical structures is a costly process and because it reduces economitvexeén contribute

efficiently to a transactiorfRossignoli &icciardi, 2015; Tadelis & Bajari, 1999)

3.2.4. Governance Structures
Governance structures can employ very different mechanisms to structure economic exchange

relationships. This subsectidntroduces the two most prominent governance structures, namely
markets (Subsection 3.2.4.1.) and hierarchy (Subsection 3.2.4.2.). Howevernthoelg represent
the extremes of an array of different governance structufagbsection 3.2.4.1. discussedtidsand

introduces a modular system on the basis of which governance structures can be characterized.

3.2.4.1. Markets
The termmarket, though extensively used in economics as well as in the everyday langeagees

clarification in the contextof ®C® 2 KIF G Aa YSIFyid A& f SadofthelastS OSy i
NEB & #Mébiagd &Shirley, 2005)but a mode to organize transactiotisat emphasizes the price as
coordination mechanisniHennart, 1993)In that senseFurubotn & Richtef2005)define the market

Fa | Gaz20Alf ySGg2N] O2yaradiy3a 2F oO6A0 | asSia 27
20KSNI FYR O0AAL0D | odd8 WI2BSNY I yOS adidhHietveeNS 62 A f
Y NJ Sd I ddingsdneé ndarkgiromotes highpowered incentives and restrains bureaucratic
distortions more effectively than internal organizatiddowever, these higipowered incentivesare

ambiguous: theyot only encouragefficiency but alsocheating(Frant, 1996)

A central featue of markets is that thegre structuredby the institutions that they are embedded in
(Furubotn &Richter, 2005)According tavienard &Shirley(2005)this hasfive importantimplications
First, the existence and functionality of markets critically dejse ontheir institutional support
Second,owing to the institutionalembeddedness markets are not alike, but take on different
characteristics, depending on their underlying institutionshird, different price formation
mechanismge.g. auctions, negations, posted pricesjcross markets testify to this existing diversity
as theyrequire different institutions. Fourth, enforcement mechanisms are crucial for the effective

organization of transactions through markets.
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3.2.4.2. Hierarchy
Hierarchy as geernance structure, has access to distinctive instrumentdacilitate adaptive,

sequential decision making@) orderto cope with the adverse effects of asset specificity, uncertainty
and frequency(Furubotn &Richter, 2005; Williamson, 1983)Vhile perbrmance evaluation for
market forms is purely outpdbased, internal organizations allow for monitoring and controlafsp

the inputs to a transactionThus, undeiinvestment by one transaction side can be detected and
sanctioned more easilyn additionto that the ability to installlong term rewarddurther discourages
opportunistic behavior (Rindfleisch &eide, 1997)In addition to that hierarchyenableseffective
responses to external disturbances. Costly renegotiations between coequal transpatiaoers can

be avoided, becausene side is able to exedommandover the other, allowing for quick decision

making(Menard &Shirley, 2005)

3.2.4.3. Hybrids
Market and hierarchy governance structures only represent the poles of a palette of different

governance structures. Those that can neither be attributed to the one nor the other are generally
subsumed under the umbrella terhybridsg a fuzzy term that requires clarificatioililliamson(1979)
borrows from Relational Contract Theory to captuhe differences across governance structures.
Classical contrastinvolve contingent claims for all future eventualitiEsforced through courts, such
complete contractsare suitableonly to structure transactionsvith low exposure to uncertainty for
which the identity of the parties is of negligible importanddarket governance reliesroclassical
contracting.Where not all future contingencies can be foreseemmplete contracts reach their limit
Vertical integration would be a possible response, bubdurs high governance costdeoclassical
contractingleaves room for flexibility ancepresents a way by whiatostly vertical integration can be
avoided Thereby, the transaction partners resort to a trustédtd party which is responsible for
evaluatirg the performanceandresolvingpotential disputesBeyond that Nooteboom(1999)shows

that these intermediaries caalso fulfill other functionsto providea mechanisnthat allows to deposit
hostageghat cannot be appropriated by dier of the transation partners; tosignal the value of a
good without the need to actually transfer it; and to build up trust within transactional relationships,
where trust is not preexisting due to the characteristics of a group culture or the prevailing set of
norms am values.In contrast to neoclassical structures that foster adaptation with reference to an
original agreement, relational contracts focus on the value and continuance of an established
exchange relationshipThe intentioned incompleteness of such agreenseallows participants to
flexibly react to external disturbancé3effries & Reed, 2000)ransactionatelationships between two
autonomous actors, thabuild on such incomplete contracts are referred to as bilateral governance.
Finally, unilateral goveance corresponds to internal organization. Here, authority is centralized with

one transaction side.
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Relational Contract Theory provides an idea about the driving forces behind the array of different
governance structures. Howevdhe boundariesbetween the individual organization forms remain

blurred, so that this form of differentiation is only restrictedly suitable to be used for analyzing
empirical data. For that reasoBrousseay(1995)LINR LJ2 aSa | Y2 RdzZ I NJ FNI YSé62 N
grammar to brigmore2 NRSNJ Ay {2 G(KS a@énard, 3004)AndyerviewFof thisS A NR 2 &

framework is provided by table 2.

Governance structures are devised to perform three rol@sto coordinate actions of the transaction
parties; (ii) to ensure the enforcesnt of promises; (iii) and to share the quasit. However, they

differ in how they fulfill these functions. For each function, a fixed set of possible mechanisms exists.
Technical governance mechanisatiew for definingactions that the transaction séd must fulfill to
produce the quasient. Enforcement mechanismmsake sure that bothransaction sidesides stick to

their promises and do not act opportunisticalfremuneration mechanisnnsotivate agents to adopt

efficient behaviorto enforce the contacts ando define the sharing procedure

Functions of a| Coordination Clauses Options/Solutions

contract mechanisms

Enable Wi SOKYy A OF t | (A) Strategic coordination | 1.Define routines:

contractors to mechanism: mode: the way of using assets is fixed ante
co-ordinate their | Enables contractors to | Output, market, strategy, | and cannot be redesigned

actions define actions thathe goal 2. Gentralized authority mechanism:

successfully different parties have to
undertake in order to

produce quasrent

one of the agents has discretionary righ
to redefine the use of the resources
involved in thetransaction

3. Decentralized authority mechanism
Contractors can bargain to4define the
use of the resources involved in
transaction

(B) Organizational
coordination mode:
Adaptation of tasks to
achieve goal

(C) Operational
coordination mode:
Power to nodulate usage
of different assets

Ensure the Enforcement (D) Guarantor mechanism | 1.No credible commitment:
enforcement of | mechanism: Protect each agentfrom | ! a4 S04 aLISOATAOAG @
promises Designed to avoid LJ NIy SN & 2 LJ opportunistic behavior

opportunistic behavior
and to constrai agents
to enforce their

2. Unilateral application:
One agent deposits a collateral
3. Bilateral application:

promises Both agents deposit collaterals
(E) Supervision 1. Selfenforcement:
mechanism Each party controls the other and
Ensure that parties respect| termination of contract is only threat
their promises 2. External nonspeciaized arbitrator:
Court/Law only mode of conflict solutio
3. Contractor supervisor
One of the (specialized) transaction
partners exerts control
4. Specialized supervisor:
Specialized third party (e.g. auditor)
Share the quasi | Remureration (F) Remueration system 1. Customized basis:
rent mechanism: How quasirent is 9FOK aasSiaqQ 26y SN

Incites agents to adopt

efficient behavior and to

distributed given the

prevailing uncertainty

accoding to his contribution (marginal
productivity)
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enforce the contracts; 2. Collective basis:

defines sharing Output is divided among contractors
procedure according to ex ante specifications (not
influenced by actual contribution)

3. Flat rate basis

input is remunerated ex ante and
intensity d actual use is not taken into
account

4. Intensity of use basis:

Assets are remunerated ex post
depending on effort with which they
have been used

(G) Contract duration 1. Spot contract:

One transaction

2. Shortterm contract:

Several transaatns, but no one can
change characteristics of their assets
3. Longterm contract:

Table2: A morphological grammar of hybri¢sdapted fromBroussea (1995)

Through technical governance mechanisms each transaction party kwbasto do during the
cooperation process of a transaction, or more specifically, how assets should be used. If these actions
are specified ex ante and there is no contractual leeway to deviate from these specifications, technical
governance is achieved byutines. Thus, routines involve complete contracts, that need to be
renegotiated, if they fail to accommodate for unforeseen disturbances. If contracts are incomplete,
decisions about the use of assets must be reviewed at different steps of the coapepaticesslf

only one transaction party holds discretionary rights to redefine the use of assets, this is referred to as
centralized authorityDecentralized authoritis applicable, if both parties hold this right and internal
bargaining is necessary swlve coordination problems. Technical governance is necessary at three
levels for defining longierm goals of a cooperatiostfategic coordination modefor redefining tasks

and the utility brought in by the transaction partiesrganizational coordiation mode) and for

modulating the intensity of asset use through time and spapeiational coordination mode)

Enforcement mechanisms are meant to prevent economic agents from breaking their contractual
promises. They can be subdivided irgapervisio mechanismsand guarantor mechanisms The
former determine if and how transaction partners are monitored (and punished for breacKialf).
enforcements the case where both parties exercise control over the respective other and where the
termination of the transaction is the only means of retaliation. If the judiciary is involved in the
enforcement of agreements, it is referred to agternal norspecialized arbitrator A specialized
arbitrator is an external and independent agent with good knowledgiheftransaction domain, who
assesses the fulfillment of contractual obligations. If this agent is one of the two exchange partners,

that is referred to agontractor supervisor.
Ddzk NI yi2NJ YSOKIyAaYa OSy (SN (WhBnayhR983) Kre cradipla G I £ £ Y S

commitmentis implemented, TCE stipulates that the degree of asset specificity determines the level
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of opportunism in a transactional relationshignilateral applicationsnvolve one party depositing a
collateral of economic valueyith the other party. Should the depositor break his contractual
obligations, the hostage will turn into property of the second paByateral applicationgollow the

same logic, only that here both partners hand over a hostage to their transactionatiecpart.

The remuneration mechanism can be categorized along two dimensions: the degree of risk sharing and

the power of incentives. If remuneration is structured a customized baskmoth transaction parties

are rewarded on the basis of their actualycd NA 6 dzi A2y (2 GKS O2ft SOGAGBS
LINE RAZOGAGAGEE O LT NBgINRA FNBE RA&AGNAROdzZISR | 002N
so that the actual contribution of each party has no effect, remuneration takes placecdlective

basis For both cases, the risk is shared by the transaction partners. If risks are borne by only one agent,

who assumes losses and collects profits, the other agent can be remunerateflat rate basiswhen

the reward is fixed ex ante, @n an intensity of use basisvhen assets are remunerated ex post

depending on how intensively they have been used.

By isolating the different coordination mechanisms used for structuring economic exchange,

NR dza a S dzQa Y2 NLIK2f 2 3A Oé the difeudntygyvernince tricuesimoie2 RS f
clearly. Against this background, fig@provides a review ahe continuum of governance structures
While this figureis by no means exhaustive, it shotsat isolating the underlying coordination
mechanisms bgovernance structures promotes their comparability and therefore allows for more

precise discourse.

Market Hybrid Hierarchy

Contracting Classical Neoclassical Relational
type Contracting Contracting Contracting
Governance Market Trilateral Bilateral Unified
Structure governance governance governance governance
Technical * Routines (A1, B1, ¢ Decentralized * Centralized or decentralized * Centralized authority (A2,
Governance c1) authority (A2, B2, C2) authority (A2/3, B2/3, C2/3) B2, C2)

* Nocredible * No, unilateral or bilateral * No, unilateral or bilateral « Unilateral or bilateral

Enforcement

! commitment (D1) commitment (D1-3) commitment (D1-3) commitment (D2-3)
Mechanism o Extoiraloaa +  Specialized arbitrator + Self-enforcement (E1) * Contractor-supervisor (E3)
specialized (E4)
o\ supervisor (E2)
Remune'rahon » Customized basis (F1) * All possible (F1-4) * Customized or collective * Flatrate or intensity of
Mechanism
(F1-2) use (F3-4)

Figure6: The continuum of governance structures
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3.3. The institutional context
Institutions play a key role in determininige organization of transactions between economic actors.

In this thesis | follow the popular definition of institutions Idgrth (1990)

GAyaldAalddzianzya FTNB (GKS NMzZ Sa 2F GK
humanly devised constraints that shape human interaction. In consequence,
structureA YOSy i A @S& Ay KdzYty SEOKI y3Ss

Institutions arecommonlydivided into formal and informal institutiondslam, 2002; North, 1990;
Williamson, 200). This distinction can be ambiguous, though. The dichotomidsgafl vs. nonlegal,
explicit vs. tacitor designed vs. organic institutiotmve been used synonymously, yet all have a
slightly different focus (Hodgson, 2016)Williamson(2000) subsumesnorms, customs, mores, and
traditions under the informal spectrunformal institutionsin turn,are associated witkonstitutions,

laws and property rights.

3.3.1. Levels of social analysis
Thediscriminating alignment principéeeSubsectior8.2.1.) is not the only mechanism, relevant for

reducing the friction within economic exchanges shown by figuré. In fact, it is just the secord
order optimization(Williamson, 2000)Transactional relationships are embedded in an institutional
framework. Th & O2yaArada 2F GKS LINBGFIATAY3a AYyTF2NXI§

(Williamson, 200Q) on the one
hand, and formal institutions on Informal Institutions 100 - 1000 yrs
1 orde
the other hand. Informal| oo b
structures are attributed a Formal Institutions 10-100yrs
superordinaterole. They change| 1 3
2 order |
. - ~rl 17atim ‘r ‘
very slowly, without following a optimization
Governance Structure 1-10yrs
clear pattern, and therefore i
cannot be changed deliberately| ¥ ‘
Formal institutions, however, are Resource Allocation continuous

different. Even though they are— _ .
Figure7: Two stages of transaction cost minimization (adapted from

the outcome of an evolutionaryWilliamson (2000))

LIN2 OS 3 a -} 6Stftx GRSaA3y

2 LILI2 NIidzy A G AS&a¢ thesdsforma® ralés bfdhe GamerighSisiwhatwiamson(2000)

considers to be the firsbrder economization in the transaction cost contekhereby, the effectivity

of formal institutions depends on their compatibility with the prevailing informal institutions. For that

reason,merely transplantingproven formal institutional arrangement§om one country to another

does not necessarileduce transaction cost@Villiamson, 2009)
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Basically, economiactorsare constrainedyy the set of availablgovernancechoicesfor organizing
their transactions Observable governance structures areetefore not only an outcome of a
transactin-costminimization by two transaction partnersbut alsoreflect the constraintsof the
institutional environment that they are embedded 4When governaoe structures change, this can
have two reasons: persistent inefficiencies in resource allocgirmmpt economic actors to seek
more efficient ways for structuring their economic activit{espresented by the feedback loop that is
indicated through the dtted lines in figure8); or changes in the institutional environment give
economic actors tools at hand, which allow them to structure transactions more effic{@&tédphen,
2017) The focus of this thesis lies on tlater ¢ the impact of institutionalchange on governance

structures.

3.3.2.Legal vs. private ordering and the roldrast
Institutions provide ways to constrainpportunism Basically, these can be subdivided it

categoriesLegal orderingmeansenforcement of contracts througbourt litigation and is associated
with classical contractingystems Rivate orderingrelates to relational contracting andvolves self
enforcing mechanisms, such as the ldgagn value of a relationship, reputation or collaterals
(Williamson, 2002)

Seweral examples show that private ordering mechanisms can be effective in governing exchange
relationships, even where formal institutions are welledievaMaghribi tradersvere able tosustain
relationships with their overseas agents in a highly uncereavironment, in which comprehensive
contracts were unfeasible and judicial contract enforcement ineffecfiedo so, they promoted an
effective reputation mechanism, that relied on a closed community structure, strong information
sharing and a multilatal punishment strategyGreif, 1993) StudyingGhanaianbusiness practices,
Fafchamp$1996)foundthat, in face of ineffective courts and high screening costs, firms are hesitant
to commit to transactions with unknown business partners. So, they aemied to adhere to their

existing exchange obligations in order to preserve establishedtknng business relationships

The economiaeading of these examples suggestisat economicincentives can be sufficient for

enforcing cooperative behavioHoweve, this paradigm has been contesteMorth (1987) for

Ayaildl yOSszs YSyiAa2y &424) asRikef fQuafactons that deteiiming theRs€ofiet of

trk yal OdAz2y O2aia8 60SaARS& aYIN]LSG aAl Sé¢3x aSy¥F2NEL
centers around nothing less than the human nature, can be broken dmathe question whether

human behavior can be more accurately descriligdopportunism as stipulated by TCE, or by

4The absence of a functional court system, for instance, makes it impossible for two economic actors to devise
a governance structure that critically depends on court litigation.
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trustworthiness Incorporating concepts of the Social Exchange ThelNpgteboom, Berger, &
Noorderhaven, (1997propose both traits to be complementary. Trust prevails, when an actor
obelieves the other is likely to cooperate even if the latter is not coerced to do so and has no direct
YEGSNRLFE Ay G S NBlarésults fyom RréinstifuHonadizatioré of valMes and norms (to a

varying degree depending on the individual) anginforces with positive experiences
OaKIFoAlGdzZ t AT FGA2YEé0d 2 KSNB GNHAG YR GNYzA (62 NI K
for non-legal/social sanctions, it still strongly resemblesécenomicrationale ofprofit maximiation

However, afRing &an de Ver(1992)propose, human behavior can also be guided by the wish for
equitable relationships. This more deontologically orienteerspective provides an alternative
explanation for why some transactional relationships can be sustained, even when enforcement

mechanisms are weak.

Irrespective of the underlying mode of action, there reliance on private ordering mechanisms can

set Imits to economic development. €Maghribi traders could not expand their activities to capture
welfare-enhancing opportunitiegGreif, 1993) The Ghanaian firms find themselves in rigid, highly
intermediated, business relationship@afchamps, 1996)Islam (2002) argues that informal
AYyaaAhGdziaAzya ayYle &adzoadAdadziS FT2N) F2NXIE € AyadAaAdlddz
2N) 6 KSNBE GKSe FrAf G2 FILOAtAGIGS odzarAySaa GNIy3
define property rigs and contracts, and manage competition. Theses mechanisms can be effective

for transactions within closed communities (e.g. the Maghribi trader coalition), but reach their limits,

when business activities extend beyond the borders of the community. ®Witincrease in market

participants and a rising complexity of transactions, formal institutions are more capable to provide

the necessary set of enforcement structures.

3.3.3. Market-supporting institutions
The opening of trade makésstitutions to suppot new exchange relationships necessakgcording

to Islam (2002)these secalled marketsupporting institutionscan fulfill three main functions: they
transmit information about market conditions, goods and participants; they definperty rightsand
enforce contacts; and theyregulate competition. Figure8 provides an overview of the different

functions of MSI. Subsequently, these are discussed in greater detail in this subsection.
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Market-supporting Institutions

Information Contract Enforcement & Competition
Property Rights
+ Exante: quality * Constrain coercion * Improve market
* Ex post: performance * Enable credible access

commitment

B ——

Transaction

Figure8: Functions of MSI

Competition on average, increases productivity, which in turn represents one major source of
economic growth. Policies can significantly determine the degree of competitaanesonomyPoorly

functioning credit and input markets, for instance, increase market egcusts, deterring especially

the poorest fromparticipating ineconomic activitiesWwhen traders arenabledto use their esources

where they choose anekchange thenat a price they choose, neoclassical economics preditsial
welfaremaximum Marketsupporting institutions that promote competition make sure that markets

are inclusive. Competitive markets, in turn, create a demand forfietitioning institutions and can
GKSNBEFT2NBE I OO0OSt SN GS GKS LINE O9glalam,20F, Nats,d99@ y 3 & (0 K S

Information reduces transactional uncertainty in two ways: it allows economic actors to make the

better choice ex ante and to better react ex post. The former refers to asymmetric information with
respect to the quality, not only ofo@ds and services, but also of potential transaction partners. Where

the quality of a good to be traded, or of a potential partner for a cooperation, cannot be assessed
appropriately, a transactional relationship will be stifled. The latter refers to ¥hpaest evaluation of

0GKS OGNYyalOGA2y LI NIYSNDRa LISNF2NXYIyYyOS cempeRR Aa Of
covered in the next paragraghVorld Bank, 1998)

MSlIcan also suppomproperty rightsandthe enforcement otontracts Greif (2005)refers totheseas
coerciorrconstraining institutions (CCI) and contr&eiforcement institution (CERespectively CCI
protect against the abuse of property rights aherebyalleviatethe fear of being gpropriatedwhen
bringing goods to market€Elinvolve sanctions foractorsthat fell short of contractual obligations.
Without CEkconomic agentsannotcredibly committo a transactionin the first placelnformation
are crucial in that context. If aoatract breech cannot be detected, it cannot be punished.

Furthermore contract enforcement will not be effective, if sanctions can be fled easily, or if they are
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not severe enoughUltimately, by installing enforcement mechanisms for transacti@ttjetermine

who can exchange with whom. Thiasmarket grows if the available buledof CEé€xpands.

Market-supporting institutions can be eith@esignedwhen they have been put in place on purpose,
or orgaric, when they have developed spontaneoudiforeover, Greif (2005) distinguishes between
private-order and publicorder institutions. The former mainly depend on economic and social
sanctions imposed by economic agents, whereas the latter involve the asasanctioning actor. In
line with the argument of Williamson (2009), Greif (2005) points out that, under certain conditions,
a S ¥ T Aptoin&iggOadntractenforcement institutions will not be utilized or have the expected
impact even if they are intracted, because they are not compatible with existing, organic, prvate
2 NR S NJ A y(a76).Fdr trt le@sghaitéis key to complement what already exigtgen designing

and implementing new institution@slam, 2002)°

3.4. Summary
The purpose of théheoretical foundation of this thesis is to develop a framework on the basis of which

changes in the transactional relationships between economic actors can be analyzed. To achieve that
goal, two conceptual layers are essential. These reflect differemetdeof social analysis: transactions

and the institutional environment in which they are embedded.

According to TCE, the institutional environment determines which governance mechanisms economic
actors have at hand to structure their exchanges and iremlaspects such as the prevalence of
informal institutions, the functionality of formal institutions and the relevance of theted
mechanisms. Within these exogeneous constraints economic actors try to keep the costs of exchange
as low as possible. Thaosts are driven by the attributes of a transaction (uncertainty and asset
specificity). Thus, actors choose the governance structure that yields the optimatdfaiietween

costs of implementation (direct costs) and costs incurring due to residual igatet hazards

associated with the attributes of the transaction (indirect costs).

To graspwhy a particular transactional relationship is organized the way it is, understanding two
aspects is necessary: its institutional context and its respective tcingaattributes.The former tells
us what is possible in terms of governance mechanisms (and what is not possible), whereas the latter

revealswhich mechanismare optimal in the particular cas&Vhere the attributes of a transaction

5> Fafchamps (1996) points out that contractfertement does not necessarily take place through coercion.
Other enforcement mechanisms include the feeling guilt, or the loss of reputation.
8 Within socalled communalist societiegthose are societies whose members put much value on their group
membership, which is often based on kin, place of birth, or religi@ocial and economic actions mainly take
place among members. Organic CEls that lsadvedin such communities tend to lean heavily on intnaup
economic and social sanctions among menstterenforce contracts. When such organic CEls are in place, it
reduces the relative costs famtra-groupeconomic exchanges compareditbergroupexchanges. The
demand for publieorder and designed CEls is smaliieen (Greif, 2005)
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have remained constanchanges in governance structures must be caused by shifts in the institutional

environment.

Following that logic, this thesis applies these conceptual lafjets identify the institutional shifts
brought by the commodity exchange ACE, (ii) to underdthow governance structures of exchanges
between Malawian value chain actors have changed as a consequence and (iii) to evaluate the impact

on the transaction costs for these exchanges.
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4. Methods

This chapter introduces the methods and the data ajhiiethis thesis. It starts with a characterization
of the study type(Section 4.1.3o be followed by a presentation of the researfthmework (Section

4.2.), including a description of the empirical data used and the analysis procedure applied

4.1.A sngle case study
To examine the impacts of marketipporting institutions on the transactional relationships within

staple foodvalue chains, this research takes the form of a single case,shadycombines desgptive
and explanatory element#s Alston (2008) points out, case studies are particularly suitable in the
context of New Institutional Economics, because they allow to capture, ibédeterminants and
conseguences of institutions and institutional changke typology of case studies Bfiomag(2011)
provides a suitable framework to categorize this empirical stéityure9 yields the outcome of this

categorization.

Subject Purpose ———» Approach _
- >

Process
N i /'

\’_/__ — | Retrospective
r Single ———+ Snapshot

“— Diachronic
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v Instrumental Theory-building || = .,
Z - =l = 2
Key | £ ||Evaluative Mustrative/ | 3 -2
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= Multiple - Parallel
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Xploratory Descripuve |
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Figure9: Categorization of the case study

The Malawian commodity exchange ACE represents the subjebisocase study. Kvas chosen,

mainly due to the availability of local knowledge (data). itheact oflocal commodity exchangem

transaction costsvithin staple foodvalue chaingsthe object of the studyThepurposeof the studyis

to evaluate theeffectivity of ACENd has an intrinsic value and combines elements of théesting

652 O2YY2RAG& SEOKIy3ISa NBROzOAt BRNYFabBOUIRPY RO2 X
exchanges reduce transactidh2 & (i Bnd¢Ogy On transaction cost economicsdamarketsupporting

institutions represent the methodological foundation for this examination, which builden a

retrospectiveoutsetd a | age trade relationships changed througK ¢ O @
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4.2.Researcliramework
This section presents the research frawork that was followed in this thesis. Figut@drovides an

overview of this framework.

Activity Output

; Chapter 2

Literature Study

i Chapter 3

Appendix

Appendix

Chapter 5

Outcome
Chapter 6

FigurelO: Research framework

An extensive literature review on transaction cost economics, the role of institutions for transactions,
chamcteristics of Malawiastaple foodvalue chains and ACE providee contextand the conceptual
frameworkfor the subsequent empirical examinaticbomparable with the methodological approach
taken on bySitko &Jayng2012) who examined impediments ta@wth of a Zimbabwean commodity
exchange, this study draws on qualitative interviews waitiide range of different actors associated
with ACE andhe Malawian agriculturasector. Transcripts and summaries of these interviews were

analyzed to understanddw ACE has changed transactionddtienships within value chains.
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4.2.1.Data
The interviews that serve as the empirical basis for this thesis were conducted during three field trips

to Malawi that took place in 2014 and 2016 in the context of othesearch projects. These projects
aimed for a better understanding about the actors and constraints that affect Malawian legumes value
chains(Dentoni &Krussmann, 2015; Dentoni, Krussmann, Degnet, & Noor, 2&id)about the
development constraints of AQBentoni & Liesdek, 2017This thesis use&) interview transcripts

and summaries of these projects as secondary datnswer the research questions. For most of the
interviews, comprehensive transcripts were availablednalysis For someonly summaes of what

was said were availabl&he interviewees comprised various stakeholders and experts associated with
Malawian agricultural value chainkigure 1lprovides an overview about theompositionof the

interviewees.

Interviewees

m ACE = Farmer Farmers' Association NGO = Processors

Figurell: Composition of interviewees

Interviews with farmerdrom four different regionsn Malawiaccount for the largest fraction of the

data (26 interviews) Among them wereboth farmers who make use of ACE aldNY SNBE 6 K2 R2Yy
The group of processorsafge tradingexporting companies arealsoincluded here) gave information

on how inputs are procured. Representatives from various NGOs with differing functions and
NBLINBaSydldAdSa FTNRBY FTFENYSNBRQ | aaz Ol dianghips O2 dzf f
within the value chain as a whole. Lastly, the interviews with ACE representatives contributed to a

better understanding of the servicedfered by thecommodity exchange.
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4.2.2. Analysis
The interview transcripts and summaries were analyz@tl the help ofthe qualitative data analysis

software QDA Miar. The analysis compriseidst andsecond cycle coding techniqués

Two conceptual layers were used to categorize the information from the interviews within the first
cycle coding proces3he first layer involved attribute codindgror every interview it was examined
whether it contained information onalue chairtransactional relationshipg-orsuchrelevant pieces

of information, it was then checked wheththrese relatedo an exchangevhere ACE was involved or

not. To give an example, some interviewees mentioned that farmers sometimes enter contract farming
agreements, but then sell their produce outside of the contract to local dealers. Such an information
would be assigned to the relatigship between farmers and buyers, without any involvement of ACE.
At the end of this process it was possible to have all relevant information for a given transactional
relationship (e.g. the relationship between farmers gmbcessory at one place, diffemtiated by

whetherthey relate to an exchange mediated through ACE or not.

The second layeinvolveda further categorizatiorof information within these attributecategories
based onthe conceptual framework developed in the theoretical part of this thebhis method is
referred to as provisional codir(@aldafia, 2009)nformation that had been identified to be relevant
was now assigned to different elements of the conceptual framewadr&. stay with the abowve
mentioned example, the issue of sidelling, for instancewas now related to and categorized under

the conceptional element of behavioral uncertainty.

In the second coding cycle, the first cycle codes were reexamined and regrouped against the
background of the conceptual frameworkhereby, it rcame clear that the first cycle coding involved

an insufficient differentiation between the concepts transaction attributes and transaction 2osts.
Furthermore, it was established that the governance structure pad not beerconsidered enough.

This praess of recategorizing first cycle codes against the background of theoretical considerations is
generally referred to as theoretical codif8aldafia, 2009)A more detailed description of the major
categories and subategories of the two coding cyclesdae found in figure 12. A comprehensive list

of all first and second cycle categories, salbegories codes can be found in the codebooks that are

" To explain theole of first and second cycle coding, Saldana (2009) uses the analogy of assembling a piece of
furniture. Making an inventory to see whether all parts are there is comparable to first cycle coding. Arranging
all parts appropriately on the floor before asabling is an analogy to second cycle coding.
8 Take, for instance, an exchange relationship where the buyer cannot reliably assess the quality of the goods
and where the seller occasionally Isdbwquality goods as highuality. Ex ante, the buyer i®efronted with
behavioral uncertainty (=transaction attribute). Because the buyer cannot assess the quality, he incurs costs
from receiving lowguality goods. Ex post, the same behavioral uncertainty also leads to transaction costs.
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attached in theappendices 1 and.Zigure 2 provides a condensed overview about the major

categories useth the two coding cycles.

Data-based

Figurel2: Coding process
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5. Results
This chapter presents the results of the empirical examinaflidrey are presented in a structure that

matches the conceptual framework sketched outtlie theoretical partof thisthesis To recap, the
underlying logic involved the following arguments: Transactions can be dimensionalized along the
transaction attributes asset specificity and uncertaifBul§gction 3.2.2). The intensity with which
these attributesapply to a given transactiohas an impact on the value of that transaction to its
participants. It also determines whetheconomic actorshouldimplement coordination mechanisms

to mitigate the risks associated with high degrees of uncertainty and apseificity. Bothleaving
such risks unmitigatecand implementing countermeasuresis costly ¢ the indirect and direct
transaction costs respectivelsbgction 3.2.3). Economic actors choose the set of coordination
mechanismsg; the governance structe ¢ that minimizes total transaction cos{Subsectior8.2.1).
Thereby, they are restricted in their choice by the institutional environment that determines which
coordination mechanisms economic actors have at hand. In that context, the initial hypotidhis
thesis stipulates that commodity exchanges represent maskgiporting institutions that provide
economic actors with alternative coordination mechaniswsich havethe capability to reduce the

transaction costs of exchange relationships. Hoactly this takes place is the subject of tbispter.

It is organized as follow&ecause all transactions are influenced by the environment that they are
embedded in, the presentation of the empirical results starts with a characterization afdhtext-
specificenvironment Malawianagricultural value chain actors intera¢$ection 5.1.)Section 5.1.
complemens the literature-based description of staple food value chaisgg Chapter 2)with
empiricaly obtained casepecific information, which allowo better understand the external
challenges agricultural actors face when exchanging goods in M&aation 5.2moves down one
conceptual level andiscusses specific transactional relationships and how they have changed through
ACE. Against the thestical background of this thesis the focus lies on three aspects: the transaction

attributes, governance structures and transaction costs of the relationships

5.1.Embeddedness of Malawian staple food transactions
Transactional relationships between Malawivalue chain actors are embedded into a broader

context. This sectiodescribes how this context influences transactional relationshiperefore it
enlarges upon two areas: the institutional environment in which transactions take place (subsection
5.1.1.) andfactors of environmental uncertainty that affect all transactional relationships (subsection
5.1.2)).

5.1.1. The institutional/cultural divide

G!'a @2dz 62dzZ R dzy RSNRAGEFYRY 620K FI NYSNA othérRFarmdsh O S &
besides only thse who are based in urban cens and/or are to an extent commercial, do not have any idea
whatsoever of how private sector works, what are the legal requirements when taking extension, loans etc.
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Similarly, private companies thatre wsed to working with commeral scale farmers do not understand
smallholders and how the dynamics operate in those remote agegsterview with NGO representative

The above quotation from an interview with an NGO representative exemplifies that theecelisiral
divide betweenrural and urban value chain actors, which has an impact on their transactional
relationships While larger companies, which are usually located in urbaasrbase their activities

on formalized rules, rural smallholding farmease different. They often lack identity documents
whichis a major obstaclér themto entercontractsin generalCooperativeswhich are legal entities,
allow individual farmers tocircumvent this problem however these organizations eft lack
competeances inhandlinglegal procedureswhich are often associated with low levels of education
(illiteracy) and entrepreneurial knowledgdlithin farming communities, leaders have a high influence
on the business decisions of membeis$.the same time, interhacommunity dynamics can prevent
individuals from aspiring to greater farming profit@aken together, these factors increase the friction
between rural farmers andurban downstream value chain actoiig that they create ambiguity
Additionally, public comact enforcement institutions are perceived to be highly ineffective.
Effectively, contracts in the agricultural sector, especially those involving rural actors, cannot be
enforced legallyln addition to that property rights for rural land and estate aveak so that these
cannot be used as collateralsigurel3 provides asummarizingoverview about the characteristics of

the institutional environment in which transactional relationships are embedded.

Institutional Environment
. Weak legal contract enforcement institutions
. Low-trust environment
. Cultural divide between urban and rural actors

. Weak property rights U

Transaction
Transaction Governance Transaction
Attributes Structure Costs

Figurel3: Key factors fothe institutional environment that influence transactions

5.1.2. A volatileand ambiguougnvironment for value chain actors
Environmental uncertainty is one major component used within transaction cost economics to explain

the configuration of governare structures. Malawian value chain actors fwee mainsources of
environmental uncertainty infrastructure and institutional deficits as well as the peculiarities of

agriculture in Malawi.
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Agriculture in Malawi is largely rafed. Instable weatheranditions have been mentioned frequently
to be of major concern to value chain actors. In that context, the negative effects of climate arange
productivity were also mentioned byseveral farmers. The strong weathedependency creates

volatility with reards to production volumes.

Inarguably, institutional shortcomings are perceivedas major concern, especially by downstream
value chain actors (processors, exporters). The governofégrt intervenes in the agricultural market

in an unpredictable mannmewhichhasdrastic impacts on the national supply and demand of crops.
This in turnfurther exacerbates thevolatility of commodity price8.The already complex price
formation process thereby becomes even more intransparent. Inaccurate official deransugply
forecasts further impedehe planning securityfor value chain actors. As a consequenkzgge
investments, for instance o processing equipmengre risky- especiallysincethe Malawianinterest

rate environments very high(interest rates &r commercial loanare between30-40%).

5.2. Analysis of governance structures, transaction attributes & costs

The previous section explained the characteristics of the external environment, in trdmdactions

are embedded in. This sectigmmesents tle characteristics of specific transactional relationships
examinethe basic hypothesis that ACE changes how value chain actors interact with each other. Using
the terminology of TCE, these changes represent changes in governance structures, whigreare dr

by the application of new coordination mechanisms. Following TCE, economic actors adapt governance
structuresby using new coordination mechanispiecause it allows them to counter the risks imposed

by transaction attributes more efficiently, therelbgading to an overall reduction of transaction costs.

Against that background, théindings are structured as follows: (i) a presentation of distinct
transaction attributes that affect the respective relationship; (ii) a characterization of the applied
governance structure/coordination mechanisms and resulting transaction costs for whers AGE
involved and (iii) a characterization of the applied governance structure/coordination mechanisms
and resulting transaction costsr when ACEs involved Inline with this structure, each subsection on

a specific transactional relationship includes an illustration of the main factors, following the logic of
figure 14.These figures also indicate which transaction attributas) most significantly affected by

the shift of governance structures. For instance, the implementation of a conérfcircement
mechanism(= governance structure} particularly suitable teeducethe problems associated with
behavioral uncertaintf=transaction attributes)Such effect, brought about by ACBre symbolized

by a minus marked in greemext to the transaction attribute affected.

9 Several intervieweesuggested that government interventions are often motivated by private-se@king
behavior. A recent export ban on soya for instance, was allegedly installed temporarily to allow a company,
that is associated with government officials, to buy the comityodt a cheap price. Then, the ban was lifted,
so that this company could profit from high export margins.
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Transaction Attributes

Governance Structure

Transaction Costs

* Transaction attribute 1
* Transaction attribute 2
* Transaction attribute 3 (-)

* [.]

Characteristics of
w/o ACE governance structure
without ACE

Direct Transaction Costs
Indirect Transaction Costs

Characteristics of
w/ ACE governance structure with
ACE

Direct Transaction Costs
Indirect Transaction Costs

Indicates that the new, ACE-related governance structures is particularly suitable
to counter the risk associated with the respective transaction attribute

Figurel4: Presentation structure of empirical results

The relationships considered were chodssed orthe data avdable and comprise the relationshp
between banks and smallholding farmers (subsection 5.2.1.), agricultural input suppliers and

smallholding farmers (subsection 5.2.2.), buyers of commodities and smallholding farmers (subsection

5.2.3.), and processirmpmpanies and banks (5.2.4.).

5.2.1 Financingarmers

The relationship between farmers and banks is challengedhbyrisks associated witlthree

transaction attributes environmental uncertainty, behavioral uncertainty and asset specificity. The
inherernt features of agricultural production, such as the dependency on weather conditions, in
combination with the inefficient agricultural markets, make financing farmers a risky endeavor. Several
interviewees have indicated that the prevalence of high levéldehavioral uncertainty further
increases the riskiness for banks to lend to farmers. One interviewee referred to the apparently wide
FY2y3 aYlrfft K2t RAy3a FI NYSNEAt#e y 20

ALINBFR KIFoAdl

same time, theras no secondary market for agricultural loans in Malawi.

5.2.1.1. Without ACE

These issues of uncertainty and specificitgke highly it riskyor banksto invest in smallholding
agriculture by providing loan§o, anksset loanconditions that farmers carot meet For instance,

they do neither accept movable assets nor rural property as collateral (due to weak property rights)

and only offercredit periods that are too short to cover the agricultural production circle

The absence of external financing mpis drivesindirect transaction costsBecause adequate
safeguarding mechanisms are neristent, banks do not make productive investments in the
agricultural sector. As a consequence, farmirsk the capital to make investments into more
profitable crops or measures to raise productivitifurthermore, the fixed production function of crop
production, with months between investment and payoff, combined with the absence of external
financing possibilities, results in an unsteady cash flow for farmingdhalds. Regardless of the actual

price development of commodities, farmers therefor face a problem of temporal specificityhthvey
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to sell at least some of their production immediately after harvest to be able to pay for household

expenses.

5.2.1.2. With ACE
The WRS provides a trilatergbvernance structuréghrough which farmers and banks can interact,

even in an environment in which contracts can hardly be enforced legally. Farmers use commodities
to collateralize loans, which they would otherwisel&ble to obtain. Certified warehouse operators

act as neutral third instances that are incented to keep collateralized commodities safe, which allows
for a bilateral application of credible commitments by both, banks and farMidféarmers fail to pay

back the loan, commodity ownership is transferred to the bakdainst that background, warehouse
operators take the role of specialized arbitrators. Farmers maximize their profits by paying back bank

loans sdong as the value of the deposit exceeds thedit volume plus warehouse chargds

Thus,ACEmitigates the risks arising from thteansaction attributesof the famer-bank relationship.

The implemented trilateral governance structure involves a collateagked safeguarding mechanism
that (i) allowsfor a partly compensation of banks in case of a default by the farmer and (ii) represents
an economic incentive for farmers to adhere to contractual obligations in the first place. Consequently,
ACE reducebehavioral uncertaintyof farmersand provides asafeguarding mechanism to protect

specific investmentmade by banks

Transaction costgomprise of two components: governance costs aadidual issues related to
transaction attributes. In that sense, governance costs include charges for warehouseoopebat

also opportunity costs related tdelayed disbursements. At the same time, banks fagesidual
amount of uncertaintythat remains for when the value of the deposit drops below the credit value, so
that farmers maximize their (shoterm) returnsby defaulting. Such cases have been reported by the
interviewees. ACE acts as specialized arbitrator of first resort in the case of disputes. Ultimately,
however, the notoriously inefficient judiciary represents the last resort for legal dispbigsrel5
illustrates the characteristics of the transactional relationship between smallholding farmers and

banks without and with ACE.

10 Bjlateral commitments require both sides of a transaction to deposit hostages that are meant to guarantee
the adherence to contractual obligationdere the farmer deposits commaodities with the warehouse and the
bank makes an advance payment (the credit sum) of usually 70% of the market value of the deposit.
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Transaction Attributes Governance Structure Transaction Costs

Environmental uncertainty Indirect Transaction Costs
* Agricultural production risks * Banks: failure to invest into agricultural
* Volatility of commodity prices No exchange production
Behavioral uncertainty | w/oACE * Farmers: failure to invest into productivity-
+ ,Culture of defaulting”(-) enhancing technology
Asset specificity * Cashflow-constraints drive temporal specificity
* Idiosyncratic nature of - X X
camETeE EEms Trllat_eral governance Direct Tra_nsactlon Costs
* Bilateral collateral * Handling charges
w/ ACE system: loan & WRS » Payment delays (bureaucracy)
* Specialized arbitration: Indirect Transaction Costs
first instance to resolve * Residual uncertainty: price volatility
disputes

Figurel5:The relationship between farmers and banks

5.2.2. Acquiring inputs for agricultural pradtion
The samdransaction attributeghat inhibit farmerbank relationships also play a role when it comes

to providing producers with agricultural inputs. Especially, behavioral uncertainty and a lack of
safeguarding mechanisms represent obstacles aoHype input schemes with smallholding farmers,
where these receive seeds and fertilizers ahead of the cultivation cycle and pay back after harvest.
Behavioral uncertainty does not only concern the behavior of farmers, but also that of input suppliers.
Reportedly, these exploit the difficulties that smallholding farmers have in measuring the quality of
inputs ex ante, by selling fake or inappropriate seeds. Furthermoueeabicratic certification
procedures for new seeds and ineffective regulations coriogrthe production of foundation seeds

both represent bottlenecks on the supply side. At the same time, not all farmers have the knowledge

that high-quality inputs can significantly increase their productivity and profits.

5.2.2.1. Without ACE
Taken togeher, these factors prevent the occurrence of input loans and make investments into

distribution channels unattractive for agricultural input dealers, particularly in rural areas, \nere
infrastructure is poorThus, transactions predominantly take placeurban hubs and with a spot
exchangdike governance structureThereby the Food Input Subsidy Program (FISP), grants farmers
heavy norrepayable financial support to farmers for buying certain inputs (also from private traders

in the form of a coupon ®chanism).

Against that background thé&ansaction costenvironment can be split intdwo areas: Indirect
transaction costarise, where farmers fail to buy quality inputs at all. Direct transaction costs affect
farmers that make use of quality inputs@&imclude high searching and transportation costs as well as

the risk of buying inappropriate/fake inputs.
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5.2.2.2.With ACE
The interviews revealed that in certain regions A&Rtends its trilateragovernance structure® the

area of input supply. Theommodity exchangerggages in a scheme to supply inputs to smallholding
farmers on behalf of input traders. Farmersceive seeds from the commodity exchange at the
beginning of the crop cultivation cycle and pay b#ukse seeds, added by interests, aftharvest.

Why does this form of input loan work where other leype relationships with smallholders tend to

fail? While this question cannot be answered fully in the context of this thesis, two factors might have
to do with the reportedly high repaymemate of 96% in the firsyear trial of the program. First, ACE
and participating farmers already know each other from previous transactions. In addition t¢hinat
commodity exchange supports participants through follopr meetings and extension sergg
conducted by field officers, so that there is a certain degree of coordination throughout the contract
duration between farmer and input supplier, mediated through ACE. Second, farmers can make most
out of their highquality produce, when they sell ib quality-sensitive buyers. These can best be
reached through therading platformof ACE. Participating farmers, thus depend on ACE for selling the
produced commodities, providing them with an incentive to repay the exchange. These established
interactions might create a basis of trust, and thereby encourage farmers to pay back obligations to

maintain the exchange relationship.

Through thatrilateral governancenechanisntransaction costfor transactions between farmers and
input suppliers can be redudeFarmers can be confident to receive appropriate quality inputs from
ACE without the incurrence of searching and transportation costs and input traders need to worry less
about defaulting farmers (even though the underlying causes are not entirely .cléggre 17
illustrates the characteristics of the transactional relationship between smallholding farmers and
agricultural input suppliers without and with ACEgure B illustrates the characteristics of the

transactional relationship between processitgmpanies and banks without and with ACE.

Transaction Attributes Governance Structure Transaction Costs
Environmental uncertainty Direct Transaction Costs
Agricultural production risks * High searching and transportation
Volatility of commodity prices No exchange or spot costs for farmers
Supply volatility w/o ACE exchange Indirect Transaction Costs
Demand volatility = Residual uncertainty: input quality

Behavioral uncertainty (-)
,Culture of defaulting” (farmers)

Quality of inputs (suppliers) Trilatera_l g_overnapce ; Direct Tra_nsaction Costs
Asset specificity Spec_|a||zed arbitration: * Handling charges
Idiosyncratic nature of input loans 2l . Fayment delalys (bureaucracy)
* Decentralized Indirect Transaction Costs
wi ACE coordination: * Residual uncertainty: price volatility

extension services

Figurel6: The relationship between farmers and input suppliers
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5.2.3. Marketing the harvest
An array of unfavorablgansaction attributeghat cannot be governed effectively under theevailing

institutional framework leads to a low level of direct interaction between smallholding farmers and
processors/largescale traders. Ineffective legal contract enforcement and the opportunistic actions of
farmers explain why direct contractuaélationships between processors/largeale traders and
smallholding farmers exist only rudimentarily. Even though contract farming arrangements between
producers and processors could reduce the hazards created by environmental uncertainties (in
particular price volatility), create more planning security for both sides, and potentially help to
overcome the financing gap faced by farmers, they fail, largely for the same reasons as do credit
relationships between farmers and banks. Many processors and exgactimpanies express low
levels of trust into smallholder farmers in contractual agreements. Absent functidedadcontract
enforcement institutions (often smallholding farmers even cannot be identified unequivocally due to
a lack of identity documentsjontract farming agreements become highly risky for the buyer side,
especially when they involve specific investments such as upfront payments to the farmers, e.g. in the
form of seeds or fertilizers. Sigeelling is a problem specific to the food crogtes, where products

can be sold virtually on any local market. For cash crops such as tobacco and sugar cane, where most
of the trade volume is funneled through centralized trading platforms,-saléng represents less of a

problem.

Sideselling by farmrs seems to be a major obstacle to contract farming in Malawi. Several
AYGSNIBASESSa AYRAOFGSR GKIFG FFENYSNEQ alftSa RSOAaA
emergencies (school feels, illness) in face of low levels of working capitalaB@idn other farms

(with negative effects on the productivity of the own farm), fractioned selling of food reserves, but
also sideselling are strategies of farmers to respond to acute financial shortages. At the same time,
for contracts with flat rateremuneration system, sideelling can also be motivated by shtetm

profit maximization, when market prices for a commaodity are higher than prices that were agreed on
in the contractual agreement! For these reasons, contract farming agreements withiviiidial
farmers do not play a big role staple foodvalue chains. Those few contractual agreements that do
occur are between processors/large traders and cooperatives. However, only about 30% of farmers

are organized in such structures.

Due to the siteand temporal specificity that is inherent to investments into crop cultivation,
exacerbated by a lack of affordable transport and storage facilities, farmers rely on the selling

opportunities in their immediate surroundings. Downstream processors, howésed, to purchase

11 Contractual schemes in which the buyer provides seeds to farmers and guarantees theynat iyl
premium (of 10%) on the market price exist for the cotton sector and is one way to limisaiidey. This way
cotton processors can ensure the sufficient supply of inputs, yet such schemes do not help to mitigate the
uncertainty associated witprice volatility.
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on or near to their urban processing/storage facilities, or, more suitably for farmers, occasionally
through rural collection centers. Still, the level of direct interaction between farmers and downstream

actors is low.

5.2.3.1.Without ACE
Instead spot exchangesbetween smallholding farmers andmaltscale traders represent the

predominantgovernance structurtor markeing food cropsSmaliscale traderdbuy from farmers and
either resell to cater for the demand on local markets, of ®elarger downstream value chain actors.

Thereby, ommoditiesare evaluated on the spot and paid in cash.

The role of these middlemen is ambiguous. On the one hand, their intermediating function allows
smallholding farmers to indirectly interact withstlint markets, thereby creating a cresegional
demand for their products. On the other hanthjs intermediation raisesransaction costsPrices
offered to farmers by middlemen are perceived to be unfairly low. The use of fraudulent scales was
also menioned several times. As smallholding farmers in rural areas are restricted in their mobility
and lack market information about commodity markets, middlemen can determine the pfitrethis
uncertain environmenthe expected payoff foinvestments into cah cropscan be unclearThis might

be one factor to explain why farmers still focus so much on maize, a crop that is an indispensable
component for Malawian diets, that requires less inputs and that, if cooked foramsumption,
requires less energy tindegumes. As a consequenpeocessing and exporting companies struggle to
meet their procurement requirements, which in turn makes investing into production capacity a more
uncertain endeavor for them. The uncertain supply situation requires companiesiddarge stocks

in order to maintain production. In addition to that, companies disapprove of the additional costs of

intermediation.

The quality of commodities represents another issue. Buyers can be divided into -exigoted
companies, that need tbe quality sensitive to meet international standards, and companies that do
not care much about quality as they focus on the national/regional market, where food safety
regulations and public quality standards are lax. This creates mixed signals fersta@uostly quality
enhancing measures (e.g.-ferm grading) only pay off if the middleman is willing to pay a premium
on higher quality. Often, this is not the case, so that it may be more profitable for farmers to avoid the

costs of qualityenhancing masures in face of uncertain quality requirements of buy&3$hus, for

2 This raises the question how farmers can know that prices paid to them are unfair. One interviewed farmer
LINE GARSR |y AyaAirdKid 2y (KAaAY aiKSe ©OYARRESYSy8 odz (K
commodity, wheneverthe gAftf &aStft G2 GKS TFTINNSNE (GKSe& gAft asStt
Fafchamps (2006), who found that profit margins of Malawian sstalle traders are comparably high (see
section).
Bt has been noted that in fact, often middlemane responsible for the low quality of commaodities, because
they do not handle the products appropriately. Consequently, from a vehaén perspective, smallholder
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guality-sensitive companies it becomes more difficult to find adequate inputs, which can result in a

failure to make productive investments in the first place.

To sum up, farmers artbwnstream value chain actors face an array of uncertainties. In an ideal world,
hybrid or internal governance structures could be used to mitigate some of the adverse effects by the
likes of price volatility, insufficient supply of certain crops, or ifisieiht quality. However, specific
investments by buyers cannot be protected adequately or are too costly, given institutional and
infrastructural shortcomings. Neoclassical contracting suffers from ineffective legal institutions,
relational contracting isnhibited by a lowtrust environment, and vertical integration appears to be
prohibitively expensive due to a weak infrastructure. As a consequence, farmers and downstream
companies interact through spot transactions with middlemen. This transactionatiomthip

exacerbates transaction risks and inhibits productive investments on both sides.

5.2.3.2. With ACE
The services provided bCEtarget the adverse impacts of severmhnsaction attributesthat

characterize the way farmers market their produce

Transport services, offered to organized farmers in rural areas, enable them to participate in the WRS.
Two pathways are possible from there. Farmers can just make use of the storage service and get their
deposit back, if needed for owronsumption, or tosell the commodity locally. With professional
storage, posharvest losses can be avoided, so that the transaction risk of temporal specificity,
associated with the perishability of agricultural products, is mitigated. Alternatively, farmers can offer
the stored commodities for sale using the trade facilitation system of ACE. This way, they can connect
themselves to distant buyers, who in turn do not need to inspect commaodities on the spot, because
they are assessed and guaranteed by the warehouse. Onrteéhand, this mechanism reduces the

site specificity faced by farmers. On the other hand, the uncertainty of fabuger transactions is

reduced, as ACE promotes contract enforcement throagbllateral mechanism (WRS).

Because farmers gain an alternatiaccess to (distant) agricultural markets, they become less
dependent on local middlemen, which improves their position in price negotiations in general. This is
further supported through the market information system, which provides farmers with thestlate
market prices for their commodities. The information asymmetry between them and middlemen
shrinks and farmers gain more power to set prices. The need for intermediaries is reduced, since
farmers can transact directly with processors/large trading congmrWhen farmers are organized

they can aggregate their commodities to improve their negotiation position and to tap ever larger

farmers find themselves in a situation where they face brand name specificity, as thefatien depends on
the actions of their transaction partners, the middlemen.
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business opportunities. Against that background, ACE provides farmers with incentives to organize

themselves in a policy enginment, in which these incentives are otherwise low.

The governance structur®f a typical transaction can be characterized by a trilateral governance
system, which involves a specialized arbitrator (ACHE)uaitateral guarantor mechanism (WRS) and

a cwstomized remuneration system (market prices).

These services come at certéaransactioncostswherebynot all of them are born by the transaction
sides. ThevlIS which reduces uncertainty for smallholders by pdivg them with price information

via cellphone, radio, and newspaper, is financed solely through donor contributions. The WRSand
come along with charges for warehouse operators and commissions on conchashesédtions for

ACE. The settlement of these payments is timtensive and costly for smallholding farméfs.
Residual transaction risks implicitly add to these governance costs. Some farmers have expressed
problems in finding buyers for their commoditi€dn the TFS they have to compete for bids with big
trading companies, who enjoy economies of scale and who can operate on very low margins. The
longer it takes to find a buyer, the more farmers have to pay in warehouse charges (and in interest
rates for pdential loans). That issue is closely associated to the problem that value chain actors (and
rural farmers in particular) struggle to foresee the seasonal demand/supply for commodities (see
subsectiorb.1.2.). ®® Figure 17 illustrates the characteristicstio¢ transactional relationship between

smallholding farmers and commaodity buyers without and with ACE.

Transaction Attributes Governance Structure Transaction Costs
Environmental uncertainty Direct Transaction Costs
* Agricultural production risks w/o ACE * Measurement costs: weighing and assessing goods
« Volatility of commodity prices (-) Indirect Transaction Costs
* Low level of organization among Spot exchanges with * Below-market prices for farmers
farmers (-) intermediaries (focus on * Failure to invest in more specialized/high value crops
* Nocommon quality standards maize) & quality-enhancing measures
* Intransparent demand/supply * Unstable commodity supply for processing
conditions (-) companies
Behavioral uncertainty * Post-harvest losses
« Asymmetric market information (-)
s+ Side-selling Trilateral governance Direct Transaction Costs
s+ Quality-affecting activities (-) | I\* Specialized arbitration: * Donor financed MIS
Asset specificity w/ A(£> quality & quantity * Charges for ACE and warehouse operators
+  Temporal: cashflow constraints, * Unilateral credible * Bureaucratic settlement procedures
perishability (-) commitment: WRS Indirect Transaction Costs
s Site: high weight-to-value ratio of * Customized * Exposure of farmers to large-scale competitors
of commodities, concentration of remuneration: market
processors in urban hubs (-) prices

Figurel?: The relationship between farmers and buyers of commodities

¥ warehouse charges need to be settled in a bank branch, before a deposit can be redeemed. These are
usually located in urban areas, so that rural farmers incur direct anceictdiosts for travelling.
15 0One farmer, for instance, described that he had 25 tons of cowpeas in storage which he had been trying to
sell for the last eight months. He had decided to grow cowpeas because they had been selling in the previous
year.
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5.2.4. Financing processors and other downstream actor
The samdransaction attributesthat characterize the relationship between farmers and banks also

apply to banks and processors: specific investments by banks (into commercial loans) are exposed to

environmental(demand and supply volatilitygnd behavioal uncertainty(quality and intention of

potential creditors)

5.2.4.1 Without ACE

However, 8 opposed to smallholding farmers, processing companies usually have access to

commercial bank loans, because they can meet the terms set by banks (regattiiteyals and credit

periods).These terms are meant to protect banks against default.givernance structuref a typical

commercial loathusinvolves a guarantor mechanism and rgpecialized arbitration through courts.

However, individualized scregmy processes and determination of collaterals (real estate, machinery

etc.) raise directransaction costs

5.24.2.With ACE

With ACE theyovernance structuréo coordinate the borrowettender relationship changes slightly.

First, the commodity exchandakes over the role of a specialized arbitrator to resolve disputes in the

first instance. Second and more importantly, the guarantor mechanism to protect against defaults is

simplified.Compared to commercial loans, where collaterals are determined ssekaed by the bank

in an individual process, the WRS provides a standardized collateral mechawgisonding to the

interviews, this is reflected in relatively low charges for warehouse reteipked loansThis decrease

in governance costs (direct traadion costs) leads to a reduction fransaction costsFigure 18

illustrates the characteristics of the transactional relationship betwserallholding farmersand

commodity buyersvithout and with ACE.

Transaction Attributes

Governance Structure

Transaction Costs

Environmental uncertainty

* Agricultural production risks

* Volatility of commodity prices
Behavioral uncertainty

* Risk of default

Asset specificity

* Idiosyncratic nature of loans (-)

w/o ACE

* Bilateral guarantor
mechanism:
individualized collateral
Non-specialized
arbitrator: courts

Direct Transaction Costs

* Individualized
assessment of
creditworthiness and
determination of
collateral

w/ ACE

p

Trilateral governance

Bilateral collateral

system: standardized

collateral

* Specialized arbitration:
first instance to resolve

disputes

Direct Transaction Costs
* Charges for warehouse
operators and ACE

Figurel8: The relationkip between processing companies/large scale traders and banks
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5.3. Summary
Transactional relationships betwedvialawian valuechain actorsare embedded into an uncertain

setting: conflicting formal and informal institutions create a {bwst environmentbetween urban and
rural actors smallholding agriculturébased onrudimentary technologies highly dependent on
weather conditionsis the predominant form of productiorggricultural policies are inconsistemind
information transmission mechanisms areak. As a consequence, commodity supply and demand
hence prices,fluctuate stronglyand often unpredictably At the same time , the institutional
environment is characterized by ineffective legal contract enforcement mechanisms, -gukiw
environment,a cultural divide between urban and rural actors and weak property rights. In this setting
ACE provides effective mechanisms design transactional relationships more transaction eost

efficiently:

1 ACE facilitates the occurrence of a credit relationshipveen smallholdingfarmers and
financial institutionsby installing collaterabasedeconomic incentigs to reduce behavioral
uncertainty. Consequently, banks are enabled to borrow to smallholding farmers with
acceptable risks and farmers to invest intooguctivity-enhancing technologies/inputs.
CdzNIIKSNXY2NBZ FINNSNEQ Ay@SadaqySyida Aydz ONRLI
farmers now do not have to sell their produce right after harvest to finance their household

expenditures.

1 ACE has an impgon the way processing companies/large scale traders obtain finance. The
standardized collateralization procedures of the WRS has advantages over the individualized
processes that come along with conventional commercial loans: lower charges and mare time

efficient handling procedures.

1 ACE transforms the way smallholding farmers obtain agricultural inputs. The commodity
exchange uses its existing relationship with rural farmers to distribute seeds on behalf of seed
companies in the context of a lodppe input program. Thus, farmers incur less costs
associated with searching and transportation giviemted input supplies especially in rural
areas. Additionally, the seed distribution program reduces the risk for farmers to unknowingly
buy fake or inadequaténputs. Why the loastype seed distribution program works, while
other similar arrangements (contract farming, commercial loans) have failed is not entirely

clear. This aspect is discussed in greater detaiapter 6 (discussion).

1 ACE fundamentally chgas how smallholding farmers sell their producgpecialized
arbitration and collaterabased contract enforcement mean thakchange between farmers

and spatially nofpresent buyers becomes possible. The reason for that is that ACE can
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guarantee the availility of certain quantities and qualities of googishe risk of default or

insufficient quality is eliminated. Consequently, farmers gain access to a wider base of
potential customers. Because the commodity exchange provides storage and transportation
SSNBPAOSazr GKS GAYS YR aAiS aLISOAFAOAGE 2F Tl
Publicly available information on commodity transactions and a multichannel Market
Information System increase the efficiency of price determination and reihfoemation
asymmetries. Taken together, these factors make rural farmers less dependent on their local
markets, increase theprofit margins and raise thiecentives to invest into the production of

highervalue crops and qualitgnhancing measures.

The results are summarized once more in an illustration in appendix 3.

49



6. Discussion
Overall, this empirical examination paints a positive picture of the impact of ACE on Matspéan

food value chains. The commodity exchangéectively tackles consttints to value chain
development $eesubsection2.1.1.). It improves market access and orientation by intensifying and
creating vertical and horizontal connections between different value chain @eod by promoting
information flows; provides storagend transportation services to overcome infrastructural gaps; and
provides an effective collaterdlased contract enforcement mechanism in an environment where

other enforcement mechanisms institutions are weak.

Thereby, the commodity exchange represenke texternal coordination instrument that seems
necessary for promoting higlalue agricultural productioin the Malawian contex{seesubsection
2.2.1.). Against that background, ACE fidfinany of the functions that are associated with commodity
exchamges (seesubsection2.22.): it promotes price discovery explicitly through the MIS; provides
price risk management tools (exclusively for larger companies as smallholders are excluded from
forward contracts); facilitates physical trade by promoting qyafitandards; facilitates financing

through the WRS; and promotes market development.

The further discussion centers around three aspdutsv ACE influences the institutional environment
(Section 6.1;)how the conceptual framework of this thesis can bé&eaged to support institutional
development(Section 6.2;)how commodity exchanges might be able to increase their positipact
on the value chain development (Section 6.R.foncludes with a discussion of the limitations of this

study(Section 6.9.

6.1. Marketsupporting institutions for a firgirder optimization
The empiricastudyshows that commodity exchanges can have the ability to fundamentally transform

transactional relationships within value chaiiighey address critical problems. tine case oMalawi,

the critical problemis the high prevalence ofuncertainty, of the environmental (supply, demand,
prices) and the behavioral kind (low levels of trust, lack of enforcement, institutional divide). This
uncertainty affects the whole valuehain and the way its transactions are organized. Contractual
agreements that involve specific investments by one or both transaction sicedardly made,
because of a lack of safeguarding mechanisassicatontracting schemes suffer froeslow, catly

and ineffective legal systerfelational contrading could represent an alternative, but requires mutual
trust between transaction partnerg something that, in face of a cultural and institutional divide
between urban and rural actors, barely exigis.a result, value chain actors resort to transactions that
require low specific investments. Spot exchanges of nizageen producers and downstream actors,
intermediated by traders to bridgearriers of time and spacedpominate As in other African catries,

agriculturaltrade in Malawithus much resemblewhat Fafchampg2004)refersto asd Tt S Y I NJ S
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S 02 y 296pvihere goods are inspected at place and paid in c#BE addresses some of these
issues effectiveland thereby enables a new set of gomance structuresin line with the literature
study on markessupporting institutions (Chaptes.2.3), the commaodity exchange fulfills functions

related to contract enforcement, information asymmetries, and competition.

Enforcement is ensured mainlyrtugh the guarantor mechanism that is embodiedhe WRSg a
mechanism that allows for private ordering through economic incentives ineffective legal
environment.Because ACE takes on the role of a specialized arbitrator that guarantees quality and
guantity of trading goodsorganization costs of exchange between spatially segregated actors can be
reduced. At the same time, highowered incentives can be retained due to the customized
remuneration systemSequential spot transactions along the vallmio and transactions that had

not taken place at all, noytake the form of a trilateral governance structytacilitated by ACH his

new governance structure allows for an effective mitigation of uncertainty and specificity issues.
Consequently, bankare enabled to provide loans to farmers who, facing a wider range of market
opportunities, in turn, are incented to engage in the production of costlier-a@jhe crops (compared

to maize). Furthermorerural actors get acquainted with formalized excharsgeictures and new
transaction partners. Whether this will decrease the divide between rural and urban actors, create
more mutual trust and thereby also facilitatether relatioral contractingbased governance
structures, as indicatedy Nooteboom (1999 and Nooteboom et al(1997)(see ChapteB.6.1.4),
remains to be seenThe overwhelming repayment rate for input loans, that had been distributed by
the commaodity exchange to rural farmers on behalf of input suppliers in the context of a seed

distribution program, represents a promising indicator in that respect.

The promotion of crossegional trade (through TFS and WRS) as well aMiBeleads tonmproved
information flows along the value chain, reducing the ambiguity of the market environment,
particularly for rural smallholding farmerBecause these have better information on the true value of
their commodities, theycancapture higher rents from the sales of their produce. In the transaction
costcontext, measurement costs are typically associateth wiuyers that have difficulties in
evaluating the quality of @jood (the previous paragraph touched upon how ACE influences this
aspect). Here, it can be shown that measurement costs do also pose a problem to sellers, when these
do not know the true monedry value of their good&Vhen producers can be confident to achieve the
market prices for their goods (and not less), investments into producteriiancing technologies or

new crops are more likely to pay off, hence become more attractive.

The observal® OKLIly3dS Ay 3JI2@8SNYIFyOS &adNHzOGdzNBEa fSyRa
transactioncost minimization is a twestage process that involves several levels of social analysis. In
that context, Malawian value chain actors use new governance structbeEmuse ACE gives them

new, more efficient, governancéolst i Kl yR® ¢ Kdzas GKS O02YY2RAG& SEC
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with respect to bureaucrati settlement procedures for transactions, whistperfluouslyraise the

costs of transactiong\nother issue raises a more fundamental question. Like other matkgporting
institutions, ACE increases competition on the agricultural markets. This leadsitteation in which

rural farmers compete for buyers against trading companies. Thereby, the empirical study revealed
that farmers often struggle to find buyers, because they are regularly underbid by compahigse

large scale allows them to operaté @ery small margin¥ While the data does not allow to make
statements on where these companies obtain their commodities from, it might be an indicator for a
weakecost efficiency of smallholder productioBetter access to inputs, loans and extension ises;

as promoted by ACE, could lead to improvements in that #reagh.

6.2. A framework to unveil institutional shortcomings

The analysis also shows that tsteengthsof TCEre contextdependent.In general, the theory allows

to predict the structurafeatures of a given transactioim industrialized countries with established
institutional environments,it can be used to explain which coordination mechanisms exchange
partners use to structure their transactionsiowever, n the context of developingountries
institutional conditions arenot so sophisticated Economic actors have less institutional choices at
handc they are restricted in their choice of governance structuf@sservable governance structures,
thus, represent institutional shortcomisgmuch strongerthan they do in industrialized economies.
Hence, thestrength of TCEin the context of developing countriekes in understanding these

institutional constraints to transactional relationships

The conceptual frameworipplied in this theis to assess the impact of ACE on Malawtaple food
value chains involved aimtertemporal comparisonof the transaction cost environment and of
observable governance structures. However, a similar outset can be used tnlyavaluatethe
impact of marketsupporting institutions, butalsoto unveil institutional constraintand to identify

potential measures to overcomtbem. This process involves three steps:
1. To identify issues of uncertaintgnd asset specificity that inhibit specific transactional
relationships

2. TodzaS . NP dzaa St dzQa Y2NLIK2t23A0Ff 3INF YWhiciNJ 2 F 3z
coordination mechanisms would be useful for tackling these issuetoastteckwhether they

are available to value chain actors

3. Toidentify possible meas@sthat make these mechanisms available to vathain actors

181t would also be conceivabldat larger companies sell below production costs in a temporary effort to push
farmers out of the market.
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Figure20 illustrates how this framework can be applied exemplarily for the case of contract farming
agreements between rural farmers and downstream value chain adtofdalawi, ontract farming
agreements suffer fromhe necessity for the commodity buyer to make specific investments (e.g.
making advance paymentgroviding agricultural inputs, or even only guaranteeing to buy a set
guantity at a set priceand the behavioral uncertainty assatgd with the possibility that the farmer

engages in sidselling(step 1).

NP dza & S| dzQa Y2Rdzf  NJ ANI YYF NI LINPGARSE + fAad 27F L
against the problem of behavioral uncertaintffake for instance the installmendf credible
commitments that incentivize cooperative behavidhe idea is to increase the potential losses for
non-compliant farmers gtep 2). How could this be achievedtép 3)? If commodity buyers only
committedto contracingagreements with organizkgroups of farmers (clubbplding a joint liability,
individual farmers had much more to losecase of norcompliant behavior. Not only would they risk
their membership with the club (and thereby access to capital and future contract farming
agreementy, but also potential social sanctions in their community. An alternative option would be to
promote the selenforcement of contracts (step 2). This could be achieved by strengthening the
reputation mechanism, for instance by establishing information graission mechanisms between
commodity buyers on the behavior of individual farmers (step3). As the aforementioned examples
show, the suggested framework provides a structured approach to find pedicyions for

institutional shortcomingshat inhibit speific transactional relationships
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Figurel9: A framework to promote institutional development
6.3. A pathway to extending the reach of commodity exchanges?
Figure20 shows thatdifferent governance mechanisms cha used tosupport specific transactional
relationships.In the spirit of TCEpolicy makersand institutional entrepreneurshould provide
institutional support for thosemechanisnthat mitigate transaction hazards most cesfficiently. In
that context, ACE focuses time provision ofilateral credible commitmentsspecialized arbitration,
and a customizedemunerationsystemto connect different market actors with each othaihile
trust-based longterm relationships play an important role for many nRagricultural setors on the
African contineni{Fafchamps, 2004jhey seemingly do not contribute to spanning the gap between
rural agricultural producers and processors in the Malawian contet S O2 YY2RAG& SEOK
successfubxpansion into theealmof loantype agicultural input supplyhowever, indicates thatA\CE
might be able taake overthe role of a mediatolin coordinating more integrated transactions between
rural farmers and other value chain actors by making use of its establiglisted)relationshipswith

farmers.

In the African context, reputatiorand litigatiorbased exchange relationships suffer from weak
information transmission mechanisnand legal systems, respectiveljjhus, economiactors often
only exchangewith few partners with whom they d&wve entered arust-based longerm relationship
(Fafchamps, 2004However,this mechanism could not be founi play a role for relationships

spanning farmers antrger companiegsuch as processors or input supplief)e geographical and
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