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Baaic Cooperative Principlesa
& Methodas of Doing Businesas

Brian H. Schmiesaing

As this conference progreaseas you will probably hear the word
“reatructuring' repeatedly. Forbeas, a major busineass publication,
recently pointed out, that "reastructuring"” ias a euphemiam. Euphemiam
refera to the uase of a word or phrase that ia lesas expfesaive or direct,
but conaidered leasas diataateful.  Reatructuring has become the '"augar
coated'" term for a broad range of harsh realitiea confronting U.S.
Agriculture and Rural America. Although international and national
governmental policies have contributed to the current environment,
poor management decisiona, ineffective incentive ayatema, inefficient
distribution and production syatema should not be ignored. Yet
theae are terma which deacribe part of the reality of U.S. farming
and cooperativea. Note I said PART not ALL.

For thia reason I am aspeaking to you today with some heasitation about
baaic cooperative principlea and methoda of doing buasineaas. What
are the basica? Hopefully, something "basic" is something we can
agree on and assume is correct. But the current crisis in agriculture
ia requiring cooperativea and their patron-ownera to queation many of
the traditional '"basica."” I no longer believe that traditional
cooperative_principlea meet the criteria of being "baaic.'" Although
cooperatives are a diastinct type of businesa enterprise, cooperatives
also havé much in common with investor-owned businessaesa.
I am also particularly concerned because you are in the most

important busipess of agriculture--“ﬁhg'people buasinesa.'" You are
dealing with the future of cooperatives and agriculture. In my talk

I have the potential for aeeding the aeeda of deastruction or growth.



Because of this fact, I am going to attempt explain why thé “*basica"
simply cannot be aassumed.

Thia paper will firat define what is a cooperative principle.
The dangers of viewing principleas aas cooperative objectives or
independent of ruleas and discipline are diacuased. Second, a set of
commonly used cooperative principles are critically examined for their
implicationa for cooperativea as busineas organizationa. Third, an
alternative set of principlea are advocated to eliminate the confuaion
currently existing. Finally, a potential role of the Extension Service
and vocational agriculture instructors in asaiating their clientele in
‘the current crisis is reviewed.

What Ia a Cooperative Principle?

A cooperative principle is a atatement of ideal values or conditions
that uniquely identify organizationa aa cooperativea. Cooperative
principles eatabliah the boundaries in the which the cooperative can
pursue its organizational objectives (2, pp.144-149)

Principleas as Objectives

When applying cooperative principles, a major danger exiats that
the principles become objectivea for the organization. We perceive
'*good cooperative objectivea to come from good cooperative principlea"™
rather than ''good cooperative principlea to come from good cooperative
objectivea." Thia is more than a play on words.

When cooperative principlea become cooperative objectives, they
diatract patron-owners from eatablishing prioritea on the 'real" iassues
confronting cooperativea. Inatead of evaluating their cooperatives
on their accomplishments aa buasiness organizationa or meeting patron-
owner’s objectivea, attention ia directed towarda whether the

cooperative ia following the "rulea." Buasineaa organizationa that
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concentrate on following "rulea" become inflexible and lack the
ability to adapt.

If we concentrate on the patron-owner objectivea, cooperativesa
have the ability to adapt and to reaspond. However, if cooperativesas do
not have clarity in their objectives, cooperative principles can not
perform their role. Principleas ashould point out danger areas for
cooperatives... dangers that may cause the organization to suffer the
loss of its effectiveneas in meeting patron-owner objectivesa.

Cooperative Principles Can Not Stand Alone
For cooperative principles to be effective they muat be linked to
rulea and discipline. Rules are atatementa that tranalate the
principleas into actions by eatablishing what ia acceptable. Diacipline
involvea the legitimate sanctiona that individuala are subject to for
violating the rules.

Effective rules have three general characteriatica. The rule
muat be perceived aa directly linked to a clearly atated principle. The
rule should be flexible and reasponsive to the changing environment. The
rules muat be seen as functional and reasonable by both the enforcer
and enforcee.

Discipline is the legitimate sanction that individuals are asubject
to for violating the rulea. Diacipline muast be consiastent with the
principlea concerning diacipline. The purpose of diacipline is to
suppresa unwanted behaviora. Diacipline muat be linked to the rules
being violated. Offendera muat perceive and experience the disciéline
asa being juat. Diacipline should be administered by the immediate
supervisor rather than judicially.

The immediate supervisor of the cooperative ayatem are the patron-
ownera. They have the reaponsibility to enforcing diacipline upon the
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cooperative ayatem. To be effective enforcers of diacipline, they must
know the rules and principles of coopérative buasineases.

Because moast farmer cooperatives are corporationa, the patron-
owner can obtain information about the rules governing their cooperatives
from £Qo basic documenta. The articles of incorporation contain the
contractual agreement between the state in which the cooperative is
incorpbrated and the cooperative. The by-lawa represent the contractual
agreement between the cooperative and ita patron-owners.

State cooperative lawa provide additional inaighta into the rules
that govern the cooperative organization. Although these documents
provide insights into the linkage between current rulea and cooperative
principlea, they do not indicate how principles affect patron-owner
attitudea towarda cooperatives as business organizationsa.

Principlea of Confusion

Clarity and simplicity are esséntial if cooperative patron-ownersa
are going to use cooperative principlea effectively: (1) the principles
should communicate their message without a great'dea; of exﬁlanation;
(2) more importantly the principles should usae terminoiogy or conceptsa
that are generally underatood by patron-owneras; and (3) the principles
should not lead to busineaa activities that discourage solid businesas
practices.

Two commbnly cited cooperative principleas could be more appropriately
labeled as two principles of confusion. As a cooperative educator, |
I have found these two principles to be frequently misunderstood by
patron-owners and studenta. This confuasion makea the patron-
owners unable to create the rules or discipline required for a
succesaful buasineas organization. The two principleas which cause

thia confusion are "“operation at cosat" and *“limited return on equity
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capital."
Operation at Coat

What does “operation at cosat' mean? For many people this implies
that a cooperative should breakeven. In accounting terma this
simply means total revenues minua total coasts equala zero. Thia
perception affecta what patron-ownera expect in pricing strategies and
how patron-owneras evaluate their cooperative’s busineaa performance.

If a cooperative is perceived as only needing to breakeven, what
do patron-ownersa expect for pricing atrategy? The cooperative should
offer lower pricea than an inveator-owned buaineasa. Two baaic problemsa
exiat with thia pricing attitude.

Firat, in a competitive market economy, firma compete at least
partially in terma of price. If a farm aupply cooperative prices
its products ao it only breaks even, what will competing firma do?

As the cooperative reduces itas pricea, the competitora will also reduce
their price. Who bengfits when this happena?

A patron-owﬁer has equity capital inveated in the cooperative and
thias capital haas an opportunity coat. Opportunity coat refera to the
fact that he or she could have inveated the money elsewhere and earned
a competive rate of return on their inveatment. So the cooperative
providea a competitive price but no return to the patron-owner’a capital.

Another producer buysa from the inveator-owned buainesa competing
with the cooperative at the competitive price. This producer haas no
money invested in a buaineaa that is juat breaking even and thus
doea not the asuffer loaa represented by their opportunity coat of
capital. Cooperativea should benefit those individuals that inveat in
the cooperative. -

If patron-ownera perceive breaking even as being acceptable
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performance, what are the incentives to lmprove the organization?
Coata can easily inflate to match cooperative revenuea. Exceasa
capacity that is not profitable is retained. Financial ratio analysais
comparing cooperative and invesator-owned businesases is not perceived
as being proper. Also, the atresa is not on what the cooperative
can accomplish, but rather that the organization ias getting by.

Juat like any other buasineasa a cooperative muat generate a net
savings (profit). Cooperativea need net savinga for the expansion
of product lines, replacement of facilitiea, improvementa in aservices,
capital reservesa for "hard timea'" and retirement of equitiea. Thesae
objectivea can not be accomplished with a breaking even attitude.

Ia Poative Net Savinga Bad?

Limited return on equity is even more devaastating because of the
potential for the perception that making a positive net savinga ia bad.
The actual intent of thia principle ia to inaure that the return to the
owneraship of the cooperative ias asasociated with uae rather than
atock owneraship in the cooperative (1l).

What ia so wrong with a cooperative marketing farmer producta
and earning 30 to 40 percent rate of return on its inveated equity?
If ethical buaineas practices are being followed, I do not think
thia ia a “bad" situation.

A source of reaiastance to such returns ias related to the fact that
net savinga diatributiona to farmera by cooperativeas frequently takea
the form of cooperative atock and caash. Since the patronage refunda
are taxed as ordinary income, producers would prefer receiving a
higher portion of their patron refunda aa caash rather than atock. This
tax treatment alaso makea producera feel that the cooperative ashould
simply pay higher prices but that causea the nonmember problem that
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was previousasly diascussed.

For all the talk about the lack of inveatment by American busasiness,
we have a tax ayatem that diacourages producera from making long term
commitmenta to cooperativea. I personally I would rather have the
Federal g;vernment give farmera a $2,000 dollar tax deduction for
inveasting in their cooperatives rather than paying farmeras £2,000 for not
raiaing a crop. Part of cause for the current difficulty in agricultufe
waa the lack of tax incentives to inveat in something other than land,
machinery, buildingas and breeding atock during the boom years.

An Academic Failure
One of the failureas of the academic community has been inadequate

exploration the issue of when the principle of limited return on equity

can be appropriately applied. For example; asaume we have a rural water

;. ayatem cooperative, which representa the only source of water and a
» cloaed membership. In such a situation, if the cooperative can meet

+ita objectivea in terma of equity redemption, capital improvements,

service, etc. at a low return on equity, there ia little to be gained
by increasing the return to equity.

Another case where cooperatives may have a low rate of return
ias when a cooperative may be the only way to obtain the aservice.
Inveator-owned buasineasaseas have found the induatry to have too low of
return. However, a real danger exiats here, because the market economy
ia sending a clear asignal: '"Capital should exit from the indusatry
unleaa you find a way to improve the profitability.*" The natural
tendency is to enter a business with the assumption that businesas
will exiat forever, when in reality the economic life of the firm
may be relatively short. A busineass plan for exiting an induatry in an

orderly fashion ia a valid busineaa atrategy. A low return on equity
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in a market economy ia telling you something, the real skill comea
in deciphering the measage.

A cooperatiﬁe having a limited return on its equity may be
performing a valid role. Thia role is vital when the cooperative
has a form of closed membership and patron-owners lack an alternative
source of the aervice. Another situation would be where the
cooperative ia part of a plan for exiting from the induatry. 1If
thease conditiona do not exiast, patron-owners should be aaking why the
lower return exists and what can be ddne to correct the problem. |

Are Cooperativea Aggressive Enough?

Cooperatives and their patron-owneras should not feel guilty when
they identify a busineasa opportunity with a high return on equity.
Succeaaful busineasases muat be aggreassive in their acquiaition of profitable
busineass opportunitiea. When cooperatives look for acquiaitions do they
look only toward cooperatives or do they look for the "beat' acquisition?
Or do cooperativea only loock at inveator-owned busineasseas aas an |
acquisition when the organization ia failing? These are two possaible
trapa that cooperatives can fall into if they perceive themselvea as
being contrained by a limited return on equity.

The princiﬁles discussed can create dangerous goal confusion among
patron-owners, boardas of directors and management, which can lead
down the path of failure. éréfitable perioda allow thias goal confusion
to be ignored. Streasful timea bring the identity criaia to the
the forefont as the overriding concern becomes aurvial rather tha;
limiting profitability.

Equality Versus Equity
The previoua section has diacuased why two frequently used

cooperative principlea can cauase goal confusion. A third principle
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is at the middle of a major conflict in cooperativea. The principle
ia "“democratic control®™ or sometimes atated as *“one member-one vote."
An individual’s wealth or number of shareas owned do not determine

the number of votes they have in policy decisions. All membersa

are equal at the annual meeting of the cooperative.

Equality of treatment can be argued for atrongly when each
patroﬂ-owner of the cooperative does approximately the same dollar
amount of bus;ness volume. Traditional agricultural practices in
the Upper Midwest during the 1950’s very much fit into this ascenario.
But what happeﬁa when the structure of agriculture changea to where the
farmers are véry unequal in terms of their aize and their contribution
to the business.

Cooperative management is in the middle. Assume 10 percent
of the patrona represent 80 percent of the busineas revenues.

To: survive as a buainessa, cooperative management muast meet the needs
of: theae patron-ownera. VYet, at the annual meeting, 90 percent of

the patron-owners with 10 percent of the busineas volume will select
the board of directors, who eatablish busineas policies. In auch

an organizational environment, will management be able to implement a
price diacount policy for larger cuatomera? The cooperative principle
of demoérétic control supports the objective of equality.

The alternative organizational environment is based on the
objective of equity. All individuals having aimilar characteristics
will be treated equally. However, this approach assumes we know which
characteristica are appropriate. Should the number of votes be
baaed on patronage? Should the number of votea be based on inveatment?
If we use patronage, larger volume current patrons may vote for

management and business policiea that do not redeem the previousas
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patronsa’ investment. If we use inveatment, previoua patrona with large
inveatmenta may vote for management and buasineasa policiea that redeem
the previous patrona astock at the expenase of the cooperativefs expanaion and
growth. Who controla is an iassue that muat not be taken lightly,
aince it determinea how a cooperative will react in its buaineas
environment.

An Alternative Liat of Principles

Succesasaful buasineasea have culturea which are conatantly
reinforced by clearly defined valuea (3). Cooperative principlea
have an important role of defining a cooperativea culture, that is,
how cooperatives approach their buaineass operationa and their
environment. A central queation ia whether the principlea create a
culture of aucceaa or of failure. Hopefully, our diacuasaion thua far
haas demonatrated the havoc that cooperative principleas can cause with
developing clearly defined buaineaa goala. However, you muat realize
that cooperative principles can and should asaiat in developing a
ayatem of development of rules and diacipline that make cooperativea
succeasaful.

My wiash liat of cooperative principles are my perception of a
set of principles that would enable patron-ownera and management to
create solutiona for their unique set of objectivea. The principlea
are the following: .

1. A positive return based on use;
2. Patron-owner control;
3.‘ Patron ownership through inveatment of riak capital;
4, Inveatment based on use:
S. Duty to educate.
The benefita of the cooperative organization should go to those

individuala that use the servicea of the organization. A posaitive

return impliea a movement away from the miaconception that cooperatives
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ahould juat breakeven. The educationalrchallenge is showing how to
determine how much positive return ias required for a cooperative to be
a succeasful organization.

The central iasue ia patron-owner control. The diveraity of U.S.
agriculture now requirea that cooperativea have to develop patron-owner
control ayatema that are conasiastent with the buasineaas environment faced.
This emphaaia inaurea that the needa of the patron-ownera are addreaaed
by management and that patron-ownera are aggreaasive towarda having a
voice in their organizations. The educational challenge is increasing
patron-owner’a underatanding of their rightas and obligationa in
controlling cooperative organizationa.

Patrona ahould own the cooperative. If patrona are going to control
the buaineaa, they muat have a financial commitment to the organization,
i.e., they are making an inveatment of riak capital. Capital that can
be loat through inefficienciea and miamangement. The educational
challenge ia increaasing patron underatanding of how cooperative
inveatment risk can be managed and methoda of evaluating their
riak exposaure.

Most importantly, the inveatment in the organization should be
based on uase. Eatatea, retired farmera and widowa ashould not have
the riak capital in cooperatives. If a poasitive return exiatas to use,
there exiata an incentive for inveatment asaociated with ita use.

If patron-owneras recognize that they are making a long-term

inveatment baaed on their projected uae of the organization, incentives
are created for inveatment and monitoring the organization. The
educational challenge ia educating patron-owners about alternative
methoda auch aa base-capital plana which accomplish thia principle (4).

Unlike the individual entreprenuerahip where a aingle individual
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creates an organization, cooperativea represent group action. Thia
particular aspect requirea considerable more education than the inveator-
owned corporation. Generally, in the investor-owned busineaas, the
inveator and conaumer of the products are diatinctly different groups.
Juat because inveatora are diasatiafied with the financial performance

of management does not imply that consumers or company supplieras are
dissatiasfied or vice versa. Within cooperative organizations,
inveatment is linked to either the marketing the patron’a product or the
consumption of the firm’a productsa.

Because of the astructure of cooperatives, the need for education
is much higher than the investor-owned businesa. The educational
challenge is expanding the level of cooperative education to increase
the cooperative aystem’s effectivenas.

Role for Educatora and Agents

I believe cooperatives exist to empower individual farmers to
compete in our market economy. Educatora and agenta, through their
educational efforta, also empower individual farmera. To diacuas
how we can empower we first muét understand the concept of power.

Power is "...the ability to get all of what you want from
he environment, given what’s available."(2) Cooperative education
empowera individuals because it increasea the ability of individual to
accompliash their goala. By knowing how the cooperativea are organized
and operate, patron-ownera can accomplish their objectivea. Also,
education enables individuals to assess the resourceas they have
available to accompl;sh their objectiveas. But realize that power is
frequently not liked by formal organizationa, becauase new demanda and
changea will be demanded of the formal atructure.

How Does Disempowerment Develop
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How do individual or farmera suffer disempowerment within the
cooperative ayatem? A major asource of disempowerment is the lack
of apecific terma in deacribing wanta. For example, cooperatives
and patron-owners are frequently talking about “service.' What isa
service? Service ias an ill-defined term. If a patron-owner mentiona
aservice, the need ias to get a apecific definition. The lack of
cleariy defined objectivea alaso decreaase goal achievement. Specific
objectivea resulta in a concentration on facta inatead of peraonality
and valuesa.

For example, succeaaful farm managers have very apecific goala and
objectivea. They know their coat of production, they know their marketsa
and they know their profit objgctive. No doubt you can think of farm
managersa, who do not know their coat of production, their monthly caah
flow needa or how to market their commodity. The firat producer hasa
power, the aecond producer lacka power.

In preasenting cooperative principlea or buaineas methoda do not
delegate the deciaiona to an "expert'" or '"consultant." Farmera should
not give away their ability to reason through the iassuea confronting
their cooperatives. Although experta do have knowledge that may be
easential to the deciaion, only the individual farmer knowsa whatlis
“beat'" for his or her particular aituation. Another problem with
"experéa“ and '“conaultanta'" is that you never can be sure that there
ia not a "hidden agenda." Experta are individuala and human. They may
be motivated by money, security, and beliefa that you do not find.
acceptable. |

Confluence

Confluence ias the coming together of atreama. 1In organizationsa

thia occura when individual identity is sacrificed for the common
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identity of the firm (2). Thia ias not necesasarily good! Individual
perapectivea may be drowned by group think or hero worahip. The
perceived benefit are feelings of security, togethernesa, belonging,
harmony, and calm. The uasual reaults are loaa of power, reduced
self awareness, inefficiencies, low energy, low creativity, lack of
riak taking and auperficial relationahipsa.

We in the cooperative family often fall in thia particular trap.
We can perceive the world aas being "what ias good for cooperativea ias good
for farmera." WRONG! A *good*" cooperative dealas with how the
cooperative empowera the individual farmer to meet their objectivesa.
Do not fall into the trap of defending the inatitution becauase the
inatitution exiata., If a cooperative can no longer effectively meet
the objectivea of producera we should terminate ita exiatance.

Alternativea |

In our educational efforta, we should attempt to get producers to
examine the alternatives not a aingle aolution. Do not assume that we
can not change the ruleas of the game to generate alterne£ive asolutionsa.

A major threat to generating alternativea ia dogma. Dogma ia the
poaitive, arrogant‘assertion of opinion. Juat as agriculture became
a believer in the dogma of growth, we should not now fall into the
trap of the dogma of decline. Educate producera and our youth on
how the ayatem workas and they will generate the alternatives.

Concluaion

Our current set of cooperative principles must be evaluated for
their ability to generate buaineasaeas that will aucceaafully meet the
objectivea of producera. Confuaion about cooperative busineasa objectives
ia extremely dangerous as we attempt to plot a courae through the

current criasia. We have to deal with realitiea rather than what we
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would like to see in agriculture.

My recommendation to educatora in their educational efforts with
current and future producersas: help these individuala practice
selfness, aggression and arrogance in dealing with their cooperatives.
Selfneass being the perapective that an individual will get from a
cooperativeas what a/he wanta without exploiting othera. Aggressive in
that they will aggreasaively pursue their needa in dealing with
cooperative management and boards of directoras. Arrogance is the
aelf-confidence in one’as self-worth and individual ability to make sound
buasinesa j)udgementa for their cooperativea. 1If this happena I am
confident the producer and cooperative relationship will atrengthen

in the future.
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