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Abstract

The economic breakdown of the early transition process weighed heavily on food supply
relationships in the Eastern European and Central Asian (EECA) countries. Small and
medium-sized farm suppliers and processors suffered from lack of necessary produc-
tion inputs whereas processors and retailers faced problems of insufficient quantity and
quality of supplies. At the same time, changes in consumer demand as well as the accom-
panying entry of foreign investors in the retail and processing sectors necessitated signifi-
cant and lengthy reforms and adjustments in the structure of food commodity chains to
overcome these problems. Based on an extensive literature overview and a synthesis of
five case studies conducted upon the assignment of Food and Agriculture Organization
(FAO) of the United Nations, the current chapter demonstrates how small and medium-
sized food processors manage to install effective procurement systems in weak institu-
tional environments of EECA. The chapter also identifies the factors that drive small
farmer-processor business linkages and their integration into national and international
value chains in order to develop options for support and assistance.

Keywords: Eastern Europe and Central Asia, farm assistance, food chain, processors,
smallholders, vertical coordination

1. Introduction

The whole food chain in Eastern Europe and Central Asia (EECA)—from farm suppliers to
retailers—has suffered a dramatic breakdown of economic relationships at the beginning of
the transition process. Disruptions of supply and inferior-quality food products have become
a commonplace. At the same time, changes in consumer demand as well as the accompanying
entry of foreign investors, primarily retailers and processors, necessitated significant reforms
and adjustments in the structure of food commodity chains to overcome these problems.
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Altogether these factors required considerable effort on the part of policymakers to structure
food commodity chains and food supply of higher quality and safety. Given that such changes
are normally accompanied by a lengthy process of institutional adjustments, an increased
degree of privately driven vertical coordination between transaction partners along the sup-
ply chain became a widespread means to overcome problems of insufficient supply and minor
quality [1]. The newly established procurement systems demand that suppliers are able to
guarantee both disruption-free product flows and delivery of products of a certain quality.
Thus, domestic producers must keep up with quantity and quality expectations.

Many studies show that retailers, processors as well as governments would prefer growth
in farm size due to different reasons [2-5]. Nevertheless, retailers and processors are still
compelled to collaborate with small farmers as these farmers are essential for ensuring the
required quantities in some transition countries, particularly in labor intensive sectors. It
is, however, a widespread phenomenon that small farmers are the most vulnerable type
of agricultural producers. In the situation when existing institutional structures are either
incomplete (i.e. containing gaps that hinder all producer types equally) or captured (i.e. asym-
metrically favoring some producer types over others) —and both problems are still present in
EECA today —small farmers face an everyday threat of being excluded from respective value
chains [6-8].

The purpose of this study is to demonstrate how (mainly small and medium-sized) food
processors manage to install effective procurement systems in weak institutional environ-
ments of EECA by establishing linkages with local farmers and integrating them into national
as well as international value chains. The paper also identifies the factors that drive small
farmer-processor business linkages in order to develop policy and support options that can
contribute to strengthening of group-based producer-processor linkages.

Our analysis involves a review of available and accessible sources related to smallholder-
buyer business models for inclusion of small farmers into markets. In addition, the findings
of five country reports by Food and Agriculture Organization (FAO) of the United Nations
based on the case studies from Azerbaijan, Kyrgyzstan, Serbia, Turkey and Ukraine on pro-
cessor-driven integration of small farmers into value chains are synthesized.

The chapter is structured as follows. The subsequent section provides a literature review on
the integration of small farmers into value chains. In this context, foreign investments have
been reported as very important aspects. Therefore, they deserve a separate sub-section.
Another sub-section is dedicated to cooperatives as they are considered a traditional instru-
ment for the integration of farmers into value chains. The further section summarizes posi-
tive experiences of the case studies from five EECA countries. Conclusions on how to foster
processor-driven integration of small farmers into value chains are provided at the end of the

paper.

One of the authors of the current paper participated in the mentioned FAO project and the chapter is based on the
respective FAO Report titled “Processor-driven integration of small farmers into value chains in Eastern Europe and
Central Asia (EECA)” [9].
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2. Integration of small farmers into food value chains in transition
countries

2.1. Means of integration

The transition process has caused a decline of agricultural output and decapitalization of
the agricultural production system in Central and Eastern Europe [10]. As a result, the food
and agricultural commodity value chains have undergone a tremendous change in the last
decades [11]. The breakdown of the interactions among food chain participants—from farm-
ers to retailers—resulted in supply disruptions of supply and deterioration of the quality of
food products. Concurrently, changing consumer demands and the entry of foreign retailers
and processors have called for groundbreaking reforms of food chains.

Transformation of the retail sector from state-run shops and open bazaars to “more modern”,
large format retailers was stipulated by significant inflows of foreign investments. Their rapid
development notwithstanding, the new retail formats have been expanding differently in dif-
ferent transition countries. This gradual expansion is often referred to as the “retail waves”
concept [12]. In this context, the “first wave” countries” supermarket sector grew from about
5% in the mid-1990s to 50% by the mid-2000s. These shares of modern retail formats are
observable in Hungary, Poland and the Czech Republic. “Second wave” countries such as
Bulgaria and Croatia are characterized by a 20-30% share of supermarkets and similar retail
formats. “Third wave” countries, in turn, are those whose supermarket sector did not exceed
5% of total retail turnover in the mid-2000s, for example, Russia and Ukraine. Regardless of
the market shares of modern retailers, existing evidence suggests that foreign companies are
among the leaders in the retail sector of all Central and East-European countries. For example,
the German Metro Group is the second largest retailer in Russia and Ukraine.

Foreign retailers and investors ‘export’ their business models. In the process of international-
ization they are taking their own business models into the new markets [13-15]. Thus, mod-
ern management concepts and requirements toward business partners are exported. In the
retail sector, this results in the following changes. The centralized, large and modern distribu-
tion centers and external specialized logistic firms substitute for traditional, local, store-by-
store procurement. Furthermore, modern retailers set their own private standards of food
quality and safety that are often much higher than those of national governments [12]. Some
informed commentators suggest that these private standardization initiatives will further
proliferate as the share of modern retailers is growing [16].

Profound structural change is expected in the agri-food sector due to foreign investment.
Within new procurement systems, suppliers have to guarantee both timeliness and quality
of delivered products. This leads to improvement of operations among domestic suppliers as
they face fierce competition on the part of importers [17]. However, in the long run, foreign
retailers aim to source up to 90% of their supplies from local producers [3, 4].

The observed process of synchronization of successive stages in the marketing channel from
producers to consumers generally refers to vertical coordination. It does not include transactions
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on spot markets, where the commodity exchange is based on a price agreement only. It
includes both vertical integration and productive partnerships (contracting) [18]. Assumingly,
the higher the priority to secure quality and/or quantity of raw materials, the stronger the shift
from spot market transactions toward advanced vertical coordination mechanisms.

Vertical coordination, introduced by modern procurement systems, favors (in theory) large
scale farming. There are two reasons for this perspective to prevail. First, the complexity of
the system is reduced and, thus, transaction costs are lower if there are a small number of
large suppliers. Second, larger farms are less costly than smaller farms with regard to assis-
tance provision.

However, small farmers are essential for ensuring the required supply quantities in most
EECA countries. Therefore, retailers and processors are (still) compelled to include small
farmers in supply chains and provide assistance to them based on the establishment of pro-
ductive partnerships. Particularly in labor intensive sectors, small-scale farming has impor-
tant cost advantages.

As generally regarded, productive partnerships among firms are supposed to be based on
common goals, shared knowledge and pooled resources that altogether lead to better supply
chain performance. The design of such relationships may vary from loose agreements to long-
term and trust-based contracts [19].

The key for productive partnerships is contracting. In the context of agri-food supply chains,
the main motivations of farmers to engage into contracting are the following: (1) income sta-
bility (to reduce risk compared to other ways of selling on traditional marketing channels);
(2) improved efficiency (management decisions are transferred to the farmers); (3) market
security (entering the contract provides a certain security in that the product will be sold if it
meets with the requirements); (4) access to capital (contractor often provides inputs for farm-
ers, which reduces the usage of credits) [20]. Food processors enter into contracts because
they obtain control over input supply. Further, processors use contracts in order to achieve
uniformity and predictability to suit consumers while they also benefit from lower costs in
processing, packing and grading [21-23].

In general, one can distinguish between two types of contracts: marketing and production
contracts. Marketing contracts address the issue of supply disruptions by private contractual
initiatives [24, 25] whereas production contracts address quality concerns [26]. Additionally,
these contracts are different with regard to the degree of control allocated and risk transferred
across stages. In producer contracts, the contractor engages in the producer’s decisions to
a much higher extent than in the marketing contracts. This engagement can even expand
toward ownership of critical production inputs whereas the role of marketing contracts is
essentially in providing a market for the producer’s goods [27].

Empirical evidence indicates that both types of contracts persist in EECA countries and their
use is contingent upon the degree of market development. The less a market and its insti-
tutional environment are developed, the less likely it is that a complex system of vertical
coordination will emerge and, this, marketing contracts will dominate. A more developed
market, characterized by greater demand for higher quality products, entails a higher degree
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of vertical coordination with the wide use of production contracts. However, the use of mar-
keting contracts is more reasonable if the higher quality products become standardized. The
application of production contracts will then mainly pertain to consumer segments character-
ized by differentiated demands.

In practical terms, contracts that are used in EECA include farm management assistance,
extension services, quality controls, farm input assistance programs, trade credit and even
bank loan guarantees [1]. Thus, evidence suggests that the key actors (retailers and proces-
sors) find themselves constrained not by their own capital capacity but by that of other par-
ticipants along the chains on which they depend for critical inputs. For the most part, this
takes place because traditional lending institutions such as commercial banks do not give
credit to enhance the interfirm product flow. In fact, this has been found to cause frequent
contract breaches in EECA as farmers were not able to access basic production factors to fulfill
a contract [25].

In addition, contract enforcement may be an important problem since public enforcement
institutions are weak. Informal enforcement mechanisms such as social pressure, unaccep-
tance of distrust, etc.) are also missing due to poor social capital. Therefore, farm assistance
programs must be accompanied by appropriate governance mechanisms.

Thus, the search for quality is a key engine of vertical coordination, but what happens when
the desired quality level is reached? Quality is becoming less of a driver while the need to
enhance efficiency arises as the main motivation for vertical coordination. For example, in
supply chains that bear high costs, retailers and processors work closely with their suppli-
ers to reduce costs. Quality remains a key driver only when a higher than average quality
is explicitly demanded by the customers or when it can be used for differentiation from
competitors.

2.2. The role of foreign direct investments

Foreign direct investment (FDI) became an increasingly important element in global eco-
nomic development and integration during the 1990s [28]. Ahrend names two general factors
that make companies open subsidiaries abroad [29]. On the one hand, companies strive to sell
more goods and services that they produce in their home countries. On the other hand, they
want to launch production in a foreign country that would further enable sales to local and
export markets. In essence, agri-food companies internationalize because of the same general
reasons [30, 31].

Literature on the influence of FDI on transition economies mentions several positive effects
of FDI. A number of authors agree that FDI facilitate economic growth and reduce poverty
[32-34]. Several studies offer empirical evidence of the importance of FDI flows for economic
growth in developing countries [35, 36]. Other advantages of FDI include technology transfer
and technical innovation as well as enterprise restructuring [32, 37].

In the EECA countries, FDI induced the following major shifts in procurement systems: (1)
procurement systems became largely centralized and based on large and modern distribution
centers instead of local store-by-store procurement; (2) procurement became regionalized across
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borders; (3) traditional brokers were replaced by specialized wholesalers; (4) the logistics mar-
ket became dominated by global firms; (5) retailers established preferred supplier systems; and
(6) private quality standards were introduced [12]. Altogether these changes marked a growing
role of vertical coordination in agri-food chains of EECA countries [2]. Studies from Bulgaria,
Moldova and Slovakia show that, due to stricter and higher quality norms, more vertical coordi-
nation is taking place [38, 26]. In the Russian food sector, the foreign-owned food processors have
managed to become the major competitors of the domestic ones, in particular in the dairy sector.

2.3. Cooperatives as a means to integrate smallholders

The quest for quality, that requires tight coordination of interdependent activities in value
chains, calls for particular attention toward the role of cooperatives [39, 40]. Bijman and
Muradian mention that international donors and NGOs have (re)discovered the importance
of cooperatives for rural development in general and for strengthening smallholders” access
to markets in particular [39].

Because small-size producers are the backbone of agriculture in Central and East-European
countries, their resources as well as output toned to be pooled to achieve the demanded quan-
tity of supplies. Horizontal cooperation among smallholders, thus, gains in importance [41].
However, cooperatives face hard times in transition countries. In the Soviet era, farmers have
been ‘forced” to join collective farms. Thus, today, collective action still has a bad reputa-
tion as it is associated with loss of private ownership and freedom [42]. Furthermore, during
Soviet times, collective farms and processing enterprises have proven to be very inefficient
and subject to soft budget constraints. An additional problem with cooperatives is that there
is often a lack of trust and social capital among farmers and villagers so that collective action
is hindered already at the initial stage. Thus, Gardner and Lerman conclude that the evidence
for cooperatives in agricultural production is still unfavorable [43].

However, for marketing and supply cooperatives, they observe a more promising situation.
One reason for this is that new forms of cooperatives have been recently established [44]. A
good example is a Hungarian Morakert cooperative where product quality and professional
marketing are the first priority. Today Morakert’s sales to retailers account for about 90% of
its domestic turnover. Morakert’s success is based on four key factors. First, filter rules are
applied to membership. Second, quality and quantity of products are strictly coordinated.
Third, trust is an inevitable aspect of communication between members and management.
Fourth, private contract enforcement is established [45]. Morakert’s procurement system is
centralized, maintained in one place and supported by a common IT system [46]. An own
brand serves as another marketing and coordination mechanism at Morakert. This example
demonstrates how some problems of post-socialist economies can be overcome.

3. Peculiarities of smallholder integration in value chains

The above presented literature review shows that particularly small farms and households
face serious production constraints caused by factor market imperfections in EECA countries.



Integration of Small Farmers into Value Chains: Evidence from Eastern Europe and Central Asia
http://dx.doi.org/10.5772/intechopen.73191

They do not have access to finance, they experience difficulties to buy (high) standard quality
inputs, and lack technical and managerial capacity. Thus, more and more contract schemes
(marketing and/or production contracts) and outgrower schemes have been established often
accompanied with the provision of quality inputs, new technologies, credit and extension
services to the farmers [10]. The current section provides further evidence of privately driven
vertical coordination derived from the FAO reports on case studies from five EECA coun-
tries— Azerbaijan, Kyrgyzstan, Serbia, Ukraine and Turkey.

3.1. Marketing channels of small farmers and households

These general findings have been observed in the reports of all five countries. Disruptions of
the agri-food value chains resulted in a dualistic structure of agricultural production. One the
one hand, there are large corporate farm businesses such as agroholdings or state enterprises
while, on the other hand, there are smallholders that account for considerable share of agri-
cultural production in a number of sub-sectors. For example, in Ukraine, fully vertically inte-
grated enterprises that are often referred to as agroholdings have rapidly developed whereas
the labor intensive sub-sectors such as horticulture are marked by domination of small farms
and rural households in production [47].

According to all country reports, the role of agricultural sector in overall gross domestic prod-
uct (GDP) is diminishing. This fact notwithstanding, agriculture is still among major employers
and, thus, is closely intertwined with rural development. In particular, all reports emphasize
the importance of small-scale farms and households not only for own consumption but also
for market supplies and employment of family members. At the same time, income disparity
between urban and rural areas becomes larger in favor of the former. Particularly for young
people, urban areas are more promising with regard to their future careers. Consequently,
outmigration from rural areas is a common phenomenon in all countries.

This outmigration affects negatively the market size for direct sales as the main marketing
channel of smallholders. Moreover, as exemplified by the Serbian case, modern retailers take
over the shares of smallholders by offering more fresh products, in particular fruit and veg-
etables. Retailers are also able to offer these products for a reasonable price and standardized
quality, thus engaging into stiff competition against directly marketing farmers and house-
holds. As a result, the attractiveness of direct marketing is shrinking.

Opposite to the negative effect of migration on the direct marketing of farm products, indirect
marketing channels rather profit from this development. Moving to urban areas people have
to buy processed food and have to buy in retail outlets. Therefore, the importance of indirect
marketing channels is already high and will grow in the future despite growing competition
from large retailers.

3.2. Obstacles to integration into value chains

Smallholders in EECA face two main obstacles to integration into value chains. On the one
hand, they do not have sufficient volumes of production. On the other, they often lack the
required quality. In order to combat the first obstacle, the solution would be to pool quantities.
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A classical way would be the establishment of cooperatives. However, the reports have been
very clear mentioning that cooperatives are not successfully operating. The reasons include
negative reputation due to the historical background of cooperatives, operational inefficien-
cies and top-down implementation of the cooperative ideas, as well as taxation and admin-
istrative disadvantages. Another way would be the horizontal informal collaboration among
smallholders. However, all studies report of a low level of trust and social capital among rural
population. For example, the Ukrainian case study on Navigator-Agro demonstrated that
there was a complete absence of trust from small and medium farmers in the idea of collabo-
ration. Moreover, the level of trust between each other was very limited among rural inhabit-
ants. A third way, as exemplified by the Turkish case, would be to sell the products through
middlemen but low prices make sales at the spot market more profitable.

Regarding the second obstacle—the quality issue—literature provides reach evidence that
quality can be improved based on vertical coordination. However, the literature most often
refers to the examples of foreign investors who have leapfrogged quality by collaborating
with large corporate farms. Modern and particularly foreign-owned retail chains prefer buy-
ing the needed larger volumes from a limited number of suppliers, thus favoring mainly
corporate farm businesses. The reports demonstrate that larger processors also favor larger
suppliers.

The concentration ratio and market power of modern retail chains and processors are increas-
ing in EECA. Overall, this development favors large suppliers, especially branded manufac-
turers that invest in the achievement of appropriate quality levels for their branded products.
The reports also reveal that imports are playing an important role in satisfying the demand
for ‘higher” quality products. However, interestingly, imports are also a major driving force
of the competition in the low price segment. For example, Chinese tomato paste imports are
replacing local Kyrgyz products. The Ukrainian report shows that domestic processors have
lost 10% of domestic market owing to stiff competition with foreign companies. Another
threat for Ukrainian producers resides in poor quality of local products.

Another issue in is high competition from imports due to membership of all scrutinized coun-
tries to the World Trade Organization (WTO). For example, Turkish pasta producers often
substitute cheaper imported wheat for locally produced one. To this end, it is often easier to
source from one large supplier from abroad than from a multiplicity of small local producers.

In Ukraine, concentration is taking place not only on the retail and processor levels but also
on the farm level. Furthermore, due to large volumes of imported raw and processed prod-
ucts (e.g. dairy products, fruits and pork meat), there is a high competition. The willingness
to invest into the development of cooperation with small producers is rather low for pri-
vate companies. Smallholders have a limited access to state support, investments and credit
resources. The result is that they experience a lack of qualitative seeds, fertilizer and mechani-
cal appliances. Additionally, they have a lack of reliable information about markets.

Noteworthy, agricultural policies also contribute to dualistic production structures as well
as to the development of large scale farming businesses. Driven by considerations of food
security and food safety, most of the programs promote large scale farming and processing.
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For example, food security is among major priorities of the government in Azerbaijan where
the related reforms have been conducive to the development of vertically integrated holdings.
The Serbian and Turkish cases are marked by limited and lagged access of small farmers and
processors to the information on relevant policy programs. In addition, the application for
state support programs is often too complicated, thus constraining small producers or even
precluding them from necessary support due to limited human and time resources. In all five
countries, positive exceptions are the policies regarding storage facilities. Since small farm-
ers and households face difficulties to store their harvest— particularly in the case of perish-
able products—policies are setting incentives to enlarge storage capacities. For example, in
Azerbaijan, 28 cold storage facilities (and 17 cereal storage facilities) have been constructed
with the help of the government in different regions of the country. A similar example can
be found in the wine sector of Azerbaijan; a GIZ (Deutsche Gesellschaft fiir Internationale
Zusammenarbeit) study has shown that particularly the rural infrastructure has to be devel-
oped in order to enhance the competitiveness of the sector and the inclusion of small wine
growers [48].

The report on Kyrgyzstan demonstrated explicitly that even if successful cooperation is
established, the optimal mode of transactions is also contingent upon the institutional set-
ting. About 75% of farmland in Kyrgyzstan is under operations of small producers who face
both production and marketing problems. The main issue is the lack of a stable buyer of the
products. International technical assistance projects were temporarily helpful in achieving
tighter cooperation between farmers and processors but the latter have reported that dis-
honest behavior of small farmers made such cooperation unsustainable. Despite advanced
payments, fertilizer and seeds received from processors, farmers did not fulfill their commit-
ments after harvesting. Instead, they sold their products at the fresh markets where prices
were higher. Therefore, almost all processors prefer to operate through intermediaries or pro-
curers that collect produce from the small-scale farmers and sell in bulk to the enterprises.
Intermediaries and farmers predominantly collaborate based on short-term oral arrange-
ments without signing any contracts. Given such circumstances, it is also no wonder that the
relations between processors and farmers have worsened over time and spot market transac-
tions have become the best choice. To this effect, a shift of export policy from unprocessed to
processed foods made spot market transactions more favorable, thus decreasing the extent
of vertical coordination in the sector. However, in the long run, most processors would like
to work with cooperatives and larger suppliers rather than dealing with small-scale farmers.

In addition to institutional settings and opportunistic behavior, other obstacles have to be
overcome to establish tight vertical linkages in supply chains. Low social capital and lack of
trust are particularly constraining. As the case study on the Ukrainian Shyroke marketing
group exemplified, processors had to provide some kind of collateral to suppliers prior to the
start of cooperation in order to convince the smallholders of the reliability of intentions. A
well-known game-theoretic procedure named hostage exchange is the case in point here [49].

Overall, it is evident that SME processors in all analyzed countries have to cope with very
intense competition and a number of other problems, thus facing the need for clear corporate
and marketing strategies. At the same time, as the report on Kyrgyzstan exemplifies, many
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SMEs still do not dispose of such strategies. A survey revealed that only a minor share of
enterprises has strategic development plans. The managers of most companies neither par-
ticipate in management trainings nor invest in capacity building of their staff. Even more
threatening is the absence of customer orientation among SME processors in almost all ana-
lyzed countries.

3.3. Processors as drivers of integration

As shown above, smallholder agricultural producers are offered to cooperate in EECA coun-
tries at a much smaller scale than in the developed countries. However, the situation can be
changed if one considers the possible role of small and medium-sized processors. They are
themselves not very attractive business partners for large corporate farms and, thus, they
are more open to work together with small farms and households. The positive examples
presented in the country reports highlighted that SME processors even stimulate horizontal
collaboration among the farmers within informal groups. Thus, cooperation with small and
medium-sized processors is a promising way to integrate smallholders into value chains.

Close relationships between processors and smallholders are of advantage for both sides.
Processors receive security regarding the quality and the volume of their raw input sup-
ply. Small farmers and households see the main advantage in having a reliable and secure
opportunity to sell their products. In this context, all reports suggest that smallholders value
unanimously fair price as an important aspect of cooperation but not as important as a secure
market access. Hence, vertical coordination can be regarded as a success factor for the devel-
opment of sustainable value chains.

The case studies mention a number of successful examples of value chains that practice cus-
tomer orientation, have a clear strategy, and perform well. It is clear that successful SME
processors do not try to compete with national or global cost leaders as they cannot reach
the needed economies of scale and scope, thus rendering a cost leadership strategy impos-
sible. The successful examples are working with a mix of niche and differentiation strategies,
offering (superior) quality in well-known traditional products. As in the case of the Serbian
Zdravo Organic, production-related aspects are used for differentiation. First attempts to cre-
ate ‘real” brands are also made, targeting local, national and export markets. Importantly,
customer orientation is often not limited to end consumer orientation; it may include whole-
salers, retailers or exporters and is often driven by relations with importers (e.g. Schwabe
company), investors from other sectors (e.g. Zdravo Organic), foreign investors and donors.

As the retail market is increasingly competitive, SME processors are slowly excluded from
this channel. One way of responding to this development is demonstrated by Sirela, a Serbian
dairy company that started to vertically integrate by building an own retail network. Today,
Sirela is selling its entire production through some 40 own shops whereas other food proces-
sors have imitated this strategy and are investing in own retail outlets.

Regardless of their strategic orientations, the SME processors have to keep up with the mar-
ket requirements toward steady volumes and high quality of products. In this context, well-
functioning linkages between the SME processors and their suppliers, that is, small farms
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and households, are the key to success. Moreover, processors should be the initiators of such
cooperation. The reviewed case studies demonstrate that long-term and trustful vertical rela-
tionships indeed exist but the smallholders are often regarded as difficult partners that tend
to behave very opportunistically as they always have the choice to consume their products
within a household instead of selling to the market.

Processors use outgrower schemes particularly for upgrading of the delivered quality.
They provide needed inputs (e.g. high quality seeds, irrigation equipment or pigs of a spe-
cial breed) and provide training opportunities (e.g. setting up a demonstration farm) and
extension services. In addition, as mentioned in several reports, processors may even offer
advanced financing of farm inputs. Yet, where possible, misbehavior of farmers has to be
precluded through contracting and sanctions, as successfully demonstrated by the Agroplast
cooperative that produces tomato paste in Kyrgyzstan.

3.4. Positive experiences of tight vertical linkages

Two general strategies are observed with regard to the establishment of well-functioning ver-
tical linkages. The first one is to be fully oriented to small and medium-sized family farms
and invest time and money in this type of cooperation. The second approach is to be partially
vertically integrated —buying or building own farms and cooperating with small farms at the
same time.

Good examples of these two strategies are found in the dairy sector of Serbia. One is the dairy
company Sirela while the other is the dairy company Lazar. The Serbian dairy market is sub-
ject to the increasing market power of retail chains. In response to this development, Sirela and
Lazar have decided to run their own retail networks. Yet, this is the only similarity between
two companies as their sourcing strategies are totally different. Lazar has successfully verti-
cally integrated a dairy farm of 500 milk cows. At the same time, Sirela has established coop-
eration with a number of small farms, not least because of unfortunate own experience of full
vertical integration with primary production in the past. Sirela offers secured sales market,
stable payments, improved access to subsidies, extension services, free usage of milk coolers
and ad hoc support to farmers.

Further examples of successful cooperation between SME processors and small family farms
are found in fruits and vegetable as well as in grain sectors. SMEs are often oriented toward
the domestic market but some are strongly involved in exports, as it is the case with Zdravo
Organic and Vitamin in Serbia. The main benefit for SME food processors from cooperation
with small farmers lies in secured input markets. In turn, processors provide farms with
inputs such as seeds, fertilizer, chemicals, irrigation equipment and advance payments.
Additionally, extension service is provided.

The Ukrainian case studies have also exemplified how mutually beneficial cooperation
between processors and small farms can be established. Rural population in Ukraine is char-
acterized by low levels of social capital and general cooperativeness—a factor that substan-
tially hampers any collaborative effort on the part of processors or wholesalers. However,
this obstacle can be overcome through the use of leadership mechanisms. Processors have
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initiated the establishment of groups of farmers led by formal and informal rural commu-
nity leaders, thus raising the overall level of trust in these groups. Furthermore, processors
provide financial support to such groups at the beginning of cooperation. This also increases
the level of farmers’ trust toward a processor. For example, the Navigator-Agro company
invested in construction of a small logistic center in one of the villages.

The Ukrainian example of the Kolos company demonstrated that cooperation between
smallholders and an agroholding is also possible. Kolos, a meat-processing company from
Chernivtsi, together with the Kamyanets-Podilsky University developed a breeding and
reproduction system for a Dutch breed of pigs and then distributed it among smallholders.
The main aim of this activity was to enlarge the supply base and thus make full use of own
production facilities by Kolos. This farm assistance program included on-site demonstrations
and teaching of suppliers at an experimental farm as well as introduction of a quality moni-
toring system at the rural household level. The package of additional services delivered to
farmers included provision of piglets, fodder, veterinary service and finance.. As the proces-
sor’s initial investment in trustful cooperation, farmers have also been allowed to keep one or
two pigs for own consumption. Nevertheless, there were a few cases when farmers tried to
cheat by increasing the weight of supplied pigs using methods that were not specified before.
These incidents showed that contracts have to include penalties in order to prevent opportu-
nistic behavior and discontent of the honest supplier.

The Kyrgyz report presents two successful cases of processor-driven integration of smallhold-
ers. The Agroplast cooperative provides farmers with seeds and fertilizer helping to increase
the quality and yield of the products. Additionally, once in a year, training to farmers is pro-
vided. At the beginning of a year, the cooperative invites all farmers to plan production vol-
umes and to determine the needs of farmers in agricultural inputs (seeds, fertilizers, etc.).
Furthermore, Agroplast provides prepayment schemes. Both sides (farmers and Agroplast)
understand their relationship as trustful but both sides also acknowledge that only one mis-
take (fraud, dishonesty, etc.) can turn the established trust into the opposite.

Apart from giving promises and fulfilling them, another driver of successful cooperation
has been the creation of informal supplier groups. Agroplast has initiated several groups of
farmers, each of which is led by a respectful person. This person also plays the role of a com-
municator between Agroplast and the farmers. These group leaders maintain information
exchange, coordinate logistics and delivery schedules. Group leaders also act as warrantors if
a group member needs some financial assistance from Agroplast.

The second case study was conducted in Galanfarm, a firm that exports valerian to a German
pharmaceutical company. In order to produce high quality valerian, Galanfarm invited small
farmers to attend a Farmer Field School established and supported by a German donor in
cooperation with a local consulting agency. Besides an intensive training on all important
production steps, farmers got an opportunity to organize themselves into informal groups
and select group leaders. Similar to the Agroplast case, today these group leaders serve as
information brokers between Galanfarm and the farmers, schedule the delivery volumes and
timing as well as coordinate the quality of supplied raw materials. Overall, this case features
the important role international donors can play in the development of procurement systems
and integrating smallholders into them.
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4, Conclusions

Our literature review and synthesis of five country reports generally demonstrate that small-
scale producers are still an inevitable part of agricultural value chains in transition econo-
mies, in particular with regard to production of perishable and labor intensive products.
The marketing channels for products of small-scale producers are diverse and include direct
sales to the rural population, processing industry, wholesale, food retail and even exports. At
the same time, own consumption is also quite important, especially when market prices are
low. Nevertheless, the future of small farmers depends on the development of the processing
industry in general and SME processors in particular. Hence, policy should aim to create an
enabling environment for SMEs.

Another important goal of the smallholder inclusion in value chains should be the achievement
of customer orientation by them. On the one hand, all country reports show that competition
is growing because domestic markets face inflows of imported products. On the other hand,
the reviewed country studies demonstrate that concentration processes are taking place at the
downstream stages of the value chain. To deal with these two trends successfully, small produc-
ers have to conform to the requirements of their commercial customers as well as end consumers.

The five reports clearly indicate that a cost leadership strategy cannot be the appropriate
strategy for SMEs. First, cost leadership requires large quantities to produce on efficient scale
level. Hence, on the national level, large domestic processors are better suited to implement
this strategy. Second, in the context of WTO, cheaper imports enhance competition. The same
is true for exports. Thus, small producers have to use a differentiation strategy to be success-
ful in the long run. Potential differentiation instruments include higher quality, quality certi-
fication, branding, production of traditional or local specialties, etc.

In the context of vertical coordination, the reported case studies have pointed out a number of
success factors. First, farm assistance in the form of input provision from processors to farm-
ers is crucial. For instance, processing company Vitamin has introduced a contract farming
scheme for the production of pepper seeds. This scheme is scaled-up through subsequent
distribution of seeds to a larger group of farmers which grow the peppers. Seed distribution
is followed by provision of other inputs and assets such as fertilizer and irrigation equip-
ment. Processors provide their suppliers with animal breeds (Ukraine) and milk cooling tanks
(Serbia). In addition to input provision, clear production instructions are shared with the sup-
pliers while the production process is strictly monitored by the processors. If farmers do not
comply with these instructions, they are penalized.

Second, apart from input supplies, downstream partners provide financial assistance to farm-
ers. This assistance includes financing of different types such as loans, advanced payments,
promissory notes, etc. In one case, investments in a small logistic center were made before the
actual collaboration started. In some countries, subsidies are paid to smallholders only if a
processor applies for them in favor of the smallholders.

Third, extension services are provided. Processors authorize own employees and assign exter-
nal experts, build demo farms and cooperate with local universities as well as international
donor and technical assistance organizations to train the farmers.
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Fourth, collective action and trust are promoted through creation of formal and informal
groups of farmers. Being trained within such groups, farmers additionally become confident
in value chain partners, perform social control over each other, produce the required quantity
and diversify production risk. For such groups of farmers, it is very important to elect group
leaders from respectful persons. These group leaders serve as a glue that holds all group
members together and, thus, add voluntary, bottom-up features to this type of cooperation
that was initially enhanced by “outside” processors. Hence, the aim and perceived benefits
are shared by all group members. All reports show that processors are supporting the idea of
replacing middlemen by a collective action, for example, the formation of formal groups of
farmers. In contrast, cooperatives in their traditional sense are not spread in EECA countries
because they are associated with collectivization and the socialist top-down approaches that
have proven to be inefficient and corrupt. An alternative could be the establishment of coop-
erative structures based on the ideas of new generation cooperatives. Particularly, the usage
of the word “cooperative” should be avoided.

All in all, the most important aspect for the integration of smallholders into value chains is
the generation of sustainable benefits for the smallholders. In this context, it is crucial to dem-
onstrate the value of stable and secure marketing channels characterized by fair payments.
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