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Vertical Integration of Agribusiness in China:
Concept and Experiences A Case Study on Shangdong Province
by
Minjun SHI

University of Tsukuba, Japan
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Summary

This paper examines the policy concept and expericnces of vertical integration of
agribusiness promoted extensively in recent vears in China through a case study on
Shangdong Provinee.

The policy concept to promote vertical integration of agribusiness can be described as
follows, (1) 1o enlaroe market and market channel far shipment of agricultural products
and to develop regional agriculture ; (9 1o reduce transaction cost in shipment of agricul-
tural < (33 to alleviate market risk for individua! farmers: (4) (o remove entrance barviers
for commercial agriculture.

In China, after the disintegration of People’s Cormmmune, both of shipping agricultural
products and purchasing production materials is conducted by individual farmers. There
are following problems in marketing eflorts of individual farmers, according to the investi-
gation on Zhuchen County and Gaomi County in Shangdong Province. (1) Decause it takes
large transaction cost to explore market channel withowt organizational supplement, both
of shipping agricudtural products and purchasing production materials is mainly transacted
in local market or with brokers. (2} Farmers have (o bear market risk on shipmenl and
purchase in addition 1o production risk. 3) Because local market is narrow and price
fliacteation s sharp, comumercial farm business is up against large visk. (1) There is
entrapce barriers originated from inftal vestment and technology that is necessary for
entering into connnercial farm business.

To solve these problems, an organizational response was required that would supple-
ment the marketing efforts of fudividual producers-in other words, vertical integration
involving the inclusion of agribusiness companies with a marketing function in agricultural
management. i this paper, we provide twoe examples. The first involves vertical integra-
tion of the production, processing, and distribution of broiler chickens in Zhuchen County
in Shangdong Province. The second invelves vertical mtegration of the production,
processing, and distribution of vegretables by the Heva vegetable production cooperative in
Gaomi County, Shangdong Provinee.

The following five ilems are considered features of the vertical integration of the

production, processing, and distribution of broilers, (17 Capital participation in the poultry



-raising process by the agribusiness company via eredit. (20 A profit distribution structure
for the poultry-raising stage of the business based on a fixed rale lenancy system, (3)
Vertical coordination of distributed production and joint purchasing/sales based on con
tracts. (1) Monitoring of the poultry-raising process by the agribusiness company. (5)
Introduction of risk managemaent,

The vertical integration of vegetable production, processing, and disteibution is mainly
conducted on a contract hasis according to the avea cultivated. Contracts for vegetable
production specify the type of vegetable, area of land cultivated, production velume.
quality specifications, shipping date, and price. Favmers use this contract to deaw up plans
for vegetable cultivation and ship the vegetables produced. The vegetable processing
company uses such contracts to draw up plans {or vegetable processing and export,
provides contracted farmers with seed and techmical assistance {or cultivation, buys the
vegetables produced, and processes and exports them,

Vertical integration of agribusiness has the following {ive results in terms of the farm
economy. (1) The agribusiness companies supplement marketing efforts, eg, via product
sales, allowing producers to malke plans based on their contract and concentrate on
production management, thus leading to stability in production. (2) By using the agribusi-
ness sales routes and credit, farmers can achieve greater production volumes {aster than
producers marketing their produce individually. (3) Producers receive technical assistanee
and good stock and seeds from the agribusiness companies, resulting in produce of consis-
tent quality. (4) Apart from production volumes and guality, produce prices are also
consistent, reducing the risk involved in agricultural management. (5) FParmers have a
steady income and are able to enjoy relatively high reveonues with minimal investment.,

Agribusiness companies favor vertical integration because entering into production
contracts results in savings on the transaction costs involved in procuring raw malerials.
In the example involving the raising of breilers on contract, companies entered into
contracts for raising the birds with outside producers. They did this to overcome the
problem of not heing able to guarantee the quality, supply volumes, and supply date of raw
materials required by processing comparies, as was the case under the previous system for
delivering the birds to the market. A profit distribution structure hased on a lixed-rate
tenancy system provides an incentive for farmers.

Deterrents such as capital participation in the production process, monitoring, antl
differential pricing have been devised to prevent moral hazard in producers. There are a
number of reasons for capital participation in the production process and monitoring.
First, producers with minimal financial resources can he restricted by a lack of initial
funding for broiler raising. Consequently, credit provides an casy means of capital
participation. Secondly, the market has stringent demands regarding broiler quality,
requiring monijtoring at the raising stage. Thirdly, the establishment of regulations
governing the raising of broilers lowers the cost of monitoring the process. in our example,

steps to prevent moral hazard among producers may be viewed as relatively successful,



Producers favor wertical integration because of the savings on transaction costs
involved in the sale of produce that contract shipping provides, and the reduction in market
risk. Farmers raising broilers use the agribusiness company sales routes and engage in
broiler raising on the basis of a contract that fixes in advance such variables as shipping
volumes and dates. In particular, as broilers require processing, farmers can save on
transaction costs by using the sales routes of the agribusiness company, which are in effect
guaranteed sales routes. In addition, the facility management involved requires more
initial capital investment than that for soil-based agriculture, so capital participation via
credit from the agribusiness company and technical assistance are attractive in terms of
filling the gaps it producers’ own funding and technical capabilities. Furthermore, because
the credit prices of chicks and feed and the purchase price of the broilers are determined
in advance, farmers reduce their vulnerability to fluctuations in the market, an extremely
desirable state of affairs in terms of the stability of agricultural management.

In the case of vegetables, producers secure sales routes for their produce by using those
of the vegetable processors, and agricultural management is stabilized by reduced vulnera-
bility to market fluctuations thanks to the introduction of protective purchasing prices.
For produce required to be fresh, such as export vegetables, the securing of sales routes and
stable prices is of particular significance.

The fairness with which transaction prices are set, incidentally, is a major influence on
producers’ motivation. Because producers have little clout when it comes to determining
prices or negotiating such variables as quality selection, it is vital to somehow overcome
adverse selection by agribusiness companies and moral hazard.

In both the examples given here-that of broiler raising contracts and that of vegetable
production contracts-the agribusiness companies are subject to a certain degree of policy
guidance regarding the setting of prices. Moreover, there appear to be no obvious signs of
moral hazard issues with relation to price setting.

In order to proceed with the vertical integration of agribusiness, unless the mechanisms
for dealing with moral hazard in agribusiness companies and producers are in place, the
possibility of damage to producers or agtibusiness companies cannot be discounted. The
horizontal organization of producers will be demanded in order to prevent moral hazard

among agribusiness companies and producers,





