SN KREZZ2MTIER Y R b

Kyushu University Institutional Repository

A Study on Risk-Sharing Scheme of Formal
Contract Agreements in Swine Industry in

Vietnam

DONG, Dzung, Dao

Laboratory of Food Marketing and Distribution,
Bioenvironmental Sciences, Kyushu University

MORITAKA, Masahiro

Laboratory of Food Marketing and Distribution,

LIU, Ran

Laboratory of Food Marketing and Distribution,

FUKUDA, Susumu

Laboratory of Food Marketing and Distribution,

https://doi.org/10.5109/2339034

Graduate School of Bioresource and

Faculty of Agriculture, Kyushu University

Faculty of Agriculture, Kyushu University

Faculty of Agriculture, Kyushu University

HARIEER : LM KFERFEREFARTILE. 64 (2), pp.395-405, 2019-09-02. Faculty of

Agriculture, Kyushu University
N—=I 3

HEFIBAMR

KYUSHU UNIVERSITY




J. Fac. Agr., Kyushu Univ., 64 (2), 395405 (2019)

A Study on Risk—-Sharing Scheme of Formal Contract Agreements
in Swine Industry in Vietnam

Dao Dzung DONG"?, Masahiro MORITAKA, Ran LIU and Susumu FUKUDA*

Laboratory of Food Marketing and Distribution, Faculty of Agriculture, Kyushu University,
744 Motooka, Nishi—ku, Fukuoka-shi, Fukuoka, 819-0395, Japan
(Recetved May 7, 2019 and accepted May 8, 2019)

Although Vietnam is ranked as the world’s largest pig producers and the global pork consumption coun-
try, its swine and pork industry have been at the beginning of modernization. Swine producers, which domi-
nate by small-scale farmers, are suffering from a number of risks. Participation in formal contract farming is
one of the mitigation strategies. This study aims at summarizing the main risks of different scales pig farm-
ers and analyzing how they have been overcome insights the contract agreements. Through the review of
previous works, using time series database and in depth—interviews, results have been found as follows.
Contract agreements in swine sector are the applications of ones in developed countries, which have been
amended to fit Vietnam’s circumstance. Production management and marketing contracts have specific
terms to share almost staple risks of independent small-scale producers like the price of hog and animal
feed, utilization of breeds, feeding, and related technical production. It prevents the systematic risk of epi-
demic diseases through bio—control solutions of the large— and mega—farms. Marketing contract brings ben-
efit for processors in terms of cost reduction by ensuring steady large flows of uniform live hog inputted.
The majeure case is identified, although it is the un—specific rule. Contract agreement retains its limitation,
as a non—-market instrument, in mitigating with correlated risks. It cannot cover systematic effect to con-
tractors like epidemic diseases, variation in the domestic hog price, the volatility of international market
price of staple materials for animal feed production and/or the compound-risks created by the combination
of those. However, this scheme is considered as an essential instrument for risk mitigation given the fact
that agricultural insurance, future contract, options, or other financial tools do not exist in Vietnam. The
contract agreement, vertical integration or coordination are the ways to boost the development of swine
industry in the developing countries.

Key words: contract farming, swine, pork, risk, Vietnam

INTRODUCTION

Data figure of the FAOSTAT (2018) put Vietnam on
the top sixth countries worldwide producing the highest
number of pigs in term of 1994-2017. The Country was
also the world’s second per—capital pork consumption
per year that was triple the global average with a
30.4 kilogram (OECD, 2018). Pork is the staple meat in
Vietnamese diet comparing to the others (T. Hao
Nguyen, Nguyen, Kabango, & Pham, 2018). Unlike the
developed world’s largest producers, the proportion of
hog for domestic serving was the main part that was
account for 75.0% (IPsos, 2017). Small-scale producers
are still dominating the supply sides (Giap, 2015). They
have suffered from the number of risks regarding pro-
duction, marketing, financial or human risks.
Participation in both formal and informal contracts farm-
ing is considered as one of the appropriate mitigations of
risks (Tran & Nguyen, 2012).

The foreign direct investment (FDI) companies in
the animal feed industry of Vietnam have offered the
first contracts in swine in the year 2000s. It is economic
institution wherein the firm as contractor delegates the
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production of hog and sows to the contractee.
Thereafter, it has been targeted as one of the measures
to promote vertical integration in agricultural value
chains since 2002 and been potentially purported for the
restructure of agro—food governance of the Country in
the future. In accompany with those changes, contract
forms and types have been amended following the mod-
ernization of agro—food value chain. Consequently, crite-
ria for participants and key articles have also been
adjusted. This raises the rationale of investigating detail
contents of formal contract agreement to confirm its role
as risks mitigation of swine farmers. The structure of
the study as follows: Firstly, we summarized the recent
trends of the swine industry of Vietnam and restated the
definition of a formal contract. Next, we revised the
risks of swine producers that were covered in the formal
contract agreements. Lastly, the pros and cons of formal
contract agreement as an instrument of risk mitigation
were analyzed.

RESEARCH METHODS AND DATA
COLLECTION

Data collection

To provide insights into formal contract contents,
this study used both secondary data and primary data.
The secondary data were achieved mainly for review
works. Its sources included worldwide publications and
related documents in Vietnamese like procurements,
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project data, research reports, and papers. Databases on
the prices collected from the Vietnam Customs Office
and Agrolnfor (a state—own research institution).
Primary data consisted of practical surveys and in—depth
interviews with the key-person from companies and
farmers in March 2018 and March 2019.

Analysis method

Firstly, purposing the map of risks, this study recal-
culated frequencies, the magnitude of risks and mapped
the risks through the application of heat map. Secondly,
the average nominal monthly retail price of hogs in the
Country was computed using data of observed prov-
inces. Thereafter, it was converted into the real price in
relation to the inflation rate and Consumption Price
Index (CPI). Variation of both was taken via the
growth-rate calculation.

RESULTS AND DISCUSSION

Reviewing contract farming scheme swine industry
of Vietnam
Structure changes i the swine—to—pork industry in
Vietnam

Since the first introduction of compound animal feed
in Vietnam in 1991 by the FDI companies, the number of
pig heads enjoyed a twofold rise within ten years (Dong,
Liu, Moritaka, & Fukuda, 2018a). After the first bloom
in the industrial, formal contract farming had been intro-
duced. Accompany with conglomeration in the agro—
food sector, which notably occurred in around 2015,
these become the backbone of three of paradigms of ver-
tical coordination in the modernized agro—food industry
that named the full- and semi-integrated hierarchy
model and the cooperated hierarchy model (Dong, Liu,
Moritaka, & Fukuda, 2018b). The bilateral production
management contract is used in the first two models,

Table 1. Different straits of formal contract agreements

which forms the so—called win—win constellation for
both contractor and contractee. Bilateral marketing
contract—basis is used by actors involved in the following
one. This brings the win—for-three parties scheme (the
contractor, contractee and supporting institution).
Agreements’ key straits are shown in Table 1.

Informal contracts between farmers and coopera-
tives, or input/output traders are dominant. For indige-
nous varieties, which made up 7% of the national herd in
2014 (Giap, 2015), informal contracts were found to
exist between pig producers and output traders. The
existence and persistence of informal contracts are
based mainly on social capital and trust. The repeated
satisfactory transactions between actors reduce uncer-
tainty and build reputation, thereby also effectively
deduct transaction costs (Costales & Catelo, 2008). In
2018, around twenty of leading companies of total 250
animal feed firms in the Country have been offering for-
mal contract agreements (including sows and hogs
farms). We emphasize on the aspect that the formal
scheme contributes as an instrument of risk mitigation
from the view of both parties.

Defining the formal contract agreement in the swine
sector

According to Dong, Moritaka, & Fukuda, (2015) the
definition of hog production management contract fol-
lows the one proposed by Prowse (2012). This is “a
contractual arrangement for a fixed term between a
Sfarmer and a firm, agreed verbally or in writing
before production begins, which provides resources
to the farmer and/or specifies one or more conditions
of production, i addition to one or more marketing
conditions, for swine production on land owned or
controlled by the farmey, which s non-transferable
and gies the firm, not the farmey, exclusive rights
and legal title to the production process”. The recent

Bilateral marketing—basis

Bilateral production management contract

contract

Full contract (domestic)

Full contract (FDI)

Involvers

Processors vs
Farmers (or producers)

Animal feed firms vs
Farmers (or producers)

Animal feed firms vs
Farmers (or producers)

Scale or farm

2> 500 hogs (normal)

2> 500 hogs (before 2016)

size 2> 300 hogs 2> 10,000 hogs (mega scalein > 1000 hogs (after 2016)
leasing contract) 210,000 hogs (for rent)
. 2 1ha, flexible; 2>1 ha (before 2016), 2 2 ha
Land areas Unspecified ’ ’ ’
P 2 10 ha (leasing contract) (after 2016); =2 10 ha (for rent)

Before 2016: increasing, after

Number of 25 farms in Northern Vietnam, 92000 £ . di 2016: opposite trends:

farms 2018 < arms, In expanding —Reducing: dominated firms
— Rising: new—entry firms

Monitoring Government involves, § Valid contract, technical staff,  Valid contract, technical staff,

consultancy agent, contractor’s . . . .
scheme managing evaluation managing evaluation

staffs, contract validation

Price control

Flexible references price

Fix compensate

Fix compensate

Source: Own survey
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development of contract agreement extends an addi-
tional to term ‘providing resources’ to become “...,
which provides resources (with or without specifying
an endowing value) to the farmer and/or...”. In this
case, the contractor provides resources (animal feed,
drugs, facilities) to the farmer at the rational price to
encourage them utilizing effectively resources.
Contractor retains the control over types, quantity, and
quality of inputs. The bilateral marketing—basis contract
fulfils this definition, but marketing terms are defined as
more specific than the production management contract.

The definition above distinguishes from an opera-
tional leasing agreement that has offered by the animal
feed firms in the country recently. The leasing agree-
ment is an extreme case of the formal production man-
agement contract, in which “the_farmer and/or investor
delegates swine production to the firm to focus on the
legal controlling large—scale land and owning facili-
tzes like housing, farm infrastructure vather than
hiring labor for a long-term operation that is fully
managed by the firm”. In the country context, control-
ling exceed four hecta of land requires complicated pro-
cedures to the holders, which are appropriate to an
investor than a small-scale farmer. Leasing contract
aims at building swine farm at mega—capacity (more
than ten thousand of hogs or at least two thousand
sows) in the Country. The period of a first leasing con-
tract between two parties last at least fifteen years whis-
tles the first normal contract agreement has been five—
years.

Risks of swine farmers: a country review
Rusk analysis of hog producers

The first systematic analysis of risks of the main
actors involving in the swine and pork industries of
Vietnam has conducted by (Tran, Nguyen, Le, & Nguyen,
2011) through a national funding program. In the stud-
ies, authors have quoted the definition of risk according
to Hardaker et al. (1997) and the first version of
Hardaker, Lien, Anderson, & Huirne, (2015). The term
‘risk’ could be interpreted in three common ways: i) the
chance of a bad outcome; ii) the variability of outcomes,
i.e. the converse of stability; and iii) uncertainty of out-
comes. Agricultural risk is divided into production risk,
price or market risk, institution, human, and the finan-
cial risk (risk of debt, using credit, change in the infla-
tion rate or negative effect from the lenders and borrow-
ers).

Risk analysis of swine farmers published by (Tran &
Nguyen, 2012) has mapped in Figure 1. This figure
ranks seven popular types of risks that swine producers
facing difference sizes during the first three years
(2007-2009) since Vietnam joining the World Trade
Organization (WTO). The frequency of occurrence was
the number of farmers had suffered at least one of the
identified risks in the last three years. The magnitude of
single risks was evaluated based on the annual value of
losses (in million VND). The farm size included the
large size (more than 50 pig heads per household per
year), medium size (20-50 pig heads/HH/year) and small

scale (less than 20 pig heads/HH/year). Pig disease and
risk of hog price variation affect mainly producers at any
scale, followed by the risk of using animal feed, insemi-
nation technique and others regarding technical issues
of the production process. The authors have also
marked the compound-risk that is an interrelation
between the reduction of hog price and the losses
caused by a disease outbreak. It creates a stacked nega-
tive impact on producers.

At the local (provincial) level, Nghi, Anh, Oanh, &
Phong (2013) analyze agricultural risks of swine produc-
tion of households in southern Vietnam (Can Tho city)
reasserts the influence of production risk, market, and
financial risks. In the Northern of the Country, (Huong
& Nanseki, 2015) conducted research to reveal the
small-scale producers’ perception of risks (78.3% of
respondents raising less than 50 hogs per cycle). The
results confirm that the price of pork, epidemic diseases,
and production costs are the most important risks.
Using the Principal Component Analysis, hypothesis
items were classified into six categories including human
and environment, information, market access, financial
situation, production, and price volatility. The experi-
ence producers would rather care about information and
market access risk than the financial one. The farmers,
who invest more for swine production are less concern
with human and environment hazard.

Researchers have also paid attention to the type of
disease, how it has been spread out into the larger areas,
and behaviors of small-scale farmers toward the epi-
demic disease (T. T. H. Nguyen & Pham, 2016; Pham et
al., 2017). The results show that common diseases at
weaning ages are more frequent than that of the fatten-
ing in every cycle. Farmers rely on self-experiences and
advice from the local veterinarians to solve this so—called
individual single risk. However, the systematic (or inter-
regional) dispersion of disease, which is explained in
Figure 3, 4 show the most important problem to both
small- and large-scale producers. Investigating the
financial impact of the most frequent disease, H.T.T.
Pham et al. (2017) calculated the percentage of the
losses (including the direct and indirect cost) per total
gross margin (GM) of pig holding. The losses (in period
2013-2014) per pig holding due to PRRS (the Porcine
Reproductive and Respiratory Syndrome) were the high-
est, accounting for 41% of total 18,846 USD of GM for
large farm, 38% of amount 7,014 USD for fattening farm
and 63% of the value 2,350USD for the smallholders.
The cost incurred by Foot Mouth Disease (FMD) was
lower with 19%, 25% and 32% of GM of pig holding in a
large farm, fattening farm and smallholder, respectively.
The cost of epidemic diarrhea was the lowest compared
to losses due to PRRS and FMD and accounted for
around 10% of GM of pig holding in the three swine
farming groups. Studies also remark about the interven-
tion and surveillance policies of the Government in
response to the targeted epidemics. Paying commit-
ment, compensation scenarios, and communication
affect directly to the reaction of swine producers to
report risks for culling instead of selling to the market.
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Legend: Abbreviation name of risks: Risk of breeding (Br_), Disease (Dis_), Feeding (Fee_), Production risk
(Pro_), Insemination (Ins_), Input price (Inp_), and hog price (Pri_) combine with the farm-scale. Farm—
size include small-scale (_s), medium scale (_m) and large-scale (_l). For example, in Figure, abbreviation
‘Dis_s, 6.0’ denotes the average damage of a small-scale farm caused by Disease was 6.0 million VND in the

year 2009.

The bubble’ area shows the actual average loss value (in million Vietnam Dong) of a farm per year in 2009.

Source: Synthesized from Tran. D.T et al. 2012

Fig. 1. Mapping the risks of swine producers in Vietnam.

In order to illustrate the market risk, Tran &
Nguyen, (2012) analyzed the variation of the hog price,
animal feed and its staple ingredients in the period of
2007-2010. A time-series data (2001-2017) of average
retail price (nominal and real price) of live hog at weight
over 80 kg in Vietnam has shown in Figure 2. It reveals
the long—term trend with cyclical, seasonal and random
variation of both types of hog price. The contractors
that holding a large number of hogs are the most con-
cerned with these variations of prices. This is an apart
of the compound risk, which refers to the down-trend of
hog price during the effective period of diseases. In
some cases, the hog prices at border—gate reported by
the frontier hog traders are the important references to
decide the wholesale price of live hogs. As subsidiaries
of animal feed firms, swine contractors concern the price
variation of ingredients for animal feed production, espe-
cially, ones play as independent departments of the

belonging animal feed corporations.

Coping with the risk of swine producers

According to (OECD, 2009) several possible farm
risk management instruments and strategies include risk
reduction, risk mitigation and risk coping. From the
view of small-scale producers, coping with risks are con-
ducted mainly at farm-level regarding the informal
scheme instead of market-based instruments. Both
small- and large—scale farmers pay attention on disease
prevention and mitigation (including the improvement of
husbandry technique), reduction of market risk (encom-
passing market access and information), production risk
(reducing production cost), financial risks (interest rates
and loans), and diversification of income (Tran &
Nguyen, 2012; Thi Huong Nguyen, Nanseki, & Chomei,
2016; Hoa T T Pham et al., 2017). However, the solu-
tions emphasize the production technique for disease
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Fig. 2. Variation and average retail hog price (at the weight above 80 kg) in Vietnam, 2001-2018.
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Fig. 3. Number of hogs raising, average annual mortality of a leading contractor, 2005-2018.

prevention at farm level rather than market risk mitiga-
tion. The variation of price and lack of information pre-
vent themselves from decision making.

From the national and regional context, policies
regarding risk management of swine and pork industries
are targeting mainly the risks prevention and mitigation
instead of risk—sharing schemes (Tran, 2013). In devel-
oped countries, the prevalence of market-based instru-
ments, disaster relief, social assistance or agricultural
support program brings farmers several options for cop-

ing with risk. Swine farmers can select various instru-
ments for risk mitigation like futures and options, insur-
ance, vertical integration, production/marketing con-
tracts, spread sales, diversified financial investment or
off—farm work (Moreddu, 2000). Swine farmers in the
US can be protected by two livestock insurance products
(Hoag, Thilmany, & Green, 2006) or protect by Livestock
Risk Protection (LRP) and Livestock Gross Margin
(LGM). However, agricultural insurance in Vietnam has
not developed (Thieu & Van, 2014) and livestock insur-
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Distribution of correlated epidemics in the pork value chain
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Source: Reproduced from Tran. D.T et al, (2011) with permission

Fig. 4. Outbreak and dispersion of correlated epidemics among actors in the pork chain of Vietnam.

ance does not exist. The main reasons were the high
moral hazard, high transaction cost, and the unprecise,
out—of-date time-series data (Skees, 1999; Dufhues,
Lemke, & Fischer, 2005). An application of livestock
insurance requires reliable transparency time-series
data, the rationality of farm size and supportive govern-
ment policies (Tran, 2010). In those cases, vertical coor-
dination/integration and contract farming are considered
as appropriate risk sharing—scheme for farmers (Tran et
al., 2011).

Risk-sharing scheme through the formal contract
agreement
Insights the sharing scheme for mitigation of produc-
tton and market risks

Correlated risks are the most important factors that
restrain livestock insurance programs. Contract agree-
ments fix the most popular risks like disease, hog price,
animal feed price and production technique for the sin-
gle large—scale farmers. Table 2 explains the unsystem-
atic correlated risks that are almost covered in the con-
tract contents. Up to date, the leading animal feed com-
panies have provided contract agreements which varies
from payment regulations and detail articles. Marketing—
base contract also specifies some production terms to
convey their quality requirements. Those contracts
share the crucial straits ensuring the sharing—schemes
among two parties:

Firstly, this is the full bilateral written contract

agreements. Contractors offer specific contents that are
negotiated with a single farmer. These agreements
include production condition, risk sharing, and market-
ing terms. The contractor manages over the production
process controlling quantity and quality of input flows
from breeding to hog marketed. This contract farming is
unable to be transferred to the third party like the future
contract in the financial market. The rate per kilo of live
hog increased is the basis for payment instead of the
fixed price prior to starting the first production cycle.
The contract also defines irresistible cases which are
shared by both parties and actively provide strategy of
copying with moral risks for contractors. Condition for
selling product is also included.

Secondly, two parties agree on the long-term con-
tract. Popularly, the first five-year contract can be
extended with another three—year agreement followed
by the annual validation. In the extreme case (farm leas-
ing agreement), it is extended to a minimum fifteen—
year contract. The long—run duration is expected to
bring benefit to the farmer to cover initial investment
and purport profit. The contract is unlimitedly
extended, but it must be negotiated six months before
the liquidation.

Thirdly, agreements signed between two parties are
notarized by local People’s Committee at the commune
level. This ensures that farmers are the legal residents.
The contract agreement follows different Laws in
Vietnam depending on company typology of contractors.
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Table 2. Risk sharing of the parties in formal contract farming in the swine sector

Farmer (contractee)

Company (contractor)

Invest in pig housing; managing labor and

Provide and control the quality of breeds (exot-
ic), compound animal feed, vaccination, medi-

Production entail contract farm (sows or hog) cine, technical staff, indirect management (con-
sulting, supportive activities)
Receivi 1l breeds and/or live h lified
Stable total payment (compensate) from the eceving a ree. s and/or live hogs (as qualifie
amounts and quality)
contractor, as follows (on average): ) .
) . . Reducing hog production cost through cut—-down
Benefit — For breeding: US$7.3-11.4 per suckling N )
. . transaction cost, value-added tax on animal feed,
— For live hog: around $0.11-0.18 per kilogram . .
. and tax on enterprise; creating a stable channel
of hog increased .
for animal feed sales
— Disease prevention: cost of hygiene and
biosafety control, part of sterilization, integrat- - Disease prevention: cost of sterilization, vacci-
ed farm management, environmental treat- nation, technical prevention; compensate for
. . ment environmental treatment
Risk sharing . o . . )
— Sharing loss of mortality: farmer bear the - Sharing mortality loss: Contractor bears the
agreements

loss of cut-down yield, payment rate, labor
cost using until the pig culled out;

— Negotiating for higher payment due to the
increasing cost of facilities

cost for breeds, animal feed, and facilities con-
sumed, labor cost (technical staffs) until culling;
— Support in case of increase price of facilities

Systematic risks

In the case of majeure (war, disasters, system-
atic disease, fire, etc), the farmer is free of

The majeure is not the breaking contracting
case. No payment or compensation is required to
the contractor. Both parties must cover own

401

penalty and must bear own damage.

damage.

The domestic company’s contract follows Civil Code
while the foreign investor abides the Commerce Law.

Fourthly, farmers are required to control the lands
before participating in the agreements. This links the
development of the contract with the land use policies.
The encouraging policy on agricultural land for hus-
bandry has a positive impact on the establishment of a
contract farm. The farmer has a larger area of land
might invest by themselves to be independent farmers or
participated in contract with the delegation on manage-
ment over the production process to the contractors as
following contents.

Sharing the key unsystematic correlated risk in
swine production

Contents of production management contract sum-
marized in Table 3 have shown some articles ensure the
prevention of production risks. Payment regulation in
Table 4 shows specific compensate amount of the follow-
ing calculation, which encompass three parts the fixed
terms, encourage terms and reduction.

Fixed compen-

Payment = ;ate base on tfae + Encouraging
wmcreased weight compensation
of the hog

__ Deduction
amount

Encouraging compensation varies from contractors.
It refers to the unusual support to prevent the expansion
of epidemic disease like PRRS, FMD, etc. Some compa-
nies focus on sterilization, for example, C.P. Vietnam

Source: Own survey

Company support 0.5million VND (25USD/production
cycle for the less than 250— pigs head farm, that amount
is doubled for farm raising the higher number of pigs.
The deduction of payment frequently refers to the use of
wrapping feed or drugs packages. Farmers must pay
from 300-500 VND for a package used at the farm. This
tiny amount is often concerned with the control for effi-
cient utilization of feed and drugs at the farm. In some
cases, farmers are required a payment if they use facili-
ties to exceed the standard amount negotiated as men-
tioned in Figure 5 and Table 5. Compensate and deduc-
tion base on the controlling maturity, weight, and feed
used. The differences between real feed consumption
ration (FCR) are identified for each production cycle. In
addition, the contractor prevents moral risk through this
calculation.

Inevitably, each company provides their own way to
prevent ethical risk. Farmers are not allowed to raise
another pig at the farm under contract. Pigs death or
culled belong to contractors that must be disposed. The
number of death or total weight of the pig culled out are
not calculated in the yield (output) for payment. This is
the sharing of both parties. The contractor covers the
cost of the breed, feed, medicine, and other facilities
while the farmer lost their paymen-yield and expense
for labor, energy, and others. Table 6 mentions the cop-
ing with the ethical risk of the contractees. In addition,
the contractor prevents the moral risk by controlling the
differences between standard and real Feed Conversion
Ratio (FCR). It is noted that an average production
cycle lasts around 90 days with the breeds used in cur-
rent contracts.
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Table 3. Summary of production specifications

FDI company

Domestic company

Shelter, pig
housing (piggery)

The contractor providing technical standard for
housing and design

The offering of a technical standard for housing
and design

Breeding

Exotic breeds (suckling, piglet) 18-30 days, minimum
of 4.0 kg of weight

Minimum weight in is 5.0 kg, the number of
suckling vary around 10%

Necessary inputs

Processed feed, vaccine, veterinary medicine, and
other facilities rather than veterinary tools...are
provided by the contractor. Cover of the packaging of
inputs is returned to the firms after use.

Provide according to contractor’s requirement;
Collecting all bottles, dreg, cans, or packaging of
feed, wrapping (pay 500VND/feed package for
using)

Technical support
and monitoring

Contractor send technical staffs directly to the farms.
Supports include disease prevention, monitoring and
supervising, encouraging the technical practice

Like the FDI companies; firms have its own way
to train and manage their staffs.

Postponing
(pausing time)

1-3 months if necessary

Specify in detail (see the payment rate)

Book-keeping and
auditing

Providing the book-keeping form to the farmer;
monthly checking the insufficient/exceeded amount of
pig head or processed feed

Provide book-keeping form; Weekly, insufficient/
exceeded the amount of pig head or feed

Environmental
protection

Support through the norms in Regulation of payment

No support; fee covered by farmers

Payment

Transferring to farmer’s bank account within 21 days
after finishing production cycle based on the yield (in
the receipt) and regulations of payment. Due to
negotiation about the production quality, the
transferring may be delayed.

Via transferring to farmer’s bank account; no
specific agreements

Contract to finish
and extend

The negotiation for extending is conducted 6 months
before liquidation; contractor must remove all facilities
out of farm while the contract is finished.

The negotiation for extending is conducted
6 months before liquidation

Source: Own survey

Table 4. Payment regulation for the contractee

Unat: VND per kilogram of hog increased

Items

FDI contractor

Domestic firm

Fix terms

Fix compensate for outsourcing fattening (VND)*
Managing grade (maximum 100 point) (VND/kg

R,

R,

R, Compensate for energy use

R, Compensate for environmental treatment
R,

Compensate for efficient utilization of animal feed
(D = FCR,.., — FCR, 0

R, Special rate if difference D less than —0,2
(or FCR, -FCR,,, >0.2)

‘standard real

R, Compensate for controlling mortality

R, Compensate for improving cooling system

R, Compensate for a contract signed since April 01st, 2008

(due to construction cost rising)

1600

100

150

150

Min -155, max
350

30-120

200 (max), specify in detail
300

530

2480
100
200
150

10*D*W

None

specify in detail

No specified

No specified

Note: * The fized term varies from firms, FCR: Feed Consumption Ratio

Sowrce: Own survey
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Fig. 5. Regulations on productions pausing and efficient use of feed.

Table 5. Compensate and deduction base on mortality and the average weight in

Unit: VND/kg of weight increased

Range of average weight in w (kg)

Mortality r (%) wl (5.0-6.5) w2 (6.5-8.0) w3 (8.0-12.0) wa (> = 12)
<=2 300 300 300 300
2-2.5 300 300 250 250
2.5-3 300 250 200 200

3.0-3.5 300 250 200 150

3.5-4.0 250 200 150 100

4.0-4.5 250 200 150 $=1000 (4-1r)q
455 200 150 100

5.0-5.5 200 150 §=1000 (5-1)q

5.5-6.0 150 100

6.0-6.5 150 §=1000 (6-1)q

6.5-7.0 100

70 §=1000 (7-1) q

Note: r: actual mortality (%), q: total weight increased of pig herd (kg), £: deduction (VND)

Table 6. Coping with ethical risk

Source: Own survey

FDI company

Domestic company

Amount of payment (million Vietnam Dong) if the
number of pig head is unequal to the one had been
signed in the contract:
£ (milion VND) = | SWPQ If W2 25 kg
3Qif4 <W < 25kg
where: W is the average weight of the entire farm at
the time ¢, P is the price of pig provided by the
contractor at the time ¢, @ 7s the number of pig
heads different from the contracted amount.

Amount of payment (million Vietham Dong) if the
number of pig head is unequal to the one had been
signed in the contract:

£ (million VND) = 8Q

where: @ is the number of pig heads different from
the contracted amount.

Amount of punishment (million VND) if the number
of feeds provided to the farm is unequal to the one
had been signed in the contract:

£ =5PQ
Where: P is the price of similar commodity provided
by the contractor at the time ¢

Amount of punishment (million VND) if the number
of feeds provided to the farm is unequal to the one
had been signed in the contract:

£ (million VND) = 0.04Q

Where: Q is the number of feed (kg) differs from the
contracted amount at time ¢

Source: Own survey
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Discussion

Formal contract agreements are adaptations of the
ones in industrialized countries. It widely used to govern
the production and marketing of agricultural commodi-
ties. Like in the US, EU pork produced has been mostly
been vertically integrated or coordinated through con-
tracts (Lawrence, Rhodes, Grimes, & Hayenga, 1997;
Rehber, 2007). Comparing to this alternative, contract
agreement retains higher profit intensive for grower
effort, on—farm diversification, and the use of localized
knowledge. Comparing to the spot market, contract
agreement is an essential tool for managing risk; con-
tracts provide incentives for farmers to invest in special-
ized equipment and skills to produce hogs with a desira-
ble attribute; and the contract can reduce procesing
costs of the firm by ensuring steady large flows of uni-
form agricultural products (MacDonald, 2015).
Contractor also develops an extra stable animal feed
channel via the contract farms. When the holding capac-
ity of hog increasing, the power of contractors in the
relation with hog traders, the slaughter, processors and
the modern retailers have been strengthened.

Contracts can reduce farmer risks, but that does not
appear to be the primary reason for their growth
(MacDonald et al., 2004). It does not cover the system-
atic correlated risk such as epidemics which expand to
the interregional of the country. The African Swine
Fever (ASF) has swept over Vietnam in April 2019 led
some of the contract farms into termination due to the
majeure circumstance (irresistible or unforeseen event).
The reduction of the market price in 2017-2018 is
another evidence. The scheme protects the contract
farmers, but contractors (as the large—scale hog holders)
must bear the losses if they do not have own processing
and distribution system.

The contract agreement may be considered as an
out—sourcing contract, where single farmers are taking
part in a specific production process of a firm. This also
can refer to an out—source labor agreement. However
there is no professional organization represent them in
negation with the company at the beginning or amending
agreements. Payment regulations do not specify clear
enough the standard feed consumption ratio, which
affects directly benefit of farmers. FCR standard is cal-
culated then put into account. In addition, the payment
regulation may not cover the opportunities cost of land—
own, adverse selections or the second-best options. It is
also necessary to reveal the decision making process of
farmers into a contract, and the contract enforcement in
the swine industry.

CONCLUSION AND POLICY IMPLICATION

Hog producers in Vietnam have suffered several
types of risks, of which epidemic disease and market
risks impact mainly. These are the correlated risks that
affect producers from farm-level to the interregional
scope of the country. Farmers have chased for the risk
prevention and mitigation strategies instead of the risk
coping through the market—based or government—based

instruments like livestock insurance, and hedging
because these do not exist or undevelop. Formal con-
tracts for the large—scale (hog and sows) farms are the
rational selections. Contents of contract agreement vary
between companies in some specific payment terms, but
they have similar characteristics. The formal contracts
include production management contract offering by
animal feed companies and marketing contract proposed
by the processors. Both have stipulated long—term vali-
dation, fixed-benefit, and prescribed responsibilities in
managing production, quality, and quantities of prod-
ucts. They also cover almost unsystematic risks of
small-scale producers. However, it is not the perfect
instrument due to the inherent limitation in solving the
structured risk of single mega—scale producers. The
development of the formal contract scheme has raised
the rationale for the future theoretical and empirical
studies to optimize contract scheme for actors involved.
In the un—existence of financial instrument for risk miti-
gation, contract farming, and vertical integration should
be promoted as essential tools for managing with risks.
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