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In the case of agricultural products with special attributes that are often difficult to measure, 
contract farming and vertical integration may lead to better control of inputs, resulting in 
more uniform product attributes and a reduction in the cost of measuring quality, grading, 
and sorting of the products (Martinez, 2002). To facilitate transactions in environments 
where spot markets fail to address information and institutional failure, contract farming and 
vertical integration are increasingly being adopted as a supply chain governance strategy. 

III. IMPORTANCE OF CONTRACT FARMING IN DIFFERENT STAGES OF MARKET 
DEVELOPMENT 

Based on stylized facts from developing countries across Asia, the importance of contract 
farming as an institution for facilitating market exchange differs at each stage of market 
development.  

Figure 1. Stages of Market Development and Contract Farming   

 

If contract farming is to be classified based on its main function, it could be summarized as 
follows: 

Stage 1. Transformation from subsistence to commercial agriculture: the main function of 
contract farming is facilitating transformation from subsistence to commercial farming. 

Stage 2. Development of agro-industry and crop diversification: contract farming is essential 
in the growth and development of the agro-processing industry. 

Stage 3. Mass production and spot market transaction: the market functions well, and the 
importance of contract farming is relatively limited. 

Stage 4. Product differentiation and globalization: contract farming functions as an institution 
to address market failures associated with product attributes in the globalized market. 

IV. BENEFITS TO FARMERS FROM CONTRACT FARMING 

A. Market Access 

The most important constraint faced by smallholders is the lack of assured market with fair 
price. For farmers, technical constraint in transforming from a traditional crop to a new crop 
is less inhibiting than market constraint. Therefore, one of the principal motives for 
smallholders to enter into a contract farming arrangement is the promise of a steady and 




