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Farm-AgribusinessLinkagesin South Africa: Empowering disadvantaged

communitiesthrough links with agribusiness

1. Introduction

The trend of maket-oriented reforms, following multilaierd trade liberdisation and
egpeddly dructurd adjustment programmes in developing countries, have led to the
increased integration of world markets (Reardon and Barrett, 2000). This has meant
that farmers in the developing world are now, more than ever, linked to consumers
and corpordions of the rich naions. Although mogt of the changes in agriculturd and
food makets ae taking place in deveoped countries they have far reaching
implications for agriculturd development efforts in developing countries.

The changes in food and agriculturd makets (the so-cdled indudridisaion of
agriculture) have influenced the need for higher levels of managed co-ordinaion. This
hes resulted in the introduction of different forms of verticd integration and dliances,
which have become a dominant festure of agriculturd supply chains. Allied to these
changes is a worldwide increese in consumer demand for differentiated agriculturd
products that ae reativdy labour intensve (Rhodes, 1993, Royer, 1995, Pasour,
1998).

These consumer demands, combined with the redity tha food safety issues are more
likdy to be a concern in the case of fresh food products, have led to mgor concerns
for developing countries Fresh food products which indude fresh mest, sesfood,
vegetables and fruits, account for haf of the vaue of totd food and agriculturd
exports from developing countries (Unneveher, 2000). The need to control for high
perishability and safe hendling requires speddised production, packing techniques
and refrigerated trangport, dl of which require large capitd invesments and dso
involves investment in research, devdopment, and maketing, which smdl ad
medium enterprises cannot eesily afford.



However, it is d0 true that it is often only the well endowed and skilled that hes the
ality to be pat of these co-ordinated maketing chans and dliances. There s
therefore, a danger that the requirements, qudity standards and food safety rules of
the consumers and corpordions (supermarkets) in the developed countries can act as
effective barriers to participation in the high vaue chains by smdl exporters and, to
ome extent, smdl producers. It is only a smdl number of famers in developing
countries that have the ability and luxury to be pat of these lucrative markets and for
them the reward is subgtantial.

Recent dudies of the managerid economics of indudridised agriculture  have
reveded crucd new indghts of the economic rationde for higher levels of managed
co-ordingtion as a choice of governance dructure. In conjunction with this, the higory
of verticd coordingion projects in devdoping countries has provided many lessons
and a reference framework againgt which future development can be evduaed. All of
these could pioneer a new goproach to improve our understanding of market access
problems facing famers in devdoping countries. This new approech, based on the
new inditutiona economic theory, agues, amongs other things that we now have
economic  actors engaging in transactions rather than a large number of aomidic
firms condtituting a‘ market'.

There ae sious concens about the ability of smdl fams and dso amdl
agribusness firms to survive in the medium term under these changing circumstances.
The process of indudridistion has cregted opportunities for smdlholders in
devdoping countries to produce horticulturd commodities under contract  according
to certan gspecifics (Kandiwa, 1999), but has the danger that smal famers will be
margindisad and exduded from high vdue makets (Reardon and Baret, 2000). The
chdlenge is thus to prevent this from happening and to find ways to link smdl
growers in developing countries to these high vaue makets It is argued that the
mgor route for continued survivd of amdl-scde fams, would, only be through a
rdiance on extend rather than intend economies of scde  through
networking/dustering and other forms of dliances This could be amongst smdl firms
or through edablishing links between smdl firms/growers and larger enterprises who
have dready overcome the mgor baries to market entry. These links are usudly



formdized through some form of contract Smilar to contract farming schemes
implemented in the developing world.

It is in this context that this study provides a firs undersanding of the naure of the
linkeges between farmers and agribusnesses in South Africa The focus is especidly
on famers from previoudy disadvantage groups of the South Africen population who
were denied commercid farming opportunities under the gpatheid regime. Thee
farmers face a double chdlenge to enter a very competitive domestic market as well
& having to ded with the chdlenges posed by the process of agriculturd
indudtridisation. The only way empowerment of these farmers could teke place is to
ensure some form of linkage with agribusness (induding traders, market agents and
the traditiond range of vaue adding enterprises in the food chain), which will secure
merket access for them on a sudainable bass After discussng the characteristics of
the South African agriculturd and agribusiness sector the paper presents a number of
cae dudies to illudrae the nature of the linkeges famers from disadvantaged

communities have with the commercid agriculturd market and various agribusinesses

per se.

2. Agribusinessand its place and rolein the South African economy

230verview of policy changes in the agricultural and agro-industry sector

Until early in 1998 the marketing of most agriculturd products in South Africa was
extendvely regulaed by daute. One of the man charecterigics of the control that
was exercised was isolation from world market forces. Mogt products were regulated
under the 22 marketing schemes introduced from 1931 and especidly from the time
of the 1937 Maketing Act, dthough some products incduding sugar, wine and
odriches, were regulated by those industry’'s own inditutions under separate
legidation.

Beginning two decades ago, the industry faced increesng pressures for deregulation,
a process that was accomplished in two phases over this period. The mgor change in
the fird phase was the extensve deregulaion of date agriculturd marketing schemes
within the framework of the Marketing Act of 1968. The origins of this change can be
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found in the shift in monetary policy in the late 1970s and fiscd draegies in the
1980s, which undermined the complex <ructure of protection, price support and
coss-aubsdies on which the sysem of agriculturd support was founded. Yet
isolation from the world market, accompanied by the incressed isola@ion of the
country in socid, culturd, politicd and intdlectud spheres during the 1980s meant
that the deregulation steps that did teke place were amed a the domestic market
(Vink and Kasser 1991, Frands and Williams 1991; Vink, 1993; Kirden and van
Zyl, 1996; Vink, 2000). Further, the market in Africa was not conddered to hold any
red potentia, partly because it was regarded as too smdl, but mogly because of the
anti-gpartheld measures that were in place. Foreign trade ill largdy conssted of
managing imports and exports in order to manipulate domedtic prices (eg. maize,
whesat), or of monopoly export schemes (eg. for fruit). The firs red Seps in opening
the agriculturd sector to world market influences came with the Marrakech
Agreement of the GATT in 1993, when dl direct controls over agriculturd imports
were replaced by tariffs.

The government of nationd unity, dected in 1994, ushered in new policies across the
entire range of dae activities In agriculture, some tended to follow the direction of
changes dready under way (Hdl and Williams, 2000). Mgor direct policy changes
had to wait until after the Nationd Paty, ad its Miniger of Agriculture, Kraa van
Niekerk, withdrew from the government in 1996. New policy initigives included the
land reform programme; laws protecting agriculturd  workers and labour  tenants
agand eviction and extending therr rights liberdization of internationd trade and
agriculturd marketing; the Marketing of Agriculturd Products Act, No 47 of 1996; a
new rurd devdopment policy; and inditutiond regtructuring in the public sector. The
purpose of the reforms was to correct the injustices of past policy, principaly through
land reform, to direct agriculture towards a less capitakintensve growth peth, and to
enhance its international competitiveness. South African agriculture has now taken its
place as a fully integraled member of the globd trade environment, and its trade
patterns have shifted considerably over the past decade.

The South African Agricultural and Food Sector

Until the agriculturd potentid of the SADC region is exploited, South Africa will
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produce more, and hence be in a better pogdtion to trade in internationa markets, then
its regiond neighbours. The dructure of output in South African agriculture is shown
in Teble 1 bdow. Given tha mogt of the country is unsuited to cultivation, it is no
aurprise that the largest component of production comes from livesock, with fidd
cop production margindly larger then horticulture. As  expected, production per
hectare is far higher in the horticultura sector, followed by fied crop production.

Fed crop sector has been mog affected by the process of deregulation. Fied crop
production has dedined from dmogt hdf of totd output in the three year period
centred around 1978/79 to less than a third in the threeyear period centred on 1999.
In this time animd production increesed its share somewhat, while horticultura
production increased its share by 10 percentage points.

Table 1: The value of commercial agricultural production in South Africa(1999)1

Grossvalueof Number of [ Number of | Output (tons)| Production | Physical output
production (R'000) farms hectares (R per ha) (t per ha)

Maize 5,484,468 3,868,000 10,613,000 1417.91 274
Tobacco 437,720 16,000 29,700 27357.50 1.86
Cotton 144,905 51,000 167,692 2841.27 3.29
Soyabeans 196,179 94,000 152,600 2087.01 162
Field crops 13,666,600.00 11,992 9,528,309 1434.32

Horticulture 11,714,500.00 8,039 3,898,486 3004.88

Cattle daughtered 3,983,215 495,000

IJAnima production 18,938,700.00 31,442 63,384,734 298.79

Total 44,319,800.00 60,938 82,209,571 539.11

1 Note: During mid 2002 the South African Rand traded at roughly R10 against the US dollar
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The data in Table 2 show the trade performance of South African agriculture over the
past two decades. The first observation is tha agriculturd exports have grown rapidly,
expecidly from 1990, but that agriculturd imports have grown even faster. The
second obsarvaion is that, despite this rgpid growth, South Africas totd exports and

imports have been growing even fadter.
Table2: Trendsin South Africa’sagricultural exports, 1980 - 1999

1980 1990 2000

Exports
Total SA exports (Rm) 199154 60 770.0 253809.0
Tota agricultura exports (Rm) 20525 5289.8 15819.0
Agriculturd exports as % of total exports 10.3 8.7 6.2
Imports
Tota SA imports (Rm) 143813 441415 2279180
Agriculturd imports (Rm) 369.2 2203.3 9,643,7
Agricultural importstotal imports (%) 2.6 50 42
Exports+imports/Total production (%) 34.5 34.5 57.5
Sdes in the South African manufacturing sector grew by some 25% per aonum in
red terms in the period 1996-2001, a rate close to the overdl red reate of growth of the
economy. By contragt, sdes of the food and beverages indudtries grew by about hdf
that rate, making it one of the wors peformers in this sector. Recent sales growth in
this subsector has been third highet among the components of the manufacturing
sector. Production in the food and beverages group accounted for about 18.5% of tota
manufacturing output for the country in 1996, while employment was 15.9% of totd
manufacturing sector employment and the wage hill 135% of totd manufacturing
sector wages A more detaled breskdown of the subsector is provided in Table 3,
while the degree of concentration in 1996 is reflected in Table 4, the most recent
avallable data
Table 3: The South African food and bever age sector

Sales (Rm) Employment Exports(R’000) Imports(R’000)
1994 78079 225527 6205634 5524284
1995 80131 219155 6752412 6291720
1996 83886 221426 8286938 6625716
1997 83607 209686 8247898 7471358
1998 81896 201594 9061613 6989492
1999 81759 203211 9122024 6468007
2000 79757 187882 10270184 6556806
2001 84689 184187 12225957 6742894

The South African agrofood complex, which condgts of primary production plus the
input and agroprocessing sectors, accounts for around 14% of the GDP. In 2000 the
agro food complex exported about R16 hillion worth of primary and processed food
products, or nearly 10% of South Africas totd exports Almost dl the productive and
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socid  activities of rurd towns and service centres ae dependent on  primary
ayriculture and reated activities. This indudes increesingly popular and economicaly
sgnificant agrotourism and game faming activities. Teking al of this into account it
is true that more than haf of the provinces and about 40% of the country’s totd
population are primarily dependent on agriculture and its related indudtries.
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Table4: An overview of thefood and beverage (agribusiness sector) in South Africa, 1996

No of Relative contribution of - Paid Salaries Intermediate Value Capex on Herfindahl
firms employees and wages Output consumption added new assets | Hirschman
Major group and subgroup (Rm) indext
4largest 10 lar gest No
firms firms Rbn

Major group - meat, fish, fruit, 480 0,1957 0,3678 70333 1962 13142 10366 2776 0.339 0,0188
vegetables, oilsand fats

Saughtering, dressing, packaging livestock 149 0,46838 0,6358 13731 324705 2610 2184 0425 0.034 0,0661
Prepared and preserved megt 119 0,5591 0,7114 13461 269 766 1939 1501 0.438 0.050 0,0989
Canned, preserved and processed fish 46 05778 0,7924 11862 272 275 1333 0.789 0544 0.144 0,1346
Canned and processed fruit and vegetables 157 0,3498 0,5497 25321 552 940 3685 2831 0.854 0.067 0,0482
Vegetables and animd oils and fats 16 0,6520 0,9779 6008 272303 3575 3061 0.514 0.045 0,1319
Major group - Dairy products 113 0,6843 0,8005 21933 852 474 5980 4646 1334 0.184 0,1598
Processing of fresh milk 46 0,7079 0,8350 9002 286 451 1960 1491 0.469 0.048 0,2430
Butter and cheese 17 0,819 09743 3032 155 379 1502 1160 0.315 0.034 0,1923
Ice cream and other edibleice 45 0,6007 0,7628 2144 68910 0428 0.345 0.083 0.040 0,1293
Milk powder & other edible milk products 13 0,8700 0,9986 7755 341734 2090 1650 0.441 0.062 0,2742
Major group - Grain mill products, 283 0,3604 0,5636 25161 0.957 12 708 10648 2060 0.363 0,0457
Flour 209 04258 0,6481 16 228 0.592 7643 6350 1293 0.187 0,0648
Breakfast foods, starches & starch products 8 0,9544 - 2126 0.103 0.967 0.688 0.279 0.145 0,3005
Prepared animd feeds 2 0,3727 0,6076 6807 0.262 4098 3610 0.488 0.032 0,0522
Major group - Other food products 821 0,2613 0,5331 74116 2571 15414 11086 4328 0.583 0,0323
Bakery products 522 04526 0,6262 31228 0.881 4224 3003 1221 0.199 0,0609
Sugar, golden syrup and castor sugar 7 0,9856 - 15304 0442 3565 2583 0.982 0.121 0,3098
Cocoa, chocolates and sugar confectionery 72 0,7287 0,8237 10148 0.475 2194 1522 0671 0.095 0,1676
Coffee, coffee substitutes and tea 15 0,8038 0,9580 3379 0.121 1399 1073 0.325 0.061 0,2060
Nut foods 31 05129 0,7598 1190 0.021 0.123 0.091 0.033 2518 0,0020
Other not e sewhere classfied 182 0,3719 0,5012 12 867 0.630 3909 2814 1096 0.104 0,0471
Major group - beverages 163 0,4556 0,7455 36 028 1840 14 639 10132 4507 0627 0,0760
Distilling, rectifying and blending of spirits 97 0,6926 0,7812 12 566 0458 4552 3548 1005 0.253 0,1386
Beer and other malt liquorsand malt 23 0,919 0,9756 11 497 0.738 5944 3863 2081 0.228 03777
Soft drinks;mineral waters 43 0,7355 0,9142 11 965 0.644 4143 2721 1422 0.146 0,1876

Source: Vink, Tregurthaand Kirsten (2002)

Anindex of between 0.10 and 0.18 represents amoderately concentrated market.

1




Table 5 shows that the South African food and agriculturd industry as a whale is
margindly competitive when messured by the Reveded Trade Advantage, a messure
based on the share of the country’s net trade in a specific commodity relative to its
totd international trade. The RTA for 1998 was 0.33, dthough it has improved from
1992 onwards, a period that coincides with the deregulation of agricultura marketing.

Table5: Compar ative advantage in the South African agro-food industry

RTA 1998 RTA 1997 Trend Trend
1980— B 1992 - B
Nationd competitiveness 0.33 0.17 = +

Note: ‘+ Pogtivetrend; ‘- negativetrend; ‘=" constant trend

Table 6: Compar ative advantage of sdected agro-food chainsin South Africa

Chain Product RTA 1998 RTA Trends Trends

1997 1980 - B 1995- 98

Cotton chain Cotton seaed -6.23 -5.62 - -
Qil of cotton seed -0.53 -2.55 - -
Cakeof cotton seed -26.74 -12.01 - -
Cotton lint -159 -1.24 = -
Cotton carded and combed 0.31 -1.70 - +
Cotton linter 0.42 021 = +

Tobacco chain Tobacco leaves 0.06 -0.83 = +
Cigarettes 0.59 0.42 + +
Tobacco products -0.15 -0.03 = =

Potatoes chain Potatoes 0.85 0.86 + +
Potatoes, frozen 0.07 0.05 = =

Tomeatoes chain Tomatoes 0.13 0.07 = =
Tomatojuice 0.36 -0.08 + +
Tomato paste -0.07 -0.06 = =
Peded Tomatoes -0.57 -0.78 = =

Beef chain Cattle -1.46 -3.76 - +
Beef and ved 0.23 -0.13 = +
Beef dried st smoked 0.19 0.34 = +

Maize chain Maize 244 372 + +
Flour of Maize 28.55 10.10 + +

Soybean chain Soybeans 0.17 -0.11 = +
Qil of Soyabeans -0.85 -043 = =
Cake of Soyabeans -1.62 -1.53 - -
Soyasalce -0.30 -027 = =

Sugar chain Sugar (Centrifugd, Raw) 8.88 3.00 + +
Sugar refined 2.08 1.86 + +
Sugar confectionery 0.32 0.39 = =
Maple sugar and syrups -0.02 -0.03 = =

Source: Esterhuizen (2001)

3. Linking poor farmerswith agribusinessin South Africa
Due to its higorica legacy South African agriculture is charecterised by extreme
dudism, which is not reflected in the overview presented in Section 2 above. There

ae aound 50 000 lage commercd fames who ae predominantly,
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exdusvdy, dravn from the white population. Commercid fams employ about 1
million workers, which is 11% of totd formd sector employment in the country.
Many of these workers live on commercid fams and their children receive education
in fam schools These commercid fams compare very wdl with the large fam
enterprises in the US where packing and processng is sometimes done on the farm.
Many fames have recently moved to contractud arangements with larger
processng and retailing companies to secure markets and less voldile prices. On the
other hand retallers and agribusness nowadays prefer such arangements in order to
ensure relisble supplies and less fluctuation in prices (s we discussed in the
introduction). This trend has been very apparent following the process of abolishing
the controlled marketing arrangements in the country in the post 1994 period. The
linkages that have emerged range from formd ddivery contracts to production under
drict indructions to informa marketing arrangements.

Apat from the large-scde commercid farmers, there are dso 240 000 smal farmers
(mainly black) that provide a livdihood to more than 1 million of thar family
members and occasond employment to another 500 000 people Thee famers
supply locd and regiond markets where large numbers of informd traders meke a
living. Furthermore, an esimated 3 million households who are primary located in the
commund aess of the former homeands, produce largdy to mest pat of ther
family’stotd needs.

With the change in the political dispensation there has been a need to commercidise
the agriculturd activities of these households Some ealier efforts by paredatd
devdopment corporations and some agribusnesses ae  commendable but  the
chdlenge of black empowerment in agriculture is so huge tha much more needs to be
done Improving on-fam productivity for increesed sdes could be one way of
dimulating commercid activity and thereby linking them to markets However our
experience with devdopment efforts over the years has dealy shown that this
goproach is not sufficient because access to markets (and finance) seems to be more
important for economic success. Poor developed links with markets (and thus with
agribusness per definition) have reduced incentives in agriculture to such an extent
that farmers in many cases have a@andoned farming activities. This has been a mgor
problem not only amongst famers of perishable commodities such as dary, fruits and
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vegetables but dso amongst grains, oilseeds and beef. The lack of market access is
often dtributed to poor infrastructure and communication. But someimes it is just
poor qudity or quite often lack of trust that crestes the perception that these farmers
products do not comply with the basc minimum requirements in order for it to be
0ld.

It therefor becomes quite important for agribusness in South Africa to develop
dronger links with disadvantaged faming communities to ensure that true economic
empowerment materidises. It is argued that some specid actions from the busness
community are needed to tackle this mgor chdlenge in South African agriculture
Maybe the lessons emerging from this paper can make a contribution in this regard.

Over the years agribusness have inveded in some initiatives to ensure a much
dronger engagement of famers in disadvantaged communities in the production of
epecidly indudtrid crops such as sugar, tea, cotton and timber. Latdy there have dso
been a number of initigtives by agribusnesses and some fadilitators to provide more
and better market opportunities for dissdvantaged farmers in the production of
tomatoes, other vegetables wine, fruit, grains wool and livestock. These are dl new
initiatives and as a result we will not be able to document it here. For that reason we
present only the following cese dudies to illustrae the nature of the links of smadl-
scale farmers with agribusiness

Smadl-scde sugar farmers linked to a sugar mill
A group of andl-scae timber growers linked to amgor timber canpany
Smadl-scae out-growers for alarge tea company

In addition we dso bhriefly discuss a very nove agpproach or concept to link smdl-
scde grain and oil seed producers to the market. These producers are poor, do not
have collaterd and are therefore exduded from producing grans and oilseeds on a
commercid scde By linking the credit market, input market, output market and the
futures market thisis now made possible.
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We gpproach the andyss of the case dudies from a dorict New Inditutiond
Economics perspective. This gpproach dlows us to unpack the naure of the
arangement in a much more gructured framework and dso enables us to debae the
gopropriateness of the current arrangement given the characterigtics of the product,
transactionsand the partners.

3.1 Creating Opportunities for small-scale sugar farming: The case of the
Transvaal Sugar Company.

3.1.1. Introduction

The South African sugar indudry is regulaed by the Sugar Act (1978), which grants
dautory powers of sdf-government to this sector of the agricultura economy. The
afars of the sugar indudry ae controlled by the South African Sugar Association
(SASA) who adminigers the production and supply of sugar cane to the millers and
ds the production, marketing and didribution of sugar. The prindpa sugar growing
aess of South Africa primarily indude Kwezulu-Natd, Mpumulanga and the Eastern
Cape where the dimatic conditions are more favourable for the growing of sugarcane.
The South African sugar industry produces an average of 25 million tons of suger in
2000/1 of which 50% was exported to markets in Africa, the Middle East, North
America and Ada Thee exports contributed R 1.9 hillion to the country’s foreign
exchange earnings. The sugarcane industry directly enploys approximady 85 000
people and provides employment for an additiond 265 000 in indudries tha are
linked to this sector of the economy. The number of growers and area under sugar
cane ae illudraed in Table 7. South African cane growers produce over 23 million
tons of sugar cane annudly that ae processed in 15 different milling area Large
growers (3%) ae reponsble for over 70 % of sugarcane produced whilst smal
growers (97%) account for less than 30%.

Table7: Cane Areaand Number of Sugar Growers

1999/2000 2000/1
Growers Numbers % Area(ha) % Numbers % Area(ha) %
Smdl Scde 51 439 96.7 82831 19.6 50561 96.6 | 83482 19.6
Large Scde 1744 3.3 338806 80.4 1799 34 [ 343116 804
Total 53183 100.0 421637 100.0 | 52360 100.0 | 426598 100.0




Transvad Sugar Limited (TSB), which employs around 4000 people, wes founded in
1965 and operates in the province of Mpumdanga with offices in Johannesburg and
Durban. TSB is a 100% owned subsdiay of Hunt Leuchars and Hepburn (HL & H)
which, in turn, forms pat of the Rembrandt Group of companies The company hes
the cgpacity to produce 350 000 metric tons of sugar annudly from its two factories
and sugar production has increased from 109 500 meric tons in 1975/76 to the current
levd of approximady 300 000 meric tons in 2000/l. Assets employed have
increesed from R 805 million in 1986 to R 586 million in 1995 with an edimated
current replacement value of R 2.3 billion.

The sugarcane supply-processng operation of the Transvad Sugar Company conssts
of the factory processng operation and a range of growers. The factory processng
operdion consgts of two sugar mills. The firg mill is located a Maddane and the
second mill is located south of Komatipoort both in Mpumdanga The growers
include the company edtates and a range of contracted large-medium and smdl-scale

suppliers'growers.

The differences between the types of growers can largely be categorised on the basis
of the differentid fam sze and the level of capitd invesment (See Table 8). In the
caxe of the company edaes the milling company fam large tracts of land. This
operation is caegorised by a moden cepitakintensve mono-cropped  sugarcane
production sysem with high levels of management input and control. The second
caegory of grower, namedy, contracted medium-large growers, are dso characterised
by a modern capitakintensve mono-cropped sugar cane production sysem with high
levels of management inputs. These fames are contracted to the Transvad Sugar
Company by way of a long-term specification contract and supply in excess of 64 %
of the totd volume of sugarcane ddivered to the two mills. Mogt of these farmers
operae fams that are in excess of fifty hectares and in many cases, sugar cane is one
of the fam enterprises together with sub-tropicd fruit and vegetables. These farmers
ae lagdy autonomous and the growing and delivery of sugarcane is sdf managed
with ad hoc inputs from the agriculturd divison and the factory cane supply divison
who co-ordinates the timing of the harveding and ddivery operaions The third
caegory of grower, namey the contracted smal-scde growers, includes in excess of
1000 gmdlscde fames bdonging to thirty-two different supplier groups. The
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average fam dze of these growers is 6.8 hectares with the smalest farm recorded as
around 3.7 hectares and the largest 30 hectares.

Table 8: A profile of thedifferent growers

Komati Mill MaldaneMill Total
Grower Category Area % Area % Area %
Company Estate 7475 32 45 2 7932 18
(number) (©)] @ 4
Total Private 13465 58 14140 72 27605 64
(number) (70) (70 (140)
Small-Scale 2329 10 5144 26 7473 18
(number) (>300) (750) (>1000)
Total 23269 100 19741 100 43010 100
(number) (>373) (821) (>1194)

3.1.2 The Supplier Contract

The contractuad arangement between out-growers and the Transvad Sugar Company
(TSB) is controlled by a cane ddivery agreement. All growers must adhere to the
conditions and obligetions that are specified in a comprehensve specification contract
that binds the respective paties over long periods of time. The price pad to out-
growers is determined by the specifications of the South African Sugar Associaion
who determine the grower-miller split from the proceeds of sugar sdes. Clauses nine
to twelve cover trandfers of aress, rights and amendments to the contract whilst clause
thirteen dipulates the terms of the contract as a result of a force majeure Clauses
fourteen to saventeen outline the conditions of termination, default, jurisdiction and
arbitration respectivdy. Findly, dauses eighteen to twenty outline the procedure of
notification, cesson and miscellaneous issues.

3.1.3 Transaction Characteristics

The transaction characteridics of the cane supply operations are illudrated in Table 9.
The processng of large volumes of a perishable commodity like sugarcane requires
the coordinaion of the activities of the growers with the optimum use of high fixed
cogt processing facilities that are unique to the sugar industry. The volume of supply,
the nature of the suppliers and the industry specific nature of the processng plant and
equipment, in turn, influences the dynamics of the firm's transactions. In order to
identify and evduate the transaction characteristics of the supply chan a number of
assumptions were made. The annud number of sugarcane ddiveries to the mill was
employed to determine the transaction characterigic of frequency whilst the vaue and
co-ordination requirements of company fixed assets was used as a basis to determine
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aset gpecificity. The transaction characteristic of uncertainty has been evduated on
the bad's of andysing the conditions of supply.

Table 9: The Grower-Processor Transaction Characteristicsfor 2000/1

Transaction Characteristic Total/Quantity

Hectares 42 268

1. Frequency

Tonnage Crushed 3800000

Number of Ddliveries 136 000

Adminigtration High

Tons per transaction 246

2. Asset Specificity

Co-ordination Leve High

Vaueof Plant R 2.3hill

Agricultural assets >R 500 million

3. Supply Uncertainty Medium-high
Processing High
Downstream High

Transaction Frequency

The TSB milling operation processes around 19 000 tons of sugarcane per day or an
annud volume of around 3.6 million tons of sugarcane tha are trangported by way of
136 000 ddiveries The continuous nature of the processing operation, combined with
the large volumes of sugarcane processed and the pershéble naure of the raw
commodity, do not dlow the processor to dockpile sugarcane. On the bass of this
evidence, this sudy has concluded that the transaction characterisic of frequency
should be dassfied as high.

Asset Jecificity

The mill group currently employs over R500 million of fixed assts a gross book
vadue These assets have a current vaue in excess of R2 hillion and are highly specific
with low opportunity cost outsde the sugar indudry. The assets moreover, ae
rdaivdy immovable and ae dso dte specific as they have been centrdised in
relation to the company edtates and out-grower suppliers. Conversdly, the assats of the
contracted growers condst largely of irrigation and generd farming equipment thet
can be gpplied rdatively more eedly outdde the sugar indudry. The factory assets
adso demondrate high levels of assat specificity as a result of the need to mantain
condant use of capacity. TSB management is required to manage and co-ordinae the
havesing and ddivery of sugarcane from the company edaes over 140 medium:
large scde commercid famers and, in excess of, 1000 smdl-scde growers. On the
bass of the vdue of sugar specific plant and equipment, combined with the high leve
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of co-ordingtion required to synchronise the sugarcane supply-processng operation, it
is quite evident that high levds of asst gpedificty exig in the supply chan. The
milling company has therefore some vested interes in ensuring good redationships
with the growers due to the fact that many (especidly the larger growers) can essly
switch to higher vaue enterprises such as mangoes and ditrus if the incentives in

Sugar are not gppropriate.

Uncertainty of Supply

The uncertainty of sugarcane supply is a function of the rdiability of the growers
combined with the uncertanties of agronomic and dimatic vaidiles Because the
supply of sugacane from the company edaes is intendised in the company
gructure, low levels of uncertainty attach to this category of supplier. The rdiahility
of supply from contrected growers, however, is often a function of dternate
opportunities and sugar prices tha ae druck in voldile makets The leved of
uncertainty atached to this category of grower is, therefore, higher than the company
edtates The high fixed cos naure of the processng operation, moreover, dso
promotes uncertainty because of impact this has on the voldility of cash flows (Drury,
1996, Horngren, 1999). On the bads of this evidence a low to moderae leve of

uncertainty is assumed.

3.1.4 Thegovernance sructurefor the sugar supply chain

The process of maching a st of transaction characterisics with the optimd
governance dructure (i.e how the supply chan and the links with growers ae
managed) is a centrd tenet of transaction cost theory. Organisions that have
transaction characteridtics that reflect high levels of asset specificity, combined with
the need to carefully coordinade a complex input-output function, require higher
levels of managed coordindion than the open maket mechaniams (Williamson,
1981; 1996; 2000; Petersen & Wysocki, 1997; 1998).

Table 10: Governance structure: Grower-processor links

Theoretical optimum/ Spot Market Specification Strategic Formal Co- Full Vertical
Actual Structure Contracting Alliance operation Integration
(82%) XX XX (18%)
Level of managed co-ordination 0% Low Intermediate Int./high High
Governance Form Contract TSB Company
Growers Edtates




In the case of sugar production the transaction charecteridtics suggest an optimum
dructure somewhere between specification contracting  (usng  outgrowers  with
contracts) and full verticd co-ordination (full ownership of production and control) on
the veticd co-ordingion continuum reflected in Table 10. The actud organisaion
dructure of sugarcane supply in the case of TSB, however, digplays an aggregated
dructure that is doser to specification contracting than full integration because 82% is
acquired by means of grower contracts.

The Transaction Cost of Supply

The objedive of this section is to demondrate that the transaction cost of smdl-scde
growes exceeds that of medium and large-scde growers in the TSB cane supply
operations. Table 11 outlines the type of transaction, as wel as, an obsarvation as to
whether the company incurs any transaction cods with smdl famers (SF) and/or
MediumLage Growes (LF). The TSB depatments involved in the various
transactions indude the Smdl Commercid Famer Depatment (SCG), the
Agiculturd Divison (AG), the Cane Supply Divison (CS) and the Adminigtration
Department (ADM).

The differentid cost of the smadlholder supply operation, in generd, is illusrated by
the anud budget of R3.2 million of the smal fam department of the company. The
TSB grower transactions incude sebup transactions  cultivation  transactions,
haveding and ddivery transactions and adminidratiion transections.  Frdly,
gndlholders incur higher leves of dat-up cost. Start-up transaction cost is incurred
by al contracted growers with respect to the initigtion of the contract. However, only
grdl-scde famer projects receive high levels of company assdance with respect to
ther interaction with locd authorities, asssance with financing, training, land
preparation and the inddlation ad maintenance of irrigation equipment. Medium and
large growers, lagdy, <df edablish therr legdity and ability to be engaged as
contracted suppliers. Secondly, smdlholders incur higher levels of transaction cogt in
dl phasss of the growing operdtion Smdl-scade growers, again, require higher leves
of company inputs from the agriculturd (AG) and sndl fam commerdd (SCG)
depatments with respect to the planting, weeding, fetilisng, irrigation and ripening
of cane. Smdl-scde growers, moreover, reguire higher levds of company inputs to
guide and co-ordinate harvesting and ddivery transactions. Conversdy, larger famers
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interact on an occasond bads with TSB with respect to growing technologies
Although larger famers dso receive regular vidts from the TSB cane supply (CS)
depatment, transaction cost for the company when deding with the smdler growers
is much higher.

Fndly, sndlholdes dso incur higher levds of adminidraion cos per ton ddivered.
A sample of lage medium and smdl-scde suppliers accounting  transactions is
illudrated in Table 12 for the period 2000/1. The adminidration of suppliers
accounts is managed by way of a creditors system that generates a weekly payment, in
cheque form, for the weekly tons ddivered to the mill. The creditors sysem dso
adjugts this payment if the supplier has drawn items from dores. Large suppliers, for
indance, only generated 76 accounting transactions agangt a ddivery volume of
4784055 tons for the 2000/01 season. Conversdly, medium Sze supplies ddivered
10 62369 tons againg 138 accounting transactions and smdl-scde suppliers 978.0
tons againg 26 accounting transactions. The transaction codt, dated in terms of tons
per transaction, indicates that large growers ddiver over 613 tons before an
accounting transaction is generated whils the medium suppliers ddliver 76 tons per
accounting transaction and smdl-scale growers 37.6 tons per transaction. Smaller
growers, in this regard, generate differentid levels of adminigration cogt, in the form
of accounting transactions, because they make more use of inputs from the company
dores and, TSB, in cetan indances, s&ts up and adminigers their savings accounts.
This case dudy concludes that amdl-scde farmer transactions exceed those of larger
suppliers, principdly, because of the digoroportionate leve of company input in the
start-up, growing and adminigration phese of the cane supply operations The
incremental cogt of deding with different suppliers has dso not been identified in the
TSB records, which smply record these activities as overhead expenditure.

Table11: Cogtsfor grower-processor transactions

Transaction Small-scale Growers Large Grower's

TSB Start Up Cost Volume Department Volume Department
Contract Authorisation High Vol. SCG, ADM, Medium volume ADM
Assistance with authorities High Val. SCG No No
Assstance with financing High Voal. SCG No No
Training Costs High Val. SCG No No
Land Preparation Inputs High VVol. SCG No No
Irigation inputs High Val. SCG No No

Cultivation
Planting High Val. AG, SCG No, Occ. AG
Weeding High Voal. AG, SCG No, Occ. AG
Fertiliser Application High Val. AG, SCG No, Occ. AG
Irrigation High Voal. AG, SCG No, Occ. AG
Ripening High Val. AG, SCG No, Occ AG




Harvesting and Ddlivery
Harvesting High Vol. CS, SCG Low Val. CS
Extraction High Val. CS, SCG Low Vol. CS
Transport High Vol. CS, SCG Low Val. CS
CaneReceiving High Val. CS, SCG High Vol. CS
Adminigtration Vey High ADM High ADM

Table 12: Volume of Accounting Transactionsfor 2000/1

Supplier Annual Tonnage Accounting Transactions Tonsper Transaction
Smdl 978.0 26 37.6
Medium 10 623.69 139 76.4
Lage 47 840.55 76 613.3
Total 5944224 241 246.7

3.15 Grower Performance

The grower paformance, andysed between 1998 and 2001, indicaes that amdl-
holder production efficency meaiched that of the company edates in this period. The
cost gtructure of TSB and the four sets of sdected farmers, athough ©mparable from
a totd cost perspective, is sgnificantly different in terms of operating and overhead
cod. TSB digplays a totd oveheed cost of R27 pear ton whilg andl-scde fam
overhead cogts have been esimaied a R13.30 per metric ton. The smdl-scale growers
appeared to contract more efficiently for a range of field and trangport services than
the company edates. Conversdy TSB displays totd operating costs of R86 per ton
compared to smdl-scde grower cods of between R9% and R100. The company
edaes gopear to have lower cultivating codts than the smdl-scde farmers indicating,
somewhat paradoxicdly, that the estate productivity exceeds that of the family farms.
This could be patidly explaned by the fact that the production of sugarcane is not
paticularly labour intensve and that smdl-faamers may need to incur incrementa
codt for the use of mechanised inputs.

Although we have andysed only the nature of the linkages here we should in dosing
ds refer to the tremendous impact the smal-scde grower programme of TSB had in
the Nkomazi vdley. Since the mill & Komatipoort was erected and the irrigetion
infragtructure  established the physcd and socio-economic  landscape  transformed
within 2 seasons. The link of smdlholders with the Suger Company hes improved
livdihoods and dlevigled poverty in many households in the community. The
multiplier effects are dso visble as more smdl enterprises got established. Thus a
large bendfit for the community has maeridised out of smdl-grower agribusness

linkage.



3.1.6 Summary and Concluson
The case dudy is an example of a successful smalholder contracting arrangement in

the sugar indudry. The reaults illustrated that the transaction characterisics of the
cane supply-processng  operation influenced the levd of managed co-ordination
required, that smdl-holders incur higher levels of transaction cost and that they are
ale to compete, in teems of production efficiency, with larger contrected growers.
The usefulness of these results can be debated from a number of perspectives. Firdly,
the use of transaction cost theory can contribute to a more informed process of
secting the right levd of managed co-ordination for a given st of contractud
conditions. Secondly, the case dudy dealy demondrated that differentid smadl-scade
farmer transaction cost could be broken down into cost dements. This can be useful
in a number of ways Incrementa codt, once identified, can be charged back to the
grower, form the bads of an agribusness gpproach to the dtate for assstance or,
lestly, provide the motivation to organise famer inputs by way of a famers
asociation. These findings can be used as a bads to convince agribusiness that small-
scae operators can operde as vidble busness partners and a the same time create an
economic externdity to the benefit of the whole of society.



3.2  Small-Scale Growersin the Timber Industry: Sappi’s*“Project Grow”

3.2.1 Introduction

The South Africen foredry indudry is an important player in the South African
economy. This indudry condsts of two primary segments, namely, the growing of
timber, which fdls into the agriculturd sector and the processng of timber, which
fdls into the manufacturing sector. The timber industry contributed a totd of two
percent of the totd naiond gross domedic product in 2000/1. This contribution, over
a twenty two-year period, has grown from 1.4 % in 1979/80 to its current leve. The
growing of timber, currently, contributes towards around 8 % percent of the nationd
agiculturd gross domedtic product and the manufecture of pulp and paper products
accounts for 9 % percent of the nationd manufacturing gross naiona product. This
indugtry, moreover, makes a ggnificant contribution to foreign trade and foredry
products generated an annud net trade surplus of R 3.3 hillion, or 8% of South
African exports, in 2000/1. The industry has demondrated a consgent annud growth
of 8% over the last ten years and is one of the mog internationdised indudries in the
South African economy.

The South African forestry sector is a mgor employer of labour in South Africa In
2000/1 the industry employed 135 000 people who were either engaged in the primary
production of timber or the processng of wood. This sector employs 57 % o the
totd working population and indudes the support of over two million dependants
many of whom live in rurd aess The edimated linkages effect generated by the
indusry would suggest an average mutiplier of four resulting in a totd employment
paentid of 500 000 people The indudry, moreover, is a mgor contributor towards
the devdopment of rurd infrestructure and provides R 15 million per aanum to the
provison of housng and R 40 million per awnum to the provison of hedth care
Other contributions to rurd infragtructure indude R15 million per annum towards the
provison of schooling and bursaies and R10 million per annum towards the

maintenance of provincid rura roads.

The South African forestry indudtry, with a capitd base of R25 hllion and an anud
tumover of R12 hillion, is a mgor supporter of the smdl-scde grower sector. The
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industry has promoted the devdopment of 15 000 emerging timber growers in
addition to, the promotion and support of forestry contractors and entrepreneur
devdopment prograns. There ae two princpd types of commercid woodlot
afforestation that embrace the smal-scae farm sector. The first type is coordinated
and sponsored by agribusness and indude examples like Sgppi's Project Grow,
Mondi's Khulanathi Project and initiatives st up by the South African Waitle
Growers Association. The second type of smadl-scae grower operaions is typified by
ad hoc, uncoordinated individud plantings where no records exis and no
authorisstion has been received from the rdevant authoriies A summary of smdl-
scae timber production, illugtrated in Table 13, reveds that 50 % of thee growers are
located in Zululand, 29 % in the Nad Midands and 11 % in Southern Natd. Smadl-
scde growers have, therefore, developed predominantly in Kwazulu-Natd with a
smal percentage in the Eagern Cape. The incidence of forestry as a farming practice
gopears to be influenced by land tenure systems where in Kwazulu-Nata woodlots are
individudly owned wherees in the Eagtern Cape, land is owned on a commund tenure
bads. At present some 24 205 hectares have been planted in managed smal-scde
grower schemes. The edimated totd aea planted, however is 43 455 hectares
uggesting that 44% of the totd aea under smdl-scae fam afforedation is
unauthorised and thet 35% of farmers are operating without permission.

Table 13: A Summary of Existing Small Grower Schemesauthorised and
managed by SAPPI

L ocation Areaplanted in hectares by No. of Growers Average Size
small growers
Authorised Total Authorised Total
Zululand 16 125 (50%0) 32250 6 155 (50%) 12 310 2.6 ha
Natal Midlands 5 258 (71.4%) 7361 2944 (82.2%) 3580 25ha
Southern Natal 2555 (71.4%) 3577 2504 (70%) 3577 1.0 ha
Eastern Cape 267 267 45 45 5.9ha
Taa 24205 43455 12284 18876 23ha

Some edimates have been made of the potentid to expand the smdl fam sector and
project that this sector can grow a an annud area of 17 630 hectares between 2001-
2005 that would result in a totd increese of 93 100 hectares involving 10 197 new
goplicants. The principd areas of new afforedation are projected to be the Zululand
area where the industry would expand by 27 225 hectares and the Eastern Cape a an
edimaed additiond 62 000 hectares. These schemes represent an investment of more



than R30 million, which is expected to generate some R 60 million when dear fdling

takes place.

3.2.2 The Sappi-Saiccor Timber Supply Operation

The Sappi-Saiccor timber supply-processng  operdtion includes a processor, namely,
Sgppi-Saiccor, a company in the Sgppi Foret Products Group, and a range of
company and contracted timber growers in Kwazulu-Nad, Mpumadanga, the Eastern
Cae and the Highvedd. The company produces dissolving pulp, a product that is
mede entirdy from hardwoods, namely, eucdyptus and waitle. In 2001 a portion of
the production process was subcontracted in order to reduce the leve of fixed cost and

induce capacity flexibility.

The Growers

The entire timber supply operation is coordinsted by the Sgopi Foret Divison and
Sgppi-Saiccor.  Sgppi Forest  Divison controls  the  activities of dl  the growers
induding the company plantaions and a range of andl-scde to large contracted
growers. The first category of grower, namey, Sgppi Forest, owns ad manages 500
000 hectares of plantations in Southern Africa that primarily grow eucdyptus and
softwoods.

The second category of grower includes medium to large scde contrected farmers.
Thee growers ae typicdly medium to lage dze family fams with an area under
timber in excess of fifty hectares. These famers are generdly involved in a number of
agriculturd  enterprises, which typicaly incdude timber, sugarcane, tea and fruit. Ther
timber plantations, thus, conditute only a pat of the farming operation. This category
of grower has been regisered as a contracted supplier with the Sgppi Forest divison
and the conditions of supply are dictated by a long-term specification contract. These
growers are largdy autonomous with repect to the growing of timber but the fdling
and ddivery operaions are controlled and coordinated by Sgopi Forest Divison who
controls the supply of dl timber to the Sgppi-Saiccor mill. Sgopi Forest personnd,
however, can be consulted by the grower on an ad hoc bass. The timber operations of
these famers are less capitd intensive than the company plantations with respect to
plant, vehides and equipment and in addition the farmers dso subcontracts a mgority
of the fdling-ddivery operations.
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The third category of grower indudes managed smdl-scde famers incorporated in
Sqppi's Project Grow program. This category of grower, occupy on average 0.6
hectares each, is modly locaied within a 100 kilometre radius of the company mill.
Project Grow is a tree faming scheme that has the objective of converting rurd
subsgence famers into emerging commercid operaions. This project was launched
in 1983 by Sgopi Foreds the Gencor Devdopment Fund and the Kwazulu
Department of Agriculture and Forestry with a view to developing vieble samdl scde
timber opeations in rurd Kwazulu-Natd. Snce 1989, Sgppi Forest divison has
contracted out the management of this project to a rurd development organisation
cdled Lima which is a non government organistion regidered under Section 21.
This organisation receives an annud fee from Sgppi Forest divison, to adminiger the
Proect Grow initigtive with two management daff, two adminidration daff, Sx
extenson officers and eight field assigants.

The Sappi Project Grov arangement provides smdl fames with financid
assgance, seedlings, technicd advice and a guaranteed market. Sgppi Fores, via the
management company Lima, provides an interest free loan of up to a maximum of R2
700, cdculated on a per hectare basis, for farmers to establish trees where al contracts
have the approva of the locd triba authority. Theredfter, advances are paid out to the
farmer for completed certified work over the growing period of the trees to ensure that
operdtions are funded over the growing cycle. The contracted farmers are thus paid to
do the Iland prepaaion, planting, weeding, coppicing mantenance and the
management of firebresks. Lima extendon officers visit the growers frequently after
the trees have been established to provide further assstance with weed control and the
preparation of fire bresks. Sgppi Foredt, if requested by the growers and Lima, may
adso assg during negotiaions with harvesting and transport contractors. At the time
of harvesting Sgppi Forest buys the timber from the famers a a market reaed price
less the advances pad out during the growing period. Additiond benefits from
growing timber incdude fencing, building materid and firevood which is obtaned as
a result of coppicing when the trees ae between one and a hdf years and three years
old.



Sgppi Forest Divison has invested in excess of R10 million in Project Grow in terms
of loans and an additiond R5.2 million for seedlings. A summary of the growth of
this project (Table 14) indicates that the number of growers has increased from 101 to
7 100 in the period 1989 to 2001. A totd area of 4 2238 hectares is currently being

managed under this programme.

Table 14: Project Grow Expansion

Y ear Growers Area Planted Area under Coppice Total Area GPSPositionsmarked
1989 101 66.5 66.5 15
1990 344 218.1 218.1 35
1991 273 133.2 1332 33
1992 3H4 143.1 1431 59
1993 243 132.9 1329 6
1994 24 134.2 134.2 12
1995 549 212.0 2120 5
1996 778 409.7 409.7 10
1997 656 484.5 484.5 10
1998 862 489.0 114.0 603.0 246
1999 764 422.0 116.3 538.3 249
2000 1085 400.5 172.7 573.2 335
2001 857 574.9 574.9 714
Total 3820.7 403.1 42238

Timber ddiveries in excess of 1 500 tons of timber per month were achieved for 2001
generating some R2.6 million for the season. The esimate turnover for 2002 has been
st a R35 million. It edimated that an additiond 1 120 people ae employed by
contractors who assigt the growers with the planning and harvesting of their plots. The
project contributes towards the upliftment of women in this area as some 80% of the
growers registered with the project are women. The project generates considerable
revenue for locd communities with an edimate of 50% of turnover retained within
the community as a result of payments to loca contractors, 42 % retained by the
grower and 8% refunded to SAPPI as loan repayment.

3.2.3 The Supply Contract

All contracted suppliers are required to enter into a timber purchesng agreement with
the Sgopi Forests divison. The purchasing agreement specifies the exact location of
the grower as wdl as the commencement and duration of the rdaionship. The
agreament indicates the tota tonnage to be ddivered to the mill during the period of
the contract and dso dipulates the annual tonnage. The contract specifies the price
that the company will pay for the tree species to be delivered or dternaively tha the
paties shdl agree to an anud price The supplir must adhere to qudlity
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specifications as determined by the company mill. The supplier is required to obtan
the necessary permits, license or datutory authority from the Department of Water
Affars and Forestry, the NationaProvincid Environmentd Authority and  the
Depatment of Agriculture. The conditions of ddivery, rik, ownership and payment
are outlined in the contract with the risk only passing to the mill once the specified
timber has passed over the company weigh-bridge. The date and mode of payment for
a timber ddivery is ds0 soecified. The company undertakes to supply seedlings of a
specific gpecies on condition that the supplier gives proper notification and that
trangport cods ae to be borne by the supplier. The company dso undertakes to
provide free technicd advice during the growing cycle of the timber, however, the
supplier mugt provide reasonable natification to the company and access to the
growing Ste. A dause is insated to cover both parties from “force majeure” and
outlines the teems and conditions of the suspendon or waving of contractud
ligbilities. The enforcement of the contract is dipulated by way of written notice to
the defaulting paty and the supplier may not sub-contract or cede any of the terms
and conditions of the agreement to a third paty. Findly, the contract specifies the
domicilia of the paties and outlines further miscelaneous legd dauses to the
purchase agreement.

In cetan cases, suppliers enter into a financid assgtance agreement with Sappi
Forests. This agreement, cdled a MAP Agreement 1, dipulates the badkground of the
goplicant, the duration of the arrangement and an exact schedule of the growing and
harvesting of specific species of trees. This agreement, moreover, dipulates the rate of
interest to be pad to the company together with naotification of a liability for finance
charges. The terms of repayment are specified by way of a deduction of the financid
assdance recaved from payments made with respect to the supply of timber under
the timber supply agreement. Furthermore, the conditions thet apply in the event of
the non-supply of timber to the company, for whatever reason, are outlined in this
agreement. The supplier, applying for financad asssance, should be the regigered
owner of the stated property, and, if a loan in excess of R50 000 is mede, then the
supplier is obligated to regiser a covering mortgage bond in favour of Sgppi Foredts.
In certain cases where the supplier plants in excess of 500 hectares the company may
enforce a timber sarvitude on the supplier as an additiond measure to enforce the

contract. The contract, moreover, sipulates the generd obligations of the supplier and

2€



includes conditions that enforce the supplier to comply with dl environmentad and
slviculturd requirements. The contracted supplier, moreover, must sl the specified
timber to Sappi Forests when the trees are a a specific age at a market related price
relaive to the area in which the mill is edablished. The MAP Agreement 1 includes
the provison of free technicad advice to the supplier up to a stated number of vigts
per year and outlines the risk-insurance requirements to be met by the grower who
shdl forward a copy of the insurance agreement to the company.

A different supply arangement is used to contract smdl-scde famers under the
Proect Grow arangement. The Grow Agreement involves an arangement whereby
the Sgppi Forest divison supports the supplier both financidly and technicdly. The
durgtion of the arangement is spedified and the tems of assdance outlined.
Assgance is received in the form of an initid interest free loan for planting,
mantaning and weeding the timber. Sgopi Forests dso undetekes to provide
seedlings. The grower must demondrae they have dl the necessary permits, licences
and authority to grow timber on the sad propety incduding the compliance of the
Depatment of Water Affars the NationaProvindd Environmentd Authority and
the Department of Agriculture. The grower undertakes to meet a range of obligations
tha indude compliance with Sgppi Forest's environmentd and dSlviculturd practices
and access to ingpection by dl dipulaed paties The grower is obligaed to sdl the
timber to Sgppi Forest and this timber must comply with the stated milll specifications.
The supplier must dso comply with Sgopi Forest's indructions to harvest the timber at
a specific age. The price pad for timber is negotiated between the parties and will
generdly be the prevailing price All risk of damage remains with the grower urtil it
hes crossed the weighbridge dthough timber that does not meet mill specifications
may be rgected. The agreement, furthermore, cedes the grower's rights to the
purchase price as a messure to provide additiond security to the company. Findly,
the contract outlines the conditions relaing to the breach of the contract by the grower
and the manner in which the contract will be enforced. The grower is not dlowed to
cede any rights or obligations to third parties and al notices to the grower are to be
delivered persondly by the company or at monthly Project Grow meetings

3.2.4 Transaction Characteristics



The interface between growers and the company mill, with respect to the continuous
supply of large volumes of timber, generaes a unique st of transaction
characteridics. The number of deliveries of timber to the mill can be dassfied as the
transaction characteristic of frequency and the value-degree to which the assets of the
processor-grower are tied to the timber supply operation can be dassfied as
transaction charecteristic of asset secificity. Findly, the levd of supply uncertanty
has been clasdfied as the transaction characteristic of uncertainty. The actud Sappi-
Saccor timber supply transaction characteridics, illusrated in Table 15, were
developed for the period 2000/1 and are based on the ddivery of over 1.6 million tons
of timber to the Sgppi-Saiccor timber yard.

Table 15: Transaction Characteristics of thetimber supply chain

Transaction Characteristic Sappi -Saiccor

1. General

Types of Growers Edate, Large, Medum, Small, Micro

Hectares > 500 000 hectares

2. Frequency High

Tonnage Crushed 1.64 million tons

Number of Deliveries 46669

Administration 5.3 tong/transaction

3. Asset Specificity High

Co-ordination Leve 12 months/year/24 hrs /day 7 days'week

road-rail, wood chips perishable, mill requirement 6 000 tons/day

Vdueof Edates > R 3.8 hillion (net operating assets)
Vaueof Plant > R 5 hillion (replacement cost)
4. Uncertainty Low-Moderate
Company Estates Legidation, environmentd issues, cost of inputs, physical variables, land

constraints

Medium-large Growers

Timber Prices, physica variables, limited additiona land, water cogt,
environmenta

Smadl-scae Growers

Different time horizons, land tenure, cost of inputs, legidation, lack of
access, mord hazard, theft

Processing

High Degreeof leverage

Downstream

Volatile markets, changing nature of industry > high uncertainty

Transaction Frequency

The transaction characteridic of frequency, illusrated in Table 15, has been
developed on the bass of the number of timber ddiveries that are made to the timber
supply yard. The frequency of timber deiveries is high because of the need to
maximise the use of mill capacity of gpproximaidy 6 000 tons of timber per day,
combined with the limited &bility of the timber supply yad to dockpile the
commodity. The timber supply yard, therefore, needs to be replenished on a daly
basis to ensure that stock-out does not occur. The frequency of deliveries indicates
that 46 669 truckloads of timber resulted in the ddivery of 1 663 520 tons of timber
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involving 1 489 203 tons of gum and 174 317 tons of waitle The number of ddiveries
by road exceeds the deliveries by ral with 33 176 ddivered by road transport rigs and
13493 ddiveries (ralway trucks). Of this totd, goproximatedy 86 % of road ddiveries
and 91 % of ral ddivery, conast of gum, which accounted for 90 % of the timber
processed by Sgppi-Saiccor in 2001 On the bass of these records, this study found
that a levd of ddivery frequency of in excess of 125 truckloads per day occurred for
the full cdendar year. According to the comparaive levels of transaction frequency,
devdoped by Williamson (1975) and Petersen and Wysocki (1997), this study hes
classfied the leve of transaction frequency asintermediate-high.

Asset Jecificity

The mill group, which has a capacity of processng an average of 6000 tons of timber
per day, employs four mills of different capacity. The net operaing assets employed
ae currently vaued a R 1.3 hillion, on a hidoricd cog beds tha trandaes to a
current replacement cogt in excess of R5 hillion for the year ending September, 2001.
These assts are highly specific and have a low opportunity cost outside the timber
industry. The assets, moreover, ae rdaively immoveble and ae dso Ste specific as
the they have been located in close proximity to certain suppliers, harbour, ral and
road facilities The finished product is largdy exported by ship and therefore the mill
is gte spedific to the coast and harbour facilities. The factory assats dso demongrate
high levels of asset specificity as a result of the need for high levels of coordingtion
in order to maximise cgpacity usage. The timing of the ddivery sream is thus co-
ordinated in order to dagger the arivd of over 46 000 vehides-ralway trucks per
annum in order to mantan capacity, as wedl as reduce the turnaround cogt of the
timber supply yad. The logigics of timber supply requires the processor to co-
ordinate a continuous ddivery dream by road and ral from a diverse group of
growers that are widdy dispersed. The company must, moreover, ensure that eech
supplier is adhering to their contractud conditions. The high levds of coordingion
ae adso further influenced by the perishable nature of the semi processed raw
commodity, namey, wood chips that are sored in an open yard and loose qudity over
time, eypecidly in hot humid conditions Findly, the levd of asst edificity is
increesed by the timber specific knowledge and <kills tha have evolved, and are
locked into, the timber processng industry. On the basis of the higoricd records, in
conjunction with the grading of transaction characteridics it would gppear that the
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intermediate-high levels of frequency, as a transaction characteristic, are matched
with high levels of assat spedificity in the processing operation group.

Uncertainty of Supply

The uncetanty of supply has higtoricdly, been redivdy low due to a number of
factors. Firdly, the uncertanty of supply has been reduced by the monopsonidtic
naure of the timber industry where Sgppi Limited is a mgor player. Secondly, the
company edates have, higoricaly, produced more than 50% of the timber processed
by Sgppi-Saiccor and uncertainty of supply was further reduced by the Ste specificity
of many growers who are located within a fifty kilometre radius of the Saiccor Mill.
Thirdly, uncertainty is reduced by the longterm nature of timber production. Sgppi
Fores divison is, in this regard able to manipulaie the supply of timber according to
annud mill requirements and danding timber can, therefore, be feled if required or
maintaned until a future time when it is required. The economic viability of the
danding timber is not affected due to the annud growth rate of this commodity. The
uncertainty of supply haes, therefore, been a function of the rdiability of the company
plantations and medium and large growers, combined with the normd agronomic and
dimdic vaiades tha preval in the timber growing indudsry. The uncertanty of
supply from medium and large suppliers, in this regpect, is reduced by a dringent
goecification contract whilst the activities of Sgppi Forest are fully interndised in the
dructure of Sgppi Limited. Findly, deteriorating internationd markets for dissolving
pulp, combined with increased leves of competition, have resulted in SgppSaiccor
reducing capecity by 25%. Given the same volume of timber supply, the leve of
future uncertainty looks st to decrease as a result of downstream market pressures.
Findly, uncertainty is patidly a function of asset specificity. The reason for this is
that the high levd of fixed cost of the processng operation contributes towards
increesing the degree of leverage, which in turn, increeses the voldility of company
cash flows Since increesed levels of voldility are associated with higher leves of
uncertainty, the high leve of asst specificity will tend to increase supply uncertainty.
On the bads of the andyss of the hidorica records combined with the current
concans of the timber, this sudy condudes that the current levd of supply
uncertainty can be dassfied as low to intermediate Should Sgppi Limited divest out
of the timber growing industry, as has been suggested, the projected level of supply
uncertainty is likely to increase.



3.25 Thegovernance gructurefor thetimber supply chain.

According to Petersen and Wysocki (1996; 1997) and Williamson (1981; 1996; 1998,
2000), transaction characterisics that include high levels of frequency and asst
specificity, combined with a messure of uncertainty, require higher levds of managed
coordingion than the spot market mechaniams. On the bads of transaction cost
theory, the control of timber supply could be co-ordinated by a range of dructures
from gpecification contracting to full verticd integration on the vertica coordinaion
continuum of Table 16. The contract characteridics of the supply arangement
sugges, however, that this dructure would involve medium to high levds of managed
coordinaion. The actud dructure of control a SgpprSaiccor does not necessarily
contradict this and indicates that 50% of supply is controlled by specification
contracting and 50% from the company plantations indcating an aggregated control
gructure in the centre of the continuum.

Table 16: Governance structurein thetimber supply chain

Theoretical Optimum Spot Specification Strategic Formal Co- Full Vertical
Actual Structure Market Contracting Alliance operation Integration
XX
(50%) (30%)
Level of managed co- 0% Low Intermediate Int./high High
ordination
Governance Form Contract Growers Company Estates

3.2.6 Summary and Concluson

The case sudy demondrated thet large numbers of micro growers, namdly, in excess
of 7000 famers, can be incorporated in the timber growing operation of an
agribusness patner. The timber case study adso demondraes tha transaction cost
theory can be practicdly employed to tet the levd of managed co-ordingtion in an
agriculturd supply chain. A number of worrying concans emerged from this case
Sudy. Frdly, the high level of company support to the growers has resulted in a cost
to Sgopi Limited of R10 million snce 1989. The project appears to have been
conceved as a result of dud politicd economy-economic company objectives that
trandaied into a paendidic agribusness goproach to managing the smdlholders
Secondly, the withdrawd of the adminidrative support of the agribusiness could



result in the adandonment of the project. The smdlholders, a this Stage, appear
unlikedy to organise ther own afars by way of a famers asodation. Thirdly, the
cae sudy dso supports the widespread contention that smdlholders generate
incrementd  transaction codt. Findly, the company's control sysems are dso, in many
indances, undble-rductant to disclose the differentid cost of deding with
sndlholders

3.3  Small Growersin the Tea Industry: The Sapekoe Story

3.3.1 Introduction

This case sudy evaduates a tea supply chain in Sgpekoe Edtates (Pty) Ltd - a company
located in the Northern Province of South Africa The case sudy focuses specificaly
on one of Sgpekoe Edatess plantations namey Tshivusa Plantation Stuated in the
former Venda Homdand. The case sudy specificdly discusses the company as a
grower compared to the contracted growers and will dso discuss the nature of the
contract between private growers and the company.

The Tshivase Edate, dong with the ret of the company activdy promoted smdl
faming after 1987 and by 1992 some 157 smdl fames were engaged to supply
green tea leaves to the factory. In January 1999, the edtate had engaged 330 smdl
famers occupying an aea of 192 hectares. Each famer occupied an aea of
aoproximatey 0.6 hectares where 0.5 hectares was under tea. This area was thought to
be the optimum Sze that could be managed by the contracted farmers mostly drawn
from the workforce. An annua contract was drawn up between the smdl farmer, as a
grower, and the company as a processor. This contract was trandated into the
language of the farmer. The profile of the farmers indicated that a high percentage (as
high as 96%) of mini farmers were femaes between the age of 22 and 53 years. Their
profile indicated as many as 50% were illiterate whilst 38 % had been educated a a
junior primary schoal leve only.

A saies of quately reviews mantaned between January 1999 and April 2001
reveds a trend of a reduction in company involvement with the mini farming project.
The principd reasons induded smdl farmers not adhering to plucking schedules, poor
field practices low yidds and a lacking of an entrepreneurid ethos In March 1999, it
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was decided to reduce smdl fam projects from 330 people occupying 192 hectares to
90 famers occupying 67 hectares. In the period 1/4/1999 to 30/4/2001 the mini
famers complied with dandards and demondrated high levds of productivity. In
1999 the smdl farmers improved productivity from 63.7 kilograms of green tea per
labour unit per day to 99.9 kilograms. In 2000, weedingfertilisng operations were
reported as satisfactory and plucking and pruning productivity often exceeded that of
the estate. During this period dl standards were maintained. The number of farmers
reduced to 87, then 80 on the same area and by 31/10/2000 the company had the
intention of expanding this number to 100. The mini farming project on Tshivese was
terminated in June 2001 due to a change in legidation. The reasons for falure incdude
the poor sdection of paticipants, the poor management <kills of the smdl famers
the limited duraion of the contrect, volaile world prices and mgor drikes in 1996
where company workers intimidated the contracted famers. The company dso
dislayed a higory of paerrdisn in the corporae culture, a high levd of scepticiam
of company officdds and the smdl fames who were origindly employess, never
became independent farmers.

3.3.2 Tshivase Small Farm Contract

The agreement is embodied in the foom of a tea harvester agreement between the
edate and the designated participant. The agreement dipulates a specified area as
designaied in the company records and actions both parties are regulated in terms of
Section 45 Act 32 of 1994. This act controls the inditution of any legd action
providing for the enforcement of any rights under, or arisng from the agreement, in
the Magidrate Court which has jurisdiction in repect the edae in terms of Section 29
(2) of the Act.

3.3.3 Transaction characterigtics

The Tshivase Factory has processed an average 7 072 370 kilograms of green ledf tea
in the period 1999 to 2001. The havesing and ddivary ae coordinated and
synchronised in order to mantain condant use of factory cgpacity which is edtimated
a 74 800 kilograms per day. On average, a sngle daly shift produces around 38 500
kilograms which indicates that around 514 % only of Tshivase factory capacity is
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utilised. The havesing and ddivery of green tea leaves coordinaes some 36
different fiedds occupying an area of 577 hectares. Each fidd is plucked on an 8 to 12
day cyde indicating a high levd of labour management as the teams move from fidd
to fidd according to the desgnated plucking programs. The plucking cyde results in
each worker's basket being weighed in the fidd and placed in a covered light ddivery
vehide or tractor-traler for ddivery to the factory. The deliveries ae weghed on
entry to the processng operation and average out & around 1 500 kilograms per
ddivery. This would indicate that the factory receives in excess of 4 700 ddiveries of
green tea per annum. Each ddivery should be offloaded in between 20 and 30 minutes
and the perishability of green tea leaves increases the need for high leves of co-
ordination between the factory and the growers. In addition, the number of company
weaghing-ingpection transactions in the fiedld averages a around one transaction per
45 — 60 kilograms per labour unit (June 2001 Plucking Summary). This would suggest
that there is a minimum of 25 weighingingpection transactions in the fidd for an
average ddivey of 1 500 kilograns This would sugget some 117 500fidd
transactions per annum.

The high levels of frequency, as a transaction characterigic, are maiched with high
levels of asset specificity in the factory group with lower levels of asst specificity for
the agriculturd divison. The assets of the Tshivase Edate factory were vdued a R
756 million & gross book vaue as a the 30" of June, 2001. These assets are highly
gpecific to the tea industry and have a low opportunity cost outsde the industry. The
asets, moreover, are reativey immovable and are dso sSite specific as they have been
centrdised in rddion to the company edates and out-grower suppliers. The factory
assets also demondrae high leves of assat specificity as a result of the need for high
levels of coordination in order to maximise the use of cgpecity. The co-ordinaion of
over 4 700 ddiveries from 36 different fidds has been that every fidd is plucked on
an 8 to 12 day bass And every ddivery is scheduled to have a turnaround time of 30
minutes and less The high levds of coordingion ae further influenced by the
perishable nature of the green tea leaves that repidly loose qudity if they are exposed
after cutting.

The uncertainty of supply has, higoricaly, been rdatively low due to the fact that the
company edates have produced more than 96% of the processed tea leaves The
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uncertainty of supply hes therefore been a function of the norma biologicad and
cdimatic variables experienced in the agriculturd sector. The uncertainty of supply
hes, a times, been increasad by the unavailability of labour, labour disputes and other
forms of absentedam. Smdl fam supply has been less rdiable than the company
edaes and is cited as one of the factors contributing to the abandonment of this form
of supply. The uncertainty of future supply could be affected by the land tenure
gtuation of the company who currently leases dl of its land from locd triba
authorities. The downdream uncetainty in the tea indudry is, however, devated
because of the voldility of world tea prices The transaction characteristic of
uncertainty is adso increased because of the high leve of fixed cost of the processng
fadlities where the need to maintain mill capecity is vitdly important. The company
therefore has a high degree of leverage with respect to its fixed cost dructure and any
type of breskdown in the processng fadilities or dternativey, mgor ghifts in cimatic
patterns, have a significant impact on the company cash flows.

3.3.4 Governance structurein the tea supply chain

The tea supply chain of Tshivase Edtae digplays the transaction characteristics of high
levels of frequency, asset specificity and a moderate level of cane supply uncertainty.
These transaction characteridics, in turn influenced by crop specific characteridtics,
clearly demondrate that the Tshivase Edate requires high levds of managed co-
ordingion in order to coordinge lage volumes of a highly perisheble raw
commodity that are supplied by the growers. It is therefore logicd to argue that the
Tshivase Supply Chain would not be ade to function without high levds of managed
co-ordination. The adopted governance form has resulted from the need to co-ordinate
the high volumes of supply to mantan mill capecity & aound 38 000 kilograms of
green tea per day. The financid performance of the Tshivese Edate is severdy
affected if plant cgpacity is not utilised during the year, as there are moderaidy high
levels of fixed factory cost. This sudy therefore has demondrated that governance
form is a function of transaction characteristics and that governance forms evolve in
order to minimise totd cod, raher than just transaction cost as dated by the
proponents of transaction cogt theory. Organistion dructure will  thus impact on
financid peformance. In the case of the Tshivese Edate it would be dearly
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impossble to obtain and coordinate the supply of green tea leaves on the spot
market. The company, moreover, is unable to expand it's own capacity from edate
type supply because of an indbility to acquire additiond permanet land inputs
because of a limited land market in conjunction with land tenure problems Mill
capacity, moreover, exceeds own supply capacity so Tshivase must acquire additiona
supply from out-growers or the mini famer source. The Tshivase Edate has,
therefore, dearly, adopted the optimum governance form over time in support of the
origind proponent of transaction codt theory, namdy, Rondd Coase (1937). The
Company has, therefore, dearly, adopted the optimum governance form in order to
co-ordinate the large range of growers.

3.3.5 Grower Performance

The comparison of the growers has been evauated on the beds of the plucking
performance summaries that have been summarised for the period 1996 to 2000. The
plucking performance evduaes the productivity of the estate and the mini farmers on
the bass of the kilograms of green tea leaves ddivered to the factory per hectare
famed and on the bads of the kilograms of made tea per hectare farmed. A further
measure of efficiency adso examines the green leaves picked per day per worker and
expresses this measure as the yidd per labour unit. The results, as illudraied in Teble
19, suggest that mini famers have outperformed the edtate between 1996 and 2001
except for the period 1998/9. The mini famers on average, have been 7.26 % more
productive per hectare in terms of green leaves ddivered to the factory, as wdl as
made tea than the bdance of the estate. The labour yidd per unit for the estate has
been cdculaed on the bass of the conventiond hand plucking technique and again
the results indicate that the mini farmers have outperformed the estate in the period
1996 to 2001 except for 1998/9. The results for 1999/2000 were not avalable but, on
average, the mini famer yidd per unit was 139 % higher than the baance of the
estate.

3.3.6 Conclusion



This case dudy provided useful indghts into whet should NOT be done with respect
to the desgn of a smdlholder linkage or out-grower project. Frdly, the company
officds never viewed the contracted growers as independent farmers but rather as
former employees. The autonomy of contracted farmers was, therefore, exiremey
limited. The desgn of the project, moreover, was rather directed a avoiding labour
union problems raher then gdimulaing smdl-scade supply. The second  important
feature was the micro nature of the growers who operaed on less than a hectare
suggesting the need to evduate a aiticd minimum sze fam in any crop category. In
this respect, there is some corrdaion with the timber case sudy. Findly, the reasons
for the falure of this project are contradicted by the agpparent competitive grower
performance of the contracted farmers suggesting that the officid company reason for
the closure of the project, namdy, the incompetence of the growers, was prompted by
other reasons.

Table 19: The Grower Performance: Sapekoe Estates

Season 199%6/7 1997/8 1998/9 1999/2000 2000/1
Estate Plucking

Areain hectares 379.38 ha 436.47 385.92 510.92 509.92
Green Leaf produced in kilograms 2700155 kg | 4631349 4579033 6007174 6914557
Yield per hectare Green Leaf kg/ha 7117.28 10610.92 11865.23 11757.56 13560.08
Yield per hedare Made Tea kg/ha 1401.03 2139.64 2331.41 2376.65 2720.45
Yield per labour unit/ha green leaf* 31.8 49.8 46.5 48.0
Mini Farmers

Area 108.82 141.73 192.28 67.08 67.08
Green Lesaf Produced 1647184 1805906 1872559 895872 947914
Yield per Hectare Green Leaf 8284.48 12741.87 9738.71 13355.28 14131.09
Yield per Hectare Made Tea 1631.77 2569.34 1908.40 2699.61 2835.00
Yield per labour unit/ha green leaf 43.4 53.4 40.3 60.2
Total

Area 578.20 578.20 578.20 578.00 577.00
Green leaf Produced 4347339 6437255 6451592 6903046 7862471
Yield per hectare Green Leaf 7518.75 11133.26 11158.06 11942.98 13626.47
Yield per hectare Made Tea 1480.06 2244.97 2192.45 2414.14 2733.76

3.4  Dealing with price risk and access to markets in the grain industry: An

innovative approach to link farmerswith grain markets.

3.4.1 Introduction
Farmers producing grain and field crops on dry land are usudly faced by two types of
risk namdy price and production risk. Production risk reaes to the posshility of crop
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falure due to any number of reasons This risk can be managed through crop
insurance (or often referred to as input insurance), which protects the farmer againgt
cop falure However, as technology and makets evolve, better means of risk
aveson or control can be gpplied. Usng precison faming techniques and planting
the best variety on the market, famers can manage the production risk to a certan
extent, but there are gill a huge number of variables (and thus potentid risks) present
in agriculturd production.

Price risk can be managed very effectivdly by the use of market-basad solutions like
derivative indruments (contracts and options). By following a low risk agpproach to
hedging (price insurance), a smple drategy or portfolio can be implemented a
relaively low cod to insure a pre-determined minimum floor price With further
management of this portfolio a potentidly higher price can be redised, which will
obvioudy benefit the client and hisher banker. Secondly, by ectivdy managing the
hedged portfolio the costs of hedging can be considerably reduced.

Deding with these risks is one aspect famers have to ded with but then famers are
aso faced with marketing decisons. The crop harvested needs to be sold to a suitable
buyer and the price needs to be negotiated. Previoudy in South Africa the various
marketing boards took on this role on behdf of dl role players Following the process
of deregulation famers now have to identify ther own marketing opportunities This
is especidly difficult for those famers that are now emeging from a subsstence
mode of production into some commercid production.

Increasing production codts relative to capitd costs and equity during recent years has
meant there are increesed demand for short-term production credit from financid
inditutions. Many farmers do not have additiond assets (or no assets a dl) to provide
a scurity for such finence This dtuation will make it dmogt impossble for many
famers, eypecdly famers from disadvantaged communities, to enter agriculture and
produce for the market.

This section reports on a vey interesting and unique concept whereby financid
inditutions are now adgpting ther finencdid products to accommodate this particular
need and in the process credting linkages into the input as well as output market. The
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contractud  relaionship involves a process whereby production credit is linked to the
risk and output market. It is thus a typicad example of interlocking factor markets
(between output and input markets) but in addition the fadlitating organisation or
financier is undertaking a hedging drategy on behdf of the famers. In essence the
‘product’ becomes a sort of onesop-shop wherdby the dient (usudly without
collaterd) is now able to access the norma products of commercid banks, such as
input financing, hedging and pricing services and output insurance.

A number of finandd inditutions in South Africa have recently used this concept to
foom successful joint ventures with other patners in the commercid agriculturd
sector, to fadlitate the integration of smdl-scde famers from our disadvantaged
communities into the commercid sector. For the firg time in South Africa this type of
arangement provides a solution to the problem tha the famers in disadvantaged
communities are too smdl to paticipae in deivadive makets Deivative market
ingruments are usudly specified in 100-ton contracts, which therefore exclude many
grdl-scde farmers from utiligng these ingruments to minimise price risk.

The innovation is bedcdly rdaed to the fact that smal scde famers ae now
grouped together to give them a way into a market which is dosed to any one
producing less than 200t (more than one futures contract). Currently derivetives as a
risk management tool is only avalable to particpants producing more than a 100t and
who can cary the hedging costs which is a minimum of R18000 for every 100t
contract. These requiraments meke hedging as a management tool inaccessble to
mog gndl-scde famers. Also the understanding and use of these tools is absolutey
crucid to commercid producers. Generdly if a producer can not use thee
indruments because ether being to small or unskilled in its uses he/she will not be
able to recave financid assgance from a commercid bank to finance production.
The uniqueness and innovation of this product is in that it was dructured with exactly
tha in mind ad will over time integrate smdl-scde farmers into the maingtream
agriculture fully equipped and financidly cgpable to participate in the market.

To a lage degree this agpproach lean heavily on the philosophy of supply chan
management, by combining dl activities, from production finance to price risk. It
channds avalable credit finance from the financid inditution to the famer, and & the
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same time assg the famer through extension services and the entire spectrum of the
marketing functions to ensure that his crop will be sold a profitable levels. At the
same time it protects the loan book of the financier againg defaults which could aise
through pricerisk.

3.4.2 Thebasc foundations of thistype of arrangement

This joint venture in this case study was establised to do exectly dl of the aove, i.e
loan book expandon, activdy managed hedged portfolio, lowered hedging cod,
minimum or higher redisad prices, and lower risk exposure to dl dakeholders by
utilisng and pooling of resources, expertise and exigting links

Price risk has for ages been one of the biggest risk factors faced by farmers. With the
deregulation of the maize indudry, gran producars had to turn to the derivaive
markets for price insurance. By usng the derivative markets, they am to ix a floor
price ahead of harvesting, and maybe an even higher price once the crop has been
havested and sold. One of the problems faced by these producers is the complex and
potentidly dissstrous nature of this kind of maket activity. To paticipae in
derivetive markets, one needs a high levd of undersanding and even training to
operae safdy within it. Furthermore depending on the drategy followed it can dso be
vay demanding on ones cash flow as margin movements can occur very quickly and
vay deeply. However, with the volatile grain prices snce deregulation there is no
doubt that these market intruments have to be usad if one wishes to secure rdiable

profit margins over time.

Graphicd representation of the structure of the joint venture:
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Snce the mgority of crop production tekes place with production loans the lender
himsdf is dso affected by price rik, snce adverse price movements have a negative
effect on loan repayment ability. In would thus be to the advantage of the lender if the

client can manage his marketing process in such a way that continudly receives a net

{ Grain Farmer |

price, which will ensure a postive profit margin from a price perspective. It will thus
diminate the price risk from the loan book. The famer will dill be faced with
production and yidd risk, and thus in essence s0 will the lender, but this was dways
the case. One of the biggest risk factors, price, can a least now be diminated which
will hold obvious benefits to the lender. It will however require from the lender to
invedigete the dient's hedge portfolio from time to time to ensure that the dlient does
folow an gopropricte draegy or even from the lender to build and manage the
drategy on behadf of the dient, and S0 ensure that the lenders loan book is protected
from price risk. This however requires the necessry infragtructure and technica
expertise, which could potentidly be very cogtly and time consuming to sat-up.

Even if the dient do succead in successfully managing his hedge portfolio he then dill
have to find a contracting party to take the physcd crop of his hands, snce physcd
ddivery into the spot maket is prefered to ddivey to SAFEX. Contracting the
physca crop is dso raquired to immunize the loan book as much as possble, since
SAFEX only redly asig in protecting agang price movements, as for physca
ddivery to SAFEX can be very expengve Physcd contrecting thus cregies the
opportunity of saving on trangport cadt, handling fees and the potentid to benefit from
basis risk. This agpect unfortunately does require very dringent control over the

progress of physca production. Even more so than under normd circumstances were



producers do not make use of forward contrecting, for a falure to ddiver a preset
amount of product could result in aform of contract breaching.

Theworking of this arrangement isillugtrated by the following example:

Famer A agplies for a production loan a the financid inditution. Once the
goplication has been approved, the bank purchases put options on the dient's behdf
dthough the options will be seeded to the bank. The premium on the put option is
added to the production loan and the Farmer dgns the increased production loan.
Let's assume the put option was purchased with a drike price of R1200/ton and the
premium payable on that drike price was R100/ton. By buying the put option, the
financid inditution has cregied afloor price for Farmer A of R1200/ton.

If the price increases to let’s say R1500/ton, the option became worthless and expires
but the client ill remains responsble for the repayment of the loan. There was no
price risk involved due to the price increase. But, wha is going to happen when the
price drops to sy R1000/ton? The option gan in vadue and the finandd inditution
can <l the option to another paty on SAFEX. The profit generated on the option can
be used as a payment on the outstanding loan amount. Thus, credting the same effect
as if the financid inditution is writing off the loan because of default as a result of the
price drop. It is dso noteworthy that the further the price dedines the higher the
option profit will be and thus the more the loan will be repad by the bank until the
loan becomes fully paid and any further profitswill then be given to the dient.

A number of individuds (facilitators, grain traders, etc) have put this principd in
practice by doing this type of arrangement with groups of amdl-scde maize and
sunflower farmersin the North West Province and the Free State Province of South
Africa

4. Building successful links between agribusiness and smallholders. L essons

from the case studies and theliterature

A seies of generd proposds are developed in this section that can be incorporated in
the desgn of out grower or contracting arangements with smdlholders. The
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proposds have been formulated on the bass of the results of the case dudies, the
lessons of the international experience of contracting and, in certain nstances, the use
of transaction cost theory. The lessons of history include the importance of screening
future partners, the need to understand how historicd and inditutiond legacies have
influenced contracting arangements and the advantages of creating mutud asset
gpecificity between the contracting parties Additiond lessons indude the role of
logidtics, the need to assess dat-up codt, the need to invest in new patnes and
promote access to fadlities, the importance of commodity characteridics and the
implication of contracting with large numbers of smdl-scde famers. Findly, other
important lessons incdlude the presence of a competitive fresh market, the role of the
date, the role of trust-contract conflict, property rights economics, the drength of
agribusness management, the voldility of world prices and the important role of

women.

The caeful screening-identification of future partners is a key success factor.
Farmers who have a record of previous interaction with agribusiness gppear to be
more successful contrecting partners  (Levin, 1988; Porter & Phillips-Howard,
1997a; 1997b). The three case dudies dl gppear to have developed a daa bank of
farmer details for each progpective new farmer. In the case of the sugar industry,
howewer, the screening process took more cognisance of the entrepreneurid
aoility of the prospective gpplicant, wheress, in the timber indudry, it would
gopeaxr as if a mgority of gpplicants were accepted. Screening cods, involving
large numbers of gpplicants, can be dgnificantly reduced if these activities are
assgded by a representaive fames association  or, dterndivey, if  the
agribusness contracts with the farmers asocidion rather than the individud
famer. The benefits of screening, moreover, can be increased if the process
includes a busness gotitude test, a credit check and a lig of assetscollaerd.
Findly, the sreening process should capture the location, logigics and
communication channds of the gpplicant in order to ascertain the gatid dynamics
of the project.

An undeganding of the hidoricd legacies and inditutiond environment  will
contribute towards a better underdanding of the future transaction cost of



contracting with large numbers of amdl-scde farmers. Transaction cost theory
suggedts that the transaction characteristics of agriculturd supply chains are a
function of a range higoricaksocid variables. All of the case studies confirm the
pervasve long term influence on economic peformance of hidoricd legacies,
that have influenced transaction cost as a result of the effect of culture, the higtoric
concentration of indudry, the influence on property rights economics, the leve of
regulation and the concentration of politica power. It is suggested, therefore, thet
the dedgn of contracting dructures incorporates an  underdanding of how
higorical legacies influence transaction cost. Appropricie desgn messures can
then be taken to reduce transaction cost in two ways. Frdly, many indudries have
the power to lobby for changes in the inditutiond framework and Williamson
(2000) suggests that this form of economisng can Sgnificantly reduce transaction
cod. South Africen agribusness in paticular, has the barganing power to lobby
for propety rights amendments and some form of subddy-tax relief  for
underteking smdlholder dat-up costs. Secondly, the design of organisttion
sructures can be undertaken more efficiently if an understanding of the dynamics
of transaction characteristicsis incorporated.

The cregtion of mutud asst specificity reduces uncertainty and raises the exit
cods of both sets of contracting partners. The case dudies in the sugar and timber
indudries indicate that the business partner is confronted with ggnificantly higher
levds of asset specificity than the contrected famers. The indusry and Ste
specific processng assats, in the sugar and timber case dudies, were vaued a R2
billion ard R5 hillion regectivdly. Conversdy, the contrected famers owned
fewer assets that were of a more generd nature. The South African sugar firm,
TSB, in paticuar has a very high levd of asst spedificty and reies on
contracted out-growers for 80 % of sugarcane supply. Transaction cost theory
would suggest tha a higher levd of managed coordingtion is needed in the
absence of inducing higher levels of mutud asst specificity or other interlocking
factors. Mutud asset specificity can be pursued by way of famers associations
undertaking the purchase of industry specific capitd inputs. The Swaziland sugar
farmers associations gppear to have increesed mutua asset specificity by investing
in sugar spedific plat and equipment that is too lumpy for the individud farmer.



The agribusness can dtempt to act as a fadlitator of finance, in this regad, to
increese the interlocking nature of the arangement. Findly, the agribusness can
examine other ways of influencing mutua assat specificity by way of configuring
the technology of the grower-processor operaions in such a way that only the
agribusness posseses the technology to peform a specific dement of the
growing operation. Contracted growers, for indance, in the processed tomao
sector, require specific harvesting technology that can be owned and operated by
the agribusiness (Rehber, 1998).

The desgn of the logidics of andl-scde farm supply is a crucia success factor.
An undaganding of the rdationship between commodity charecterigics and
logistics could be incorporated to reduce transaction cost (Delgado, 1999). The
imber case dudy, in paticular, illusraies the incressed level of transaction cost
genarated by lage numbers of smdl-scde famers that are patidly dipersed.
The agribusness, a the outset, can evduae the transaction frequency of vists
inputs and farmer deliveries with the distance from the processor, the nature of the
roads and the avalable communication sysem. The transaction cost of logistics
can be fundamentdly reduced by dlowing a famers associaion to provide the
necessary inputs, as wd as organise the logidics of smdl-scde supply. The
timber case dudy, in paticular, suggess Sgppi Forest should contract with a
famers asociation for an aggregaied monthly volume of timber ingead of
contracting individudly with the 7 100 micro farmers. In the absence of a farmers
association the agribusness can improve efficiency by establishing the nature of
the roads, access and communication sysems of the proposed project. The timber
indugry, in this regard, indicates tha certan aress ae impassable in the wet
season and that dedlining levels of rurd security and high levels of ethnic conflict
have resulted in a lack of access except for locd community members. Findly, the
agribusiness can assemble and program the transaction cost of logigics by
capturing the gspatid disperson of the famers the number of transactions and the
average distance to the processor.

The careful assessment and treatment of Sart-up cod is a key project evaudion
procedure. In many indances, the agribusiness must commit longterm resources



to edablish gndl-scde famer projects. Sgppi Limited, for ingance, has invested
ten years and R10 million to edablish smdl-scde tree faming in Kwazulu-Natdl
whilgt the Transvad Sugar Company in Mpumdanga incus an annua cost of in
excess of R3 million to ensure the vidbility of smdl-scde supply Start-up cost
will, generdly, be higher if non traditiond crops are being introduced because of
the need to tran famers and introduce complex technology. The dart-up cog,
moreover, can indude the linking of smdl-scde famers to inditutions like banks,
insurance companies and suppliers The lack of access to thee fadlities, in
conjunction with infrestructure deficiencies, has been cited as a prime cause of
project falure (Gittinger, 1982). The assessment and tretment of Satup cost
will influence the investment decison. This study proposes that the incidence of
srdlholder contracting in  South Africa will be negaivdy influenced if
agribusness is expected to bear this cost. The assessment of dat-up cog,
therefore, should form the bass of lobbying for government subsdy-relief or
dterndtively to charge back this amount to the farmers. If the contracted farmers
ae unable to amortize dat-up cod, the viability of the operation should be
questioned from the outset.

Catan commodity characteristics are better suited to contracting. Crops, in
paticular, tha ae labour intendve in the growing operdion and display
economies of scde in processng, ae more uited to smdlholder contracting
(Delgado, 1999). The case dudies in the sugar and timber indudries did not
demondrate particular growing economies for smdlholder family labour yet these
growers, mogly metched larger growers with respect to the cost efficiency of
production. The reason for this ability to compete with larger growers appears to
gem from the ability to avoid overhead cost rether than the productivity of family
labour. The results of the case dudies suggest tha smdlholders maybe adle to
compete as growers with commodities that are not paticularly labour intensve
thus further redlaxing the suggested product range of Degado (1999). Commodity
characterigics can dso be linked to transaction cost for desgn purposes
Commodities, for ingance, that are perishable will require higher leves of co-
ordination cogt than those tha can be dockpiled. Alternaively, commodities thet
have long growing periods may require a different contract dructure from annud



or shorter term crops Growers for indance, in the timber industry sometimes
receive advances for work peformed agang the sde of the future crop. The
design of contracting dructures can thus condder devedoping a commodity
characteridics profile and use this, together with processng capacity, as the bass
for determining the transaction characteridtics of frequency, asset specificity and
uncertainty to determine an optimum dructure. The case sudies dearly illustrate
the ability to plot actud transaction and contracting charecterigtics with the
optimum governance form. The actud governance form can then be compared and
moved dong the veticd coordination continuum of managed co-ordination.
Agribusnesses that incorporate both contracted growers and fully  integrated
edates can, possbly, employ a loosr form of specificaion than those who rey
s0ldy on contracted supplies Findly, the ingppropriate choice of technology, a
function of the commodity characteridtics, has been cited a cause of project falure
(Gittinger, 1982). The agribusness often has a choice of technology dternatives
and it has been suggested that if a labour intensve option does not detract from
performance, then this option should be chosen to better it the competencies of
the farm family.

Contracting with large numbers of amdl-scde suppliers has been associated with
higher leves of transaction cost (Runsten & Key, 1996; Rehber, 1998, Key &
Rungen, 1999). The transaction costs of smdl-scde suppliers in the case dudies
clearly exceeded those of larger suppliers. The case dtudies demondrated that
transaction cost can be broken down into a series of cost dements including dtart-
up cod, growing cods haveding-ddivery coss and adminidration cods. The
economics of contracting would suggest there is no reason for the agribusness to
chooe gmdl-scde suppliers over larger growers if al the contracted parties are
pad the same price and ddiver the same levd of qudity. This being the casg, it is
necessary to teke specific sgm to ather avoid the cogt or, dternatively, charge
back the differentid cost to the contracted paty. Recurrent smdl farmer
transaction cost can be avoided by contrecting with a larger entity like a famers
asocidion who undetskes the adminidration of its members intereds The
famer associaion, moreover, can be regponsble for configuring it's members
with  agribusgness  requirements  incduding  traning,  extengon,  technology



acquidtion, provison of commodity inputs and ooordinging harvesting-ddivery
schedules. The agribusiness firm can increese the successful operation of the
famers association by acquiring representation in the management gructure, as
well as, dlowing the asociaion to be represented in it's own management
dructure. The agribusness, moreover, can further influence the efficiency of the
famers asociaion by enswring this body mantans records has no politica
agenda, is limited in Sze and that it contains suffident professond management.
A different gpproach to reducing transaction cost for the agribusness can be
engineered by way of charging back differentid transaction cost to the smdl-scae
gower by usng adtivity bessd coding sysems to identify the smdlholders
incrementa use of company resources. The case dudies illudrate that differentiad
adminigration cost can be charged back to the grower on the bass of identifying
accounting transactions as the primary cost driver. Activity based coding can dso
be @gplied to chage back incrementd growing, haveding and ddivery
transaction cos. The timber case study cdearly indicates that the agribusness cost
of timber from sndlscde suppliers is higher then mediumlarge growers and the
company plantations. Findly, ectivity based coding can be used as a bass to
highlight the incremental cost of recurring smdlholder transactions with a view to
lobbying the South African government for assstance-rdlief.

The higory of contracting demondrates that the presence of competitive fresh
makets for grower outlets increeses the levd of uncertainty of  supply.
Transaction cost theory explains the increased level of cost to the agribusiness in
terms of higher leves of opportunism by the grower. The occesond opportunisic
sde of timber in rud Kwazulu-Nata highlights this problem that was wdl
documented in the Mexican tomato-growing sector (Rungen & Key, 1996). The
unauthorised sde of the contracted commodity can especidly problemdtic in the
cax of projects involving large numbers of smdlholders in deveoping countries
with poorly definectuphed property  rights economics The agribusness, in this
type of scenario, may not be able to legdly enforce the contract because of the
incrementd cog of firg deding through an inefficdent sysem and secondly
because of the micro nature of the contract. The agribusiness can reduce
unauthorised sdes by securing an agreement with competitors with regard to the
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purchase of the commodity. Alternatively, the chances of contract enforcement are
improved if market besed prices are pad for the raw commodity. The agribusiness
could dso locate outside the area of the competitive fresh market.

Fafchamps and Minten (1999) suggest that trust based relationships can be a
dominant interlocking fector that can contribute to contract enforcement.
Transaction cost theory suggests that trust influences uncertainty as a result of it's
effect on the opportunigic behaviour of the contracting parties Famer didrug,
combined with a perceved loss of autonomy and fedings of eqloitation, hes
been widdy cited as a mgor cause of contracting falures in developing countries
(Glover, 1987; Clapp, 1994; Watts, 1994). It has been suggested, in this regard,
that the level of trust that can be engendered between the parties will influence the
success of future South African contracting arangements. The development of
trus is egpeddly important given South Africds higory of colonidisn and
goatheid (Porter & Phillips-Howard, 1997 1997h).

Gow e d (2000) have demondraed thet contract innovetions, or interlocking
factors, can contribute towards reduced transaction cost. These factors include the
adminigration of growers afars the company acting as financier and supplier of
inputs and high leves of involvement in locd communities The timber indusry
cae dudy demondrates the interlocking nature of a contract that provides
financid assistance and/or part payment for certain phases in the growing process.
Colcheo (1999) suggests the agribusness can  successfully induce  contract
enforcement by acting as a banker to the contracted farmer. The agribusiness,
moreove, is able to compete in the banking sector as a result of better information
combined with the ability to enforce contracts in dternate ways. In this regard, the
busness could atempt to owntcontrol the assats and technology of the grower, as
wdl as play a role in the financing of these assets (Colchan, 1999). The timber
cae dudy, moreover, suggested tha the smdl-holder management company,
Lima, has effectivdly become a high cost interlocking mechanism because it is 0
integrated in the everyday affairs of contracted growers.



Contract enforcement is an important success factor with respect to smdl-scde
farmer contracting. In many instances contract erforcement is difficult to ensure
through the legd process and the logic of contracting with large numbers of
gndlholders is a quediondble issue (Rungen & Key, 1996; Rehber, 1998,
Sofranko e d, 2000). The representation of fames interets by way of a
fames asxociation  will  reduce the agribusness cost  of  enforcement.
Alternativdy, the agribusness can employ tribd authorities to enforce the
contractual  conditions. The logic, for indance, of atempting to legdly enforce a
st of contract conditions with respect to a famer on less than a hectare of
commund tenure land, as was the case in the timber sudy, is questionable. The
cae dudies in the sugar industry suggest that contract enforcement is achieved
through the mutud interests of the parties rather than through the judicid system.
The use of a renewable contract is suggested as a cogt effective way to achieve
enforcement (Key & Rungen, 1999). If suppliers have not performed in the
previous year ther contracts ae sSmply not renewed the following year.
Conversdy, the firm in the timber case dudy appeared to pursue contract
enforcement by way of regigering a timber servitude or bond, Williamson (2000)
uggests that transaction cost can dso be reduced by way of fird order
economisng  This gpproach  atempts to  favourdbly influence the prevailing
inditutiond environment in order to influence the economics of propaty rights
South Africen agribusness, in this regard, has the potentid to influence legidation
that will reduce transaction codt. Legidation that could be amended incudes land
tenure, the water act, the role of tribd authorities, the labour act, the rights of the
femde famer, the nationd heritage acts and the conservaion laws. The timber
cae dudy is an example of legiddion that substantidly increases transaction cost
by way of a plethora of acts and legidaion that must be complied with in order to

register anew grower.

The grower response to prices and other opportunities is suggested as a key long
term issue that can influence the dability of the contrecting arrangements. A long-
term pergpective on prices could contribute to locking contracted growers into a
commodity and ensuring continuity of supply in depressed conditions (Levin,
1988; Wats, 1994; Ablott, 1994).



A number of other issues influence the success of smadlholder contracting
schemes. These issues include the role of femae farmer, the control of land and
water, the role of the date, the household food security issue and land degradation.
The role of the femde famer is egpecidly important in many developing country
contrecting arangements (Caney, 1988) and Gittinger (1982) suggests that a
falure to underdand the socid environment is a prime cause of project falure.
The case dudies in the sugar and timber indudries suggest femde household
members supply high levels of labour inputs. Agribusness in South Africa can
contribute towards the future role of the femae farmer by securing legidation that
enaures full representation-rights for the femde farmer in commund tenure aress.
It is ds0 suggesded tha agribusness payment for the commodity should be
directed to the housshold member responsble for supply. The role of tribd
authorities in communa aees will dso need to be configured to promating gender
access in rurd aress. The issue of who controls land and water in the contract
relationship can influence the success of the arrangement. If the land and water is
owned by the contracted growers then the decison meking autonomy of the
famer is not affected, however, if they ae owned by the agribusness the
conditions of use shoud be mutudly developed and fully undersood by both
paties. Another key issue is the role of the state. In many developing countries the
date has been an active patner of smdl-scde contracting projects. It has been
suggested that if the dae is a patner then, a the very lesd, it should provide
some form of financid assstance. The equity objectives of the date can dso be
invedigated with respect to ther impact on economic performance. Findly, the
issue of food security and land degradation can influence the longtem vighility
of contracting arangements. Monoculture contracting has been associated with a
reduction in food crops and an increese in pollution (Rehber, 1998; Pasour, 1998;
Wolz e d, 1999). Agribusness can respond to these thrests by encouraging
fames to grow food crops on a pecentage of ther land and pro-activey
investigating the long-term threat of growing technologies on sustainable land use.

5. SUMMARY AND CONCLUSION



The results of the case dudies combined with the potentid of the South African
agribusiness sector, suggest that large numbers of smdl-scde farmers could be linked
to agribusness patnes by way of contracting arangements. The proposas
suggested, however, that a “fresh gpproach” to the design of these arangements is
required. This gpproach combined the lessons of higory, conceptud developments in
economic theory and the results of the case dudies. The results, generdly, suggested
that the transaction characteristics of the grower-processing operations influenced the
levdl of managed coordingtion required, that smdlholder transaction cost exceeded
that of larger suppliers and that smdlholder production efficiency matched that of
larger growers. The design of proposds in response to thee results indicated a
number of potentid solutions that induded the formation of a farmers assodation, the
posshility of dae assstance or the need to deveop cosing systems to identify, and
charge back, incrementd transaction cogt to small-scale growers.

The case dudies dso suggest the pevadve, and longterm, influence of socia
hisorical legacies on the economic performance of respective industry sectors. More
soecificaly, the case dudies demondraie how the inditutiond dructure in Southern
Africa has been influenced by the ealier expeience of colonidismaparthed
combined with the origind concentrations of industry and infragtructure. The South
African case dudies, for ingance, suggest that two hundred years of gparthed-
colonidism have fundamentaly influenced principa-agent cods, the concentrations
of infrastructure and the property rights economics of the country. The timber case
sudy, for indance, indicated the plethora of regulations-procedures required by a
prospective grower to comply with the reguirements of both locd and nationd
authorities before a water permit was granted. Clearly, the transaction cost incurred by
the agribusness of assding these growers was influenced by both the degree of
regulation involved, as wel as, the indfidency of locd government authorities The
current, somewhat inflexible, labour act in South Africa is a further example of how
the cogts of labour contrecting have been influenced by a government atempting to
redress higoricd imbaances. The case dudies dso demondrated how the origind
concentration of the sugar and timber indudries in Southern Africa were located in
limted areas that provided the necessary naurd resources. The government of the
time internationd donor bodies and prevaling multingtionds then "kick-dtarted"
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these indudries by providing mgor inputs, infradructure and policy to protect these
fledgling indudries until they were able to compete The origind edtablishment of
these indudtries, combined with a lack of incrementd naurd resources, presents an
amog insurmountable barrier of entry for new entrants. These indudries, moreover,
digplay high levels of dte, asset and human skills specificity as a result of the higtoric
concentrations of economic development in specific regions of Southern Africa, as
wel as, the evolution of human skills and knowledge over the long term.

In condudon, this report summarises the cost to agribusness of assding
andlholders overcome the bariers of entry to high vdue cash cop sectors. The
results of the case dudies can be used by agribusness with respect to acquiring a
better underganding of the process and sacrifices involved. Smdlholder contracting
projects often involve many years of agribusness inputs before supply commences. In
many indances, moreover, the company is drawn into protracted equity issues
involving a locd community. The dudy, in particular, identifies some of the pitfals
and hidden cogs that agribusness can incr when embaking on amdl-scae
contracting projects. The timber case dudy, in paticula, is indicaive of the
difficulties of managing large numbers of micro farmers that gppear to be unable to be
conlidated as an economic entity. The withdrawd of the financed management
gructure of the agribusiness, in this ingance, would result in the collapse of the
project and the question needs to be asked, whether or not, the micro famers have
redly overcome the bariers of entry, on a permanent bass to this indudry.
Contracting projects, idedly, should result in the establishment of permanent growers
that operate as vidble business entities. Whils support in the start-up phase is a
necessary prerequiste to overcoming the bariers of entry, the contracted farmers
need to be weaned out of the company dructure on along-term basis.
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