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EXECUTIVE SUMMARY

e Background to the study

The South African wine industry is in the midst of a process of structural change that is
almost unprecedented in the scope and depth of its effects on all aspects of production,
processing, distribution and marketing. This change has been brought about through the
ending of sanctions, strong growth in the world market for quality wines, growth in the
domestic market for wine, the liberalisation of South Africa’s trade policies and
deregulation of the South African agricultural sector.

These factors have combined to create a sustained incentive to initiate change in the
South African wine industry.

¢ Summary of conclusions

The most important conclusions drawn from this report show the following:

* The success of the industry (especially in terms of its export performance) has been
driven by a change in the composition of the South African wine harvest, by an
improvement in quality, and concomitantly by increased exports.

* There has been significant investment in production and processing capacity in the
industry from both foreign and domestic sources, and this has increased since the
processes of deregulation began in the early 1990s. However, the investment has
been almost exclusively from individuals, and largely from domestic sources. Foreign
corporate involvement has been limited to a few instances of investment in distribution
activities.

* The shifts in the share of the wine harvest that goes to the production of good wine,
and within this the shift to noble cultivars and to higher quality production, are the most
important changes taking place in the industry at present. The analysis shows clearly
that the production of quality grapes is better rewarded than in the past.

* The industry will be faced with the prospect of surpluses of lower quality wine for some
time. As a result, large quantities of wine were available below cost on the local market
at the time of writing this report.

* The international competitiveness of the industry has improved substantially over the
past decade.

* The expansion of the industry has resulted in an increase in employment, and real
wages of farm workers have increased.

* The main effect of deregulation on institutional structures in the industry has been the
increase in private, especially non-estate cellars, and the rise of the new exporting
concerns. It is probably also safe to conclude that the real impact in the corporate
sector has yet to be experienced.

* The creation of the South African Wine and Brandy Company is an important and
innovative new direction for the industry. While the industry has been characterised by
a wide range of empowerment efforts since 1994, and in some cases even earlier, this
initiative could play a key role in co-ordinating these efforts.

* Since deregulation, there has been a marked decrease in support from government in
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terms of resources committed to research and development and technology transfer.

* The macro and sector-level changes identified in this report have created the overall
environment within which individual wine grape farmers and wine producers have
changed their investment decisions, and hence their production and marketing
decisions, driven by changes in the profitability of these activities. Under these
circumstances it is virtually impossible to ascribe change to any specific factor such as
the deregulation of agriculture. Nevertheless it is possible to conclude that the results
would have been different without the deregulation of agriculture, even in the context of
the other changes.

e Observations

The National Agricultural Marketing Council (NAMC), which is charged with the
responsibility to ensure that the national economic goals of equitable access, efficiency
and affirmative programmes are carried into the sphere of the marketing of agricultural
products, has a distinct role to play in the wine and brandy industry. To this end, this
Committee recommends that the NAMC advise the Minister of Agriculture on the following
issues:

The condition of the industry

Our analysis has shown that the South African wine industry is dynamic, and has for the
most part successfully confronted the considerable challenges it faces and successfully
exploited the opportunities which it has been afforded. In the process it has become a
leading sector in South African agriculture, in the Western Cape tourism industry, and in
the shift of the South African economy to a greater export orientation. While these
changes in the industry have not resulted in an increase in unskilled employment
opportunities, they have resulted in the more efficient use of capital and technology, and
hence in the creation of employment opportunities for skilled workers. Growth in the
industry is expected to come from the wine sector, especially from wine exports although
the brandy and concentrate sector should also see some growth. The right political climate
and investment are, however, prerequisites for this to occur. Industry growth is needed to
tackle empowerment and social development issues.

Facing new challenges
Our analysis has shown that the industry faces new challenges in the domestic as well as
the foreign market. The following observations can be made:

* There is an expectation that an industry that has been as successful as this one in
managing structural change and exploiting new opportunities, especially in the export
market, will be able to attract substantial foreign investment. Our analysis has shown
that the level of investment in the industry, from domestic as well as foreign sources,
has been increasing. However, the extent of foreign corporate investment has been
limited. Foreign investors of this kind place a high premium on stability and on the
innovativeness of the industry and South Africa competes with countries such as
Australia, Chile and some Central European countries for this kind of investment. The
industry is aware of the considerable efforts of the state to encourage such investment.
Nevertheless, it is clear that this issue should be placed higher on the agenda,
especially amongst state institutions charged with responsibility towards the agricultural
sector. It should be noted that domestic investment in the wine industry has come
largely from within the industry. Domestic investment from outside the wine industry
should therefore be encouraged.

* The domestic market remains protected behind a relatively high tariff wall, partly
because farmers and winemakers get little other direct or indirect subsidisation from
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the state in the manner that many of our competitors enjoy. This protection is,
however, vulnerable to existing and new trade agreements, e.g. under the European
Union (EU) agreement and the new round of trade negotiations of the World Trade
Organisation. The industry has expressed concern about the levels of subsidies (and
other support) in competing countries wine industries. While acknowledging the efforts
of the government in addressing this issue on a multi-lateral level it is felt that this
should remain a high priority for industry and government, requiring close co-operation
between them. The industry realises the value of imports in creating a more
competitive domestic trading environment, and in growing the market for the products
of the vine. Yet it needs a strong voice in further negotiations to open access to the
South and southern African market. It should also be ensured that the benefits secured
through existing and future international trade agreements ultimately flow back to the
industry. Particular concern has been expressed by the industry regarding the €15
million funding secured in terms of the EU/SA Wines and Spirits Agreement, from
which the industry supposedly has derived no benefit.

* New trends in foreign markets create new challenges for the industry. The most
important of these is the rising market power of supermarkets in our most important
export markets, specifically in the UK but also in the rest of Europe. One important
manifestation of this power is the concern with ethical trade issues. The industry and
the state have already shown that they can co-operate in meeting these challenges.
New challenges will, however, require even closer co-operation. A specific case in
point is the potentially disruptive effect of the rise in the market for cheap wine (which
at times has been packaged and sold illegally), especially “papsakke”. The concern
has been expressed that inadequate law enforcement and a lack of capacity within
certain government services has exacerbated the problem. It is felt, however, that the
solution to this issue lies in the judicious use of existing regulatory powers, self-
regulation and the inherent unattractiveness of this segment of the market for
producers. The industry has welcomed the initiative taken by the NAMC in investigating
the issue, and will support other such initiatives aimed at addressing the problem.
There is a strong feeling from the industry side that excise duties should not be used
as a means of addressing problems of abuse. Higher excise duties, it is felt, will not
curb abuse and government should be wary of increasing taxation for the wrong
reasons — and in so doing making it difficult for new entrants to establish themselves in
the industry.

* One of the results of deregulation was that funds for research and development and
technology transfer became available through the South African Wine Industry Trust
(SAWIT). This income stream will almost dry up in 2007/08. In the meanwhile,
government’s support for research and development and technology transfer has
declined. This results in lack of resources (human resources and funds) as well as
increased costs of research for the wine industry at the Agricultural Research Council
(ARC). Producer financing through statutory levies has already reached the maximum
level allowed by the Marketing Act. It is therefore recommended that government
should increase funding support for research and development and technology transfer
to support the ARC and industry and also to the benefit of potential new entrants.

* The exports of products of the vine especially, particularly premium quality wine, can
act as an important catalyst to underpin government’s international tourism drive. Wine
is probably the only exportable consumer good which may awaken the consumer’'s
interest in visiting the area in which a particular example of the good is produced. As a
result of deregulation, there are now many more players exporting South African wine
through various international distribution channels, thereby reaching a huge
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international target market for tourists. Wine also symbolises finesse and culture,
thereby enhancing the status of South Africa, both as a tourist destination and as a
sophisticated investment destination. By synergising government’s drive to change the
perspective about South Africa internationally, the tourism bodies’ campaign to boost
tourism numbers, and the wine industry’s drive to promote South African exports, a far
greater effect and penetration can be achieved.

* The South African wine industry has already taken important steps, on its own as well
as in co-operation with the state, to meet the challenge of transformation. The industry
is aware that transformation is required for more than defensive reasons, and that only
fundamental transformation will secure its future. Despite many separate and joint
efforts on the part of the industry and the state, neither party can point to significant
success in this regard. While some may argue that this is not an issue that obviously
falls within the purview of the NAMC, the industry understands the importance of
market access, and of access to support services throughout the value chain. New
efforts are required, and new modes of co-operation between the industry and the
different agents of the state need to be established.

Exploiting opportunities

Our analysis has confirmed the main strategic conclusion of the Vision 2020 initiative,
namely that an appropriate vehicle needs to be in place if the industry is to successfully
meet the challenges of the future. In this regard, the creation of the South African Wine
and Brandy Company marks an important new initiative that has gained the support of the
entire industry. The potential for closer co-operation between the state and this
representative institution is great, and such co-operation will be to the lasting benefit of
current and future stakeholders. It should also be emphasised that the industry’s Vision
2020 initiative is in line with and supports the recently adopted Strategic Plan for South
African Agriculture.

¢ Recommendations

The committee made the following recommendations:

1. That cognisance be taken of the fact that the industry’s Vision 2020 initiative is in line
with and supports the recently adopted Strategic Plan for South African Agriculture.

2. That every effort be made to encourage further investment in the South African wine
industry and that this issue should be placed high on Government’s agenda.

3. That government should continue to address the high levels of subsidies and other
support enjoyed by the wine industries in competing countries, and should step up its
efforts in this regard.

4.  That the high levels of subsidies and support in competing countries should be borne
in mind when negotiating future trade agreements.

5. That every effort should be made to ensure that the benefits secured through
existing and future trade agreements ultimately flow back to the wine industry.

6. That the problems of inadequate law enforcement and lack of capacity in certain
government services should be urgently addressed.

7.  That the industry’s opinion that increasing excise duties will not address problems of
abuse be noted. Higher excise duties will, it is believed, also ultimately make it more
difficult for new entrants to enter the industry.

8. That government should increase funding support for research and development and
technology transfer to support the ARC and industry and to the potential benefit of
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new entrants.

9. That government’s drive to change international perceptions about South Africa, the
tourism bodies’ campaign to boost tourism numbers and the wine industry’s drive to
promote South African exports be synergised to achieve the maximum impact.

10. That every effort be made to ensure that the lines of communication between the
new industry structure and government are effective.
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PREFACE

¢ Composition of committee

The Committee consisted of the following members:

Anzil Adams

Inus Bezuidenhout
Herman Béhmer
Ockie Bosman
Jan Booysen
Chris Gladwin
Johann H. Krige

BAWSI

NAMC

Cape Negociants
BAWSI

Winetech

NAMC Secretariat
VKL

Riaan Kruger CWSI
Theo Pegel Vinpro
Marthinus Saunderson SAWIT
Kosie Steenkamp owB
Izak Visagie KWK & WBA
e Terms of reference
The Committee’s Terms of Reference were as follows:
1. To study and understand the trends and underlying forces in the South African wine
industry
2. To study and understand the extent of the relationships between links in the various

industry chains and the business processes within them

3. To document the processes, experiences and results of deregulation

To identify and discuss the real impact of deregulation in terms of:

¢ production (measures to deal with surplus production)

* investment levels

¢ profitability

* international competitiveness
* job opportunities

* use of marketing infrastructure

* monopolistic practices in the industry

* entry by historically disadvantaged individuals into the industry

5. To look at future domestic and international scenarios for the industry, and the
effect of trade barriers (e.g. food safety, SPS measures, WTO, Cotonou

Agreement, EU/SA TDCA, New World Wine Producers Agreement, Mercosur)

To identify current problems and opportunities in the industry

To make recommendations and advise the Minister of Agriculture on how to
address identified problems and exploit opportunities
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¢ Outline of the report

In order to give effect to these Terms of Reference, this report starts with an historical
overview of the industry, followed by a descriptive analysis of the place of the South
African industry in a global context. Thereafter, the different aspects of the impact of
deregulation, as identified in point 4 of the Terms of Reference, are investigated. The
report ends with recommendations for further action by the Minister of Agriculture.

In conducting this investigation, extensive use was made of the 1997 Report of the
Ministerial Committee of Inquiry into Regulation of the Wine and Distilling Industries
(Kassier 1997), a report to SAWIS by Conningarth Consultants on the macroeconomic
impact of the industry, a recently published statistical compendium on the global wine
industry (Anderson & Norman 2001), and the excellent database of SAWIS.

The report should be read with three caveats in mind. First, a report such as this by
definition aims to describe the industry as a whole, because the NAMC has an interest in
all facets of the industry. By contrast, in Vision 2020 the analysis was disaggregated to the
wine, distilling and grape juice concentrate industries. It is possible to disaggregate the
industry even further into, for example, different wine quality and price categories.
However, disaggregation comes at the expense of a holistic analysis. Therefore, in this
report the emphasis falls on the industry as a whole rather than on its constituent parts.
Second, it serves little purpose to repeat the extensive and widely accepted analysis,
conclusions and recommendations of the Winetech Vision 2020 strategic plan in a report
of this nature. Thus, key aspects of that report are used here only where required, while
elsewhere references are provided to the appropriate Vision 2020 documentation. Third,
the recommendations made in this report are out of the ordinary, because of the unanimity
with which the industry has accepted the Vision 2020 recommendations. Accordingly, this
Section 7 Committee’s recommendations aim to bring the support of the NAMC behind the
vision and objectives of Vision 2020.

* Acknowledgements

The NAMC would like to thank Professor Nick Vink for his valuable assistance with the
investigation and the report. We would also like to thank Theo Pegel and Riaan Kruger for
their assistance and advice, without which the report would not have been possible.
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1 INTRODUCTION

Until 1997, the marketing of wine, as in most sectors of agriculture in South Africa, was
extensively regulated by statute. The 1924 Wine and Brandy Control Act pioneered
statutory control of agricultural markets. However, whereas most of the 22 marketing
schemes introduced from 1931, and especially from 1937, brought markets under state
Control Boards, wine, like sugar, was regulated by the industry’s own institutions, rather
than under the Marketing Acts of 1937 and 1968. The state also provided few direct
subsidies, although the industry did benefit from price support and import protection,
which enabled it to pass costs on to consumers, and from favourable excise taxes, which
favoured the distilling of grapes into spirits at the expense of sugar producers.

Nevertheless, the wine industry faced the same pressures for deregulation as the rest of
the agricultural sector of South Africa, which has been extensively deregulated in two
phases over the past 20 years. The origins of the first phase can be found in the shift in
monetary policy in the late 1970s and in fiscal strategies in the 1980s, which undermined
the complex structure of protection, price support and cross-subsidies on which the
system of agricultural support was founded. Prior to 1994, the tax regime had been
changed, and a start made on land reform, labour legislation and trade policy revisions.
The major change was the extensive deregulation of state agricultural marketing schemes
within the framework of the Marketing Act of 1968 (Vink & Kassier 1991; Francis &
Williams 1993; Vink 1993; Kirsten & Van Zyl 1996; Williams et al 1998; Vink 2000). One
consequence was that statutory intervention lasted longer in the wine and sugar
industries, which were not covered by the Marketing Act.

The Government of National Unity, elected in 1994, ushered in policies across the entire
range of government activities. In agriculture, some tended to follow the direction of
changes already under way (Williams et al. 1998; Hall & Williams 2000). Major direct
policy changes, however, had to wait until after the National Party, and its Minister of
Agriculture, withdrew from the government in 1996. New policy initiatives included

* the land reform programme

* laws protecting agricultural workers and labour tenants against eviction and extending
their rights

* liberalisation of international trade and agricultural marketing
* the Marketing of Agricultural Products Act, No 47 of 1996

* anew rural development policy

* institutional restructuring in the public sector

The purpose of the reforms was to correct the injustices of past policy, principally through
land reform, to direct agriculture towards a less capital-intensive growth path, and to
enhance its international competitiveness. The wine industry did not escape these
changes. Yet future developments in the industry will be driven as much by changes in
domestic and global markets and by changes in the trading conditions in those markets as
by domestic agricultural policy reforms.
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The South African industry has long shared characteristics with the Australian wine
industry. Both were, for the first half of the 20th century, predominantly producers of
distilling and fortified wines, and subsequently switched, initially, to the production of sweet
table wines. Table wine exceeded fortified wine production for the first time in South Africa
in 1953 and in Australia in 1968 (KWV 1963:52-53; Osmond & Anderson 1998:48).

However, South Africa differs today from its competitors among “new world” wine
producers, including Australia, New Zealand and Chile, which all export a high proportion
of their vintage: 28%, 27% and 46% respectively for 1997 to 1999. In this respect, South
Africa (15%, though rising) and Argentina (9%) are “wine industries of a special type”
(Anderson & Norman 2001, CD). Historically they produced large quantities of cheap wine
for their domestic markets, a legacy they share with Languedoc-Roussillon. This pattern of
demand and supply constrains their capacity to adapt to a more differentiated international
demand. South African producers thus have to respond to changes in both global market
conditions and in the South African policy environment if the country is to become and
remain a global player.
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2. HISTORICAL LEGACIES"

2.1 Bringing the surplus under control

Excise duties and price fluctuations

The South African wine industry first reached maturity during and after the Napoleonic
wars, although the first vines had been planted and the first wine made in the mid-
seventeenth century. The number of vines planted increased from 15 million between
1808 and 1810 to 32 million in 1823 to 1825 (compared to 314 million vines in 2000) and
wine production increased by 8% during this period. Between 1810 and the 1820s wine
was the most important export from the Cape, responsible for some 90% of the colony’s
exports. Under imperial preference policies, the duties payable on Cape wines were a
third of those levied on Iberian wines, their main competitor, and Britain became the
largest market for the industry (Keegan 1996).

When imperial preference was abolished in 1825, exports to Britain fell by 75%, and the
industry plunged into depression. Despite continued complaints about the quality of the
wine, however, the industry revived sufficiently to export wine to the value of more than
£120 000 annually to Britain in the late 1850s (Van Zyl 1993). Then the industry had to
face a new series of disasters during the second half of the nineteenth century, starting
with the 1860 trade treaty between Britain and France — by 1861 South Africa’s wine
exports to Britain had dropped to £8 000. Then followed oidium and other diseases, and
from 1885 the spread of phylloxera (Perold 1936).

Recovery from the ravages of phylloxera was slow, but by 1905 a Committee of Inquiry
reported that “Large stocks held by producers and merchants are practically unsaleable,
or saleable only in small quantities at unremunerative prices” (Cape of Good Hope
1905:1). The Government provided loans to finance the creation of nine co-operative
cellars to improve the quality of Cape wines (Malherbe 1932:9; Botha 1966). In 1907, the
Cape Wine Farmers and Wine Merchants Association (CFWWMA) was formed, with
Charles Kohler as President. On 14 April 1909, a mass meeting of wine farmers protested
against the excise tax. The Prime Minister, John X Merriman, rejected these demands,
blaming over-production by the farmers for their plight (Kohler 1946:74-76).

In 1913, the price of wine rose to between £6 and £9 per leaguer (= 127 imperial gallons =
5.6 hectolitres). When the ostrich boom collapsed that year, farmers in the inland districts
turned their irrigated fields from lucern to vines. In 1918, there were 87 million vines, an
increase of 25% over 7 years. Farmers had to sell their wine at the close of the season for
whatever prices they could get in order to make space for the next vintage. In 1916 the
South African government announced plans to increase excise duties. When the
customary representations failed to produce results, plans for a congress of wine farmers
gained momentum. Kohler put forward plans for a co-operative of wine and brandy
farmers, which would regulate the prices at which vine products were sold to the trade
(merchants and manufacturers) by controlling the supply of grapes and wine.

! This section draws heavily on Williams & Vink (1999).

Final report: The impact of deregulation on the South African wine industry, December 2002 3



Establishment of KWV

KWV was initiated as a co-operative in 1916 and registered as a company in 1918. Its
members had to sell all their wine through KWV and contribute a levy of 10% on their
sales. KWV would declare an annual “surplus”, which it would remove from the market.
Some 90% of the wine farmers in the Cape had signed the constitution of KWV by the end
of 1917. They insisted that they should not be prevented from planting more vines; but
Kohler realised that this would exacerbate the “hideous nightmare” of surplus production
(Kohler 1946:87).

A few Stellenbosch farmers and most of the Constantia farmers refused to join. They
argued that they had no need for such an institution, as they were producing a superior
guality of wine. Distillers and merchants were also opposed to the scheme at the outset.
Kohler used the threat that KWV would enter the trade in its own right to secure their co-
operation. Originally, this took the form of a five-year contract, which was signed at the
end of 1917, in other words even before the formal founding of KWV. The merchants
agreed that they would buy only from KWV and the two sides reached an agreement in
1918. The manufacturing-wholesalers (“the Trade”) would distil and store the surplus on
behalf of KWV who, in return, would not “compete with the established wine or spirit trade
or distilling or manufacturing interests in Africa south of the equator” (Kohler 1924:21).

In 1920, prices of wine rose to £30 a leaguer and then collapsed. In 1921, KWV signed a
new agreement with a group of merchants. Between 1921 and 1923, members received £3
a leaguer for distiling wine. Merchants paid £9 in 1921 and 1922 and £6 in 1923. The
difference represented the “surplus” of two-thirds or one-half. By the end of 1923, KWV
could no longer sustain its control of the market. Constantia farmers had, in court, won their
claim not to pay a “surplus contribution” on sales of “good wine” (K.W.V. v Cloete, 1922
A.D.) Merchants could buy wine directly from farmers below the minimum price but well
above what farmers would receive through KWV. At the end of 1923, the merchants
withdrew from the agreement (Kohler 1946:93-98; Van Zyl 1993:35-37, 42-43). KWV had no
way out other than to resort to a scheme for compulsory co-operation.

Smuts, the then Prime Minister, agreed to such a scheme as long as it had support from the
National Party opposition (Van Zyl 1993:46-48; Kenney 1981:76), and overrode objections
from the Constantia farmers and the Trade. The Constantia farmers did, however, succeed
in excluding wine not sold for distilling (“good wine”) from control. Membership of KWV,
registered in 1923 as a co-operative, and payment of levies were not made compulsory. The
manufacturing-wholesalers objected that the Bill sought to exclude them. It conferred a
monopoly that enabled KWV to charge an artificially high price “for wines to enable them to
pay their members for the portion of the crop which is not required, and which will then
become their property at no cost to themselves” (Cloete 1924:3).

1924 Wine and Spirits Control Act

The Wine and Spirits Control Act 5 of 1924 provided that KWV would fix a minimum price
for the sale of any wine for distilling, and that sales could only be made “through or with the
consent of” KWV. The organisation was required to supply wine only in wholesale quantities
and at a uniform price to “any bona fide distiller, wholesale trader or co-operative society” for
sale anywhere in southern Africa. Brandy sold after 1 June 1928 had to contain at least 25%
brandy pot stilled for three years. The failure of KWV’s attempt to control the production and
marketing of wine and brandy led the government to extend statutory powers to enable
KWV to do so — and thereby saved KWV from liquidation (Drew 1937:9). The 1924 Act laid
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the foundation on which the institutional structure and patterns of production of the industry
were built for the following 73 years.

2.2 Good wine and brandy wine

KWV's pricing policies to 1934

KWV fixed the price of distilling wine to the merchants at £7.18.9 a leaguer (1s 3d a
gallon) and kept it there between the wars. It set the initial surplus deduction at 40%. Wine
production doubled from 95 211 leaguers in 1924 to 202 444 leaguers in 1934 and
continued to rise. The largest increases in planting took place in the interior, irrigated
districts of Worcester, Robertson and Montagu (Drew 1937: Tables 1, 2, 5, expanded in
Swart 1944: Tables 2, 3, 5.) Up to 1928, consumption of wines and brandies increased.
Brandy was temporarily kept off the market by pot stilling. By declaring generous “surplus
contributions”, KWV was able to expand its distilling capacity and financial reserves, on
which it drew to sustain prices between 1931 and 1933. KWV argued determinedly
against the campaign for temperance that strongly influenced the 1928 Liquor Act. It
wanted to expand the market by liberalising liquor licences and lifting the prohibition of
sales to Africans and to extend to the Transvaal and Natal the dop system of providing
free wine to farm workers (House of Assembly 1926:733-70, 1054-1069).

Imperial preference was re-established in 1919 and increased in 1924, opening access to
the British market for the first time since 1861. In 1927, KWV arranged to sell all its
exports to the UK (where they were mainly blended into “British wine”) through Vine
Products Ltd. Brandy exports expanded to New Zealand and Canada. KWV fortified “good
wine”, purchased from farmers, with surplus “distilling wine” for export production. It was
able to exclude merchants and farmers from the UK market for fortified wines because
they had to pay the full price for distilling wine, which KWV acquired and disposed of as
part of the surplus (C.C.W.E.S.A. v KW.V., C.P.D. 1934 and Drew 1935-37, |. 207-211;
K.W.V. v Bruwer 1936, A.D. 17 Aug 1936). Exports increased from 26 104 bulk gallons in
1926 to 338 926 bulk gallons in 1929, and reached 2 152 223 bulk gallons in 1939.
However, exports did not keep pace with production and, over this period, amounted to
only 51% of the wine manufactured for export. The purchase of good wine for fortification
helped to assure farmers of a market and removed it from the domestic market, but it did
S0 by incorporating it into accumulating stocks of fortified wine, which reached 11.5 million
bulk gallons by the end of 1939 (Drew 1937: Table 8; Swart 1944: Table 9).

Domestic demand for good wine increased more slowly than production, so that a rising
share of the vintage had to be taken off the market as surplus distilling wine. The fixed
price paid to the producer for distilling wine was reduced from a peak of £5.0.6 in 1928 to
£3.3.6 in 1932 and then increased slightly to reach £4.4.3%2 in 1939. The price paid by
KWV and manufacturers for good wine also fell, from £7.7.0 to £5.0.0 in 1939, and the
gap between the two narrowed during the decade. Throughout the whole period,
manufacturers had to pay a higher price for distilling wine than for good wine (Drew 1937:
Table 2; Swart 1944: Table 3). Most producers had little incentive to improve the quality of
their wines and every reason to irrigate land, increase yields and stay with their tried and
tested varietals. Production of quality table wines remained confined largely to Constantia,
Stellenbosch and Paarl (Perold 1936).

From 1929, the directors of KWV warned their members that continuation of surplus
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production would lead to a fall in producer prices. In 1931, they set up the first of a series
of committees and supported a bill in parliament that sought to produce a scheme for
discouraging surplus production. These efforts all ran up against conflicts of interest
between the established districts of Paarl and Stellenbosch and the expanding and
irrigated districts of Worcester, Robertson and Montagu (S.A.D. K404; Drew 1935-37:102,
179-184, 198-202; H.A.D. 1932:3794-3829).

Appointment of the Wine Commission

The 1934 Commission on Co-operatives and Credit argued that KWV’s minimum pricing
policies had encouraged overproduction and discouraged quality, and objected to its
refusal to discount the price of spirits for export to the UK. It recommended that a statutory
board take control of distilling wine and of good wine (Viljoen 1934:16, 82-94). The
appointment in 1935 of the Wine Commission kept the wine industry outside the 1937
Marketing Act. The Commission agreed that the buying of the surplus by KWV
encouraged expansion of production and that a producer co-operative should not exercise
statutory control. It decided that the only solution to the failure of partial control was to
apply a comprehensive system of statutory control. This would have to fall under KWV,
which had invested in the necessary cellar and distilling capacity. The Commission argued
for minimum prices for good wine and quality wine, opposed production quotas and
suggested the creation of an advisory board (Drew 1937:57-89, 104-5).

1940 Wine and Spirits Control Act

The Wine and Spirits Control Act 23 of 1940, introduced over the merchants’ objections,
empowered KWV to set an annual minimum price for good wine and for quality wine, of
which wholesalers had to buy a minimum percentage. It made provision for production
limits but did not introduce an advisory board or require KWV to discount sales of spirits
for export (House of Assembly 1940).

2.3 Regulation and monopoly

Demand during the war years

Demand for brandy during the war solved the immediate problem of surplus disposal. Prices
of good wine increased relative to distilling wine and KWV withdrew from buying grapes
for export production so that farmers needed access to cellars to produce “good wine”.
Farmers delivered grapes to their co-operatives and were paid from a pool in accordance
with tonnage, sugar content and (possibly) cultivar. The incentives to produce standard,
high-yielding grape varietals on irrigated land continued. The number of co-operative
cellars increased from 6 to 19 between 1939 and 1944, to 30 by 1950 and 46 by 1955.
This initially suited the merchants to whom the co-operatives now supplied wine rather than
grapes. The costs of new technologies, notably cold fermentation, which was first introduced
to South Africa in 1959, encouraged more farmers to join and form co-operatives, whose
number rose to 69 by the end of the 1975 (Botha 1966).

Wine production peaked in 1944 at 424 948 leaguers and only reached that level again ten
years later (KWV 1958:16). KWV was able to raise the prices for distilling wine and
government to increase the excise tax on brandy, in 1942 (Kohler 1944). A post-war
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shortage of wine allowed KWV to pay substantial bonuses to its members; in 1947, the
supply had to be pooled between KWV, who got 25% of the vintage, and the merchants,
who shared the rest. In 1954, new laws were passed providing that, when supplies were
rationed, the surplus should be between 15% and 25%, thus enabling KWV to claim a share
of the vintage to meet its export needs (Theron 1954; Van Zyl 1993:134-6).

Post-war production and prices

From 1954 to 1963, increased production led to rising surpluses. Act 47 of 1957 made new
provision for planting quotas, which were introduced in 1960. They were set above current
output and expanded ahead of supply and thus encouraged people to increase production
to justify their quotas. A renewed shortage led to the rationing of wine spirits in 1964 and to
KWV’s acquiring an exclusive right to import distilling wine (Du Toit 1960:2, 1965:3-4;
Deacon 1980:29; Van Zyl 1993:141-3, 174).

A sharp increase in excise taxes in 1958 reduced brandy consumption but encouraged the
demand for natural wines. In 1959, KWV increased the surplus declaration to 35% and
compensated producers with a sharp increase in the minimum price. Wholesalers
responded by attacking KWV’s right to fix prices unilaterally and its exclusive hold on exports
to the UK, and demanded a commission of inquiry. They objected to direct sales at the
minimum price by co-operative wineries and “pseudo-wholesalers” who sold by the case to
the public, thus excluding them from the distribution chain (Steenkamp 1967:168-177).

Planting and production growth trends from 1960

The growth trends in the planting of vines and the production of wine from the 1960s are
shown in Table 1 in a comparative perspective. These data show that, during the 1960s,
area expansion in the South African industry ranked lower than in Spain and China, but
considerably higher than in modern rivals such as Argentina, Australia, Chile and the USA.
By contrast, growth in the output of wine (measured in hectolitres) was faster in South Africa
in this period than in any of the comparative countries. This rate of expansion declined
considerably in the 1970s. However, the continued increase in the production of wine from
high yielding varieties is evident from the high rate of growth in output relative to the
expansion in area planted to vines in the 1970s and 1980s.

These data also show the global contraction in the wine industry in the 1980s, with only
China recording significantly positive rates of growth in planting. While the South African
industry did not contract as much as, for example, that of Australia in the 1980s, wine
production growth rates were still positive despite the lower level of planting.

The recovery in the world wine market in the 1990s is also evident from these data. Here the
South African industry shows a positive, although small, growth in the planting of vines, but a
decline in the rate of growth in output. As is shown below, this is the expected result of the
new trading conditions of the 1990s.
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Table 1: Comparative growth in vine planting and wine production, 1961 —

1999
1961-1969 1970-1979 1980-1989 1990-1999
Growth in Growth Growth Growth Growth | Growthin | Growth Growth in
area in wine in area in wine in area wine in area wine
under output under output under output (% under output (%
vines (% (% pa) vines (% (% pa) vines (% pa) vines (% pa)
pa) pa) pa) pa)
Argentina 0.72 1.46 0.34 2.51 -0.48 -1.87 0.00 -0.38
Australia 0.54 3.75 0.30 3.31 -0.48 2.16 1.79 7.71
Chile 0.41 -1.06 -0.06 3.25 -0.21 -6.37 0.44 4.77
China 2.86 0.00 2.09 0.00 4.68 na 1.12 10.13
France -0.09 0.14 -0.15 -0.27 -0.31 -0.87 -0.06 -0.05
South 1.24 577 0.10 2.52 -0.05 0.51 0.32 -2.41
Africa
Spain 3.62 0.68 0.11 2.90 -0.21 -2.99 -0.45 -0.72
USA -0.25 2.90 0.91 7.03 0.21 -0.65 0.42 3.96

Source: Anderson & Norman 2001

Table 2: Comparative growth in consumption per capita and exports, 1961 —

1999
1961-1969 1970-1979 1980-1989 1990-1999

Domestic Export Domestic Export Domestic Export | Domestic | Export

sales growth sales growth | sales growth | growth sales growth

growth (% | (% pa) growth (% (% pa) (% pa) (% pa) growth (% pa)

pa) pa) (% pa)

Argentina 0.91 56.26 -0.56 29.40 -4.26 2.28 -4.36 24.15
Australia 6.96 0.93 7.30 -3.71 1.47 21.96 0.82 14.85
Chile -3.84 -0.46 -0.54 19.32 -5.67 4.56 -6.89 18.73
China 0.00 0.00 0.00 0.00 0.00 0.00 10.62 11.60
France -1.40 -1.29 -1.58 6.83 -2.61 5.61 -1.75 3.98
South Africa 4.06 -3.78 -2.02 -5.40 0.17 -7.91 0.56 31.49
Spain 0.94 6.57 0.76 5.12 -4.53 -2.24 -1.53 7.89
USA 2.68 13.48 3.94 21.00 0.52 4.04 0.81 16.56

Source: Anderson & Norman 2001

From the 1960s, the expansion of demand for urban labour and the restriction of the
migration of black workers to the Western Cape created a shortage of farm labour. This
led both to increased use of prison labour and farm prisons, and also to policies to
improve conditions for coloured rural communities and to subsidise farm housing. In 1963,
the supply of liquor to black people was legalised, grocers were licensed to sell natural
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wine but not beer and the dop system was outlawed, in law if not in practice.

Effects of KWV regulation

The system by which KWV unilaterally set uniform prices for distilling, good and even
quality wines protected farmers’ incomes but discouraged competition among buyers;
wholesalers’ ties to retail outlets discouraged competition among sellers. This facilitated
the process of concentration of markets for wines by Stellenbosch Farmers Winery (SFW)
and for spirits by Distillers Ltd. They sustained their domination of the market by building
brand loyalty to familiar, established trademarks. In 1956, the country’s three main
breweries merged and in 1960 South African Breweries (SAB) took control of the
Stellenbosch Wine Trust, which controlled SFW (Fridjhon & Murray 1985:40-42; Van Zyl
1993:226-229). Regulation of the industry facilitated monopolistic arrangements but also
opened up bitter political contests for control of marketing arrangements between KWV
and the Cape Wine and Spirits Institute, formed in 1967 to defend the interests of the
“Trade”.

Legislation

The Wine and Spirits Control Act, No 47 of 1970 replaced and consolidated previous
legislation. KWV could rely on its links to the ruling National Party to secure political support
for detailed amendments to Act 47 and its administration (Deacon 1980:52).

Legal regulation of standards of production of wine for the local and the export markets
goes back to colonial legislation, consolidated in Acts 15 of 1913 and 36 of 1917
respectively. These and subsequent measures were consolidated in the Liquor Products
Act 60 of 1989.

The Plant Improvement Scheme, instituted by Act 53 of 1976, regulates the certification of
material for the propagation of vines. In 1986 the Vine Improvement Association was
established by KWV, CWSI, the Western Cape Co-ordinating Vine Nursery Association
and producer members from the wine co-operatives and independent estates. This led to
a revision of the Super Grade Scheme, in terms of which KWV had been the only
institution certified to conduct plant propagation, to allow other participants. Full control
over source material and certification, originally shared between the State and the Vine
Improvement Board, was transferred to the Board in 1993.

Production quotas allowed rather than restricted an expansion of output far ahead of
consumption, particularly in the irrigated Olifants and Orange River areas, where new
distilleries were opened in 1977 and 1978. A wine of origin scheme, initiated by independent
estate producers and Nietvoorbij (the industry research institute at Stellenbosch, now part
of the Agricultural Research Council) was introduced in 1973; its provisions threatened to
undermine the established trademarks of the major wholesalers (Van Zyl 1993:198-210).
Firms continued to complain that co-operatives were not prevented from selling directly to
retailers.

Mergers and restructuring in the liquor industry, 1970-1980

Rembrandt acquired control of the renamed Inter-Continental Breweries (ICB) in 1973 to try
to challenge SAB’s domination in the beer market. In 1975, government allowed SAB to take

Final report: The impact of deregulation on the South African wine industry, December 2002 9



full control of SFW and changed the law to override a court challenge to this decision. In
1978, Rembrandt acquired all the shares in ICB and Oude Meester (Distillers); government
agreed to Oude Meester buying 49% of Gilbey’s and to Gilbey’'s acquiring the Rebel liquor
chain. The 1979 beer (and the brief wine and spirits) war between SAB/SFW and
Rembrandt (Oude Meester/ICB) was resolved by an agreement that separated the dominant
beer interests from two leading wine and spirits companies (SFW and Oude Meester), which
would be amalgamated. This could only be done with the approval of KWV (Deacon
1980:53-55; Van Zyl 1993:227-232).

In November 1979, the Cabinet announced its approval of a restructuring of the liquor
industry. SAB would again become a “temporary sole supplier” of malted beer. SFW and
Oude Meester (Distillers) would be amalgamated into Kaapwyn (CWD), in which
Rembrandt, KWV and SAB would each hold 30% of the shares; SAB and Rembrandt
agreed to dispose of their retail interests (a step they did not take). Rembrandt then formed
a joint holding company with KWV to control CWD. Objections from Union Wine were stilled
when the minister allowed them to acquire 75 more retail outlets.

In 1982, the Competition Board belatedly accepted SAB’s monopoly of beer as a fait
accompli., but declared unlawful SAB’s previous controlling interest in SFW, the integration
of KWV as controlling body at primary level with SFW and Distillers, the combining of SFW
and OM in CWD and the vertical integration of suppliers and off-consumption retailers.
However, a cabinet committee rejected the decisions of the Competition Board and upheld
the previous support for the restructuring (Deacon 1980:371-375; Competition Board 1982;
Fridjhon & Murray 1985:136-143, 181-183; Van Zyl 1993:229-235, 241-243).

Exports, mainly of fortified wines and brandies, were reduced by informal actions from
1963, by the entry of Britain into the European Community in 1973 and by formal
sanctions from 1985. Declared exports fell by about two-thirds between 1964 and 1989
(Anderson & Norman 2001), modified only by low-price export deals to Eastern Europe,
which in 1983 amounted to 3.5 million hectolitres, over a third of the vintage. In the
domestic market, vertical integration and market sharing enabled liquor cartels, now in
partnership with KWV, to dominate the beer, wine and spirits industries.

2.4 Regulation and markets

Production continued to increase to reach a peak of 9 997 hectolitres in 1992, while
domestic demand stagnated and exports were blocked. However, critical changes began
to take place in the 1980s. State regulation and commercial monopoly slowly began to be
undermined. These changes in turn created conditions that made possible the response
of the industry to the opening of export markets in the 1990s and the collapse of the
system of regulation. In 1980, six premium cultivars (Cabernet Sauvignon, Shiraz,
Pinotage, Merlot, Sauvignon Blanc and Chardonnay) made up only 6.5% of the national
vineyard. From 1980, producers began to shift production towards higher value cultivars. By
1990, the six premium cultivars made up 12.5% of acreage and, by 1995, 19% of acreage
and 42.5% of new planting (KWV 1983-1990; SAWIS 1991-2000).

In 1984 KWV conceded a limited market in quotas within wine regions. In 1991, a group of
estate producers formed an action group to challenge quotas and the fines that
accompanied them (Du Plessis 1990; Financial Mail 1992). In 1992, KWV agreed to
suspend quotas and the task of regulating production was transferred to the co-operatives.
They were encouraged to define, limit and even charge for their members’ rights to crush
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grapes (Welgemoed 1992, 1993). The co-operatives now needed to discriminate more
carefully in the prices paid to their members for different cultivars and for grapes of different
gualities. These changes exposed conflicts of interest among co-operative members and
brought into question the established arrangements for paying members for their produce.

Rather than consolidating their domination of the wine and spirits market, the manufacturing-
wholesalers saw their share of the market fall significantly from their initial 85% to 65% in
1991 and 49% in 1996 (Ewert et al 1998:21).> Co-operatives and estate producers
expanded their direct marketing of wines, despite pressures to sell their whole vintage or
none to the wholesalers. In 1988, government announced the separation of CWD back into
SFW and Oude Meester, without any change in ownership, and a plan to separate
wholesale and retail interests (Boonstra 1988). From 1989, the CWSI renewed their
complaints that co-operatives were able to undercut the minimum price in local markets. The
separate minimum price for good wine was suspended from 1995.

In the 1980s, the industry set up the Rural Foundation with government support to improve
the social conditions of workers.

KWV expanded production of grape juice and obtained a 25% share in Ceres fruit juices in
1992, thereby acquiring a new way of disposing of much of the “surplus” (Van Zyl 1993:255).
Nevertheless, in 1992, the surplus pool still took up 45% of the vintage, of which 20% was
used for grape juice concentrate (Van zZyl 1973:270). International markets offered new
opportunities for producers to export wines. The end of the white minority regime in 1994 led
to a sharp increase in brandy consumption and renewed imports of distilling wine to enable
KWYV to meet demand. In 1993, KWV declared that it would not convert to a company under
the 1993 Co-operatives Amendment Act. However, it provided for non-members to be
eligible for election as directors (Van Zyl 1993:290-291).

3 KEY FEATURES OF THE SOUTH AFRICAN WINE INDUSTRY

3.1 The market

The data in Table 3 show that domestic consumption of wine in South Africa declined
during the 1970s, but was positive in the 1960s, 1980s and 1990s. These data are
repeated in Table 3, which also shows the rates of growth in global per capita
consumption of all types of alcohol. South Africans have continued to consume all types of
alcohol at increasing rates over the past four decades, and have consumed increasing
amounts of beer and spirits. Nevertheless, their consumption of wine is hardly growing.
World per capita consumption of all types of alcoholic beverages, and of beer and spirits,
has also increased in the past 40 years, while the per capita consumption of wine has
decreased. The global wine industry is, therefore, struggling to maintain a share in the
growing market for alcoholic beverages.

The South African trends indicate that the domestic market for all classes of wine displays
similar characteristics to other “emerging” markets such as those in South and Central
America and the East (see Figure 1). South Africa’s wine consumption has grown at a
very low rate despite a rapid growth in the volume of exports in the last decade (see
Figure 1). The shortfall in supply has been made up by a rapid growth in imports, although
from a small base. The result is that the country’s self-sufficiency index in volume terms

2 This had fallen to less than 34% by 2000 (SAWIS, 2001).
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has declined from 270 to 199 over the period 1988-1999.
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Table 3: Growth in global and South African per capita alcohol consumption,

1961 - 1999
1961-1969 1970-1979 1980-1989 1990-1999
South Africa 4.06 -2.02 0.17 0.56
Wine World 0.18 -1.26 -3.90 -1.18
South Africa 8.12 6.74 6.07 1.06
Beer World 1.94 1.10 0.35 0.63
South Africa 3.54 -0.91 -2.39 0.33
Spirits World 3.80 0.96 6.26 1.85
South Africa 4.43 0.47 2.02 0.74
Total World 1.79 0.12 1.48 0.95
Source: Anderson & Norman 2001
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Figure 1: Growth in per capita wine consumption, 1988-1999

3.2 Structure of production

By 2000, wine producers in South Africa had planted 105 566 hectares of land with 313
889 682 vines to wine grapes. This represented an increase of 13.2% in the land used
(from 93 247 hectares in 1993) and of 9.3% in the number of vines (from 287 124 028
vines in 1993). Total production, on the other hand, increased by only 0.6%, from an
average of 850 781 419 tons of grapes in 1991 to 1993 to an average of 855 629 927 tons

in 1998 to 2000.
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Table 4 shows the regional distribution of the vines planted in South Africa in 2000. These
data show that the regions that produce the most wine grapes (Worcester, Olifants River
and Robertson) also produce the highest yields per hectare, while farms in regions such
as Paarl, Stellenbosch and Malmesbury produce lower yields.

Table 4: Regional distribution of grape vines and of wine output, 2000

Region Number of vines % Hectares % % of total
output*
Worcester 60846166 19.38 17373 16.46 245
Paarl 55150445 17.57 17402 16.48 11.7
Stellenbosch 51375909 16.37 16112 15.26 9.60
Robertson 43400604 13.83 12291 11.64 14.7
Malmesbury 35575800 11.33 13915 13.18 8.30
Orange River 30008041 9.56 15908 15.07 11.7
Olifants River 27241788 8.68 9350 8.86 15.8
Little Karoo 10290929 3.28 3215 3.05 3.80
South Africa 313889682 100.0 105566 100 100.0

* Measured in tons of wine grapes

Source: SAWIS 2001

Table 5 shows the composition of types of cultivars grown and planted in different regions
in 2000. Only in Stellenbosch do the six premium varieties make up more than 50% of the
hectares planted and wine produced, and only there does red wine constitute more than
half of total wine production.

Table 5: Cultivar composition of vines and wine produced in South Africa,

2000
Region Planted to “big 6” (%)* | Production from “big 6” (%) Proportion white

Worcester 26.6 10.2 72.4
Paarl 43.5 38.4 56.2
Stellenbosch 65.8 52.5 44.9
Robertson 37.2 19.3 73.1
Malmesbury 42.0 27.1 58.9
Orange River 2.0 1.1 96.7
Olifants River 30.2 7.8 73.8
Little Karoo 14.6 5.3 83.5
South Africa 34.8 68.0
*Cabernet Sauvignon, Pinotage, Shiraz, Merlot, Pinot Noir, Chardonnay and Sauvignon Blanc

Source: SAWIS 2001
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Table 6 shows the composition of the industry harvest by district in 2001. While more than
70% of the total harvest was used for the making of “good wine”, only four districts
produced more than this proportion. The bulk of the wine juice used for grape juice
concentrate came from the Orange River region, while the proportion of wine used for
distilling purposes was lower than 10% of the total harvest only in the Stellenbosch district.
Furthermore, Figure 2 shows that it was only in 1994 that the proportion of good wine
produced reached 50% of the total harvest.

Seen in this light, the South African industry differs markedly from some of its competitors,
and thus the “Vision 2020” strategic plan explicitly focused on the three distinct segments,
namely the wine, the spirits and the grape juice concentrate markets.

Table 6: Composition of the total harvest (%), 2001

Good wine Rebate wine Non-alcohol | Distilling wine | Total harvest
Orange River 25,44 0,00 58,58 15,98 100,00
Olifants River 69,83 0,00 19,28 10,89 100,00
Malmesbury 81,81 0,71 1,97 15,51 100,00
Little Karoo 63,24 2,69 11,49 22,59 100,00
Paarl 82,22 0,66 0,87 16,24 100,00
Robertson 78,46 1,65 9,27 10,62 100,00
Stellenbosch 94,20 0,15 0,10 5,55 100,00
\Worcester 67,19 2,24 11,16 19,41 100,00
Industry Total 71,05 1,09 13,32 14,54 100,00

Source: SAWIS, 2001
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Figure 2: Proportion of total harvest used for good wine production, 1985 —
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2001

3.3 Institutional structure

The main institutions involved in the South African wine industry are identified in Figure 3.
These data show that the majority of producers farm on a relatively small scale, with more
than half of the number of wine farmers delivering less than 100 tons of grapes, and 85%
less than 500 tons. Data from an earlier survey (Ewert et al 1998), reproduced in Table 7
below, show that wine farming families have owned their farms for an average of 80 years,
and that even by 1997 much of the expansion in the industry was being driven by existing
wine farmers and not by new entrants to the industry. This is confirmed by the data in
Figure 4, which shows that only a third of the farms sampled had been bought by a third
party as opposed to transfers within a family.

PRIMARY PRODUCERS:* 4501

Tons No of producers Cumulative
proportion (%)

Primary producers: 4501 1-100 2306 51.23

>100 - 500 1546 85.60

>500 — 1000 425 95.02

>1000 - 5000 223 99.98
>5000 — 10000 1 100.0
4501
CELLARS THAT PRESS GRAPES: 355
Co-operatives:** Private cellars Private cellars Producing wholesalers: Total
Estates: Non-Estates:
69 92 185 9 355
BULK BUYERS: 80
Wholesalers (including producing wholesalers): 65
Exporters (non-producing): 15
SUPPORT INSTITUTIONS
State and statutory institutions
South African Wine Industry Trust
Vine Improvement Board
Wine and Spirit Board
Winetech
Private industry institutions
South African Wine Industry Information and Systems (SAWIS)

VinPro (SA)
Notes: * Producers sell to producing wholesalers, wholesalers, retailers, the public and exporters.
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**This does not take account of co-operatives that have recently amalgamated or converted into companies.
Source: SAWIS 2001

Figure 3: Wine industry structure, 2000

The number of cellars that press grapes has grown rapidly, from 260 in 1996 to 355 in
2001, which represents a large expansion in processing capacity. The number of estate
wineries expanded from 78 in 1996 to 92 in 2001, while the number of non-estate cellars
grew from 105 to 185 in this period. In other words, most of the new cellars cannot or will
not be registered as estates. The number of enterprises involved in various aspects of the
trade (excluding retail) also increased, from 32 in 1996 to 80 in 2001.

Institutions whose primary function is to support the industry in its entirety, or specific
participants in the industry, include state institutions, statutory bodies and NGOs. These
institutions also include a number of producer associations (e.g. Cape Estate Wine
Producers’ Association, the association of wine co-operatives or KWK, the Cape Wine
and Spirit Institute representing the producer wholesalers, Wines of South Africa (an
export promotion body) and Cape Negociants, representing independent buyers of wine
and grapes). There is also a range of institutions involved in aspects of education and
training, and research and extension, as well as state and statutory institutions. The most
important of this latter group are also listed in Figure 3.

As shown above, the South African Wine Industry Trust was established during the
process of deregulation of the industry. SAWIT functions through two main subsidiary
bodies, namely a Business Company (Busco) and a Development Company (Devco). The
main function of the former is to provide funding for groups such as Wines of South Africa
(the exporters’ association) and Winetech (the research funding arm of the industry).
Devco, on the other hand, is charged with responsibility for promoting “development”,
including land reform and facilitating the entry of new farmers who were excluded on racial
grounds in the past, as well as skills development and capacity building of the farm
workers and their committees. The Wine and Spirit Board is responsible for the
administration of the Wine of Origin Scheme.

Table 7: Ownership structure of wine farms in selected districts of South
Africa, 1997

Ownership Family ownership Years wine grapes on farm
Mean years Mean years Percentage
<1970 1971- >1991
1990

Paarl 16 91 83 14 3
Robertson 19 78 96 4 0
Olifants River 21 72 83 17 0
Total 19 80 87 12 1

Source: Ewert et al 1998

Final report: The impact of deregulation on the South African wine industry, December 2002 17




100% -
90% +
80% +
70% +

60% +
0 B Bought
50% +
B Bought from parents
40% +

30% 4 OPartly inheritedpartly bought

20% + B Inherited

10% +

0% -

Paarl Robertson Olifants Total
River

Figure 4: Method of ownership transfer of South African wine farms

3.4 Policy environment

South Africa’s agricultural sector policy is aimed at achieving three main objectives,
namely:

1.

Redressing the inequalities and injustices arising from the apartheid policies
of the past. The Restitution Programme of the land reform initiative was designed
as the main policy instrument to give effect to this objective.

Ensuring a more just and equitable distribution of income in the industry. The
most important policy instruments to ensure that this objective is met include labour
market regulation, the Redistribution and Tenure Security Programmes under the
land reform initiative, the Water Act of 1998, and the restructuring of the Land Bank
and the Agricultural Research Council.

Enhancing the international competitiveness of the industry. The most
important policies that give effect to this objective include the deregulation of the
agricultural marketing system, the abolition of all input and product subsidies, and
trade policy.

Policy towards the wine industry has been conducted within this framework. As a result,
the regulatory mechanisms that had been built up in the wine industry could not be
sustained in the latter half of the 1990s. On 9 October 1996, KWV announced its intention
to apply to the Western Cape Division of the Supreme Court to change from a co-
operative to a company (Jonker 1995). The then Minister of Agriculture asked the court to
delay the application to enable him to examine the future regulatory framework of the
industry, to ask which assets acquired for KWV’s regulatory functions were to be
distributed among members, and to consider the unresolved issues of competition in the
liquor industry. The Minister’'s intervention was initially supported by CWSI, even though
KWV Investments owned a 30% share in CWSI’s two main members (SFW and Distillers).
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The Minister appointed a committee, chaired by Prof Kassier (the Chair of the National
Agricultural Marketing Council at the time) to investigate the regulatory framework of the
wine and distilling industry.

The Ministerial Committee included representatives from KWV, CWSI, the Department of
Agriculture as well as independent members. KWV wished to maintain statutory provisions
under its own control, failing which it preferred to leave matters to the market rather than
come under the 1996 Marketing of Agricultural Products Act. CWSI was concerned that
KWV would be able to use its accumulated assets to compete with “the Trade” in the
domestic market.

The Committee completed its deliberations by the end of January 1997. Its report
recommended that the industry be deregulated and that remaining statutory powers (e.qg.
levies to collect information and to fund research; maintenance of quality standards) be
placed under the control of a body that represented the whole industry (Kassier 1997).
These recommendations were largely acceptable to the Minister. KWV agreed to give
CWSI due notice before entering the domestic market (Business Day 1997a).

An initial audit concluded that KWV’s performance of its “statutory function did not
contribute to their reserves” (Steyn 1997). The Minister commissioned a further
investigation, which found that “the pooling mechanism contributed substantially to KWV’s
net asset wealth”, which it estimated at R803 million (Business Day 1997b). It did not,
however, establish that the state had any right to these assets. After negotiations, the
Minister agreed to approve the conversion of KWV to a private company. KWV confirmed
that it would expand abroad and not enter the domestic market, although it was now no
longer under any obligation not to do so. KWV also agreed to contribute R377 million plus
interest over ten years to the to-be-established South Africa Wine Industry Trust (SAWIT)
(Business Day 1997c), directed by nominees of the Minister and KWV.

In 2000, KWV informed CWSI that they would not be bound by the undertaking to stay out
of the domestic market. SFW and Distillers, in whom KWV still holds a 30% share, re-
merged, without opposition from the Competition Commission. By the end of the twentieth
century, therefore, the South African wine industry was no longer subject to the structures
of regulation that had sustained farm incomes but inhibited innovation.

These changes in the wine industry were effected within the framework of a range of other
state agricultural policy initiatives.® These include:

* The revised land reform programme of the Departments of Land Affairs and the
National Department of Agriculture (the Land Reform and Agricultural Development
Programme, or LRAD). Dissatisfaction with the pace of implementation has resulted in
a redesigned system of grants. The new proposals aim to provide a more flexible,
demand-driven and decentralised programme, and to better accommodate the needs
of new commercial farmers while staying true to the original goals of the programme.
Implementation, including the approval of grants, is to take place at the local rather
than the national level.

¢ Conditions of employment. There are more than 25 laws that affect all aspects of
labour on the farms, in the wine cellars and in the related parts of the wine industry
supply chain. The key laws in this regard are the Labour Relations Act, the Basic
Conditions of Employment Act, the Skills Development Act and the Employment Equity
Act. The key state action lies in the implementation of the 2001 Sector Determination

% This summary is taken from Vink & Karaan 2000
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for agriculture, where matters relating to standards for minimum wages and other
conditions of employment will be established.

* Local economic development initiatives as part of the integrated development
planning responsibilities of the newly constituted municipalities in the third sphere of
government in South Africa.

¢ Small business support programmes, largely the responsibility of the Centre for
Small Business Promotion of the Department of Trade and industry. The key agencies
are Khula, which provides financial services to small businesses, Ntsika, which plays
an active role in support of small business development, and a network of small
business support centres throughout the country.

* Programmes to ensure access to rural financial services for small and emerging
commercial activities throughout the agricultural supply chain. The key institution
here is the refocused Land Bank. Instruments include the Step-up Programme, the
envisaged “Land Bank Social Discount Product” and conventional Land Bank
participation in the financing of farmers, co-operatives, etc.

* The refocusing of the Agricultural Research Council and the repositioning of
institutions of higher education to better reflect the technology development needs
of the country. This includes special research funding programmes of the Department
of Trade and Industry (the THRIP programme) aimed at technology development, and
of the National Research Foundation, which further the broader development
objectives of South Africa. These include financial assistance to students of viticulture
and oenology at college and university level.

* The creation of the National Agricultural Marketing Council, which has been
charged with the task, among others, of facilitating access to market opportunities for
new entrants to the farming sector.

* The export promotion programmes of the Department of Trade and Industry, partly
administered by the Industrial Development Corporation. These include financial
assistance for export market development (e.g. financial support to visit potential
markets and to design and produce promotional material, etc.) and project finance at
concessionary terms for the expansion of exportable production from the Industrial
Development Corporation.

* Various national and provincial level initiatives to promote foreign and domestic
tourism.

* The new Water Act and especially its provisions for preferential access to irrigation
water for small farmers.

These programmes are all aimed at restructuring ownership patterns in the South African
economy, and together with monetary, fiscal, trade and labour market policies, form part
of the instruments of the Growth, Employment and Redistribution policy (GEAR) of the
government of South Africa. Nevertheless it is evident that in agriculture, and thus in the
wine industry, the land reform programme represents the key policy against which
successful empowerment will be measured. This is despite the fact that land makes up
less than 10% of the assets of the industry, and that the production of grapes produces
less value added than virtually every other part of the supply chain.
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4 EFFECT OF DEREGULATION ON THE INDUSTRY

The Terms of Reference of this Committee call for a discussion of the following aspects of
change in the wine industry wrought by the process of deregulation:

* production (measures to deal with surplus production)

* investment levels

e profitability

* international competitiveness

* job opportunities

e use of marketing infrastructure

* monopolistic practices in the industry

* entry by historically disadvantaged individuals into the industry

These are discussed separately below to the extent to which data are available. As most
of the effects are manifested through the changes in production, this section forms the
basis for conclusions drawn in later sections.

4.1 Production trends

South Africa’s wine farmers rank fifth in the world in terms of the average grape yield per
hectare, well above Australia (fifteenth) and France (eighteenth). The trend in yields in the
southern hemisphere wine-producing areas is illustrated in Figure 5. This shows that the
industry average yield for these countries is higher than the world average (the USA and
Germany are exceptions in the northern hemisphere, as yields there are at similar levels
to those of these southern hemisphere countries). Further, while South African yields were
lower than those of Australia and New Zealand until the mid-1990s, they have not
declined as much and are now considerably higher.
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Figure 5: Average grape yields in the southern hemisphere, 1988-1999

The structure of grape and of wine production in South Africa is nevertheless changing
rapidly at the same time that the area under vines has been increasing. Thus, while the
industry has added an average of about 1 000 ha of new land under vines over the past
decade, 4 000 ha of land was replanted to red grape varieties in 2000 alone. Both new
land and replanting of existing land have resulted in the rapid expansion in the total
planting of noble grape varieties. This changing composition is shown in Table 8.

Table 8: Net change in area planted to grape varieties in South Africa
(hectares), 2000

Region Planted in 2000 Uprooted in 2000 Net change

Sultana 340 448 -108
Chenin Blanc 191 2449 -2258
Colombard 174 600 -426
Sauvignon Blanc 160 117 43
Chardonnay 40 127 -87
Other white 83 3249 -3166
Total white 988 6990 -6002
Shiraz 1536 76 1460
Cabernet Sauvignon 1438 237 1201
Merlot 838 76 762
Pinotage 500 172 328
Cinsaut 124 337 -213
Other red 619 126 493
Total red 5054 1023 4031

South Africa 6043 8013 -1970

Source: SAWIS 2001

A relatively small proportion of this replanting and new planting seems to be carried out by
farmers who deliver grapes to a co-operative, and a relatively large proportion by owners
of private cellars.* Data from SAWIS (2000) show that the co-operatives press only 44%
of the total Sauvignon Blanc crop, and 65% of the Chardonnay crop, as opposed to 87%
of all white wines. Further, they press 37% of the Cabernet Sauvignon, 45% of the Merlot
and 46% of the Shiraz, compared to 62% of all red wines. By contrast private cellars,
which press only 12% of the total crop, press 40% of the Sauvignon Blanc, 26% of the
Chardonnay, 41% of the Cabernet Sauvignon, 37% of the Merlot and 44% of the Shiraz.
Further, only 5 837 of the 71 748 hectares (8.1%) planted to white varieties are under four
years old, while 14 649 of the 33 818 hectare (43.3%) planted to red varieties are under
four years old. Nevertheless, data from the 1997 survey (Ewert et al 1998) show that the
co-operatives have, since 1990, generally also shifted their attention to the production of
“good wine” (see Table 9).

4 _. ) . . .
Figure 3 defines these as cellars not owned by co-operatives or producing wholesalers, i.e. cellars owned
by private estates, producers not registered as estates and wineries that do not produce their own grapes.
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Table 9: “"Good wine” production (million litres) by selected co-operatives,
1990 - 1996

1990 1991 1992 1993 1994 1995 1996
Winery 1 56,7 48,4 47,5 36,0 65,3 73,1 79,9
Winery 2 32,0 29,0 18,0 22,0 25,0 30,6 36,3
Winery 3 21,0 27,0 31,6 29,5 39,0 50,3
Winery 4 23,2 25,9 26,0 35,6 63,1 69,8 66,7
Winery 5 87,8 93,0 92,2 96,8
Winery 6 47,8 71,7 81,2 73,0 81,7 72,6 85,0
Winery 7
Winery 8 55,4 55,4 61,1 62,0 70,4 68,9 80,0
Winery 9 67,5 75,0 72,0 82,5 79,3 80,1 87,2

Note: The nine co-operatives are from three wine-growing areas (Olifants River, Paarl and Worcester) and were selected to
represent the widest possible range of circumstances.
Source: Ewert et al 1998

The main reason for these shifts in the composition of production is the changing relative
prices, reflecting changes in domestic and export demand and previous planting
decisions. Table 10 shows the relative producer prices for wine sold in bulk (i.e. to
wholesalers and exporters). Prices for red wine sold in bulk have continued to increase,
while those for white wine, including the noble varieties, have decreased in nominal terms
over the past four years. Although the price of wine sold in bulk as rebate wine and as
distilling wine for brandy has declined since 1998, it is still over 60% higher than in 1992.

Table 10: Average prices for bulk sales of “"good wine” (c per litre)

Good wine 1992 1997 1998 1999 2000 00/97
Cabernet, Merlot, Shiraz, 545 648 708 745 1.37
Pinot Noir, Pinotage
Other red 304 359 409 448 1.47
Chardonnay 381 392 373 307 0.81
Sauvignon Blanc 381 392 358 340 0.89
Other white 161 168 151 132 0.82
Fortified wine 206 228 225 201 0.97
Rebate wine for brandy 68 127 138 127 120 0.94
Distilling wine 40 80 85 73 65 0.81

Source: SAWIS 2001

Table 11 shows the trends in the prices of different grape varieties sold for the making of
wine, in this case since 1992. Again, prices of red varieties have generally risen faster
than those of white varieties. It is also interesting to note that the price of Pinotage has
risen faster than any of the other red varieties, while the prices of traditional South African
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white varieties (Hanepoot, Chenin Blanc, South African Riesling) have risen more slowly
than those for Chardonnay and Sauvignon Blanc.

Table 11: Index of prices of grape varieties sold for the making of wine (1992

= 100)

Variety 1997 1998 1999 2000
Cabernet Sauvignon 327 392 494 555
Merlot 350 455 560 603
Pinotage 418 501 602 627
Cinsaut 189 232 288 312
Pinot Noir 255 295 348 390
Shiraz 377 452 587 601
Other red 283 220 353 481
Chenin Blanc 148 219 185 143
Sauvignon Blanc 285 323 350 360
Chardonnay 208 241 243 226
SA Riesling 159 190 180 181
Colombard 138 165 161 110
Hanepoot 143 152 156 102
Semillon 186 229 255 226
Other white 152 170 203 182
Total 250 312 336 387

Note: Excluding deliveries by members to co-operatives
Source: SAWIS 2001

It is necessary to disaggregate wine consumption, imports and exports by type before any
realistic conclusions can be drawn about future growth in the South African domestic
market for wine. In this respect, it is instructive to look at the market shares of different
classes of wine products sold locally (SAWIS 2001). The share of domestic sales of wine
sold in glass containers has decreased from above 40% of the total to between 30% and
35%. The proportion of wine sold in foil bags (i.e. of lowest quality wine) doubled from
approximately 10% to 20% of wine sales in 2000. At the same time the proportion of wine
sold in conventional 750 ml bottles increased from about 45% of all wine sold in glass
containers to above 50%. Thus, the domestic market seems to be becoming more
differentiated, with growth in the sales of premium wines as well as the cheapest wine, but
a decline in sales of the lower quality wine categories in between.

The data in Table 2 show that South Africa’s exports of wine experienced rapid growth
during the 1990s. Yet South Africa’s imports of wine have also increased rapidly. Figure 6
shows that the growth in the value of exports has been similar to the growth in the volume
of exports, while the growth in the value of imports has been only half of the growth in the
volume of imports. Thus, it appears that imports have been used to cover deficits in the
lower quality range of wines. Imports are, of course, far smaller than exports in volume
and value terms.
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Nonetheless, the export performance of the industry has been impressive. The detailed
progress in exports for the 1990s is shown in Table 12. Total wine exports increased from
23m litres in 1991 to more than 170m litres in 2001. The increase is due, exclusively, to
natural wine exports, as exports of fortified wines have stagnated and exports of sparkling
wines have increased at a much lower rate.
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Source: SAWIS 2001

Figure 6: Growth in South African wine trade (% pa, 1988 — 1999)

The net result of the market differentiation identified above is that the industry has not
been able to keep pace with growth in South African agriculture in general. The gross
value of output from the South African wine industry grew from R594 million in 1989/90 to
R1.39 billion in 1998/1999, or by 2.4 times. Over this period, the gross output of
horticultural production grew by 2.7 times, and the gross output of the whole agricultural
sector by 2.4 times (Abstract 2000). Thus, while the industry made a substantial
contribution to growth in agricultural output and to exports, it has not performed as well as
the horticultural sector in general.

Table 12: Wine exports from South Africa, 1991-2001 (*000 litre)

Natural Fortified Sparkling Total Share of output (%)

1991 21780 993 317 23090

1992 20720 900 375 21996 5.2
1993 23250 772 575 24597 6.2
1984 48446 1284 962 50692 12.0
1995 71207 793 807 72807 14.6
1996 - - - 99900 17.3
1997 108489 1265 805 110559 20.2
1998 116766 1117 525 118408 21.8
1999 127636 695 810 129141 21.7
2000 139532 468 685 140685 26.0
2001 168993 444 683 170120 31.8
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Source: SAWIS 2001

Nevertheless, the industry has also had a substantial impact on the wider economy. A
recent study (Conningarth Consultants 2000) attempted to quantify the economic value
added in the wine supply chain. The estimates are reproduced in Table 13. The value of
the total turnover of the industry in 1999 was R7 369.8m, of which R1 595.9m was from
exports. Imports amounted to R500.6m or + 8.6% of domestic sales. Put another way,
primary agricultural output valued at R1 435.9m was beneficiated downstream to the value
of R7 369.8m, i.e. £ 5 times the initial value of the raw materials. In the process, income
(consisting of the remuneration of both labour and capital) to the tune of R7 370m was
directly and indirectly generated in South Africa and overseas. Furthermore, an additional
amount of R3 471.5m was generated indirectly through tourism.

Compared with their earlier study in 1997, Conningarth Consultants (2000) conclude that
the wine industry as a whole did not do well between 1996 and 1999. Total turnover grew
by only 13.4%, and the rise in production and distribution costs placed the wine industry’s
profitability under pressure. Exports, on the other hand, did exceptionally well, while the
wine industry’s indirect effects on the tourist industry were substantial. The loss to the
country if the wine-producing activities in the Western Cape were terminated for some
reason was also calculated. In column 5 of Table 13 the amount of R953.6m reflects the
size of the business if the primary raw material was imported and not produced in the
Western Cape.® Subtracting this amount from total turnover, (less direct imports) gives an
amount of R5 9516m, shown in column 6, which represents the total loss if primary
production ceased. The loss to the tourism industry is put at R3 4715m, assuming that
tourists would shorten their visits to the Western Cape or some would not come at all.

This analysis shows that 50%° of the turnover has taken place in the Western Cape. The
extent to which these outlays will lead to actual income generation in the province will
depend on the indirect stimulatory effect of the amount of money spent by the wine
industry in the Western Cape. Provision must also be made for so-called direct and
indirect import leakages in the form of goods and services acquired outside the Western
Cape Province by the wine industry itself and those businesses in the region who supply it
with a whole range of goods and services. These were estimated in the subsequent
analysis by Conningarth Consultants (2000), but are not repeated here.

® The assumption was that if there was no local production of wine, the wine business would be based on
imports and would reduce to = 35% of the present level of business.

® Made up as follows:

Primary Agriculture 1435.9

Manufacture 2254.8

Total turnover 7369.8 3690.7
Less direct imports 500.6 6869.8
3690.7 x 100 =53.72%

6869.8 1
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Table 13: Economic structure and the flow of goods and services (Rm 1999)

R million, 1999
Market segment Turnover | Exports Domestic Current Potential | Western Cape
added at sales import import sourced
each level source of production
Phase business
Economic sector
(1) (2) (3) (4) (5) (6)
Primary Agricultural
Production
2. Cellars (148.4)
Total Primary 1435.9 148.4 1287.5 1435.9
3. Manufacturing
Wholesale & Retalil
3.1 Manufacturing 2254.8 743.4 15114 250.3 2004.5
3.2 Total Trade &

Transport 3679.1 704.1 2975.0 250.3 953.6 2475.2
Sub-total 5933.9 1447.5 4 486.4 500.6 953.6 4 479.7
TOTAL (1+2+3) 7 369.8 1595.9 5773.9 500.6 953.6 5915.6
Tourism
Foreign 935.1 935.1 935.1
Local 2536.4 25374 2536.4
Sub-Total 34715 935.1 2536.4 500.6 953.6 34715
GRAND TOTAL 10 841.3 2531.0 8 310.3 500.6 953.6 9 299.5

Source: SAWIS, except where otherwise indicated.

“Including Orange River production

Given this performance, it is clear that the industry will be faced with the prospect of
“surpluses” of lower quality wine for some time. It is also clear that the success of the
industry (especially in terms of its export performance) has been driven by the increased
production of quality wines, and that this success has coincided with the political and
economic liberalisation of the country, a process that has included the deregulation of the
wine industry.

It was shown in Section 3.1 of this report that sales of wine on the domestic market
increased somewhat during the 1990s, in absolute as well as per capita terms. Further
analysis by SAWIS (2001) shows that the sales of all wines in glass containers have
decreased from 40% of total wine sales to about a third of the total. Within this category,
however, there has been an increase in wine sold in conventional 750ml glass containers,
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and a decrease in sales of 4.5I glass flasks.

During this time, there was also a decline in the sales of wine in tapped boxes and in
plastic containers, but an increase in wine sold in foil bags (“papsakke”), from 10% of the
industry total to about 17.5%, in a growing market. It seems, from these data, that this
increase has been at least partly the result of a substitution from other types of packaging,
rather than of new sales. It is also evident, from the data presented in Table 19, that the
production of wine for this market is not profitable. Nevertheless, the theoretical value of a
surplus is zero, and unscrupulous operators will always look for opportunities to exploit the
market. Such opportunities arise more readily when the authorities are unable to enforce
basic laws and regulations, in this case the gathering of excise duties. The recent
investigation launched by the NAMC into this “cheap wine” market is therefore an
important step, and deserves the support of the whole industry.

4.2 Investment levels

The Conningarth Consultants (2000) report showed that the South African wine industry
employed a capital stock of R11.2bn to sustain a level of production/turnover of
approximately R7.4bn, representing a capital/output ratio of 1.5. The on-farm portion of
this investment was estimated at R5.7bn, while farm-level output amounted to R1.4bn.
The macroeconomic impact of an industry can be measured in terms of the extent to
which an industry utilises resources efficiently. Since capital is a scarce resource in South
Africa, the effectiveness of the utilisation of capital in terms of labour and GDP creation,
relative to the rest of the economy, is a key indicator of efficiency.

The data in Table 14 reflect the effect of recent changes in the wine industry on the
creation of job opportunities, economic growth and the distribution of income in South
Africa. The key indicators are the labour/capital ratio, the gross domestic product/capital
ratio (GDP/capital ratio) and the low income/total income ratio.

The labour/capital ratio shows that capital in the wine industry is applied efficiently
compared to the rest of the economy, but less efficiently compared to the rest of the
agricultural sector. This is shown in a labour/capital ratio of 6.33 for the wine industry in
total and 7.8 for wine farming, compared to 5.04 for the economy as a whole. When the
impact of the wine industry on tourism is included, the ratio is 5.44. However, the ratio is
8.52 for the agricultural sector as a whole, thus fewer jobs are created in the wine industry
for every additional unit of capital investment than is the case for agriculture as a whole,
but more than in the rest of the economy.

The GDP/capital ratio for the wine industry (0.37) is somewhat lower than that of the
economy as a whole (0.47). Thus Conningarth Consultants (2000) conclude that the wine
industry has become more capital intensive, especially since 1996. In their view, the
primary cause of this capital intensifying trend was the fact that more cellars are making
red wines, which are more capital intensive, while there has been rapid growth in the
establishment of private cellars and these use the latest, generally more capital intensive,
production technologies.

The low income/total income ratio shows the portion of household income generated by
the wine industry that goes to low-income households. The ratio for the wine industry is
18%, which is lower than that of the total economy. While this reflects the capital intensity
of the industry, it also reflects the increased employment of relatively more skilled labour
in the industry.
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Table 15 shows that while the wine industry has a considerable impact on the economy of
the Western Cape, this impact is also felt in other parts of the country. A regionally
adjusted input-output model was used to break down the turnover figures of the various
economic sectors and apportion the GDP impact of the wine industry to the Western Cape
and the rest of the country. The results are shown in Table 15. Despite difficulties in
measurement, Conningarth Consultants (2000) conclude with a reasonable degree of
certainty that more than 60% of the income generated by the wine industry is spent in the
Western Cape, and 40% in the rest of the country.

* The data presented thus far in this report show that there is considerable new
investment in the South African wine industry, although the magnitude is not known.
The main areas of investment include:

* additional cellar capacity brought about by the 95 cellars built in the period 1996 to
2001

e additional land planted to vines, representing an increase of about 10% over the
decade since 1992 (see Figure 7 below)

* rapid replanting of vines, leading to an increase in the planting of noble cultivars

* some investment by the state and by private individuals, and in some cases jointly, in a
variety of empowerment schemes

While there is no clear evidence of the extent to which this investment has originated from
domestic or foreign sources, a recent survey among independent winemakers in South
Africa (Schildt & Bosch 2000) shows that, as expected, foreign-owned wineries were more
likely to have begun operations after 1991. Of the foreign-owned cellars, 73% had their
first year of production in 2000, compared to 55% of domestically-owned cellars. The new
foreign-owned operations were much smaller than their domestic counterparts. Farms
were smaller (50% of new domestic operations were above 70 hectares compared to 18%
of foreign-owned ones); and their cellars were smaller.

Interviews with a large number of wine farmers and others close to the industry revealed
that foreign investment is generally perceived to be higher than it actually is. The reason
seems to be that a large number of Europeans who have moved to South Africa for
various reasons unrelated to the wine industry have ended up investing in the industry,
and local farmers tend to regard each of these as an instance of foreign investment. The
survey also showed that most of the foreign-owned cellars plan to invest in tourist-related
activities, while the priority for domestic investors is to upgrade their cellar technology.
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Table 14: A multiplier analysis of the wine industry in the Western Cape

[1999 prices]

MACROECONOMIC INDICATORS

Total (including tourism)

Wine industry only

GDP [Rm] 14,557 9,385
Total labour 208,298 159,952
Total capital [Rm] 38,263 25,263
Household income
Total [Rm] 9,764 6,356
Low income groups [Rm] 1,798 1,146
EFFECTIVENESS CRITERIA

A: Wine industry in the Western Cape
GDP/CAPITAL ratio 0.38 0.37
- Primary agriculture 0.21
- Cellars 0.28
- Refining 0.41
- Wholesale & retail 0.61
- Tourism 0.40
LABOUR/CAPITAL ratio 5.444 6.33
- Primary agriculture 7.860
- Cellars 2.428
- Refining 5.289
- Wholesale & retail 7.629
- Tourism 3.719
Low income/Total income (%) 18.4% 18.0

B: Sectors of the economy

GDP/Capital | Labour/Capital |Low income/Total income
Agriculture 0.43 8.52 22.4%
Gold & other mining 0.42 4.36 21.4%
Food manufacturing 0.47 6.14 20.8%
Beverages 0.41 3.81 20.8%
Tobacco products 0.55 5.06 19.8%
Textiles 0.55 5.61 20.0%
Clothing 0.70 12.03 17.8%
Leather & leather products 0.58 8.24 19.8%
Footwear 0.68 8.88 18.4%
Wood & wood products 0.54 8.91 20.8%
Furniture 0.63 8.95 18.9%
Paper & paper products 0.53 4.69 19.7%
Printing & publishing 0.60 6.35 16.0%
Chemicals 0.42 3.24 18.8%
Rubber & rubber products 0.52 4.85 20.2%
Plastics 0.51 5.68 19.5%
Non-metallic mineral products 0.50 5.29 21.2%
Basic metals 0.35 2.68 18.4%
Fabricated metals 0.57 4.65 19.8%
Machinery 0.60 477 17.3%
Electrical machinery 0.59 7.08 18.2%
Transport equipment 0.53 4.73 19.1%
Other manufacturing 0.64 5.23 17.3%
Electricity, gas & water 0.28 1.65 20.1%
Building construction & civil engineering 0.56 6.87 19.7%
Trade & accommodation 0.60 5.18 17.8%
Transport & communication 0.32 2.40 18.3%
Business & financial services 0.34 2.33 15.9%
Community services 0.41 3.88 18.1%
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C: Total manufacturing
D: Total economy (private sector)

0.49
0.47

4.88
5.04

19.1%
19.2%

Table 15: Regional impact of the wine industry (% )

Economic sector Western Cape Rest of South Africa Total
Primary agriculture 64.7 35.3 100
Co-operative cellars 64.0 36.0 100
Refining 39.3 60.7 100
Wholesale and retail 18.9 81.1 100
Tourism 51.6 48.4 100
TOTAL 62.9 371 100

Further, it is evident that there has been no investment in grape or wine production in
South Africa by the large international liguor companies, despite the advantageous
primary costs here (Scannell 2002). Large international liquor companies have hitherto
only invested in distribution, possibly because of their perception of country risk.

Again, it is clear that the rate of investment in production and processing capacity, from
both foreign and domestic sources, has increased since the processes of deregulation

began in the early 1990s.
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Figure 7: Growth in area planted to vines in South Africa, 1961 — 1999
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4.3 Profitability

It is almost impossible to generalise sensibly about the Erofitability of wine grape farming.
Farms differ in terms of the mix of products produced,” the mix of white and red wines,
and of cultivars produced, the yields and quality levels achieved, farmers’ expectations of
a realistic return on their effort, different wage rates in the different regions, different prices
paid by buyers, etc. Nevertheless, a number of indications of profitability are presented
below. First, the profitability of wine farms as compared to other fruit industries (where
these calculations are just as difficult to generalise) is presented in Table 16 below. These
show a higher return for the growing of wine grapes than for other fruit types, while the
establishment costs are lower.

Table 16: Profitability of the wine industry vis-a-vis other fruit industries,
1997

Internal Rate of Return Establishment costs per ha excluding land
(real) (%)

Apples 16 57418
Table grapes 23 61995
Pears 18 57418
Wine 30 49908

Source: Calculations based on source data obtained from DWAF 1997

Second, Townsend et al (1998) estimated the existence of scale economies in the wine
industry, using KWV data from Olifants River, Robertson, Stellenbosch and Worcester. In
the first stage of this analysis, the wine farms were grouped into three categories,
representing the largest middle and smallest third, measured by area planted to wine
grapes. The results are reported in Table 17. An index of 100 represents the average
productivity of the largest farm size, with values lower than 100 representing lower
productivity than the largest one third. Statistical tests suggest, however, that there is no
significant or consistent relationship between total factor productivity and farm size in all
regions. There did, however, appear to be a negative relationship between land
productivity (output/ha) and farm size, specifically for Olifants River, and a positive
relationship in Stellenbosch.

Table 17: Relationship between farm size and productivity

Region Year Total factor productivity Land productivity
Small Medium Large Small Medium Large
Olifants River 1992 94 96 100 104 109 100
1993 99 97 100 111 104 100
1994 97 108 100 118 143 100
1995 101 96 100 119 117 100
Robertson 1992 96 93 100 104 106 100
1993 96 91 100 112 93 100

” This will affect the allocation of costs between enterprises. Ewert et al (1998) show that the majority of wine
farmers interviewed in the Olifants River, Paarl and Worcester regions practised mixed farming.
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1994 93 90 100 101 97 100
1995 90 93 100 87 86 100
Stellenbosch 1992 91 85 100 91 87 100
1993 86 92 100 83 91 100
1994 101 107 100 93 99 100
1995 105 96 100 99 98 100
Worcester 1992 103 107 100 89 108 100
1993 104 98 100 104 99 100
1994 106 103 100 116 100 100
1995 107 120 100 113 118 100

One possible explanation for this result is that smaller farms in the regions where quality
wines are produced tend to concentrate on lower-yielding cultivars, but that the price
differential paid by co-operatives and other buyers does not yet fully reflect the relative
scarcity of different grape cultivars. This thesis is supported by the differences in land
productivity (i.e. physical yields) in the right-hand columns. However, another possible
explanation is that the cost of labour supervision is higher on large farms, hence smaller
farms have an inherent cost advantage.

To test this argument, a similar analysis was conducted, this time grouping farms by the
number of labourers employed per farm. There appears to be a weak (non-significant)
negative relationship between total factor productivity and number of labourers employed.
Even though weak, this relationship was more significant than that between total factor
productivity and farm size (ha). The conclusion from this study, however, is that farm size
should not affect the profitability of wine grape farming.

Third, Ewert et al (1998), also using data from KWV, revealed that farmers surveyed in
Paarl, Olifants River and Worcester who produced for the distilling wine pool made a loss
of R258 per hectare before provision for capital renewal (i.e. income less cash
expenditure) (see Table 18 below).

Table 18: Gross profit per hectare

Winery 1 Distilling wine CBhI(;:Ln Salé\llai?‘r;on Chardonnay | Merlot
R/ton 279 758 1294 1608 1830
Yield 22 22 16 18 15
Income per ha 6138 16676 20704 28944 27450
Total cash expenditure 6396 6396 6396 6396 6396
Cash income less cash outlay (258) 10280 14308 22548 21054
Capital renewal 2544 2544 2544 2544 2544
Total production costs 8940 8940 8940 8940 8940
Gross profit (2802) 7736 11764 20004 18510

Source: KWV (1998): Unpublished Data

Fourth, VinPro economists have estimated the cost of production of wine grapes in the
different wine-producing regions of the country. The results are shown in Table 19. The
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table also includes an estimate of the revenue from the sale of wine grapes (based on
somewhat heroic assumptions) and hence estimates of profit per hectare in each region.

The income per region was estimated on the basis of the quantity of wine produced in
each region. This was then disaggregated into the proportionate share of good wine,
distilling wine, rebate wine and grape juice concentrate, and multiplied by the price per litre
irrespective of the alcohol content. The prices for good wine delivered in bulk by non-co-
operative wineries were used. As the price of grape juice concentrate is not publicly
available, it was assumed to be 75% of the price of distilling wine. The total income thus
derived was increased proportionately by 10% to bring it into line with the calculations
made in the Conningarth Consultants (2000) report. The results favour high-volume-
producing regions, and probably still understate the total value of wine grape production.

The profit margins are much as would be expected. Given the high capital requirements of
the industry, as identified above, margins are thin, yet positive in most cases. In Orange
River, where no more than a quarter of the crop is used for the production of good wine,
the margin is significantly negative, even under the relatively optimistic assumptions.

The shifts in the share of the wine harvest going to the production of good wine, and within
this increasing share to noble cultivars and to higher quality production, represent the
most important change taking place in the industry at present. There can be little doubt
that this is the combined result of the changes in market demand and in domestic and
trade policy that have been identified in this report.
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Table 19: Production cost and income per hectare for vineyards (2000)

District Stellenbos| Paarl and Olifants |Worceste| Klein |Robertso| Orange
ch Malmesbury River r Karoo n River
Direct cost
Eertiliser 271 318 522 437 442 457 446
Pesticides 1065 738 675 710 645 602 490
Herbicides 348 281 160 316 313 304 205
Trellis repair 34 39 3 38 171 13 51
Labour
Supervision 1537 1189 720 522 500 920 325
Permanent 3782 3147 3027 3014 2490 2224 1990
Seasonal 567 1126 295 585 717 641 1517
Mechanisation
Fuel 571 355 865 514 566 387 843
Repair and maintenance 983 715 1003 886 885 859 929
Licences and insurance 138 52 382 204 186 120 312
Transport 4 65 6 77 18 105 6
Fixed improvements
Repair and maintenance 227 187 219 244 163 329 171
Assurance 64 41 19 169 219 99 219
General expenditure
Electricity 559 319 588 637 565 657 141
\Water 214 233 738 215 990 218 596
Local authority rates 17 34 37 49 30 55 49
Administration 290 128 519 369 456 374 365
Total cash expenditure | 10671 8 967 9778 8 986 9 356 8 364 8 655
Provision for renewal 3247 2684 4 345 3544 4130 3607 4 370
Total expenditure per 13918 11651 14 123 12530 | 13486 | 11971 13 025
ha
Total income | 279464091 | 431029292 | 177898408 (35384425|5023425|21004863 | 56548622
1 8 6
Area planted to vines 16112 31317 9350 17373 3215 12291 15908
(ha)
Income per ha 17345 13763 19027 20367 15625 17090 3555
Net profit per ha 3427 2112 2904 7837 2139 5119 -9470
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4.4 International competitiveness

The Revealed Comparative Advantage method of calculating the competitiveness of an
industry has the benefit of simplicity, as it measures the share of a country’s net trade in a
specific commodity relative to its trade in the rest of the world. In this method, the
“revealed” advantage is indicated by the trade performance of individual commodities and
countries in the sense that it is assumed that commodity trade patterns reflect relative
market costs as well as differences in non-price competitive factors, such as government

policies.

The competitiveness for 1998 of the wine grape industry of South Africa is shown in Table
20 and Figure 8, from a near and a long-term perspective.

Table 20: Competitive advantage of the grape supply chain in South Africa

Product RTA 1998 RTA 1997 Trends Trends
1980 - 99 1995 - 98
Grapes 14.07 10.29 + +
Grape juice 3.67 -1.29 - +
Wine 2.40 2.49 +++ -
Source: Esterhuizen 2001
Notes:‘+' Positive trend; ‘- negative trend; ‘=" constant trend
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Figure 8: Competitiveness in the wine grape chain
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The whole of South Africa’'s wine grape chain is highly competitive, but the primary
product (grapes) is more competitive than the processed products (grape juice and wine).
Grapes and wine display strongly positive trends in competitiveness from 1980 to 1998.
Grape juice, however, has a negative trend in competitiveness for the same period.
Grapes and grape juice have positive trends in competitiveness between 1995 and 1998,
while wine has a negative trend in competitiveness over this period. This latter observation
can be qualified, however, as the situation has improved over the period 1997 to 1999.
Given the rapid increase in exports, it is expected to continue improving.

There are three important strategic factors that will influence the competitiveness of South
African wine both domestically and on export markets. First, there is a growing focus in the
EU, the world’s largest market for wine, on the origin of products and the manner in which
they have been processed. In the wine industry this translates into concerns about the
following:

¢ employment conditions of farm workers (most visible in the ethical trade movement)

* matters particular to South Africa, such as the success of land reform and other
instruments of transformation

e environmental factors, a challenge that the South African industry has readily met
through its Integrated Production of Wine programme

* the traceability of products principally because of concerns about the use of GM
material, but also because of concerns about the protection of Designations of Origin

Second, while the South African industry has been disadvantaged in the wine agreement
concluded as part of the larger EU-SA Trade, Development and Co-operation Agreement
through the sanction on the use of the terms port, sherry, ouzo and grappa, there are also
distinct advantages for the industry. The most important of these are the €15m payment to
South Africa that comes as part of the package, as well as the duty-free access to the EU
market for a portion of South Africa’s exports.

Third, the South African wine industry is heavily protected from imported competition
through a tariff structure that is considerably higher than the 1.8% weighted average tariff
for all South African agricultural products (see Table 21 below). This does not mean that
the tariff is an anomaly, as the tariff structure of this country is designed to provide greater
protection to products with a higher value added. Yet the industry needs to be aware of
the impact of possible changes to the tariff that could emanate from the new WTO
negotiations as well as from the implementation of the EU agreement and from the SADC
Trade Protocol, etc.

In summary, there can be little doubt that the improved competitiveness of the South
African wine industry can be ascribed to the ending of sanctions and hence the improved
access to foreign markets, to the growth in the domestic market, to the pattern of trade
liberalisation and to the deregulation of the industry itself. There can also be little doubt
that future competitiveness will depend more on the industry’s ability to strategically
manage its own future.
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Table 21: Tariff protection for wine

Code: 220410

Description: Sparkling wine

Standard Duty Formula: 25% MFN Duty Formula: 25%
Permit Required: FREE; Trade Agreement: N

Code: 22042930

Description: Other wine, grape must with fermentation prevented or arrested by the addition of alcohol
Standard Duty Formula: 25% MFN Duty Formula: 25%

Permit Required: FREE; Trade Agreement: N

Code: 22042940

Description: Other wine, grape must with fermentation prevented or arrested by the addition of alcohol:
Unfortified wine

Standard Duty Formula: 25% MFN Duty Formula: 25%
Permit Required: FREE; Trade Agreement: N

Code: 22042130

Description: Other wine, grape must with fermentation prevented or arrested by the addition of alcohol: In
containers holding 2L or less:

Standard Duty Formula: 25% MFN Duty Formula: 25%
Permit Required: FREE; Trade Agreement: N

Code: 22042140

Description: Other wine, grape must with fermentation prevented or arrested by the addition of alcohol: In
containers holding 2L or less: Unfortified wine

Standard Duty Formula: 25% MFN Duty Formula: 25%
Permit Required: FREE; Trade Agreement: N

Code: 22042150

Description: Other wine, grape must with fermentation prevented or arrested by the addition of alcohol: In
containers holding 2L or less: Fortified wine

Standard Duty Formula: 25% MFN Duty Formula: 25%
Permit Required: FREE; Trade Agreement: N

Code: 22042950

Description: Other wine, grape must with fermentation prevented or arrested by the addition of alcohol:
Fortified wine

Standard Duty Formula: 25% MFN Duty Formula: 25%
Permit Required: FREE; Trade Agreement: N

Code: 220430

Description: Other grape must (excluding that of TH no. 20.09)
Standard Duty Formula: 25% MFN Duty Formula: 25%
Permit Required: FREE; Trade Agreement: N
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4.5 Employment and the labour market

Compared to most other sectors of the South African economy, the wine industry has
showed some growth in employment since the early 1990s. It is estimated that the
industry provided employment to 45 000 permanent workers in 1997,' compared to 42
000 in 1993, an increase of 7% over five years.? This figure represents 40% of the 104
615 “regular” employees counted in Western Cape agriculture as a whole in 1993.%

This trend towards an increase in aggregate employment is mirrored in a survey
undertaken in 1997 (Ewert et al 1998) (see Table 22). On the 104 farms included in the
survey, employment of permanent workers increased by an average of 5% between 1993
and 1997. According to farmers’ estimates, permanent jobs were planned to increase by
another 3% between 1997 and 2002. The equivalent figures for seasonal employment are
10% and 5% and those for part-time jobs 23% and 1.4%.

Table 22: Number of permanent employees on surveyed farms

Year Paarl-Wellington Robertson Olifants River Total
(N farms = 28) (N farms = 29) (N farms = 47) (N farms = 104)
N Mean N Mean N Mean N Mean
1993 548 20 627 22 700 15 1875 18
1997 602 22 646 22 722 15 1970 19
2002" 622 22 695 24 715 15 2032 20

The figure for 2002 is an estimate.

Source: Ewert et al 1998

Although seasonal employment has also increased since the early nineties, it would
probably have been higher were it not for the diffusion of mechanical harvesters during the
last few years. In 1995, 95 machines were in operation in South Africa, while in 1996 there
were already 144 — an increase of 52% (see Table 23).

Table 23: Number of harvesting machines in selected wine growing areas
(1996)

Regions N (self-propelled) N (drawn type) Total
Paarl/Malmesbury 21 6 27
Robertson 24 17 41
Olifants River 16 10 26
Worcester 16 19 35
Klein-Karoo 1 1 2

L KWV: South African Wine Industry Statistics, No. 21, 1997
2 KWV: South African Wine Industry Statistics, No. 17, 1993
8 Central Statistical Services: Agricultural Census, 1993
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Total 85 59 144

Source: Truter 1996

Both seasonal and permanent labour markets for the wine industry continue to be ver%/
localised, in a geographical and in a racial sense. Studies undertaken in 1994* and 1996
show that the permanent labour force was almost exclusively coloured and Afrikaans-
speaking, with few permanent African workers. More than 75% of permanent workers had
either grown up on the farm where they were employed or had worked on other farms
nearby. Less than 25% had any experience of work outside agriculture.

While wages in agriculture are low relative to those paid in other sectors of the economy,
the recent Sector Determination for Agriculture, conducted in terms of the Basic
Conditions of Employment Act (DoL 2001), shows that most of the wine-producing areas
fall within the magisterial districts with the highest average wages in agriculture. These
include the Cape (Constantia, Durbanville), Malmesbury, Oudtshoorn, Paarl, Stellenbosch
and Worcester. Magisterial districts where farm wages are second highest include
Clanwilliam, Montagu and Oudtshoorn. Nevertheless, the report shows that wages in
agriculture are skewly distributed, even where average wages are higher.

These observations are supported by the Conningarth Consultants (2000) analysis. The
labour requirements for the wine industry itself as well as its supporting industries are
presented in Table 24. The “total” column shows that the industry directly and indirectly
supports 159 952 employment opportunities throughout the economy. The industry
directly employs 103 800 people, mostly in primary agriculture

Close to 90% of the employment impact of primary agriculture and of the cellars lies in the
Western Cape. As far as the level and structure of the wine industry’s impact on
employment is concerned, it is important to note the differences in the ratios between
direct and total impacts of the various economic sectors. In the case of primary agriculture
the ratio is 1:1.2, cellars 1:2.7, manufacturing 1:2.1 and wholesale and retail 1:1.7. The
relative size of these ratios is determined by various factors, including the nature and
levels of mechanisation, nature of the production processes, specialisation and even
seasonal movements.

In summary, it is clear that the expansion of the industry has resulted in an increase in
employment, and that this has essentially been caused by the growth in the foreign and
domestic markets, and the policy changes identified above. However, there is no evident
link between deregulation and the level of real wages in the industry.

4 Ewert & Hamman 1996

5 De Kock & Ewert 1998

Final report: The impact of deregulation on the South African wine industry, December 2002 41




Table 24: Labour requirements of the wine industry of the Western Cape

OI;?\:\eg:e Oll:;:s::s 'I('::(I)i MaIF::;:;ury Robertson | Stellenbosch [Worcester| Total %
Primary
agriculture
1. Direct 2837 5325 1891 19706 6758 9864 8837 55218
2. Indirect 733 1550 559 3805 1540 1939 2882 13007
3. Total 3571 6874 2450 23512 8298 11803 11719 68226 | 32.8
Cellars
1. Direct 400 541 159 669 999 336 351 3455
2. Indirect 670 948 272 1178 1691 554 694 6006
3. Total 1069 1489 431 1847 2690 890 1044 9461 4.5
Manufacturing
1. Direct 1544 2474 725 2836 2694 1497 3986 15755
2. Indirect 1673 2680 785 3072 2919 1622 4318 17069
3. Total 3217 5153 1510 5908 5613 3118 8304 32824 | 15.8
Wholesale and
retail
1. Direct 2878 4611 1351 5287 5023 2790 7431 29372
2. Indirect 1967 3151 923 3613 3432 1907 5078 20070
3. Total 4845 7762 2274 8900 8455 4697 12509 49442 | 23.7
Wine industry
1. Direct 7659 12951 | 4127 28498 15474 14487 20605 103800
2. Indirect 5043 8328 2539 11669 9581 6021 12972 56152
3. Total 12702 | 21279 | 6665 40167 25055 20508 33576 159952 | 76.8
Tourism
1. Direct 383 1579 797 3543 2192 3096 2947 14536
2. Indirect 890 3672 1854 8239 5098 7202 6854 33809
3. Total 1273 5251 2651 11782 7289 10299 9801 48346 | 23.2
Grand total
1. Direct 8042 14530 | 4924 32041 17665 17583 23552 118336
2. Indirect 5933 12001 | 4393 19908 14679 13223 19826 89962
3. Total 13975 | 26530 | 9316 51949 32344 30806 43378 208298 |100.0

4.6 Use of marketing infrastructure

Kruger (2000) notes that wine industry is an “Old World” industry with a highly fragmented
collection of small co-operative producers, estates and private cellars. These structures
produce wine products that are distributed mostly by wholesalers and exporters.
Deregulation (both in terms of the domestic market and the trade regime) has highlighted
the fragmented nature of the industry. Kruger identifies the following characteristics of the
logistical structure:

* The industry can be broadly grouped into three segments:

o producers and producer organisations that have adapted to the deregulated
environment and operate in the chain from production to the market,
delivering quality products to the market
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0 bulk buyers and wholesalers who manage the value chain from production to
the market by contracting with vineyards and cellars to produce for the market
with varying degrees of quality

0 producers and distributors who have adapted slowly to the changing
environment; a barrier exists between them and the market and they do not
produce for the market

* The value chain is highly fragmented with regard to marketing, distribution and
warehousing.

* Market information is not readily available.
* Readily accessible online information systems are lacking.

* Delays are being experienced with regard to certification of products for the
export market.

4.7 Monopolistic practices in the industry

The data presented in Figure 3 above show that no single institution dominates the
growing of grapes in South Africa.

Historically, the large players in the industry were the “producing wholesalers”. This sector
has changed considerably in recent years with the apparent withdrawal of Gilbey’'s South
Africa from the wine business. As has been noted above, the two largest firms,
Stellenbosch Farmers Winery and Distillers Corporation were both part of CWD and
retained the same owners when they were separated in 1988. They merged again in 2000
to form Distell.® Ultimate control over Distell now lies in the Rembrandt/KWV group of
companies, and further changes can be expected. Whether this merger is in contravention
of the Competition Act has been investigated and is not pursued further here.

New opportunities have seen the emergence of medium-scale exporting concerns. These
have been formed by the conversion of former co-operatives (e.g. Simonsvlei); by a new
enterprise formed by existing co-operatives (e.g. Stellenbosch Vineyards); by strategic
alliances formed between private producers (e.g. Winecorp); and by new enterprises (e.qg.
Vinfruco).

The rapid institutional change that has characterised the industry in the past decade has
come about because of strategies to adapt to the new trading environment. A key feature
of this environment has been the ability to exploit new opportunities in the global market,
and more institutional changes can be expected as the industry consolidates its position in
the international market. A second key feature of the trading environment is the uncertain
domestic investment climate, especially among South Africa’s large corporations, which
have tended to invest in foreign markets rather than in the domestic economy since
exchange control began to be relaxed. In this regard, it is safe to conclude that the main
effect of deregulation on institutional structures in the industry has been the increase in
private, especially non-estate cellars, and the rise of the new exporting concerns. It is also
likely that the real impact in the corporate sector has yet to be experienced.’

® The shares of Distell are owned as follows: 60% Remgro KWV Investments, 30% South African Breweries
and 10% public.

’ The Australian experience is illustrative. Four corporations, following different business models, dominate
exports through a brace of internationally known brands. The companies include Orlando Wyndham, owned
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4.8 Empowerment initiatives

Wine Industry Futures 2000 notes that after six years of state-sponsored land reform (i.e.
by 2000) no more than about 680 000 ha of the available agricultural land in South Africa
had been transferred through the formal programme. This represented less than 0.7% of
the total commercial farmland in the country. In the wine industry, farm workers had
acquired an interest in a total of some 1 500 ha, or about 1% of the land with a potential
for wine grape production.® However, in many cases this is only a partial interest. The
weighted interest amounts to 400 ha, representing 0.39% of the planted area and 0.27%
of the potential area. Thus, the industry has by some measures lagged behind the rest of
the agricultural sector in the speed of land reform, and has by other measures exceeded
the overall achievement.

The achievements to date pale in comparison with the goals of the state’s redesigned land
reform programme, namely to “facilitate transfer of ownership of 15 million ha in five years
and approximately 30% of the country’s agricultural land over the duration of the
programme.” Given that the amount of farmland in South Africa, excluding the former
homelands but including forestry land and state-owned land, is approximately 100 million
ha, the implication is that the programme will be deemed a success when some 15 to 30
million ha have been transferred.

The progress made in the wine industry with respect to other policy initiatives of the
government is less well documented. Nevertheless, the industry can point to a few
successes, such as the following:

0 A R3m special Wine Education Fund has been created by the Wine Industry
Trust to “fast-track the entry of historically disadvantaged students into
winemaking, wine marketing and viticulture” as a supplement to a variety of
privately sponsored bursaries for such students.

o0 Support has been given for capacity building among previously disadvantaged
students conducting postgraduate research at the Institute for Wine
Biotechnology of the University of Stellenbosch. Since 1996 this has, in
monetary terms, amounted to more than R200 000 in total, of which half has
come from the wine industry through Winetech, and the rest through the
THRIP programme of the Department of Trade and Industry.

0 An estimated contribution of R14.2m has been made to empowerment
programmes in the wine industry by the Land Bank.

0o More than R21m has been loaned to implementing agents by the Land
Reform Credit Facility, an agency of Khula, for empowerment projects in the
wine industry.

o Four major research, training and extension projects of ARC Infruitec-
Nietvoorbij have been launched with a planned value of more than R2.5m.
These are aimed at supporting resource-poor wine grape farmers.

o KWYV contributed R1m to the share capital of NewFarmers between 1994 and
1996.

by the French spirits and wine group Pernod Ricard; Southcorp, a specialist wine company; Wolff Blass,
owned by Foster’s, a large Australian brewer; and BRL Hardy, an independent corporation.

8 The Winetech Vision 2020 project has estimated that there are about 150 000 ha of land in South Africa
that are suitable for the production of wine grapes.
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o Almost all role-players in the industry have actively participated in the Industry
Association for Responsible Alcohol Use and supported its Code of Practice.

0 A range of in-company empowerment and social responsibility initiatives have
been launched, especially in the corporate sector, aimed at improving the
quality of life of employees through housing, education, literacy programmes,
etc.

o KWV made direct contributions totalling more than R3m between 1996 and
2000 to various non-profit organisations involved in combating alcohol abuse,
fostering primary health care, supporting pre-school preparedness, etc.

o KWV also gave financial support to the tune of more than R9m between 1996
and 2000 to the South African Wine Foundation, at least 75% of whose
activities are focused on the social aspects of alcohol.

o The South African liquor industry has long been engaged in voluntary
initiatives in the public health arena, in education and in industry self-
regulation. Its vehicle for these activities has been the industry’s Association
for Responsible Alcohol Use (ARA). Three broad strategies have been
adopted to address problems resulting from alcohol abuse, namely prevention
and reduction programmes targeted at groups most at risk; industry self-
regulation; and application of objectivity in approaching problems associated
with alcohol abuse.

o KWV has provided financial support to the Vision 2020 strategic planning
exercise for the wine, brandy and grape juice concentrate industries.

o The Minister of Agriculture and KWV have established SAWIT (South African
Wine Industry Trust) with funding amounting to R377 million, of which 45% is
earmarked for empowerment.

However, there is little merit in looking for a connection between deregulation and these
empowerment efforts.
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5 IMPLEMENTING VISION 2020

Vision 2020 was initiated by Winetech (Wine Industry Network for Expertise and
Technology) in June 1999, with the aim of designing specific and detailed strategies for
the three product sectors of the industry, i.e. wine, brandy and wine distillates and grape-
based products. The study was conducted in three stages over six months each and
involved 1 550 specialists at a cost of R1.5 million. The results of the study were accepted
by Winetech in February 2001 and are currently being implemented.

One of the most innovative results of the Vision 2020 strategic plan for the industry was
the decision to proceed with the establishment of a formal representative structure for all
the major stakeholders in the sector, namely the South African Wine and Brandy
Company. The need for this structure was based on a shared concern that the industry
required a marketing research capability; a marketing capability, focusing on generic
aspects; a research and development and technology transfer capability; an industry
business intelligence and information service; a quality and logistics management system;
and new approaches to the plant improvement scheme. Further, the need to build the
capacity to identify outstanding and unique terroir was also identified.

These needs fit in well with the Vision 2020 strategic recommendations, namely to create:

an effective worker and farmer community representation system

well-integrated and strategically-oriented social responsibility, economic
empowerment and affirmative action programmes

a human resource development strategy

a broader industry research and development and technology transfer
capability

an industry marketing research capability

a marketing capability (focusing on generic aspects)

an effective industry business intelligence and information service
an effective quality and logistics management system

new approaches to the plant improvement scheme

identification of outstanding and unique terroir

O O O O O

To this end, the structuring of the South African Wine and Brandy Company will be as
illustrated in Figure 9 below. Two important principles in the establishment of the
company’s Board are that Directors must represent the interests of the industry as a
whole, and that the funding of the Board and the CEOs office will be carried by the four
primary stakeholders in equal proportion, but that worker representatives will be exempted
from this obligation for the first ten years. It should be noted that the envisaged structure
does make provision for the representation of minority groups’ interests.
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Figure 9: Proposed structure of the South African Wine and Brandy Company

The roles and responsibilities of the different operational units are set out below.

Marketing Unit

* Domestic and international generic marketing

* Establishment of an effective quality and logistics management system —
development of “Brand South Africa”

¢  Wine tourism

* Functions currently performed by: Wine Foundation, Cape Wine Academy,
WOSA, Brandy Foundation and Wine and Spirit Educational Trust
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Human Resource Development Unit

* |Institution of a human resource development strategy that will ensure that the backlogs
which exist in terms of international standards are addressed in the long and short
term

Technical Research Unit

* Research and development, training, and technology transfer
* Broadening of the industry’s research capabilities
* |dentification and characterisation of outstanding and unigue terroir

* Consideration of new approaches to the plant improvement scheme

Industry Intelligence Unit
* Development of a central marketing research capability

* Development of an effective business intelligence and information transfer service
(SAWIS and VINPRO)

* Provision of a central information and knowledge base

Social and Economic Empowerment Unit

¢ Development of an effective worker and farmer community representation system

* Implementation of well-integrated and strategically-oriented social responsibility and
affirmative action programmes

¢ Attention to environmental/ecological issues
* Supporting economic empowerment
* Supporting social empowerment

¢ Undertaking of social welfare activities

The implementation plan calls for the appointment of facilitators for each stakeholder
grouping by February 2002, the nomination of representatives from each group by end
July 2002, and the appointment of the Board and the CEO by August 2002. While
ambitious, there is little doubt that the different stakeholders in the industry have taken a
strong stand on future co-operation, and that this represents a break with the past.
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6 CONCLUSIONS

These factors have combined to create a sustained incentive to change in the South
African wine industry. In this regard, the most important conclusions drawn from this report
show that:

The success of the industry (especially in terms of its export performance) has been
driven by a change in the composition of the South African wine harvest, by an
improvement in quality, and concomitantly by increased exports.

There has been significant investment in production and processing capacity in the
industry from both foreign and domestic sources, and this has increased since the
processes of deregulation began in the early 1990s. However, the investment has
been almost exclusively from individuals, and largely from domestic sources. Foreign
corporate involvement has been limited to a few instances of investment in distribution
activities.

The shifts in the share of the wine harvest going to the production of good wine, and
within this the shift to noble cultivars and to higher quality production, represent the
most important change taking place in the industry at present. The analysis shows
clearly that the production of quality grapes is rewarded to a greater extent than in the
past.

The industry will be faced with the prospect of “surpluses” of lower quality wine for
some time. As a result large quantities of wine were available below cost on the local
market at the time of writing this report.

The level of international competitiveness of the industry has improved substantially
over the past decade.

The expansion of the industry has resulted in an increase in employment, and real
wages of farm workers have increased.

The main effect of deregulation on institutional structures in the industry has been the
increase in private, especially non-estate cellars, and the rise of the new exporting
concerns. It is probably also safe to conclude that the real impact in the corporate
sector has yet to be experienced.

The creation of the South African Wine and Brandy Company is an important,
innovative initiative in the industry. While the industry has been characterised by a
wide range of empowerment efforts since 1994, and in some cases even earlier, this
initiative could play a key role in co-ordinating these efforts.

There has been a marked decrease in support from government since deregulation in
terms of resources committed to research and development and technology transfer.

The macro and sector-level changes identified in this report have created the environment
within which individual wine grape farmers and wine producers have changed their
investment decisions, and hence their production and marketing decisions, driven by
changes in the profitability of these activities. In these circumstances it is virtually
impossible to ascribe change to any specific factor such as the deregulation of agriculture.
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Nevertheless it is possible to conclude that the results would have been different without
the deregulation of agriculture, even in the context of the other changes.

In this respect, the NAMC, which is charged with the responsibility to ensure that the
national economic goals of equitable access, efficiency and affirmative programmes are
attained in the sphere of the marketing of agricultural products, has a distinct role to play
in the wine and brandy industry. To this end, this Committee recommends that the NAMC
advise the Minister of Agriculture on the following issues.

6.1 Condition of the industry

Our analysis has shown that the South African wine industry is dynamic, and has for the
most part successfully confronted the considerable challenges it faces and successfully
exploited the opportunities it has been afforded. In the process it has become a leading
sector in South African agriculture, in the Western Cape tourism industry, and in the shift
of the South African economy to a more export-focused orientation. While these changes
in the industry have not resulted in an increase in unskilled employment opportunities,
they have resulted in the more efficient use of capital and technology, and hence in the
creation of employment opportunities for skilled workers. Growth in the industry is
expected to come from the wine sector, especially from wine exports. The brandy and
concentrate sector should also see some growth. The right political climate and
investment are, however, prerequisites for this to occur. Industry growth is needed to
tackle empowerment and social development issues.

6.2 Facing new challenges

Our analysis has shown that the industry faces new challenges in both the domestic and
foreign markets. The following observations can be made:

* There is an expectation that an industry that has been as successful in managing
structural change and exploiting new opportunities, especially in the export market, will
be able to attract substantial foreign investment. Our analysis has shown that the level
of investment in the industry, from domestic as well as foreign sources, has been
increasing. However, the extent of foreign corporate investment has been limited.
Foreign investors of this kind place a high premium on stability and innovation in the
industry. South Africa is, moreover, in competition with countries such as Australia,
Chile and some Central European countries for this kind of investment. While the
industry is aware of the considerable efforts of the state to encourage such investment,
it is nevertheless clear that this issue should be placed higher on the agenda,
especially among state institutions charged with responsibility towards the agricultural
sector. It should be noted that domestic investment in the wine industry has largely
come from within the wine industry. Domestic investment from outside the wine
industry should also therefore be encouraged.

* The domestic market is still protected behind a relatively high tariff wall, partly because
farmers and winemakers get little other direct or indirect subsidisation from the state in
the manner that many of our competitors enjoy. This protection is, however, vulnerable
to existing and new trade agreements, e.g. under the EU agreement and the new
round of trade negotiations of the WTO. The industry has expressed concern
regarding the levels of subsidies (and other support) in the wine industries of
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competing countries. While acknowledging the efforts of the government in addressing
this issue on a multilateral level, it is felt that this should remain a high priority for
industry and government, requiring close co-operation. The industry realises the value
of imports in creating a more competitive domestic trading environment, and in growing
the market for the products of the vine. Yet the industry needs a strong voice in further
negotiations to open access to the South African and southern African markets. It
should also be ensured that the benefits secured through existing and future
international trade agreements ultimately flow back to the industry. Particular concern
has been expressed by the industry regarding the €15 million funding secured in terms
of the EU/SA Wines and Spirits Agreement, from which the industry supposedly has
derived no benefit.

* New trends in foreign markets create new challenges for the industry. The most
important of these include the rising market power of supermarkets in our key export
markets, specifically in the UK but also in the rest of Europe. One significant
manifestation of this power is the concern with ethical trade issues. The industry and
the state have already shown that they can co-operate in meeting these challenges.
New challenges will, however, require even closer co-operation. A specific case in
point is the potentially disruptive effect of the rise in the market for cheap wine (which
at times has been packaged and sold illegally), especially “papsakke’. It has been
suggested that inadequate law enforcement and a lack of capacity with regard to
certain government services may have exacerbated the problem. It is felt, however,
that the solution to this issue lies in the judicious use of existing regulatory powers,
self-regulation, and the inherent unattractiveness of this segment of the market for
producers. The industry has welcomed the initiative taken by the NAMC in investigating
the issue, and will support other such initiatives aimed at addressing the problem.
There is a strong feeling from the industry side that excise duties should not be used
as a means of addressing problems of abuse. Higher excise duties, it is felt, will not
curb abuse, and government should be wary of increasing taxation for the wrong
reasons, and perhaps in so doing making it difficult for new entrants to establish
themselves in the industry.

* One of the results of deregulation was that funds for research and development and
technology transfer became available through the South African Wine Industry Trust
(SAWIT). This income stream will, however, almost dry up in 2007/08. In the
meanwhile, government’s support for research and development and technology
transfer has declined. This results in a lack of resources (human and financial) as well
as the increased cost of research for the wine industry at the ARC. Producer financing
through statutory levies has already reached the maximum level allowed by the
Marketing Act. It is therefore recommended that government should increase funding
support for research and development and technology transfer to support the ARC and
industry and to benefit potential new entrants.

* The exports of products of the vine, especially premium quality wine, can act as an
important catalyst in strengthening government’s international tourism drive. Wine is
probably the only exportable consumer good which may lead the consumer to become
interested in visiting the area in which a particular product is produced. As a result of
deregulation there are now many more players exporting South African wine through
various international distribution channels, thereby reaching a huge international target
market for tourists. Wine also symbolises finesse and culture, and its export therefore
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enhances the status of South Africa, both as a tourist destination and as a
sophisticated investment destination. By synergising government’'s drive to change
perceptions about South Africa internationally, the tourism bodies’ campaign to boost
tourism numbers, and the wine industry’s drive to promote South African exports, a far
greater effect and penetration can be achieved.

* The South African wine industry has already taken important steps, on its own and in
co-operation with the state, to meet the challenge of transformation. The industry is
aware that transformation is required for more than defensive reasons, and that only
fundamental transformation will secure its future. Despite many efforts on the part of
the industry, on the part of the state, and jointly, neither party can point to significant
success in this regard. While some may argue that this is not an issue that obviously
falls within the purview of the NAMC, the industry understands the importance of
market access, and of access to support services throughout the value chain. New
efforts are required, and new modes of co-operation between the industry and the
different agents of the state need to be established.

6.3 Exploiting opportunities

Our analysis has confirmed the main strategic conclusion of the Vision 2020 initiative,
namely that the appropriate vehicle needs to be in place if the industry is to successfully
meet the challenges of the future. The creation of the South African Wine and Brandy
Company therefore marks an important new initiative, which has gained the support of the
entire industry. The potential for closer co-operation between the state and this
representative institution is great, and will be to the lasting benefit of current and future
stakeholders. It should also be emphasised that the industry’s Vision 2020 initiative is in
line with and supports the recently adopted Strategic Plan for South African Agriculture.
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7 RECOMMENDATIONS

The committee would like to make the following recommendations:

1.

That cognisance be taken of the fact that the industry’s Vision 2020 initiative is in line
with and supports the recently adopted Strategic Plan for South African Agriculture.

That every effort be made to encourage further investment in the South African wine
industry and that this issue should be placed high on Government’s agenda.

That government should continue to address the high levels of subsidies and other
support enjoyed by the wine industries in competing countries, and should step up its
efforts in this regard.

That the high levels of subsidies and support in competing countries should be borne
in mind when negotiating future trade agreements.

That every effort should be made to ensure that the benefits secured through existing
and future trade agreements ultimately flow back to the wine industry.

That the problems of inadequate law enforcement and lack of capacity in certain
government services should be urgently addressed.

. That the industry’s opinion that increasing excise duties will not address problems of

abuse be noted. Higher excise duties will, it is believed, also ultimately make it more
difficult for new entrants to enter the industry.

That government should increase funding support for research and development and
technology transfer to support the ARC and industry and to the potential benefit of new
entrants.

That government’s drive to change international perceptions about South Africa, the
tourism bodies’ campaign to boost tourism numbers and the wine industry’s drive to
promote South African exports be synergised to achieve the maximum impact.

10.That every effort be made to ensure that the lines of communication between the new

industry structure and government are effective.
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