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The cost of grape production and producer profitabi lity

Over the past five years up until 2009, wine producers’ income has by no means kept up with
production cost, resulting in a further decrease in net farming income. Although wine grape
prices improved in 2008, the 2009 harvest was one of producers’ most expensive years to date,
with total production cost rising by more than 15 % in some districts. Since 2005, producers
have been forced to increase production per hectare in order to compensate for the decrease in
income. This entails producing wine grapes at the lowest possible cost and obtaining optimal
production in line with a specific price point, while still maintaining quality. Up until 2008, some
producers managed to achieve this to a certain extent, with the support of viticulturists’ advice,
as well as favourable natural and climate conditions. However, a smaller 2009 harvest, as well
as a dramatic hike in input costs resulted in an increase in production cost of R263 per ton, i.e.
up from R1 446/ton in 2008 to R1 709/ton in 2009.

1. Introduction and survey

In collaboration with Winetech — and with the financial support of the National Agricultural Marketing
Council, Absa, Nedbank, FNB and Standard Bank — VinPro’s agricultural economic division again
carried out financial surveys in all nine wine regions during the second half of 2009 in order to
calculate production cost, as well as the profitability of primary wine producers. The objective of the
project was furthermore to provide participants and other role players in the industry with an
agricultural economic support service and by so doing to contribute to the long term economic
sustainability of wine grape cultivation.

The report is based on the 2009 harvest year and the results represent the weighted average
figures of the participating farming enterprises, who voluntarily made their data available. The
evaluations are neither cultivar nor block specific — wine grapes are evaluated in their totality as an
industry branch. All participating farming enterprises differed i.r.o. the products produced, cultivar
composition, diversification with regard to other industry branches, production levels, quality,
producer expectations for a realistic return on their input, price points, management expertise, etc.

The Production Plan Project currently consists of 239 participants distributed across 23 study
groups in all nine wine districts — the weighted average farm size evaluated comprised 79 ha of
wine grapes. The sample represents 20 164 ha of wine grapes (20 % of the total surface planted
to wine grapes in South Africa in 2008) and +22 % of the total 2009 grape harvest (36 % red and
64 % white wine grapes, of which almost 50 % were harvested mechanically).

Most of the farming enterprises participating in the survey are diversified into other agricultural
branches, benefit from economies-of-scale and are producers with good to above-average
managerial ability.

2. Profitability

When calculating profitability of wine grape production, two approaches are possible, namely:
« The profitability of a specific production year;
« The profitability of a specific harvest year.

The results and findings of this report refer to the profitability of a specific harvest year. The impact
of time value of money and deferred payments to producers was not taken into account, since
participants realise their income at different stages.



During the 2005 survey it was found that participating producers realised an alarmingly low net
farming income (NFI) and that the said profit margin had decreased by more than 50 % since the
2004 harvest year. Profit, in other words Net Farming Income (NFI), is calculated as the difference
between the total income and total production cost, i.e.:

PROFIT (NFI) = TOTAL INCOME - TOTAL EXPENDITURE (before interest, tax and
entrepreneur’s remuneration)

The subsequent four years until 2009 (Table 1 & Figure 1) clearly showed that producer income did
not keep up with total production cost and that in real terms the NFI decreased even further.
Although better prices have been offered for wine grapes since 2008, the 2009 harvest year was
one of the most expensive so far for producers, with total production cost increasing by more than
15 % in some districts.

Table 1: Statement of Income and Expenditure overt  he past six years (industry average).
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Figure 1: Index showing Producer Income vs. Total P roduction Cost and NFI (industry
average)



As a guideline for economically sustainable production for the 2009 harvest year, producers would
have had to realise an average producer income and NFI of R44 079/ha and R17 500/ha,
respectively. Over the past five years producer income was consistently lower than the target
income (Figure 2).
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Figure 2: Actual Producer Income vis-a-vis Target | ncome Guidelines over the past five
years (industry average)

Although income and expenditure will always differ among districts, and even more so among
individuals, no district managed to realise an economically sustainable NFI in the 2009 harvest year.
This trend has prevailed since 2005. This is clearly evident from Figure 3.
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Figure 3: Profitability per district in the 2009 ha rvest year. Note: Orange River district
realised an abnormally small harvest in 2009, resul ting directly in a potentially
negative NFI



3. The cost of grape production

Total production cost — excluding interest, tax and entrepreneur’s remuneration — consists of two
components, namely annual cash expenditure and provision for replacement. Since 2008 the total
production cost, an average, has increased by almost 13 % to R26 580/ha in 2009 (See Figure 4).
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Figure 4: Total Production Cost from 2004 — 2009 (i  ndustry average)
Annual cash expenditure (All cash or running costs incurred in the year under review)

Since 2008 the annual industry average cash expenditure for the 2009 harvest year has increased
by 14 % to R19 039/ha. This has been the biggest increase since 2004 and it is in all probability one
of the most expensive production years ever. Figure 5 shows the increase in annual cash
expenditure since 2004. Exceptionally high increases in the prices of fertiliser, pesticides,
insecticides and herbicides caused the direct cost to escalate by more than 20 % since 2008, while
labour and mechanisation costs for the same period increased by more than 13 %. General
expenses overall increased by 8 % — largely driven by more expensive electricity tariffs and
administration costs.

The composition of the annual cash expenditure (Figure 6) has changed minimally since 2004 — a
further indication that the price increases have occurred throughout the cost structure. In some
districts, it was apparent that mechanisation is becoming an increasingly bigger cost component, at
the expense of labour cost. Labour currently represents 42 % of the annual industry cash
expenditure, mechanisation 21 %, direct costs 18 %, general expenses 15 %, and running costs to
fixed improvements only 4 %.
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Figure 5: Movement of Annual Cash Expenditure from 2004 — 2009 (industry average).
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Figure 6: Composition of Annual Cash Expenditure 20 04 — 2009 (industry average).
Provision for replacement (Capital maintenance)

During the production process, in addition to what is purchased annually for the production process,
other requirements include machinery and implements. Tractors, tools and other means are
“consumed” over a period of time. Even vineyards and buildings deteriorate and have to be
maintained or replaced. The “deterioration” and “consumption” of these items are included in the
costs of the production process.

Taking into account the fact that the purchase value of an item must be recovered in its lifetime, as
well as the fluctuating nature of inflation, sufficient provision must be made for replacement. By



applying the principle ‘provision for replacement’, a bigger amount is recovered than in the event of
‘depreciation’. To a certain extent this addresses the problem of rectilinear depreciation and
ensures that the running concern is maintained.

When calculating provision for replacement, items are written off against replacement value over
various terms. These are:

Buildings 60 years
Vineyards 20 years
Movables / means of production 5-15 years

Since 2008, provision for replacement i.r.0. the running concern has increased by 10 % to
R7 541/ha (See Figure 7). The main reasons are deemed to be increases in the cost of vineyard
replacement, especially the cost of plant material, chemical adjustment and soil preparation, trellis
and irrigation systems, the purchase price of production means, as well as increases in building
costs.
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Figure 7: Provision for Replacement — replacement v  alue of capital structure with
rectilinear writing off over different terms

The fact that profit margins (NFI) decreased by more than 50 % since 2004, and that no genuine
price increases could be foreseen for the subsequent years, necessitated increased yields per
hectare in an attempt to compensate for the decrease in income. Consequently, producers have
been making an effort to produce at the lowest possible cost, with optimal yield and quality intact,
for specific price points. Up until 2008, some producers managed to achieve this to a certain extent,
with the support of viticulturists’ advice, as well as favourable natural and climate conditions.
However, a smaller 2009 harvest, as well as a dramatic hike in input costs, resulted in an increase
in production cost of R263 per ton, i.e. up from R1 446/ton in 2008 to R1 709/ton in 2009 (See
Figure 8).
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Figure 8: Total Production Cost vis-a-vis Yield (to

From Figure 9 and Table 2 it is clear that although the production cost in each wine district differs
per hectare, the difference in production cost per ton is even more noteworthy. In the 2009 harvest
year, this ranged between the two extremes of R1 104/ton (Orange River) and R4 143/ton
(Stellenbosch). The biggest contributing factor was differences in yield (t/ha) between different

n/ha) 2004 — 2009 (industry average)
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Figure 9: Total Production Cost compared to Yield (

ton/ha) per District (2009 harvest year).




Table 2: Total production cost per district (2009)

4. Summary

The low profit margins of the past five years have undoubtedly started to take a heavy toll. Farming
businesses generally have more debt and less repayment ability and capital maintenance has been
neglected. According to the statistics of SA Wine Industry Information and Systems (Sawis), more
grapevines have been uprooted than planted since 2005 and total grapevine plantings are
decreasing. An even bigger concern is the fact that since 2005 the industry has not been able to
replace 5 % of existing grapevines. The potential increase in electricity tariffs is a huge concern
both at farm and cellar level.

More positive is the fact that certain input costs have stabilised and this — together with lower
interest rates and increasingly good signals that the economy may be nearing the end of the
recession — should been seen in a positive light.
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