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ABSTRACT

In our paper, we analyse the vertical coordinafiorms between vine grape producers and wine
producer-merchants; and examine the characterisfidhe contractual relationships and contract
design in the Hungarian wine sector on the basithefNew Institution Economics theory. In this
theoretical framework, we analyse the determinantois in development of different coordination
forms concerning the transactions on vine varief@s wine production. We have carried out
interviews with the actors and we examine the emt$r of the greatest Hungarian quality wine
producer and merchant societies, which representijority of the production and wine export. We
make statistical analysis of data base of 40 viitkvaine enterprises in order to form a generalupect
from the actors of the Hungarian wine industry. Wesent the size, the ownership and the financial
situation (revenue, Cash Flow, P/L etc.) We alsscdke the state and market regulations in relation
with the wine industry and their role in the deyeteent of the different vertical co-ordination forms
We underline that the wine production in Hungary ba described with a relatively low profitability
and slow return. This phenomenon arises not omlgnfthe costly production system, but from high
transaction costs and inefficient existing govegnstructures. We show that the uncertainty is
extremely high in the sector, especially in thddfief price fluctuation, quality of row materials,
commercialisation and respect of obligations assuimethe contracts. The motivation system of
analysed contracts in most cases is not based emprtbe mechanism and we find a slight price
differentiation in relation with quality of wine-gpe. In most cases the assurance of wine-grape
purchase means sufficient motivation to vine-grexvg/e show as well that vine-growers are not well
organised at the level of negotiations with wineeurcers and merchants. Their power to enforce
interests is rather weak. The lack of confidencgjmanetrical information and the existence of
opportunistic behaviour result in a very low lewdl investments and in an inefficient structure,
although an efficient one would be indispensabtdhe quality wine production.

INTRODUCTION

The Hungarian wine sector including the structuréhe production as well as the vertical relatiapsh
among the actors has changed radically over thellasyears mainly caused by the political and
economical transformation (the so-called “the Ecnits of transition”). Ownership and production
structure have suffered from complete change duprii@tisation, compensation, liquidation and
reorganisation of firms and set-up of new entegsisin consequence, a fragmented wine-grape
production structure has developed, because thernpajt of wine-growing surface felt into the
property of small-scale producers. Actually, therage size of vine-growing exploitations is 0.3 ha
and 130 000 wine-growers are registered. One pgantree producing firms has been bought up by
foreign or Hungarian investors, while the othertgsas failed or has been divided. While before
transition 30 great state societies and 50 coopegfassured the Hungarian wine production, now
13 000 enterprises deal with wine-growing. Today,this reason, wine-grape and wine suppliers are
rather fragmented.

The EU accession indicates several challengeset@dtors. The recent period has demonstrated that
the wine market balance is extremely fragile, ahd toncurrence on the European producers’
traditional markets is more and more intensive Wgladway of the New World’s wines and therefore
it is more and more difficult to manage the wineess. In case of Hungarian wines, increasing
competition appears as loss of export wine mankdtraarket share.



Wine markets, in the EU and in Hungary as well, amganised ones, where production limitation,
interventions and price subvention do exist indfigtem of market mechanisms. The subvention and
the competitiveness on the international wine markestulate a well working supply chain, it means
sharing equally added value, which is based ornathg term relationships between the producers and
wine merchants. It is a more important requirenierihe case of the quality wine production, whish i

a priority in the European and in the Hungarianemomoduction strategy as well. That is why in our
paper, in this general context, we analyse thecatitoordination forms between vine grape prodsicer
and wine producer-merchants; and examine the deaistics of the contractual relationships and
contract design in the Hungarian wine sector orbmas of the New Institution Economics theory.

PROBLEM STATEMENT

The ownership-structure of Hungarian wine productibanged very rapidly during rather short period
(Lakner, Hajdu 2002)considering the registered capital of companiekd®5 42% of capital was still

in state propriety and 58% were in private owngrshhowever, for 2000, the state propriety
represented 886 One part of wine making firms has been boughbygoreign (12% of registered
capital of companies in 2000) or Hungarian inves{80%), while the other part has failed or hasibee
divided. While before transition, 30 state comparaad 50 cooperatives assured the Hungarian wine
production, which represented a very integratedesysbecause these entities assured every stage of
technical itinerary of wine production, actually,3 @00 enterprises deal with grape-vine
transformation, wine-making and wine-trad@able 1) As a result of the Hungarian wine sector
privatisation, grape-vine production and transfdrara have been completely separated and
fragmented. The majority of lands and vineyardsiarewnership of natural persons and in use of
wine-growers. Companies have no right to buy lasmd there are only a few wineries that possess
their own vineyards. So this institutional consttacontributed to define a particular track of
production structure development of wine sectorny@esely, in case of wine production, wine
growers possess only 20% of grape-vine transfoomadind vinification capacity, while companies
dispose 80% of wine-making capacity. Consequetitly,two sides of wine production itinerary are
rather interdependent. In this situation, logicaltle cooperative cellar system should be well-
developed, but because of bad memories of colle@epriety of socialism cooperatives, Hungarian
wine growers are unwilling to cooperate. In the avsector, actually there are only 29 cooperatives.
For this reason, grape-vine and wine suppliersatteer weakly concentrated in the Hungarian wine
sector in comparison with the other European tiadhl wine producer countries, like France, or New
World producers.

Size of enterprises in the b

Hungarian wine industry Number
< 80 hl 10 46p
80-500 hl 2111
500-1 000 hl 156
1 000 -10 000 hl 199
10 000 — 20 000 hl 18
20 000 hl < 17

! Source: Ministry of Agriculture, 1995 cit in Lakné&., Hajdu, 1. (2002) : The Competitiveness ofigarian Food
Industry — a System Based Approach, Bgzda Kiadd, Budapest, 2002 — p. 49

2 Source: Hungarian Association of Food Proces@0@0 cit in Lakner, Z., Hajdu, I. (2002) : The Ccetifiveness of
Hungarian Food Industry — a System Based Apprddelzogazda Kiadd, Budapest, 2002 — p. 50



Total 12 962

Table 1. Ventilation of Hungarian wineries on thesis of their grape-vine transformation and wine
production volumes in 200&ource: VPOP — Hungarian Custom Office, 2002)

During last 18 years, the operators of wine seetat to face not only to the consequences of prppert
right changes but they had to take in consideratieening “prices agricultural scissors”, increasing

level of rates and taxes, and the modification aeclion wine markets and in relation with export

partners. For the period of transition, Hungaryt ln¢arge part of export markets in the EasterrcBlo

and the operators had to look for other destinatiand emerged the partnership with European
countries. Furthermore, they had to calculate withincreasing quality requirements and the growing
demands for quality wines. Consumer behaviors obdron the domestic market as well, rising

demand of quality wines has been registered duasigperiod. That is why the actors had to adapt to
the new requirements and emphasized the wine guelitich requires large investments in vineyard

and wine making and implies an efficient reorgatiraof supply chain.

Since f' of May 2004, the Hungarian wine industry takes picommon marketing organisation. The
EU accession indicates several new challengeset@adtors. The recent period has demonstrated that
the wine market balance is extremely fragile, ahd toncurrence on the European producers’
traditional markets is more and more intensive wigadway of the New World’'s wines and therefore
it is more and more difficult to manage the wineess(Anderson, 2004; Thach, Matz, 200¥%Yine
markets, in the EU and in Hungary as well, are oiggd on same basis, where production limitation,
interventions and price subsidy do exist in thaesysof market mechanisms. The subsidy postulates a
well working supply chain, it means sharing equaltided value, which is based on the long term
relationships between the producers and wine metshh is a more important requirement in the case
of the quality wine production, which is a priorityg the European and in the Hungarian wine
production strategy as well. Furthermore, a wedlamised supply chain contributes to improve the
competitiveness of wine sector.

For the explanation of problematic of wineries dymhain management in case of quality wines, the
transaction cost theory (TCT) can be mobiliz&filliamson, 1985)where the level of assets
specificity, like ownership of geographical namdsappellations, vineyard propriety, brand name
propriety, marketing investments, the frequencyrafsaction between producers and merchants, and
the uncertainty attached to quality of grape-vind to transactions are the crucial points of anglgb
relationship between Producer and Merchl{@ddhue & al, 2000; Martin, 2002yVith mobilization of

this theory we try to find explanation to the veaticoordination in the Hungarian wine sector.

The great separation of vineyards ownership (raterie production) and wineries (wine-making and
merchandising) in case of quality wine productiomderlines the coordination problems in the
Hungarian wine industry. The high level of trangaticosts can be resulted by the lack of confidence
of the actors for each other. For this reasonJdhg term contractual relationships are relativese

in the upstream part of the wine sector. The probie more stressed regarding that the operators of
wine market do not trust in the state institutidingt should enforce the contractual engagements of
partners. The international researches show tlaetiicient enforcement of contracts is an esskentia
element of market. It is a more interesting quesiio the countries suffered from transition, like
Hungary, where several elements of the markettingtns are still developing. The EU accession and
deriving benefit from subsidies enforce severallapns, which mean advantage for the Hungarian
producers only with well-working vertical coordirat systems.
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OBJECTIVES

We propose to analyse the determinant factors weldpment of different coordination forms
concerning the transactions on vine varieties fimevproduction with utilisation of the New Instiior
Economics theory. The next graphic shows the relkeedements that influence the vertical co-
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(1) We analyse the general market context of Huagawines and the specific investments: the
Hungarian models of organization, and positionifigtHangarian wines in the export and the
domestic market; technological and marketing inwesits in the wine industry,

(2) We study the regulation environment of the Harmgn wine production

(3) We describe and evaluate hybrid forms and eetitrg relationships in the Hungarian wine
industry on the basis of interviews with the masiportant wine producer and merchant
companies who represent a great part of the Humgaguality wine production and wine
export. These enterprises play essential rolebencb-ordination of wine production regions
and assure the marketing of grape-vines.

(4) We make statistical analysis of a data basdlofine and wine firms in order to get a
general picture from the actors of the Hungarianenindustry. We make a comparison of the
financial performance of Hungarian enterprises Wwitbnch ones. We would like to regard that
the financial results of wineries render investrsgmissible in the quality improvement and in
the marketing.

1. GENERAL MARKET CONTEXT OF HUNGARIAN WINES

In the wine sector, we can distinguish two forms asfanization where the logic of quality
improvement is completely different. (i) The “Newdld” model: characterized with the brands of
enterprises and the promotional investments rehl®ethe firms. Their supply policy is marked with
integration forms or the selected suppliers. (hgTFrench AOC or more generally European protected

5



geographical indication model is based on the 6ierrreferences and characterized with the
promotional investments assumed collectively at rbgional or national inter-professional level.
(Saulpic, Tanguy, 2002 ; Aigrain, Hannin, 200Bhis distinction has become extremely important
regarding that the expansion of the first moddligher than the second one, which contributeséo th
reformulation of world wine market: the market shaf traditional European producers is decreasing
on international markets. With increasing compatitfor table and premium wines, the obtainable
margins by the actors become more and more red@metequently, the wine merchants are trying to
market higher quality wines and differentiate marel more their products with brand names, which
require assuring of constant quality. In this ansance, Producers and Merchants are revising their
strategy. Some of them propose to fight against decurrent of “New World” with the same
instruments: variety wines, reputation associateth wrands, great promotional investments. In
actors’ opinion, the development of durable paghigr should be an efficient strategy without logsin
the advantages of their autonomy and this orgdoizaform can contribute to recover the
competitiveness, to correspond to the demand ohtyuaaceability, environment protection and to
assure the purchasers in the hyper- and supermearket

The Hungarian wine industry, as part of Common Mgrknd traditional wine producer and exporter
one, can not escape from general market tendenbiesquality of wine is guarantee by regulation
system defining the conditions of production forajty wine produced in specifies region (quality
wine psr.) of delimited appellations. Legally, gtatlve mention on label is not possible without
origin designation, but the Hungarian Wine Act -ntcary to the French legislation, — according to
traditions, allows the variety designation for diyalvines. In Hungary, like in the other European
wine producer countries, we can observe the separat roles, which is accentuated by the resuits o
privatisation and property rights changes. Wineagns produce raw materials (grape-vines) and wine
merchants deal with vinification and marketing.this case, the quality development widely depends
upon the individual strategy of wineries and theotive strategy of professionals in the appeadiasi.
Therefore, the promotional budget is quite limitead shared by different actors of wine industry.
However, in the New World, the companies and margetunds finance the branding and wine
promotion policy, and they mobilize an immense leidg conquer the markets. In Hungary, the
collective wine promotional budget is much mordrieted than in the other European member states.
For example, while a French inter-professional tuaers same volume of production as the totafity o
the Hungarian wines (4 million hl), manages abdyImillion € of promotional budget in 2004, the
Hungarian wine sector can profit a more restrauddet with 1,2 million € taken altogether wine
specific and non-specific but attached actions.

For the wine quality improvement, the actors regjlarge investments: often it means complementary
or mixed investments of winegrowers and merchdntene hand, in vineyards, winegrowers have to
plant new varieties for better vines and for adiégato demand, to improve viticultural practicesla
eventually to buy winemaking equipment. In the otti@nd, merchant companies have to develop the
wine making practices or create new labels, to vative merchandising and branding, and to
modernize wine processing chains. However a conéieeand opportunism problem, in relationship
with the specificity of “wine assets”, appears aesiricts the induction of the decisions for favogr

the quality of wines: The producers are not sua tiie merchant will pay a higher price as compared
to the spot market. The merchant hesitates to dpvelarketing investment, in the fear of being
deprived of the product, bought by an other merchama higher price. The spot market cannot throw
long-term progress and results under-investmeniotét levels, but still it is the most importantdan
widespread governance method of transactions batweegrowers and merchants.



1.1. Investments in the Hungarian wine sector

In Hungary, during transition and privatisationipdr we can register large investments in wine@ect
in order to wine quality development, since thef@ssionals set a target of wine quality improvement
and motivation of quality wine production. BetweE300 and 1997, there were no available subsidies
for this development. Furthermore, it was diffictdt obtain credits to the investments, because the
viticulture and wine production were consideredhassky activity with very slow refund. During this
period, in practice, there was a low rate of vimdy@conversion: only 2000 ha, and at the same time
vineyard abandonment accelerated over 7 yearsrésggve the vine potential and to develop the wine
quality, the Hungarian government elaborated aidylss/stem for new vineyard plantation, machine
purchasing and wine making equipment modernizat8pecial credit was assured for the producers
(40-50% state-subsidy for investments), which débated to the modernization of Hungarian wine
industry. As a result of this subsidy system, 90@0 new plantation have been realized, which
moderated slightly the general state of vineyalisg, it was not enough to stop the vine surface
decreasing (-37% during 1990-2006 period).

After EU accession, the subsidy system of winemegts reformulated, and mainly subsidized from
European funds. Since 2004/2005 wine year, foryargk restructuring Hungary receives every year
10 million € for 1200-1300 ha. This is the most orant subvention of the wine CMO, while it aims
vineyard modernization, variety changes and qual@aadaptation of wine production to the wine
demand. The cellar and wine-making equipment maozion, integrated viticulture system,
marketing actions and regional development arentied by the agricultural development operative
programs, but we have to mention that the levsudisidy is 30% of the EU-15 members’ budget.

In the 1990’s, the second important arrangementthv@greation of the Agro-food Marketing Centre
by the Ministry of Agriculture with aim of colleete promotion of the Hungarian agro-food products
including wines. The objective of the wine promatjrograms financed by state budget was to make
Hungarian high quality wines acquainted with ocotdéand Far Eastern consumers (German, British,
Scandinavian, American, Canadian, Japanese, wtugh was extremely important, because Hungary
had to, and has to actually as well, cope withriegative image of Eastern wines and to ease the
consumers’ bias. It is true that during 40 yearsaxialism, the quality of Hungarian wines and rthei
image have degraded, but after the privatisatiom résults of investments are obvious on the fi¢ld
quality development, which have to sustain withnpotion on the most important markets of Hungary.
The efficiency of these actions and the activityAWIC were not satisfying, that is why in 2005
producers took in hand the collective wine promotike the French inter-professional organizations
and in collaboration with Alsace and Rhone regtbe,Hungarian wine producers try to obtain support
from the European Union for wine promotion in thoduntries and on the EU markets. Until now
three wine marketing projects were accepted byGbeimission, that concern Tokaj, Villany and
Szekszard regions.

We have to mention as well the promotion investmeamialized by companies in relation with
individual strategy of enterprises. In generaljsithigher and more efficient than the collective
programs in point of view of enterprises. On thald/avine market, the New World producers spend
the highest proportion for marketing from theirrtover that reaches 10%, in Europe this proporgon i
much more lower (2%8)and Hungary is even more behind in marketing ithests (0,5%), which

generates a great handicap on the world wine matkebtrder to solve this problem, with the
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consensus of the professional organisations, théetiag charges or “cotisation” (8 Ft/liter) that
serves to the financement of collective promotiooal marketing actions (60%) and to the
reinforcement of quality control of the releasedied (40%).

1.2. Wine quality improvement and supply of enterpises
On the world wine market according to the two d#fg schemes of organization, the question of
qualitative production, and the production compyiwith different market segments is organized
diversely(Saulpic, Tanguy, 2002)

In case of the New World, the supply policy of epteses is based on the integration or suppliers’
selection in function of the specificity of prodaciThe quality of wine is represented by brand name
according to the market segment. Brand name is dvayeenterprise, which makes wine blending,
ageing and marketing. The grape-vine production #rel quality of raw material are entirely
controlled by enterprises without leaving rent Wane-growers: in case of appellations they try to
obtain the propriety of vineyard and assure in thaner their supply of qualitative raw materigheT
enterprises develop a large product scale andiposiheir wines in every segment of market
especially in case of export supported by importaatrketing investments. This strategy appears
efficient: the most important brand names are ownellew World companies and it means challenge
to the traditional operators of world wine marken the British market among the first ten brand 8
belong to the New World enterpris@gsesar, 2002)

In case of European geographical indication systdm®,interdependence of individual strategy of
Producers and Merchants/Enterprises with the doleedrand name of appellations causes some
troubles, where the vineyard of geographical zdoelengs to Producers. This organization form
generates several proble@raud-Héraud et al, 1998):

* Free-riding in relation with collective reputatiaf appellation, while Producers have
no responsibility in marketing of final producthiey can try to limit their effort in
gualitative production deriving benefit from repiida of appellation. Consequence:
supply limitation of qualitative raw material awaile in the appellation and
endangering of reputation of collective brand (gepbical indication - GI).

* Under-investment by Merchants in the promotiontrdigtion and commercial relations
of the quality sign (GIl), where Merchants are naters. Consequence: direct sale
development by Producers on the basis of commeetfiait of Merchants, concurrence
between direct sale and Merchants marketing.

» Under-investment in qualitative production in themeyard. Consequence: failure of
contractual relationship, substitution of bilatecaintract with spot market of quality
wines or grape-vines. Producers lose the initiativeengage to the more expensive
strategy (e.g. vintage limitation) while they dotnweal with marketing of final
products.

To avoid the quality and opportunism problem in tékationship of Producers and Merchants, and to
assure the quality improvement, the hybrid orgdioma— contracts on a medium and long term —
could represent an efficient solution based orthieeretical framework proposed by new institutional
economics. Several recent papers deal with thetiqunesof contractual relationship in the agro-food
and especially in the wine sector. They confirtk{n, Affonso, 2004hat the percentage of long-
term contracts continues to increase in the wirdistry. Wineries combine supply base reduction
efforts with the use of longer agreements to redumesaction costs and gain the benefit of closer
relationships, such as improved quality and desggistance. Contracts between wineries and wine-
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growers are typically multiyear contracts that @hipe certain activities to assure quality and
consistency. Price changes can depend on the cawosh report. In case of the appellations,
(Gaucher, Soler, Tanguy, 2001, Giraud-Héraud, Saulanguy 2002keveral studies deal with the
problems and particular features of incentive theewquality in framework of long term contractual
relationship between wine producers and merchémtheir model, they show the efficiency and the
interest of contractual organization in the incemtf investments realized by Merchants in markgtin
and Producers in the vineyard. Furthermore, diffepapers are oriented to the quality development i
the vertical relationships of the food-industry tee¢Hollander et al., 1999; Goodhue et al., 2000)
and treat the questions of quality wines produc{®maud-Héraud et al., 1999, Montaigne, Sidlovits,
2003, Martin, 2003, Rousset, 2008enerally, they ask the question in terms oftthasaction costs
theory reasoning the alternative and the choicésdsm the market and the vertical integration. The
solution proposed to solve this problem in thisgragesides in the medium or long term contracts,
where purchasing prices of raw materials (bulk wimest or grape) are on one hand indexed on the
spot wine market prices and on the other hand edi¢éa the final price of the bottle of wine, theyeb
sharing the risks and rewards with winery partrf@romas et al, 2004)herefore, the prices defined
in the contracts are higher than the market prigetibey follow the price variation of spot market
where the difference covers over-costs associatgdadlity improvement.

This question is more sensitive in Central and &asEurope (CEEjZacharieva et al, 2001 where
the opportunism problem is more accentuated becaiudee property situation, lack of investments,
lack of confidence and speculation on the spot etark

1.3. Typology of the vertical coordination in the Hingarian wine industry
In Hungary, the appellation system is relativelyeleped regarding the other CEE countries, but with
accession to the EU, the actors have to take cewatidn the strategy of geographical indication
regarding of its problems mentioned to above.

In Hungary, we can find several models of orgarsatonsidering supply system and distribution
policy of enterprises.

1% scheme: owners and development of signature (brand names)

In this group we find the companies, which couldaab vineyard and cellars as well, during the
privatisation (like Hungarovin-Torley, DanubianaisEnéls, Héts#16, Orémus, Csényi Pince, Varga
Kft etc.) or some vineyard owners formed a groupnetke wine producer-merchants enterprises like
Hilltop. These are the greatest Hungarian wine peced and merchant enterprises. Mostly, they
function with foreign capital (German, French, $pBDI) or with investments of Hungarian investor
groups. They produce their large part of grapesii-90%) that they transform and bottle, thuy the
assure their supply of raw material and controirelyt the quality. In some cases, the companies
outsource viticulture. These enterprises creati tven signature (brand name) beside the indication
of appellations.

These companies hold vineyards (20-900 ha) in aéwagpellations that cover a large part of their
supply; the rest is bought from the producers gfefiptions with medium or long-term contracts or
purchased on the spot market depending on the segliquality. Seeing that, there is a surplus en th
grape-vines market, the companies can choose ther lodfer and supplier regarding the price and
quality ratio. That is why, in several appellatiptieey are the most important merchants, and giyera
they determine one-sidedly the purchasing pricegae-vines.



With the exception of the enterprises of Tokaj Rag(they are rather specialised), the companies
produce a large scale of wine, from table wineditgh quality wines. In their case the large and
regular investments in quality development, in textbgical modernization and in distribution permit
to elaborate the high quality wines and to adaptrtproduct system to the market demand. The
investments are several sources: in case of tregforinvestors it takes part of their direct foreig
investments; producer’s own investment, before Etkssion SAPARD (50% producer investment —
12,5% financed by Hungarian State — 37,5% finanlbgdEU), after EU accession Agricultural
Development Operative Programs with 50% of EU foean

These merchants are present in every type of loligioin channels, where the hyper- and supermarkets
take up the first place, while they have become rtiest important distribution form with their
prosperity since the end of ‘90 in Hungary. Thistdibution channel has become essential, consglerin
that it represents 65-70% of retail wine trade aimgrian market. Some of the large companies
market their wines under retailers’ private labeside their own brand names. 10-15% of the totality
of their wine are distributed with own label ofag¢rs. For these enterprises the presence inthe o
channels of distribution is very important: bistrpabs, inns, restaurants, wine-boutiques.

Wine export represents an essential circuit fomththey are among the most important Hungarian
wine exporters who target the German, Britain, 8cavian, other CEE and Russian market. In
general they possess a relatively well-organissttidution network in domestic and foreign market.

2" scheme: coordinators and cooperatives
This group recovers the enterprises that have matigh own vineyard to cover the majority of their
raw material supply, but they own cellars obtaidadng the privatisation, transformation, vinificat
and bottling equipments. It is not allowed for c@nies to buy land, it is limited by Hungarian Land
Act since 1994, for this reason, they are obligeghiirchase grape-vines from the wine growers of
appellations who possess vineyards. These are tamg@anies (Egervin, 8kskert Co, Weinhause,
Sopvin, Tokaj Kereskéthaz Co, Ker-Coop, Kecel-Borker etc.) that play eapartant role in the
coordination of wine growers in several productiegions. The coordination is realised by medium or
long-term contracts or annual contracts with alstgooup of suppliers. These enterprises function
with foreign or Hungarian capital.

We have to separate this group to 3 sub-groupsnictibn of their organization and strategy:

1. sub-group: These companies produce a large stalme as well, from table wines to high
quality wines like the ° group of merchants. In this case as well considerand continuous
investments have been realised in quality developmechnological modernization and wine
marketing. They create their own mark, which is tieered beside the geographical name of
appellation. They are among the most importantitypnaine producers and merchants on the domestic
and export market. Their commercial relations arstridution are organised in the same way as the
merchants of % group.

2. sub-group: These enterprises are the reorgartslidr of former cooperatives with
management buy-out or employee privatisation prograThey have not enough capital for the
development, therefore their technology is reldyivabsolete. Their financial situation is quite Wwea
and they risk bankruptcy, but they have an esdaot&in the coordination of wine-growers in sealer
regions, but particularly in the Kunsag Region oé& Plain. They produce mainly table and country
wines.

3. sub-group: Cooperative cellars: in certain regi¢gKunsag, Eger, Szekszard), they play
fundamental role in the organization of wine prddut Regarding the atomized system of wine-
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growing in Hungary, the cooperative cellars showddresent a wide range of the Hungarian wine
production, but because of the unpleasant memaofiellective property in socialism, the wine-
growers are reticent to form new type cooperati¥éter EU accession, with price fall of grape-vines
and decreasing grape-vines demand of merchants,ptbducers recognize the necessity of
collaboration and they form cooperatives or unidércaoperatives. In this case, the investments in
grape-vine transformation, technological equipmevihe distribution and marketing require large
investments where the lack of financial resourcespite of European development programs, can
block the success of organisation.

3 sheme: independents

In this group we can find the independent small medium sized enterprises and family cellars which
have been developing step by step since the begrofi 1990’s. They founded wine production on

their own vineyard obtained during the land redsttion and privatisation or they (the members of

family) bought up land adapted for wine-growing arr@éated new plantations. The size of these
enterprises varies between some hectares and 12lhég strive for independence in raw material

supply and to control entirely the quality of grapee. Therefore, they buy less and less grape-vine
from the little wine-growers and withdraw from tbeordination in order to solve the quality problems

of raw material.

The capacity of their wine production is ratheri@hle, it ranges from 50 hl to 10 000 hl of winé&eV
work with modern wine making technology and invesgularly in the quality wine production. Since
their sources of investments are very limited, theglise the modernization and technological
development step by step: p.ex. one year theyleiypéw pneumatic wine press, next year the change
the stainless steel tanks, then they install thifg machine, etc. Often these investments aaksed

with help of state or European subsidies (SAPARMicaltural and rural development programs).

They are specialised in quality and high qualityneviproduction, they aim at “niche” and luxury
products where the name of the owner of cellartiszed as brand name (Tiffan, Thummerer,
Frittmann, Figula, Gere, Bock, Polgéar, Jasdi efheir products are positioned firstly in the
gastronomic distribution channels and wine boutsgbet we can find these products in the hyper- and
supermarkets as well, while this distribution citchas become the most important in the wine
commercialisation. There are some enterprisesek@brt but because of the little volume the main
market still remains the domestic market wheredinect marketing of wine becomes very important.
We have to mention the direct wine sale at cellatsch represents an essential distribution form.
These cellars take part of wine rout and open rsefpfgograms; they deal with reception of visitors,
tourists, wine tasting and entertaining. Often riexthe cellar we can find a tasting room, guestseo
and restaurant. The reception is a complementdiyitgdesides wine production (Vandecandelaere,
2005).

As a result of quality wine policy of Hungarian wimaking enterprises, we propose to analyse the
market performance of Hungarian wines in the next u

1.4. Hungarian export markets
During last 18 years, the operators of Hungariamevgector had to face not only to the consequences
of property right changes but to the modificatiaturred on wine markets and in relation with export
partners. For the period of transition, Hungaryt bp$¢arge part of export markets in the EasterrcBlo
Thus, wine export fell from 2.2 million hectolitrés 660 000 hectolitres. Over a short period, betwe
1989 and 1992, Hungary lost 70% of its wine-mas@tmes. Therefore, the actors had to find new
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markets to sell off the surplus generated on thmeftic wine market. Considering the pre-existent
commercial relations, Hungary oriented to the EesspUnion and particularly to Germany.
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Graph. 1. Volume and average price of Hungarianengrport

With reorganization of the wine sector at the samee, with privatisation, with the foreign and
domestic capital investments, the actors emphadieeid contacts with the European countries. For
adaptation to the new markets, the Hungarian wioelycers had to modify their strategy from the
mass table wine to the higher quality wine productiThe Ex-Soviet countries remained the most
important buyers of Hungarian wines, even thoughcthllapse of the Eastern market.

After 1992, the Hungarian wine export increasedrgghis rise kept on a period of 4 years. In 1,996
volume of wine export passed at 1.5 million hetted, but this tendency has returned with a
considerable decline over the 10 last ye@saph. 1.)The volume of wine export has fallen with 61%
(the value has decreased with 51% from 130 miloto 56 million $) and it represents 598 000
hectolitres in 2005. Mainly the Russian (-50%), &lkian (-60%), Austrian (-60%), German (-34%)
Czech (-20%), British (-40%) and Baltic (-50%) metk have restrained during 5 last ye&ssaph.

2).

Over the last period, the structure of Hungarianenexport has changed as well. Hungary has lost
again its export market, especially in the ex-Soemuntries. Actually, Germany, Great-Britain, the
Czech Republic, Slovakia and Poland are the mopbitant destinations of the Hungarian wine
export. It means that 80% of wine export is reaizethe enlarged EU (27).
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In spite of the quality development in the Hungan@ine production and marketing investments of
promotion, the majority, 76% of Hungarian wines positioned under 1 €/litre, which means the basic
wine category, 19% can be found between 1-3 €{gopular premium) and only 5% of export wines
are positioned over 3 €/litre average price (premiuOf course, it means the average; the price
position is a rather variable one according torttaket, distribution chain and wine specialtiese Th
most valuable markets are the American, Canadidnlapanese market, where e.g. Hungarian quality
wines are positioned in the HORECA between 13% @@fi/bottle, Tokaji wine specialties 60-
200%/bottle (ikon category). We have to underlim&t this price category represents a limited volume
(1%) of Hungarian wine export.
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Graph. 2: Evolution of the Hungarian wine exportcase of the most important destinations

1.5. Domestic market
The domestic market remains the main market of ldtdag wines. 75% of Hungarian wine
production is distributed on the domestic marken(llion hl/year) while Hungary is a traditional
wine consumer country where the individual avenages consumption is relatively high, it attains 33
litres /capita/year. The Hungarian wine consumpterel is very close to the European average (34
litres/capita/year).

Considering the quality of wine, we can concludarfrthe statistics of wine sales that the table and
country wine dominate on the domestic market widBo6 quality wines (including Tokaji and Egri
specialities) represent 40%. These ratios arevelgtstable during last 5 years.

Among the distribution channels, hyper- and supeketa are the most important in the Hungarian
wine retail system. It has become the principatutrwith installation and dynamic development of
international retail chains on the Hungarian marks&hich has changed radically purchasing
behaviour, wine supply in the stores and spec@lirements facing producers and suppliers in case o
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wines as well. Actually, this circuit representsuanrd 65-70% of retail wine sales. Unfortunately th
statistics concerning volume of wine sold in thiaitechains are not available; therefore we carebas
our analysis on the expert opinion. However, soatemt paperfisari, Sidlovits, 2004¥leal with the
analysis of wine supply and price positioning ofnigarian wines in the hyper- and super markets on
the domestic market. According to this study, gyaliines psr. constitute the majority of wine syppl
86 % of references, country wines (9%) and tableewi(5%) compose the rest but in volume of wine
sales probably the table wines take first place.

Concerning the price of Hungarian wines in the hymekets, the cheapest category, bellow 300
HUF/litre (1,2 €l/litre) represents 5% of wine supphhere we can find mainly the wines of Kunsag
Region. This is the most price-sensitive categadyere consumers look for the cheapest wines. The
next price category, 300-800 HUF/litre (1,2-3,at&) is relatively large, we can find in this cgoey
33% of wine supply. The largest is the price categd 800-2000 HUF/litre (3,2-8 €/litre) with 44%,
and finally the highest price category, over 2000RHAitre (8 €/litre) gives 18% of wine supply. Ihe
higher categories we can find the quality wineEgér, Szekszard, Tokaj and Villany appellations, th
prestige products of large companies and indepencilars. We have to underline that the wine
supply is very wide in the Hungarian super- andengmarkets, but the price/quality ratio is not well
defined in certain price category, which can resahfusion in the mind of consumer. Therefore, the
professional should make effort to clarify betteidacreate a more transparent wine supply on the
domestic market.

We have to mention that with high competitivenas®iag the suppliers and development of retailers’
private labels, the margins become more restraamedit results strong pressure on supplying prices
and consequently on the raw material prices asatélie level of grape-vine production. Furthermore
the retail chains demand several types of coniobuind fees (store opening contribution, listimgl a
shelf charges, marketing fee, fix bonus, progre&sbinus and retail chain development contribution)
that appear as withdrawal of about 50% of listinggof wines and it means high costs and enormous
charge for wine suppliers and producers.
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18%
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33%
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44%

Graph.3. Wine supply by price categories in the ¢ghuian super and hypermarketSource:
Kuti Bt. Cit in Kisari-Sidlovits (2004): A magyaledmiszer kereskedelem bor- és pézatpsztéka

The analysis of general market context of Hungamanes shows that, in spite of the quality
development and large investments in wine sectoorapanied by the regulation and subsidy system,
that the actors have difficulties to well valoribeir products particularly on the export markdtse
situation is slightly better on the home markeea#t period of overproduction (2004-2005), from 3
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years we register low harvest volume, but the predance of retail chains in the wine distribution

puts pressure on price of wines, which influendeoaér the wine production sector. Therefore, it

seems interesting to examine in the Hungarian wawor how wine producer enterprises organise
their grape-vine supply, with which conditions, dmalv they motivate the wine-growers to produce
qualitative raw materials through contracting rielaghips.

It general, the price positioning of wines deteresirdirectly the vertical coordination forms of vine
provision of merchants. In case of basic winestfmnbasis of their price and not on the basis ef th
EU regulation category), the market becomes thet nmaygortant organisation form of vine supply
(less transaction costs), while in case of highasitpning (super, ultra premium or ikon), the more
integrated organisation forms are more frequeké the total integration (hierarchy or enterprise)
the hybrid organisations with long term contraaiesfgned with well defined, calculable price
definition that give a motivation for vine produseio the quality improvement). Therefore we can
postulate that in spite of the reinforcement of gality wine production (as regulation categonydl a
the rather separated vine production and wine ngakine hybrid organisations are closer to the ntarke
organisation than to the real long term relatiopshi

2. CONTRACTING RELATIONSHIP AND CONTRACT DESIGN IN THE HUNGARIAN WINE SECTOR

In the Hungarian wine market we analysed the cotirg relationship and the attributes of contracts
of 12 enterprises that play essential role in tberdination of wine-growers in one or several
Hungarian wine production regions. Among the aredysnterprises, there are 8 large companies and
4 small and medium size enterprises that introdbeecontracts on long or medium term with wine-
growers in order to assure their grape-vine supply.

The contracts on medium and long term consist ofersé clauses specifying the transaction
conditions. In the point of view of the incentivesues, the most important characteristics of the
contract analyzed can be classified in 5 categ@kénard, 2002).

1. The first important question tee number of partiesincluded in an arrangement. Because of the
fragmentation of grape-vine production and supgdlyaov materials, the great corporations and the
small enterprises as well make multilateral agregmeén case of the companies, the number of supply
partners can be as many as several thousandd ¢kaj. Kereskedhaz with 2800 producers in Tokaj
region) who are, in general, the little wine-grosver sometimes the cooperatives. The small or
medium sized enterprises coordinate 30-100 producer

These relationships are more complex (in compangitim a bilateral relationship) and characterized
by a relatively high dependency of the partnerseorétically, this is the result of the mutually
dependent specialized investments: on one handizegaby the merchants in the grape-vine
transformation and wine making equipment for th@ewnguality development, in the commercial
relationship with the hyper — supermarkets andhe ¢treation of brand name; in the other hand
realized by the producers in the vineyard (qualigatvarieties, plantation design, pruning, canopy
management system) and in the cultivation (machiplesit protection, vintage limitation, integrated
viticulture practices etc.).

The complexity of relationship is the result of flaet that the large number of little wine-growess
not well-organized and their negotiation force iryw weak face to the merchants (enterprises).
Therefore they are very defenceless in the renatimti of contracts with merchants, particularly in
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case of price definition which should be the heathe contracts and the motivation of qualitatises
material production.

2. The second essential point of the contracteasitiration of agreementsbecause there is a close
relationship between duration and intensity of damation (Dyer 1996, 1997 cit. in Ménard, 2002).
The duration of inter-enterprise relationship dejsean the development of specific assets linking to
the transaction, because these investments reabyethe partners can be profitable with the
continuous relationshigsaussier, 1999)

In Hungary, the general duration of contracts is gear or 3 years. There were some attempts to make
longer agreements (88skert Rt.- Matra Region and Egervin Rt), but thegled in failure because of
the large fluctuation of grape-vine volume, theiality and their prices. We have to mention that th
majority of great companies of wine regions are therganised form (with foreign or domestic
capital) of former state firms or co-operativessotialism period and in spite of their privatisatio
they maintained their former role of coordinatidnwone-growers in one or several appellations. So
their relationship with the wine-growers has a gtezdition and a relatively stable supplier cirtbe
several decades where a fluctuation was registaretthe transition period with the creation of
independent cellars, but for 10 years, the suppliérwineries have become relatively stable (with a
little fluctuation of 5%) and the market and legalcumstances have changed that induced new
qualitative requirements.

3. The third chief elements are tluetailed requirements that form the contracts in hybrid
arrangements. The first remarkable characteristibat there are some generalities in the conteandts
there are no many details, so it rests a framewarkact these agreements are not real contrdats li
the medium or long term contracts that we can forxcexample in France (in Champagne, Bourgogne
or Languedoc regions) or in the New World wine progl countries. The agreements are rather the
declarations of collaboration intention betweendoicers and merchant but it reflect some elements of
coordination.Table 2.shows some typical organisation forms in the Huiagawine sector, where we
detailed the characteristics of the relationships the attributes of contracts.

In case of medium term contracts, the agreemeets@mpleted with an annual grape-vine supply
contract, which defines the volumes, quality anitepof delivered grape-vines. The medium term
contracts define only the general requirement liaticen with state of health and purity of vintageda
the respect of Hungarian Wine Act concerning thaligyy which contains only the minimum
requirements concerning the quality wines. The exgents do not contain stricter requests than the
general Hungarian regulations; there are no speteiihnological charges or special harvest linatati
(according to the Wine Act, maximum yield for qixalwines: 14t/ha) except in case of specialities
such as late harvest, “bikavér” or “aszu” wines.wdwger, the large companies give technological
assistance or they make the plant protection waska service for the wine-growers in order to assur
the needed state of health, purity and qualityaef material.

While the wineries define every year the most ingoar elements of agreement: volume, quality and
price, these factors are not predictable, theretioierelation carries lot of incertitude. The delied
volume depends on the wine year; it is largelyuaficed by weather changes and overproduction
problems. Therefore the wine growers can not be that they can sell the all of their grape-virees t
the merchant. The quality categories of receivingewgrape are defined every year several weeks
before vintage in function of the characteristi€svime year (harvest prevision concerning volumd an
quality). In case of selected parcels (in the @misr of Séloskert Co. or Egervin Co.), the quality
control is realised by the agricultural engineeecsglised in plant protection and there are costrol
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with test harvest at the moment of vintage andvdehg, concerning purity, state of health, andasug
contents of wine-grape. In this case the winergge@to purchase the produced grapes.

The crucial factor of medium contracts is the pdedéinition of raw material seeing that this is fhist
element to motivate wine-growers to respect thénpaship and to carry out the contract. Normalhy, i
a medium term relationship the price of raw matesidixed or well-defined for 3-5 years with price
index formula, the price changes are relativelydptable, the major price fluctuation is limiteddan
the special or high quality products are paid ptiee higher (with min. 20-30%) than the spot méarke
price. The difference between market price andrachprice covers the higher costs of the qualiati
raw material production. We can find several exaspin European (Champagne, Bourgogne,
Languedoc region) and New World examples for thietof purchasing price definition for medium
or long term.

In Hungary the price indexation does not exist. Thechasing price, in spite of medium term
agreement, is defined every year in function ofetgy colour and quality (based on sugar contewits)
wine grape, harvest previsions and market conditiso volume of stock, overproduction or lack of
raw material, price of final products influence fwéce announced by merchants. While in the wine
regions there are only some large companies wheeth with coordination, in general, the merchants
wait for the price announcement of the largestrpnitee and they adjust their prices to this level.
order to “motivate” wine growers, the merchantspase slightly higher prices — by 10% - than spot
market prices in case of grape-vine for quality @ginThe specialities such as late harvest, shrivel
grape-vines, “aszU” berry — grape with noble rasib varieties of “bikavér” or international red
varieties are much better remunerated — from 50%néold price- than generic quality. It exists a
slight price differentiation by variety, colour sugar content of grape-vine, but the wine-growers c
not calculate every year with this differentiatioecause a large variation can be found in thisl el
well: for instance during 3 years the red variehas higher price with 30-100% than white varieties
in 2004, this differentiation disappeared becauke¢he overproduction crisis. Thanks to the low
harvest volume of the recent period (3-3 millionhR005 and 2006), the vine prices begin to climb:
in 2006 they approach the price level of 2003.

During price definition there is no real negotiatiavith wine-growers of appellation. The merchants
announce their prices and the wine-growers carddebiat they would like to sell their productshe t
merchants or not. While there is a great competi@ss among the suppliers of merchants and there is
an oversupply on the grape-vine market, the wirmevgrs have no other choice. We have to mention
as well, the psychological effect in the price deion: merchants try to push down the purchasing
price, while their margins are rather restrainea &y to minimize the raw material price. They
overestimate the volume of the harvest previsiortase of average volume of harvest as well to
support their announced low purchasing pricesafipens that the prices offered by merchants do not
cover the viticultural costs. On the other hana, wine-growers, while their negotiation positiordan
their collaboration willingness are rather weale aot able to safeguard their interest and elabarat
agreement winner-winner for both sides of relatiymsThe problem is that with this purchasing price
system, no certainty on price and quality of grajpe is settled and the wine-growers are rather
exposed and under-motivated in this relationshighis relationship the market possibility means th
motivation for wine-growers.

The small and medium size wineries specialisedgh buality products, working in coordination with
wine-growers, are excepted of above-mentioned gémeles. Some of them do not utilise written
contract, they work with oral agreement where thefidence and the notoriety of private cellar g th
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name of owner mean the basis of relationship. Thalge parcel selection to find the bestroir and

buy the highest quality of raw material. They inlinoe special technical charges and strict harvest
limitation. They propose higher price with min. 3a%an the spot market, remunerate better their
suppliers and give premium subsequently if the vgravers deliver their grape-vine with high
quality the year after as well. Consequently, ii$ tielationship the purchasing price stays relétive
stable.

4. The forth, principal characteristics of the hgltwrganization, are thadaptation clauseslIt assures

a possibility for the mutual adjustments with tlemegotiations of the agreement. In Hungary the
renegotiation of contracts rest unilateral; the chants declare one-sidedly the purchasing condition
(almost every year). So without negotiation, mentkaan reduce purchasing prices, until 50%, from
one year to another and, with lack of collaboratemmd negotiation force of wine-growers, the
merchant exploit this situation. From this gengyalie can find some exceptional cases (Eger or
Métra Region), where the merchant makes negotmtiwith a wine-grower group (new type of
cooperation for grape-vine sale). In Hungary imag general that the wine-growers demand a detailed
study to support their negotiation point of viewiag-rance(Montaigne, Sidlovits, 2003Y.herefore

the asymmetrical information problem is very présen

5. Fifth crucial characteristic of medium and lalegm contract is thencompleteness but there are
some clauses dealing with safeguard in case aleheanciation of the agreement such as indemnity of
breaking for the generally unexpected or unforesaamts. In Hungary we can find these clauses in
case of three-year contracts ¢Eskert Co. and Egervin Co.), but in the annual aut$ the partners
do not introduce safeguard clauses, which conedub increase of incertitude in the contractual
relationship.

In summary, the Hungarian short and medium terneegents are very different from the usual
contracting relationships that are typical in therdpean wine sectbrin case of Hungarian hybrid
forms, the problem of transaction costs are notexhlthe agreements do not reduce the incertitude i
relation with execution of contracts and do noieganough motivation to the wine-growers to develop
the quality and realise investments in qualitagweduction. Their only motivation is that they can
deliver their products to merchants, but the pribe,execution of payment stay very-very uncertain.
This policy of supply can be influenced on the daad, by the market performance of merchants, in
which segment of market and for what price theyitmrsed their final products on the export and the
domestic market and on the other hand, by theanftral structure and results.

* However in France, the upstream contract relatipndetween grape grower and winemaker, does exist for a
reduced part of the production, excepted in fewioregy as Champagne, Sables area and some privatiesginn
Languedoc. In fact the general model of coordimati® integration, i.e. wine making in the wine éstar in the
cooperative cellar, considered by the law as agfate wine estate.
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Table. 2.

CARACTERISTICS OF RELATIONSHIPS
BETWEEN WINE-GROWERS AND WINE -PRODUCER-M ERCHANT ENTERPRISES

Relationship between Vineyard and Merchants

Etyek, BB, Tokaj, Balatonfiired
Sg;fokﬁ,zggdér?/glﬁgﬁ’éd Matra Region Eger Region -Csopak
Region Region
Henkell&Sdchlein 2 i
Characteristics (HUNGAROVIN- | SBIOSKEtSA T by biana SA. | Agro-vital SARL | ECERVIN GIA SARL Winery
) - Nagyréde SA FEIND
Torley et BB SA)
Total integration (70%) +
outsourcing of grape Oral/written
Type_* of . production and Contractual antractu_al and agreement and Contractual Orzl agreement Integration
relationship purchasing in spot Integration integration and integration
market (30%)
3600 ha (960 ha Etyek
Controlled surface | 56 ha Tokaj + 2500 ha 1000 ha 283 ha 30 ha 600 ha | 20 ha(where50ha .41,
own)
BB + others)
 State propriety * private 1.) State propriety -« private propriety of|« private * private propriety s private
» Used by contract of propriety of contract of lease  owners of propriety of of natural propriety of
lease (contract for 20| natural persons - vineyard enterprise natural persons owners of
years) » owned or useg owned by * owned or used persons vineyard owned| enterprise
* Vineyard owned by (with lease) by company (with lease) by » owned or or used (with
Land and vineyard] HUNGAROVIN- wine-growers | 2.) private propriety| wine-growers used (with lease) by wine-
ownership Torley (grape-vine of natural (grape-vine lease) by growers (grape-
producers) persons: producers) wine- vine producers)
- owned or growers
used (with (grape-vine
contract of lease) producers)
by wine-growers
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Characteristics H&S SBIoSkert SA - | b ubiana SA. | Agro-Vital SARL | EGERVIN SA | GIA SARL Winery
Nagyréede FEIND
Subject of « Out-souring of Supply of raw Supply of raw Supply of raw Supply of raw Supply of raw
contract viticulture material and agro | material material material and agro| material
« Purchase of grape and technical services technical services
bulk wine
Type of contract] Annual contract of grape of Declaration of Annual contract of | Annual contract of | Declaration of Oral agreement

bulk wine purchasing in coordination for | grape purchasing |grape purchasing |coordination for

order to complete its medium-term + medium-term +

production (30%) annual contract of annual contract off

grape purchasing grape purchasing
Products Fresh grape and bulk wine|  Fresh grape Fresh grape a | Fresh grape Fresh grape Fresh grape
bulk wine
Volume Defined in the contract Defined in the |Defined in the Defined in the Defined in the Oral agreement
contract contract contract contract
Quality « state of health « state of health |« state of health |« state of health |+ state of health |+ state of health

e purity e purity e purity e purity e purity e purity

» sugar degree (alcohol) |+ sugar degree |e¢ sugar degree » sugar degree e sugar degree |+ sugar degree

* vyield (alcohol) (alcohol) (alcohol) (alcohol) (alcohol)

* variety * vyield * yield * yield * yield * vyield

* variety * variety * variety * variety * variety
 parcel for late  origin(wine * limited yield
harvest community)  parcels
(terroir)
Quality control e following the parcels « following the « following the * suivi les parcelles s following the |+ suiviles following the
realised by company parcels realised| parcels realised réalisé par la parcels realised parcelles parcels,

« technical works and plant by company by company société by company réalisé par la technical
protection realised by | technical works | technical works « technical works| société works and
company and plant and plant and plant plant

protection protection realised protection protection
realised by by company realised by realised by
company company company

20




- Szléskert SA - . Agro-Vital Domaine
Characteristics H&S Nagyréde Danubiana SA. SARL EGERVIN SA. GIA SARL FEIND
Price » Defined by wine year,|» Defined by wine |« Defined by wine |« Defined by wine |+ Defined by wine « Defined by
by variety and quality| year, by variety ang year, by variety year, by variety year, by variety| wine year, by
quality and quality and quality and quality variety and
» Guaranteed price quality
(purchasing price aof » Higher (+30%
previous wine year than the
» Prime for late regional
harvest average price
e Prime (40-50
HUF) for the
continuous
suppliers
Duration annual 3 years + annual annual annual 3-5 yeamntah | indefinite
(annual)
Renewal With offer of company | With intention of With intention of | With intention of | With intention of | With intention of
partners and offer of | partners and offer afpartners and offer ofpartners and offer| partners
company company company of company
Safeguard -  sanction of non- |- - - -
execution
(indemnity of 20%
of total value)
 sanction of
payment in default
Arbitration - without accord - - - _
amiable, submetted
to Commercial
Tribunal
Degree of ++++ total integration +++ quasi-integration ++J+epordination| ++(++) coordination +++ quasi- ++(++) ++++ total
coordination and integration and integration integration coordination and integration
integration
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3. FINANCIAL PERFORMANCE OF HUNGARIAN WINE MERCHANTS

We analysed financial performance of 41 Hungarianevies in order to find explanation for their
coordination policy. Among the studied enterpriges can find 10 from the interviewed wineries as
well. The source of data is the AMADEUS databasatéEprises Database of the EU). Seeing that we
had no possibility to create our samples, becduséitingarian enterprises are rather reticent tadec
their financial information, therefore we utiliséite information existing in AMADEUS. With analysis
of this database according to the essential indexpresent the value creation of Hungarian wine
industry and we clarify the general situation ofnigarian wineries.

In our database we can find the most important #@rprises and 1 cooperative, where 12 wineries
work wholly or partly with foreign capital. We stydhe period of 1997-2002/2003 and we make a
comparison with French enterprises and cooperatorebe period of 1999-2001, because a recentystud
(Couderc, Remaud, 2004g¢alised by Agro-Montpellier and ONIVINS, presentdetail the financial
typology of French wineries. (Annex I)

The representativity of the analysed sample isnedé&d reliable: the sample of enterprises gives @0%
the turnover of Hungarian vine and wine sector V#h5 billion HUF (209 million €). Among the
enterprises we can find the essential wine andkBpgrwine exporter wineries (Henkell&So6chnlein,
Szléskert, Hilltop, Danubiana, Varga Ltd etc.). Our gdenconcerns the wineries whom turnover is
superior to 75 million HUF (300 000 €).

The average turnover of Hungarian enterprises (Bili®n HUF equivalent to 9,1 million € in 2003)
doubled between 1997-2003, at the same time thegeexport turnover decreased but in 2002 rose
again; it rested around 653 million HUF (2,6 mifli€). In general, 30% of revenue issue from theewin
export which tendency is relatively stable, butase of great exporter companies (such as Danybiana
Hilltop, Szléskert, Oregbaglas, Eszes Ltd, Boranal) this proporattains 60%. In comparison with
French cooperatives and enterprises (in 1999 af®)2@he Hungarian wineries’ average operating
revenue are far from the French one with 45-53%andigg cooperatives and 72-75% in case of
merchants enterprises. We find the same resutisse of average wine export revenue.

The average added value reduced with a large #tiotu (9-33% of turnover) until 2001, actually it
attains 534 million HUF (2,13 million €) after irease of two years. This level is slightly highertifw
10%) than French cooperatives but much lower thenadded value creation of French merchant
enterprises (with 30-64%). The level of total ass@bubled between 1997 and 2003, but it needs
permanently 120 € to realise 100 € of operatingmee due to the investment needs in wine production
and this need to capitalisation seems to contifibes. level is much inferior of the total assetd~oénch
cooperatives (49-55%) and French enterprises (84).7Ihe average working capital raised 30% during
the studied period and it represents high leveV 5% of turnover, due to the high level of stock8-(4
56% of turnover) and debtors. It shows as well tigh claim of capital and financing of wine
production. In case of French enterprises, thiglléy around 30% of enterprises rever{@®uderc,
Remaud, 2004)it shows as well that the Hungarian wineries rage indebted and they need more
working capital to finance their activity.

The average profit of wineries was diminishing UB000 and it shows a large fluctuation. The profit
margin has been deteriorating since 1998. Thetphulity on turnover is degrading as well since 899
The return on shareholders funds has been decgesisice 1998. During 4 years the return reduced to
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one half. Actually it is around 3% due to the higkel of indebtedness. In comparison with French
actors, the results of Hungarian wineries are #iidtetter than the French cooperatives, but threyfar
from the French merchant enterprises.

The ratio of shareholders fund is relatively higid &hows reinforcement, it continues to represépt 5
of resources of wineries. The financial liabilitiase very high, particularly the short term delithich
represents 30-40% of resources. Its tendency isedeantil 2001, and then it is slightly diminishing
comparison to the French actors, the Hungariannes@re more indebted.

In summary, the average situation of Hungarian néisds taken in rather fragile, they have a reédy

low and deteriorating profitability. Their profitdity and turnover index are far from the French
enterprises. The added value levels are lower aghiian wineries, the indebtedness and the need of
working capital are relatively high, therefore thieancing of activities turn into difficulties anthe
structure becomes extremely fragile. Consequeritlys not surprising that the wineries strive to
minimize the costs of grape-vine purchasing orpitsduction, push down the purchasing prices and
obtain more margins on the final products in ortteffinance their debts and working. It can be a
solution for short term, but it generates undeestnents in the raw material production and
degradation of raw material quality, which has niegaeffect in the final products and in the lorgn

the development can be broken.

Conclusion

Our analysis of market situation (price positionexport and domestic market) of Hungarian wines and
the analysis of organisation forms, particularle timybrid organizations and contractual relationship
shows that the organisation of wine production dbgive an efficient solution for the transactiarsts
problem in spite of the remarkable investmentsasklopment in the qualitative raw material andewin
production.

In our paper we underline that the wine productioidungary can be described with a relatively low
profitability and slow return. This phenomenon esisiot only from the costly production system, but
from high transaction costs and inefficient exigtgoverning structures.

In case of the long term relationships, we showt tha uncertainty is extremely high in the sector,
especially in the field of price fluctuation, qugliof raw materials, commercialisation and resp#ct
obligations assumed in the contracts. The motivasigstem of analysed contracts in most cases is not
based on the price mechanism; prices are not bxewt defined for medium-term period and we find a
slight price differentiation in relation with qugliof wine-grape. In most cases the assuranceapfegr
vine purchase means sufficient motivation to vineagers. We show as well that wine-growers are not
well organised at the level of negotiations witmedproducers and merchants. Their power to enforce
interests is rather weak. The lack of confidencgymametrical information and the existence of
opportunistic behaviour result in a very low leeéinvestments and in an inefficient structurehaitgh

an efficient one would be indispensable for theliguavine production. Consequently the vertical
relationships do not work or work inefficiently e Hungarian wine industry. The so called long
contracts in Hungary do not work the same way thahe old EU member states or in the New World,
they are rather the declarations of cooperatioaniin than the real contracts. The grape-vine atark
regulation practically does not exist except soxangles and appellations. In spite of contracts, th
regulation remains close at the spot market. After financial analysis, the economic results of
enterprises do not confirm any economic advantdgasing from this situation. It can be attributed t
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the saturation of wine markets, to the difficult@swine marketing on the international markets &nd
the increasing power of super- and hypermarkets.
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ANNEX 1.

Hungarian wineries

2003 2002 2001 2000 1999 1998 1997 1996
Average operating revenue (1000 HUF) 2 289 060 1312 253 2011 388 1391929 | 1200486 1133361 1727 540 1 033 896
1000 € 9 156 5249 8 046 5568 4 802 4533 6 910 4136
Average export revenue (1000 HUF) 147 078* 652 697 489 072 617 289 653 933 n.d. n.d. n.d.
1000 € 588 2611 1956 2 469 2616 n.d. n.d. n.d.
Export/Operating revenue (%) 1,13 30,02 17,80 28,02 32,78 n.d. n.d. n.d.
Average added value (1000 HUF) 534 321 438 999 188 608* 382 437 395 433 239 242 501 555 n.d.
1000 € 2137 1756 754 1530 1582 957 2 006 n.d.
Added value/Operating revenue (%) 23,34 33,45 9,38 27,48 32,94 21,11 29,03 n.d.
Average total assets (1000 HUF) 2 782 565 2288 137 2 430 292 1617258 1362729 1432303 1283 243 3468 958
1000 € 11 130 9153 9721 6 469 5451 5729 5133 13876
Total assets/Operating revenue (%) 121,56 174,37 120,83 116,19 113,51 126,38 74,28 335,52
Average profit befor tax (1000 HUF) 30 347 47 239 84 150 61 670 63 372 142 248 153 294 38 998
1000 € 121 189 337 247 253 569 613 156
Profit margin: Profit befor tax/Operating 1,33 3,60 4,18 4,43 5,28 12,55 8,87 3,77
turnover (%)
P/L (1000 HUF) 20 301 38 624 70 852 51726 53 630 55 141 60 548 26 248
1000 € 81 154 283 207 215 221 242 105
Profitability on turnover (%) 0,89 2,94 3,52 3,72 4,47 4,87 3,50 2,54
Rentability on Shareholders funds 1,19 3,15 5,50 5,78 7,18 6,79 7,64 2,40
Average Shareholders funds (1000 1708 232 1226 776 1287 515 894 893 747 144 811 531 792 031 1093 363
HUF)
1000 € 6 833 4907 5150 3580 2989 3246 3168 4373
Solvency ratio (%) 61,39 53,61 52,98 55,33 54,83 56,66 61,72 31,52
Working capital (1000 HUF) 1714 156 946 797 1256 471 682 227 599 243 727 738 738 781 2092 797
1000 € 6 857 3787 5026 2729 2 397 2911 2 955 8 371
Working capital/Operating revenue (%) 74,88 72,15 62,47 49,01 49,92 64,21 42,76 202,42
Working capital/Total assets (%) 61,60 41,38 51,70 42,18 43,97 50,81 57,57 60,33
Average Stock (1000 HUF) 954 009 738 104 957 262 586 986 443 897 456 908 459 997 820 537
1000 € 3816 2952 3829 2 348 1776 1828 1840 3282
41,68 56,25 47,59 42,17 36,98 40,31 26,63 79,36
34,29 32,26 39,39 36,30 32,57 31,90 35,85 23,65
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Hungarian wineries

2003 2002 2001 2000 1999 1998 1997 1996
Non current liabilities (1000 HUF) 126 423 96 366 152 514 130 159 105613 | 156 118 56 747 1 605 205
1000 € 506 385 610 521 422 624 227 6421
Laverage 7,40 7,86 11,85 14,54 14,14 19,24 7,16 146,81
4,54 4,21 6,28 8,05 7,75 10,90 4,42 46,27
Courrent liabilities (1000 HUF) 927 391 976 652 1069 271 538 790 507 835| 462 581 98 194 674 091
1000 € 3710 3907 4277 2 155 2031 1850 393 2 696
54,29 79,61 83,05 60,21 67,97 57,00 12,40 61,65

Source: AMADEUS
*a few number of elements
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French cooperatives French merchant enterprises

2001 d%o* 2000 do%o* 1999 d%o* 2000 d%o* 1999 d%o*
Average operating 10 302 22 10 078 45 10 303 53 20 181 72 19 389 75
revenue 1000 €
Average export revenue 3078 36 2670 8 3423 24 6 763 63 6 662 61
1000 €
Export/Operating revenue 12,9 - 38 12,5 - 124 11,3 - 190 33,5 16 34,3 4
(%)
Average added value 1496 50 1403 - 9 1441 - 10 3239 53 3034 48
1000 €
Added value/Operating 14,2 34 13,8 - 99 13,8 - 139 21,2, - 30 20,1 - 64
revenue (%)
Average total assets 13 036 25 12 626 49 11 996 55 19 417 67 18 536 71
1000 €
Total assets/Operating 126 4 124 6 113 - 0 111 - 5 105 - 8
revenue (%)
Average profit befor tax 106| - 218 114 - 116 158 | - 60 780 68 808 69
1000 €
Profit margin: Profit befor 10| - 318 1,2 - 269 16 - 230 6,2 29 6,1 13
tax/Operating turnover (%)
P/L 1000 € 104| - 173 123 - 68 164| - 31 495 58 436 51
Profitability on turnover (%) 1,0, - 252 1,2 - 210 16 - 179 4,0 7 3,6 - 24
Rentability on 26| - 112 3,3 - 75 46| - 56 8,8 34 8,5 16
Shareholders funds
Average Shareholders 4 049 - 27 3766 5 3 567 16 5631 36 5153 42
funds 1000 €
Solvency ratio (%) 31,1 - 70 30,0 - 84 30,2 - 82 290 - 91 27,8 - 97
Working capital 1000 € 2 566 - 96 1961 - 39 1485 - 61 4 447 39 3933 39
Working capital/Operating 24,3 - 157 19,5 - 151 12,3 - 306 30,2 - 62 26,2 - 91
revenue (%)
Working capital/Total 19,68 | - 163 15,53 - 172 12,38 - 255 2290 - 84 21,22 - 107
assets (%)
Courrent liabilities 1000 € 2016| - 112 1788 - 21 1413 - 44 4 095 47 3820 47

Source: Couderc, J-P., Remaud, H. (2004): Typoldgi entreprises de I'aval, ONIVINS, Conseil deebtion, Séance du 18 février
2004 — 13 p.
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