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An African Success Story - the Development of aPetitive Tea Export Industty

A Brief History of Black Tea

The “modern” black tea industry began in the |&88ds when British explorers found
the tea buslgamelia sinensjggrowing wild in Assam in Northern India. Untileh the
tea trade had been a virtual Chinese monopolyem#vas an expensive luxury.

The development of large-scale, British-owned featations, first in India and then in
Ceylon (Sri Lanka) transformed tea into a popuiaglthy (because the water had to be
boiled and it was promoted as an alternative to)btmv-cost beverage in Britain and its
Empire. By the 1920’s Britain was by far the waddgest importer of black tea (60% of
the total), and India and Ceylon were the worldigést exporters (supplying
approximately 75% of the total). India also hadr@é and growing domestic market.

Following independence in the late 1940’s botharaind Sri Lanka took steps to gain
control over the perceived economic benefits ofléngely British-owned tea sector.
Export prices for tea were high during the 195@1e1ig with many other agricultural
commodities) and both countries imposed exportdaxel increased taxes on tea
company profits. In Sri Lanka the main objectivesww@a have a source of revenue to fund
an attempt to create a welfare state. India aldalobjective of keeping the domestic
price of tea low to protect poor consumers.

Many tea companies took the strategic decisioret@lbp new sources of tea production
in perceived “safer” countries. Kenya, Uganda, Bana and Malawi already had some
tea estatésgrowing conditions were fundamentally good areltivere expected to
remain as British colonies and protectorates fanyrdecades. Substantial investment
began in the 1950’s. Kenya in particular had ereglgrowing conditions and good
transport infrastructure for export via Mombasdae Tea Board of Kenya was
established in 1950 and the Tea Research Instifufast Africd was established in

1951 at Kericho in Kenya, financed by a cess onlycton.

Thus between 1947 and 1973 tea production in Kangain the rest of East and Central
Africa grew by 9.6% p.a. and 9.5% p.a. respectil/dlfreir combined share of world
exports also increased dramatically.

! The author of this case study undertook a studie@fnternational tea trade in 1975 for his MSesth.
He worked in the Ministry of Agriculture in Malawl977-79. With CDC he participated in reviews & te
estates in Sri Lanka, Zambia, Uganda, Tanzania002 he undertook a review of tea estates in &nkh
acquired by the James Finlay Group.

2 The first tea estate in Africa was developed idaMain the 1880’s. The first tea was planted imiga in
1904.

% It was originally Brooke-Bond'’s tea research dépent. It was transformed into the Tea Research
Foundation of Kenya in 1980. It has released oBemelw clones suitable for East African growing
conditions.

* Recent Developments and Future Prospects for #dWea Economy. G Tyler (1976), Oxford
Agrarian Studies



share of Africa in world tea exports:
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Independence in the 1960’s was followed by theigdarationalisation of the tea
industries in Uganda and Tanzania. Civil war in kidgand hostile macro-economic
policies in Tanzania further contributed to thegattion and then decline of tea
production in those two countries.

However growth in Kenya and Malawi continued. Thevgh in Malawi was eventually
constrained due to the lack of new, suitable laudn Kenya the expansion was
massive, rising from 14,000 tonnes in 1960 to 90@dnes by 1980 and nearly 200,000
tonnes in 1990. Moreover this growth incorporatezldevelopment of the world’s
largest smallholder tea production scheme — they&diea Development Authority.

From the early 1960’s world tea prices began a-teng decline due to the growing
export volumes outstripping rising world consumptiBy 1975 the real average price of
tea, adjusting for inflation, had fallen to only%2f the average price during the 1950’s.
In 1969 India and Sri Lanka proposed the introaurcof export quotas through an
International Tea Agreement (modelled on the expee with international coffee
guotas). This was effectively rejected by Kenyachsaw it as an attempt to block the
development of the African industry and would oagyree to a quota that fully allowed
for its intended expansion.

A report by the World Bank prepared in 19¢learly showed the impact that export
taxes were having on the Asian industry:

U.S. cents/lb
India | Sri Lanka | Kenya | Uganda | Tanzania | Malawi
cost of production 33.0 32.6| 32.6 35.9 36.2 31.0
average export price 45.2 49.3| 53.0 51.0 52.8 43.4
margin pre-tax 12.2 16.7| 20.4 15.1 16.6 12.4
taxes on exports 7.2 11.6 0.3 0.3 1.5 0.3
margin post-tax 5.0 5.1 20.1 14.8 15.1 12.1

note: data is 1968 for India and Sri Lanka, 19#0ican countries

®> Report on the World Tea Economy, D Elz (1971)



In the mid-1970’s Sri Lanka nationalised the tedustry, while in India legislation was
introduced to restrict foreign ownership. Subsetjyehe Indian industry has thrived
under private, Indian ownersfijbut rapidly rising domestic demand has led tecide
in exportable surpluses. (India now produces 9@i6Anes of tea, but 750,000 is
consumed domestically). In Sri Lanka the industagsated and then went into decline
due to the combination of falling world prices, @awillingness to modernise (e.g. to
produce tea suitable for tea bags), and politit@irference.

Since the late 1980’s Kenya and Sri Lanka have wigld each other for the status of the
world’s biggest exporter.

In the 1990’s the pressure of low prices forceatallntries to recognise the need to
modernise and improve efficiencies in order to si@vThe tea industry was privatised in
Sri Lanka, Tanzania and Uganda, and thereaftemngtamh substantially increased in
those countries. Political uncertainties, politicaérference at KTDA and low prices
have combined to slow down the expansion of theyrriea industry. The position by
2004 was:

Tea Exports, 2004
'000 tonnes  Value(US$m)

Sri Lanka 299 732
India 175 378
Kenya 284 464
Uganda 37 37
Malawi 33 39
Tanzania 24 30

The world demand for black tea has also evolveahsGmption has declined in the UK
but increased rapidly elsewhere, especially indnthe middle east, Pakistan, the former
Soviet Union and the USA, so that black tea is moglobal industry rather than a
peculiarity of the British Empire.

CDC Involvement

The Commonwealth Development Corporation partieéigan the development of the
African tea industry, and appendix 1 presents ansamm of its investments.

In the Cameroun, Ethiopia and Zimbabwe, tea esteges developed primarily for the
local and regional markets, but in all other casess intended that production should
be internationally competitive.

® To complete the cycle, in 2000 the Indian Tataugrbought one of the UK’s leading tea packaging,
distribution and marketing companies, Tetleys,U&$432m.
" source: FAO database



The commercial performance of these ventures hasdvevidely and this case study
aims to analyse CDC'’s experience of:

e smallholder/outgrower production
e privatisation/rehabilitation
e greenfield development

The Success of the Outgrower Model

Main Principles
Black tea is traditionally a plantation crop. A kiga&apital investment is needed:

e to clear land, raise tea seedlings in a nurseantmut, weed and fertilise for
several years prior to achieving the first comnadrsarvest;

« for transport of the green leaf, and finally

e for the tea processing factory.

The leaf deteriorates quickly once plucked, soehmers to be total co-ordination between
field and factory.

Nevertheless tea also offers some key advantagesialholder production:

e itis very labour intensive, and requires labourrfmst of the year, which takes
advantage of the smallholder’s prime resource -Hyaabour. Tea production
and harvesting is not normally mechanised (buttegrand smallholders are not
seriously disadvantaged by having relatively snsalhttered, blocks of tea
compared with large-scale, homogeneous estate girodu

e once established, it is a relatively robust, tale@op that can withstand periods
of neglect, and the production of leaf is inheneteks agronomically sensitive
than the production of flowers, fruits or seeds

e since it is harvested and sold for most of the Y& only stops growing if it is
too dry or too cold) it generates a regular soofdacome (unlike the production
of crops which are harvested just once a year)|asino the advantage of being a
regular wage-earner

e teais normally grown as a rainfed crop (but cairfigated) and so there is no
need to invest in and manage an irrigation systesupply scattered outgrower
fields

e since the tea plant is permanent and the tea neystdzessed nearby (within 6
hours of plucking) it is feasible to extend creatitd services to contracted
outgrowers confident that the outgrower will, ultitely, have to honour his
obligation to sell his green leaf to the factory.



The model was therefore developed, primarily in y&erof outgrower, smallholder
production supplying a central factory, which cob&lprivately owned (possibly with its
own nucleus estate), co-operatively owned by thgrowers themselves, or state-owned.

Kenyan Experience

CDC's first participation in smallholder, outgrowtea production was in Kenya. Once it
was clear during the 1950’s that Kenya was heafdinmmdependence, there was a desire
to involve small-scale farmers more in cash crampction. Sir Roger Swynnerton was
the Director of Agriculture in Kenya at the timeddme was instrumental in developing
several smallholder schemes, including the Sp&aps Development Authority
(SCDA). (He subsequently became the Head of tharlllliResources Department in
CDC).

In 1960 CDC began providing loans to the SCDA (ganteged by the Kenyan
Government), which evolved in 1964 into the Kenyaa Development Authority. The
Authority provided outgrowers with seedlings, fisgr and other materials on credit and
provided training. In return it had a legal mongpeght, and obligation, to process and
market the smallholders’ tea crop. KTDA was intathtiebe a cost recovery, rather than
profit making, venture.

CDC made a series of loans over the years. CDerasr a shareholder in KTDA since
it was a statutory authority. At variotimes CDC assisted with the development of the
KTDA concept and detailed plans. CDC seconded tief@Gccountant initially and
provided other technical experts. By virtue oflitsg-term support, the Government
traditionally appointed CDC'’s representative in Kamas a member of the KTDA Board
of Directors.

After independence KTDA attracted loan finance framumber of international
agencies including KfW, World Bank, EIB and the @PEund. Once KTDA was
established and successful it was able to raisefloance from within Kenya.

The factories for processing the smallholder teeevget up as separate companies, and
were intended to be profit centres. Beginning i6BAZ€DC, KTDA and a number of
foreign tea factory management companies providecakguity for each of these joint
venture tea companies. In the mid-1970’s managenaspbnsibility for the factories
was successfully (but controversially at the titaen over by KTDA itself and the
factories were run as cost-recovery centres rdltaer profit centres, within any profits
used to increase the price paid for green leakrdtian to pay attractive dividends.

In total CDC provided an estimated £15.5m in aeseof loans to KTDA and £2.7m for
equity stakes in a number of tea factories. Thasessvould be much larger today if we
took account of subsequent inflation. The loansevedirserviced and repaid. The equity
stakes were not a commercial success for CDC di@BA’s policy of not paying
attractive dividends.



KTDA grew into the biggest single tea growing itigiion in the world. By 1984 there
were 145,000 registered growers producing halfefy&’s tea output from 58,000 ha of
planted tea. Average yields were on a par with Kkengstate levels, which in turn were
on average the highest in the world. Moreover thaity of tea achieved (mainly due to
good plucking and processing stand&res high and KTDA tea generally sold for
higher prices than estate teas. In the same yeasiestimated that 7% of Kenya’s
population was dependent upon KTDA for their liielbd, after taking account of
ancillary industries such as transport and commerce

This success was in part due to the supportive@mvient created by the Kenyan
Government during the 1960’s and 1970’s, e.g.

e secure individual land-titles

e reasonably sound macro-economic management, s&@gumliTanzania or
Uganda) Shillings earned could be used to buy fididsand other consumer
goods at reasonable prices

e generally low taxes, and no significant export taga tea

KTDA also benefited from being part of a wider, sessful industry with all the
advantages of industry-wide economies of scalerms of input services, packaging,
transport, auction costs, shipping etc that thédiksn

It is perhaps noteworthy that many Kenyan leadehether political or civil service)
participated in one aspect or other of the teastrgand other agro-industries) and thus
had a personal stake in its success, i.e. Governmodiny was to increase private
Kenyan participation in its agricultural export usdries rather than to nationalise them.

KTDA's early success was also due to its high lefehtegrity, which gaveonfidence
to smallholders that they could deliver their [eaKTDA and then would be paid a fair
price without excessive deductions or KTDA overleaks KTDA grew into one of the
biggest enterprises in Kenya this reputation stijppliticians and individuals
recognised that there was money and patronage squeezed out of KTDA. At the
same time the role played by external bodies sac@2C who could have provided
some checks and balances diminished as KTDA betesaelependent on external
finance.

KTDA had become a politicised institution by the90%, eventually losing its monopoly
rights and being privatised as the Kenya Tea Deveént Agency Limited in 2000,
through the issue of shares to its smallholder grewBy this time KTDA had 54 tea
factories supplied by 312,000 licensed tea smialihgs, collectively producing 62% of
Kenya's ted.

8 KTDA expansion was so fast that there was oftshatage of factory processing capacity. KTDA was
therefore able to insist on high plucking standasla way of limiting deliveries of green leaft® i
factories.

° Value Chains: Lessons from the Kenya Tea Sectatuisl Resources Institute



The ability of Kenya smallholders to respond tcaftractive, cash crop opportunity has
therefore been amply demonstrated by the KTDA a&pee.

There have nevertheless been some serious sati@sors of KTDA, e.g.

e farmers were meant to grow tea and subsistencediags$, but some stopped
producing food crops and concentrated entirelyean t

e encouraging farmers to grow cash crops for expgroged them to excessive
price risk

e women participated in the work but the sales regemas paid by KTDA to the
male household head leading to allegations ofeemed alcohol abuse by the
men and increased poverty and poor nutrition fenvilemen and children

e use of family labour includes young children, whimhsome is seen as
exploitation and by others as a way of keeping liesitogether and contributing
an essential component to household income (eslydutaiseholds affected by
AIDS)

e many smallholders make use of casual, hired laiswar qualify for none of the
benefits available to tea estate workers

» fuel wood needed for the tea factories has ledfordstation

In addition CDC and the World Bank were criticisgdindia and Sri Lanka for
supporting the development and expansion of thenthestry in East and Central Africa,
arguing that the effect of this “aid” would be twrease production and push down
prices. They saw it as unfair competition for th@im tea industries.

Experience Elsewhere

CDC tried to repeat the success of KTDA by suppgrthe establishment of state-owned
tea factories in Uganda in 1964 and the creatiothefstate-owned Uganda Tea Growers
Corporation in 1965, and via the establishmenhefSmallholder Tea Authority in
Malawi in 1967.

The UTGC collapsed during the Amin regime and d&was abandoned. | understand
however that it had struggled from the beginningaktdan society was more polarised
politically than in Kenya and it was difficult toanage a state-controlled enterprise with
independence and integrity.

The STA was fundamentally successful, with CDGailif providing management
services. However it suffered from the relativedwIprice of Malawi’'s “plain” teas, the
small area of suitable land available in Malawi gnof Malawi is too dry), and high
population pressure leading to relatively smalt giaes. The Authority therefore had
relatively high overheads in relation to the teadoiced, and no possibility to achieve the
economies of scale of KTDA. In addition during &f#70’s and 1980’s the industry
suffered from the wars in Mozambique which clos#dhe direct route (via rail to
Nacala) for Malawi’s exports. In 2005 the STA wasrged with a state-owned tea
company (MATECO) to create the Smallholder Tea Camypwhich it was intended to



privatise by issuing shares to staff and smallhgldence financial viability had been
demonstrated.

Both Uganda and Malawi suffer from being land-latked distant from export ports,
which means that the factory gate prices of tehalitays be less than that achievable by
Kenyan producers.

Smallholder tea production was also promoted irz@aia, although CDC was not
involved!® A Tanzania Tea Authority was established in 19@®lefied on the KTDA. It
had substantial initial success. Eight tea facsoniere built with World Bank financial
support and smallholder production reached a péakarly 5,000 tonnes in the mid-
1980’s. Thereafter production collapsed due toralination of low prices, weak and
possibly corrupt management, a failure to maintiaénfactories and feeder roads, lack of
working capital and delays in paying smallholdenstheir tea. In contrast with the
KTDA, smallholder tea yields and quality were alwaguch lower than on private
estates.

The TTA factories were privatised in 2001/2, witBC acquiring two as part of its
development of an integrated tea business inTaazani

The Challenges of Privatisation and Rehabilitation

Background

During the 1980’s and 1990’s CDC was keen to padte in the privatisation and
rehabilitation of agricultural ventures in Africalieving that this was both
developmentally important and that it would offetter financial returns than starting
from scratch, i.e. greenfield developments.

In some situations Government’s themselves weravhotly convinced of the benefits
or political acceptability of privatisation and s&DC participation as a kind of safer
half-way house. In other cases CDC had to compedd bn with fully private businesses
to secure development opportunities. EUTCO in Tames an example of a negotiated
privatisation and Rwenzori in Uganda is an exanople competitive process. This
section analyses and then compares the two cases.

East Usambara Tea Company (EUTCO)

In the mid-1980’s, CDC was looking generally in i&& to resolve sovereign debt service
problems by agreement to accept payments in lazadecy for re-investment into high
priority ventures that were labour intensive (aaatsuld utilise large amounts of local
currency) and which ideally would produce goodsexport to earn foreign exchange.

19 see Tanzania Tea Sector, Constraints and Chafiedgen Baffles (2004) World Bank



CDC reached such an agreement with the Tanzaniaar@ment and one of the projects
that was identified, in 1987, to utilise the suppfyShillings was the merger and
rehabilitation of two run-down tea estates anddiaes (Bulwa and Kwamkoro) in the
East Usambaras. They had been nationalised in a8d Wvere owned by the Tanzania
Tea Authority (TTA) and the Tanzania Sisal AuthariCtDC did not expect to achieve a
high financial return — the expected FIRR was 8slthan 10% - but believed EUTCO
was a sound opportunity to use Tanzanian Shillinggoduce tea that could be exported
and sold for US Dollars.

The project was developed as a joint venture, WithA allocated shares in return for the
existing assets and CDC providing cash and manageiieere was no open advertising
of the opportunity and no actual purchase of stagets by CDC.

There was not much international interest in inmgsin Tanzania at the time, because
Government believed in state ownership and pricgrob The negotiation of a joint
venture with CDC holding a majority of the sharé8:40) was seen as a great concession
by the Government which had previously national&eI CO to take it out of foreign
ownership. Formally the Government of Tanzania stdisopposed to privatisation per

se in the mid-1980’s. CDC was seen as a pionetisimespect.

Subsequently, CDC raised its percentage sharelgotgiriurther investment which
diluted TTA’s holding. CDC also made substantiais which further increased its
“beneficial interest” in the business to the pouetre all free cash-flow was in practice
assigned to CDC.

CDC initially committed £4.2m to the venture. CDl@ammed and implemented the
rehabilitation project which encompassed sociabstfucture as well as the tea estate
and factories. Half of the 1350 ha of tea on the éstates had been abandoned. Tea
production had been more than 1,800 tonnes prinatmnalisation and had fallen to 300
tonnes prior to the take-over by CDC.

The physical rehabilitation targets, in terms oéas of tea restored to production, yields
of tea produced and factory throughput were broadtjeved, but the process cost
approximately twice as much as CDC had expectedaoidfive years to complete.

CDC had to refinance the business several times$, @ae arguing that it would be
better to complete the project rather than pulland write off the investment to-date (i.e.
the phenomenon known as “creeping commitment”).

Higher costs were in part because of a need tommmpbre expatriates, for longer
periods, than had been anticipated. There had deesjor decline in standards and
disciplines under state ownership.

There was also a substantial expenditure on sméraktructure, especially housing. As
tea production volumes increased there was a gfeodf labour for tea plucking. The
1980’s had seen a collapse of the monetary ecommuyeople were reluctant to
become entirely dependent on cash wages whenwaerso little available to buy in the

10



shops. In addition tea plucking was seen as hdeingocial status. Management
therefore substantially increased wages and ingdstenprove living conditions on the
estates to make EUTCO a more attractive place¢o li

One innovation, modelled on experience in ZimbabmEch attracted both praise and
criticism was to build and run a secondary schadh students paying for their tuition
by working part-time on the estate. Was this “ekptoon” of people’s poverty by the
estate or a practical way by which young men anch@&mofrom poor families could
obtain an education? The answer is that it was. both

In addition (after a rally in the mid-1980’s) byethate-1980’s tea prices were back on
their downward trend and prices achieved were aqmately half the level that had
been assumed (based on the World Bank forecadts &itne of CDC’s appraisal of the
project. As a result there were little, if any, Ifsgenerated funds” to help meet the cost
of the development.

CDC came to realise that although EUTCO had beefitaible in the 1950’s when tea
prices were much higher (about three times higheeal terms), it was now struggling to
compete in modern world markets. It was a smallishlatively remote estate. Transport
costs to the Mombassa auctions were high. Mordoeeause of its location it suffered
from periodic droughts and was only capable of poinh average yields of rather
ordinary quality ted, i.e. it was not a “world-class” production uaitd moreover the
site did not have world-class potential.

CDC's strategic response was to expand to achiemeoenies of scale. Expansion was to
be both at EUTCO itself and by creating an EastcAfr Tea Group by acquiring or
developing plantations elsewhere within the region.

In the mid-1990’s plans were prepared for an owtgrgproject at EUTCO. Ultimately it
was not implemented as it was believed that te@epnvere too low to justify the
investment and to provide outgrowers with attractivcomes.

There were also environmental concerns. The Eaainbaras are an ecologically special
and fragile mountainous area of Tanzania. Theaedgsire amongst conservationist to
restrict further development in the area and tegmeencroachment into the forest
reserves. There was a concern that the rehaioititat EUTCO and the possible support
for smallholder tea production would stimulate aftux of settlers and encroachment.

Rather than planting new areas with tea, CDC tespread overhead costs by taking on
the management of a neighbouring tea estate (KMben KAL'’s parent company went
into liquidation, CDC acquired the tea estate ftbmliquidator and merged it with
EUTCO.

! Tanzanian tea sells at an average discount oftd3nyan teas at the Mombassa auctions
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The merged estates were able to generate a sneadltopy cash surplus, they provided
employment for some 3,500 workers and producednar@,600 tonnes of tea, but could
not service the loans that had been advanced by. CDC

In 2001, CDC sold EUTCO by tender (along with @a and other farming interests in
Malawi) to Global Tea and Commodities Ltd, a UK &@s$ea packer and distributor
which saw the opportunity to create a fully inteégchbusiness. The overall price received
for the assets in Tanzania and Malawi was a fraaidhe investment cost to CDC.

CDC had financed part of the £10m cost of rehathiiy EUTCO with receipts in local
currency from Government debt that probably wowdthrave been paid without the
EUTCO reinvestment opportunity. Nevertheless CDRe#o realise that it had not
“benchmarked” the cost of rehabilitating EUTCO agaithe potential of using the same
sum of money elsewhere, i.e. for £10m could CDCehareated a better tea estate on an
ideal greenfield site? Could it have bought bejteality, existing tea estates elsewhere,
e.g. in Kenya? Instead CDC had relied on forefmaahcial returns from the specific
EUTCO investment opportunity examined in isolatidteturn forecasts are notoriously
unreliable and prone to manipulation through oyaimoism. FIRRs can also be made to
appear high by assuming high levels of self-geedrainds during the rehabilitation
phase of a project which, on paper, appear toeiftg@me of the necessary capital costs.

Rwenzori Highlands Tea Company (Rwenzori)

CDC had been involved in Uganda’s tea sector aftigpendence, but this came to an
end following Amin’s take-over.

In 1984, after Amin’s downfall, CDC provided loandnce to assist the rehabilitation of
2,200 ha of tea and 3 factories belonging to th® Bod Mityana Tea Company
(Tamteco), that had been abandoned during thewveaui)

CDC was invited by the Ugandan Government to revieg/nationalised tea estates that
had been grouped into a single company — Agricalltinterprises Ltd (AEL) to see if it
would participate in their rehabilitation.

However the two appraisals by CDC teams that tda&epin the 1980* concluded that
financial returns would be low while the securisks were higf. Not surprisingly
management quality had suffered under civil war state ownership and the appraisal
teams also believed that the industry needed fwilsatised, which was not Government
policy at the time. Meanwhile, substantial fundsevallocated by the World Bank to
rehabilitate the tea factories but it was diffidalt implement the project successfully in
the context of continuing public ownership.

2 The author participated in the second appraisa9Bv

13 Tamteco had it vehicles requisitioned by rival adsiactions. The 1987 appraisal team was “reschgd”
an SAS unit from the British Embassy when the hansehich they were staying in Kampala was
besieged by an armed-gang intent on stealing Hra'seland-rover.
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In the early 1990’s the Government decided to piseahe tea estates through a formal
tender process. Following CDC’s management ofriddalawi and the rehabilitation of
EUTCO in Tanzania, CDC was keen to create a refjteasbusiness, and decided to
participate in the tender process and submittedhitjieest credible offer alongside a
commitment to invest substantially in rehabilitatiof the estates and factories.

The Government in the form of the Uganda Developgn@amporation, stayed on as a
minority shareholder.

James Finlay plc had also bid (they had majorrieaaests in Kenya, as well as
Bangladesh and Sri Lanka) and after CDC's sucE&days decided to join forces, with
CDC holding a slight majority of the equity, prowd long-term loans and providing
corporate management. It was always Finlays’ aspirdo buy-out CDC, once it was
ready to sell. They were happy for CDC to takehenresponsibility of providing
management during what proved to be a difficulatslitation phase. However Finlays
did provide regular technical and commercial comilerough their directors and there
were also advisory visits by Finlays’ experts.

CDC and Finlays held a 51:49 interest in Rwenzea Thvestments Ltd that in turn held
90% of RHTC with UDC holding the remaining 10% (saQuently diluted).

CDC planned and implemented the rehabilitation @exklopment projects. As at
EUTCO, much of the tea had been abandoned andeedverbush. The level of skills
and morale amongst local staff was low and a lasgmtriate team was needed to turn
the situation around. The first general manageorsded by CDC, Simon Hill, had
previously been general manager of EUTEO.

It was decided to rehabilitate four of the fiveadss and to abandon tea growing at one
which was close to Kampala and was fundamentalbgisable for high yielding tea
production.

Eventually CDC and Finlays achieved a substani@iiase in tea yields, production and
quality. Production reached 9,000 tonnes p.a. byetrly 2000’s (up from 1,000 tonnes
at the time of take-over) involving nearly 7,000rmpanent employees.

Rwenzori benchmarked its operating performancensgéie Finlay Group’s tea estates
in Kenya. By the late 1990’s Rwenzori was achiesimgilar unit costs up to factory
gate. Average returns per kilo of tea produced Wwexgever less than in Kenya because
Rwenzori’s tea is inherently of medium rather thagh quality and so attracts a lower
price at auctiol?, in addition there are inevitably higher transpmsts to get the tea to
Mombassa.

14 the author would like to thank Simon for reviewiag earlier version of this case study and for his
helpful comments and suggestions
15 the typical discount is 25-30% compared with Kenteas
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However, although development costs were broadlinewith plan, the endeavour took
longer than CDC had expected. As at EUTCO thereangrgater than expected need for
sustained input by expatriate, specialist staffnlyst cases it proved better to focus on
recruiting and training a new cadre of Ugandan rgarsthan to “re-educate” the
existing managers who’s morale, commitment andynitiehad collapsed during the era
of civil war and state-ownership.

The trend in tea prices continued to decline dumagt of the 1990’s and cash
generation from operations was substantially leaa expected. Ultimately CDC
invested approximately £12m in a mixture of eqaitygl long-term loans.

Throughout the rehabilitation James Finlay plc dbnted its 49% share of all equity
calls (there were several beyond the initial cdipasion of the venture). Finlays were
confident that Uganda was a prime tea growing @klough tea quality is only
“medium”, very high yields are possible and wagesare lower than Kenya) and was
not discouraged by short-term losses or forecdstswoFIRRS. In their view Rwenzori
was a “world-class” asset and they wanted to bertaj@r player in a revitalised
Ugandan tea industry.

Indeed Finlays complained that CDC spent too mimb &ind money on agonising over
long term financial planning instead of just gegton with what had to be done. CDC
undertook a review of the project in 1995vhich concluded that CDC was unlikely ever
to see any financial return on its investment,tbatconfidence of Finlays in the venture
persuaded CDC management to persevere.

In 1998 the strategic decision was taken to embar&n expansion programme, planting
previously uncultivated land on the estates andigog adjacent suitable land, with a
view to reducing unit costs. Since average qualdg always going to be medium, it was
essential that unit costs of production shoulddss than the average of the Kenya
industry which would always be able to obtain bedteerage prices at auction.

There have been social and environmental issué&wenzori’'s overall impact has been
beneficial. As noted earlier there was an issugadually regaining control over all of
the estate lands due to the unofficial “outgrowsdresne” and also general squatters.

There was also an issue in attracting sufficieantkihg labour. Prior to Amin much of
the labour had come from Rwanda. This had stodm&tdpcal people still saw plucking
as inferior work. While wages remained low by inegfonal standards, Rwenzori made
substantial improvements in terms of wages, camutand health and safety compared
to operations while under state control.

1% Prior to privatisation, parts of the estates been allocated to senior employees and associatke i
guise of an outgrower scheme. Generally the wodkfdrad lost confidence in the long-term futurehef t
industry and were looking to make short-term géinsiny means possible.

" supervised by the author of this case study
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There have been periodic insecurity problems vétiet groups from within Uganda and
from DRC active in border areas and | believe tienee been murders of local
employees. There were also continuing disputegewvehge attacks amongst the
workforce arising out of the dark years of the Amegime and subsequent civil wars.

Securing adequate supplies of fuel wood for teadris a major challenge with a risk of
local deforestation. Rwenzori made great stridefeweloping fuel wood plantations to
provide the power for the tea factories, instearktyfing on cutting down the natural
forest, which had been the previous practice.

CDC sold its equity stake in Rwenzori to Jamesdyimdic in 2001. The price negotiated
| understand, was similar to the costs that CDCihedrred, and was sufficiently
attractive to dissuade CDC from seeking offers ftoird parties. All CDC loans to
Rwenzori had been serviced on schedule and weneatdtly repaid.

Assessment

The privatisations and rehabilitations of both EWI&nd Rwenzori were ultimately
technical and operational successes although bokhlonger and cost more than
anticipated. Both enterprises suffered from vewy tea prices during critical periods of
their rehabilitation.

In the case of Rwenzori CDC achieved a small peasfitnancial return on its total
investment whereas at EUTCO it made a substansal |

The main factor is that Rwenzori represents anstment made by CDC in the 1990’s
when it had become more focussed on the long teternational competitiveness of the
agricultural commodity businesses in which it ineels whereas EUTCO is an example
of CDC promoting a project in the 1980’s in ordeutilise Government debt service
payments made in local currency and to suppomptimeiple of privatisation, without
adequately assessing whether the venture itselfieagotential to be a “world class”
producer of a commodity which must compete on mdggonal markets.

An important indicator of this difference was thetausiastic participation of a major,
private sector player in the international tea bess, James Finlay, in the Rwenzori
privatisation, rehabilitation and expansion. Thaw$fkwenzori as a strategic, “world
class” tea asset and were determined to acquireagbntrast, they apparently had no
interest in acquiring EUTCO when CDC put it up $ate.

The Financial Folly of Starting from Scratch

In 1988 CDC decided to establish a tea estateautdriy from scratch on land it
controlled at Tanwat in Tanzania, which it calleibéha.
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For many years Tanwat had been searching fortamative, high value, export crop to
compensate for the slow decline in the market fatti& extract, it's principal product.

Tea was identified as a crop suitable to Njombegh laltitude and relatively wet climate,
but tea would have to be irrigated to achieve ggeltls. The costs of land clearing and
development, dam construction, water distributind mfield irrigation would all be

high, but it was believed that these costs coulpistfied by the high yields and good
guality expected.

A tea estate of 600ha was developed and tea yelds 4 tonnes/ha) and quality, (as
reflected in a premium over average Tanzanian pt@ained at the auction), were both
excellent as forecast. Tea production reached Z2att&s in 2000. Thanks to the high
standards of both tea and employment practicegréithas been a supplier of “fair
trade” tea for the “TeaDirect” label in the UK eé1998. Tanwat has also been self
sufficient in energy, since it is able to use rasglfrom its wattle and pine operations to
provide fuel wood for the tea factory and to rutkeadro-thermal power station.

Unfortunately the cost of development, especidig/flactory, proved to be much higher
than forecast. This was in part due to Tanwat'sotenfocation and also due to a
tendency of CDC to build to the best engineerimagdards and not necessarily to the
most appropriate commercial standard, e.g. rulutglze option of using second hand
equipment. As with the rehabilitation projects, CBéine to realise that for the amount it
had spent, per hectare, at Kibena it could probhaWe purchased top quality, profitable,
tea estates in Kenya.

As with EUTCO and Rwenzori, production came onastrat a time of particularly low
tea prices. | believe that the Kibena tea operatias able to generate an operational
profit, but this was not sufficient to service tbans that had been obtained from CDC to
finance the development. The debt had to be wridtamn by CDC.

In 2002 Kibena was separated from Tanwat and mesgflca successful Tanzanian tea
processing, packaging and distribution businessI@RA), also controlled by CDC, to
create a strong, integrated tea business whigstésllon the Dar es Salaam Stock
Exchange.

The Kibena tea estate is important for the regimh aith CDC loans written down, it
became a financially viable and sustainable ensaplt created continuity of
employment in a remote part of Tanzania wherertdittonal enterprise, wattle extract,
was in inevitable decline. The social case fordeeelopment of Kibena was therefore
strong.

Financially however it was costly for CDC, and egents another example of focussing
on forecast financial rates of return rather thamenchmarking the capital cost of the
development against opportunities to buy similaaliy tea estates elsewhere in
Tanzania or in Africa generally. Thus CDC, at tinge, was not looking to make the best
possible investment in tea, it was looking to mtdesbest possible use of the land

16



available at Tanwat, irrespective of opportunitesnake better use of its capital
elsewhere.

Some Key Lessons from the Tea Experience

Perhaps the most important lesson from the long-testory of tea is the reality of

global competition. Neither China in the nineteecgntury nor India and Sri Lanka in

the twentieth century were able to halt the spadada production to other well suited,
low-cost locations. Standing still, for the prodigcef any commodity, is not an option.
Not only are new production locations being ideatifout also technology and markets
are constantly evolving and changifigrhe policy in India and Sri Lanka of levying
substantial taxes on tea exports only acceleragdriowth of competition elsewhere
while starving their own industries of the resosroeeded for continuous modernisation.

A second major lesson derives from the positiveeegpce of outgrower, smallholder tea
in Kenya. This demonstrates that smallholders tla@eapacity:

e torespond to economic incentives

» to perform competitively when the fundamental chteastics of the enterprise
are in their favour

e to specialise when the overall market economynstioning well.

Tea production is well adapted to the needs of lkwiders (a regular income from
regular work) and the outgrower model is also waited to tea factory owners (it
reduces the need to take on permanent labour tsitostly “add-ons” such as housing
and pensions, and factory owners can be reasonabfident that support provided to
contracted outgrowers will lead to extra tea deddeto their factory). Thus for future
projects, whatever the commodity, the questiorstoshould not be, “are smallholders
capable of farming commercially?” (since they digare) but rather “is this particular
crop/technology well suited to giving smallholdarsompetitive advantage over larger
commercial farmers and estates?”

A third major lesson is the importance of assetggiwhen making investment decisions.
Private companies, when seeking to develop a bssimermally ask the question “buy
or build?”. They will examine the likely comparadicost of developing a business
through acquisitions or by starting afresh. If &rig businesses can be bought for less
than the cost of building up from scratch, therytwél acquire, i.e. when existing assets
trade at a discount to the cost of new assets.

In the case of agricultural ventures, when comnyqglitces are low, it is not unusual to
find high quality agricultural businesses availalolesale at a large discount to their
replacement cost. This is the way the market ptags that it does not need any more
capacity in the sector. In these circumstancesfihancially irrational to start new
projects. In the late 1980’s/early 1990’s CDC umalgk two major tea rehabilitation

18 The latest “threat” has been a major expansigrraduction in Vietnam which by 2004 was producing
around 100,000 tonnes of tea, compared with 20@@@es in 1980.
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projects (which were so run down that they wersetdo “build” than to “buy”
situations) and one brand new project at a timervehesting, prime tea estates could
probably have been bought for less than the “buwitwBt incurred by CDC. At the time,
being a development organisation, rather thanvatgrifinancial institution, CDC did not
consider the “buy” option. However, in order to mlvoontributing to world-wide over
capacity, even development organisations shoukbdo

A further, if rather obvious, lesson is that prailut systems involve more than physical
assets. Much of the “technology” needed to opediasiness is tied up in “human
capital”. If the human capital of an industry istteyed through war, corruption, miss-
management and/or demoralisation, rebuilding casidae and expensive. A functioning
enterprise or industry is thus a valuable resoanzkecaution should be exercised before
tampering with it, even if motives are well intemted. The contrast in the fortunes of the
tea industry in Kenya and in Uganda could not beendbamatic. Between 1970 and
1980 Kenya'’s production rose from 41,000 tonnedX®00 tonnes, while Uganda’s
collapsed from 18,000 tonnes to 2,000 tonnes.

Similarly, in order to be willing to work for castages, employees need to be sure that
the monetary economy is working, and that food @thér essentials will be available
and can be bought with cash. The monetary econdiegtigely collapsed in Uganda and
Tanzania and made it more difficult and costly@C to recruit sufficient labour for its
tea rehabilitation projects. A functioning econoamd general food security are
important (if obvious) requisites for a thrivingstecrop sector.
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Appendix 1

CDC’S INVESTMENTS IN TEA IN AFRICA 1948-2001

by

\14

>l

Py

first Country | Description Invest | public | OQutcome

invest (Em) [private

1958 Tanzania Bird & Co 0.45| pvte loan
finance for expansion of tea &sisal then govt| nationalised in 1967
production loan repaid

1959 Kenya Nyambeni Tea Co 0.14 | pvte/dV | 50/50JV
nucleus estate and outgrower schenie.

Eastern Produce as managers

1959 Cameroun| Cameroun Development Corp 12.00| govt, technical OK;
rehabilitation of statutory corporation CbC commercially weak;
— rubber, bananas, oil palm, tea. mgd loan arrears
Intended to convert to Ltd Co with transferred to DFID
CDC 50% stake but not done.

Co-financing with World Bank.

1960 Kenya Special Crops Development Auth. | 15.50( public series of loans
Promotion of smallholder tea. Concept guaranteed by govt.
developed by Sir Roger Swynnerton |of a success. Over
Min of Agric with CDC support. 130,000 growers.
Evolved into Kenya Tea Development
Authority

1963 Kenya Smallholder Tea Factories 2.68| govt/JV | technical and
to process smallholder tea. private commercial success|,
managers, CDC minority stake. investment modest

1964 Uganda Bugamba and Mwenge Tea 0.46 | govt CDC provided loans
finance for new tea factories Collapsed due to

coup and war.

1965 Uganda Uganda Tea Growers Corp 1.26 | govt CDC provided
development of smallholder tea. loans. Collapsed dug
Co-financed with IDA. to coup and war.

1967 Malawi Smallholder Tea Authority 2.47 | govt CDC loan with govt
CDC initiative guarantee

1974 Ethiopia Gumaro Tea Plantation 0.35| CDC Abandoned due to
CDC Managed revolution

1983 Uganda Tamteco 0.82 | private loan.

Tea Estate rehabilitation moderate success.
Difficult security.

1984 Malawi Kawalazi/Kavuzi Estates 5.16 | CDC/ technical difficulties
Tea and Macadamia govt JV | sustainable business;
Part financed with debt roll-over investment failure.
(merged with Sable Farming) Sold in 2001.

1986 Zimbabwe | Southdown Holdings 2.71| pvte CDC loan,

Tea estate and factory expansion converted to equity;
moderate success;
merged with Ariston

1987 Tanzania East Usumbara Tea Co 10.00| CDC/ technical success;
privatisation and rehabilitation of tea govt JV | sustainable business;
estates investment failure;
Part financed with debt roll-over sold in 2001

1950 Tanzania T. Wattle Estates 13.55| CDC technical success by
33,000 acres of wattle. Diversified info wattle market weak;

arable, pines, dairy.

sustainable business;

—

>l
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Kibena Tea and power generation
projects developed in the 1at880’s.

investment failure.
Kibena tea separate
and merged with
TATEPA in 2002

>l

1992 Tanzania Karimjee Agriculture Ltd 3.50| CDC/ equity and loan;
rehabilitation of tea (managed by pvte JV | poor technical and
CDC) and sisal estates. financial results.
Placed into
receivership.
CDC purchased the
tea assets
1993 Uganda Rwenzori Highlands Tea 11.83| CDC/ technical success;
tea estates and factories privatisatior pvte JV | sustainable business;
and rehabilitation. James Finlay sold in 2001 to
minority partner Finlays, “at cost”
1999 Tanzania Southern Highlands Tea 2.0| CDC equity. Subsequent!
Privatisation of 2 smallholder tea merged with
factories- Wakulima TATEPA and

Kibena Tea and
listed on stock

exchange

note: Not shown above is CDC'’s initial investmeh£0.3m, via a local venture capital
fund, in the Tanzania Tea Packing Company (TATERATEPA subsequently became
the vehicle to create an integrated tea compamyugfr mergers with Kibena Tea and
Southern Highlands Tea.
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