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Abstract

This study explored the implementation of the integrated production system program established by PT. HM Sampoerna Tbk Indonesia,
a leading Indonesian tobacco company, and examined its potential and constraints. The program was intended to develop cooperation
between the company and its tobacco suppliers to get a sustainable supply of tobacco from farmers with quantity, quality and price set
according to the company’s standards. This study employed an interpretive research design, following a post-positivist paradigm. The
data were collected by means of in-depth interviews, observation and document study and were analyzed using the key tenet of Martin
Heidegger’s interpretive phenomenology. The interpretive process was achieved through hermeneutic circle to understand how
individuals involved in the program interpreted the program including their own experiences as well as their interactions with other
parties. The results of the study indicated that the created contract farming partnership was capable of providing the company with a
sustainable supply of tobacco and increasing its production volume. Nevertheless, it was unable to improve the quality of the farmers’
lives as it was chiefly intended to meet the company’s commercial needs. The results from the study have direct relevance to policy
makers in Indonesia, especially those that have been implemented contract farming and to agribusiness companies seeking contractual

relationships for commaodity production.
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1. Introduction

Cigarettes have become one main source of excise revenue for the
Indonesian government which reaches trillion rupiahs annually.
The data released by the Central Bureau of Statistics (BPS) (2013)
indicated that over the past ten years, this revenue has
continuously increased. With the total of 44.68 trillion rupiahs in
2007, it grew to 145.53 trillion rupiahs in 2016. The proportion of
tax revenues to the total state revenues was 6.31 percent in 2007.
This proportion increased to 7.10 percent in 2012 with total excise
revenue 95.03 trillion rupiahs, and 9.59 percent in 2015 with total
excise revenue 144.64 trillion rupiahs. In terms of employment, in
2010 the cigarette industry was able to absorb indirect labor as
many as 6.1 million people (Yuska, 2014).

With the significant contribution of cigarette industries to the
national income, tobacco plantation sector is expected to have an
important role in fulfilling raw materials for these industries that
in turn may provide employment; add values and increase
competitiveness; and optimize sustainable natural resource
management. Nevertheless, this sector is not far different from the
condition of Indonesian agriculture in general. Indonesia, with all
its potential natural resources as well as its strategic geographical
location supported by its tropical climate, has not been successful
in maximizing its agricultural sector. Agriculture is still weak and
lack of government support that make it vulnerable to the volatile
global markets. Therefore, it has not yet made a significant
contribution to the national income and even the welfare of
farmers. Some other factors that have contributed to its low

development and its inability to yield value-added products of
high competitiveness include the changing pattern of the farmers’
lives and their lack of knowledge of utilization and modern
agricultural development, agricultural politics, and the fading
cultural and spirit values of the agricultural actors (Martius, 2008).
Therefore, a strong commitment to continuous improvement of the
agricultural sector is crucial.

One strategic step that has been done by related parties to improve
agriculture is building a partnership. Partnership is defined as a
form of cooperation between small-scale enterprises and a large-
scale enterprise through which the large-scale enterprise provides
the small-scale enterprises with guidance and sustainable
development and takes into account the principles of mutual need,
mutual strengthening and mutual benefit (Law No. 9, 1995). Over
the past decade, one form of partnership that has developed
rapidly and spread out across various centers of agricultural
production in Indonesia is a contract farming partnership system.
It is a partnership pattern that connects weak farmers with a
relatively strong business entity that provides continuous coaching
to the farmers with regard to the principles of mutual need, mutual
strengthening and mutual benefit. This contractual model is not
only potential to increase the income of the farmers who
participate in the contract and alleviate poverty but also has
multiplier effects on the rural economy as well as the economy of
a wider scale (Saptana, 2006). Therefore, a contract farming
partnership program is considered to be capable of overcoming the
existing problems in the agricultural sector and improving the
farmers' welfare.

Nonetheless, the major common practices of contract farming
partnerships are found in those done between business enterprises
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and large-scale farmers, marginalizing large numbers of small and
scattered farmers. In addition, in their developments, these
partnerships have brought about inequality to farmers as it is
evident from the company dominance in determining the price, the
quantity and quality of the commaodity produced, the selection of
technology used, the planting and harvest time, and all other
aspects. In relation to the existing phenomenon, this study aimed
at: (1) exploring the technical implementation of contract farming
partnership which had been done by farmers and their partner
company in East Java with regard to institutional economics
perspective and (2) identifying the potential and constraints of the
partnership for both parties.

2. Literature Review on Contract Farming
System

Agricultural business partnership is a cooperative instrument to
create equality, harmony and skills development that are realized
in a mutual trust between partner companies, intermediaries and
farmers as the basis to work in synergy. Regulation of Law no. 9
of 1995 defines partnership in agribusiness as a mutually
beneficial partnership of two or more agribusiness actors.
Partnership concept is further elaborated in the Decree of Minister
of Agriculture Number 940 / Kpts / OT.210 / 10/1997 concerning
Guidance of Partnership in Agricultural Business. Basically
partner companies play a crucial role in determining the direction
of the partnership, however they are bounded by the responsibility
to transparently and fairly share benefits among their partners
(farmers, fishermen, farmers’ groups, fishermen’s groups,
cooperatives, or small and micro companies). One relevant theory
to explain the pattern of partnerships is Agency Theory. It
delineates the relationship hierarchies or the exchange of property
rights between individuals or organizations. In the case of
agricultural partnership, for example, if the partnership is expected
to bring about positive societal impacts on the farmers’ welfare,
the measures of farmers' economic improvement should be done
as an integral part of the agribusiness system. Therefore, as
partnership has to be developed based on the principles of
equality, mutual need, and mutual benefit and the agreement
between the parties involved to share cost, risk and benefit, the
success of agribusiness partnerships with farmers should be
marked with the economic improvement of the small farmers
themselves.

Contract farming system has been widely recognized and
practiced in some regions in Indonesia as a model and mechanism
of partnership between farmers and buyers (industries) to procure
a specific quality and quantity of agriculture product under
forward agreement (Eaton & Sheperd, 2001:2). It is the
institutional mechanism (contract) that strengthens the bargaining
position of farmers, ranchers and fishermen by linking them
directly or indirectly to a relatively stronger business entity (Efrit,
2011). The contract model, however, has arisen positive and
negative issues. Farmers may benefit from the partnership as they
may receive assistance in dealing with technological problems,
credit — either in cash or in kind (e.g. seeds, fertilizer, etc.), and
marketing (Andri, 2005; Daryanto, 2015). The model may also
have a multiplier effects for the rural economy and a more wider
scale (Saptana & Indraningsih, 2006). Meanwhile, for the partner
companies, they may gain access to cheap labor and land to grow
high value agricultural products and able to guarantee the supply
of raw materials with quality standards and prices as they wish
(Saptana, 2006).

On the contrary, the model has also exerted negative influences as
the unequal bargaining power between farmers and large
agribusiness firms may weaken farmers’ right to negotiate, leading
to farmers’ exploitation by large agribusiness firms (Erfit, 2011;
Minot, 2017 and Singh, 2002). The bargaining power inequality is
evident from the buyers’ dominance in determining the price,
quantity and quality of commodities produced, the schedule of

planting and harvesting, the technology used and so forth without
involving the participation of the farmers. The absence of small
farmer participation in the contract establishment makes the
situation worsened. Small farmers are often excluded from
agricultural contract schemes. Buyers in general are more willing
to work and make a contract only with larger farmers rather than
with small farmers. Working with smaller farmers will lead to
high transaction costs for maintenance and supervision because
they are numerous and scattered in various places (Andri, 2006).
As stated by ADB (2015), for buyers, the cost for making
contracts with individual small famers are much higher compared
to the cost of handling large-scale farmers.

Despite the weaknesses, contract farming system is also adopted
in tobacco plantations in East Java, the largest production area in
Indonesia. In the system, smallholder farmers seem to enjoy a
number of benefits associated with the contract based farming.
Under the agreement, the buyer has commitment to buy a
specified tobacco at a guaranteed and more stable price, provides
access to markets and may assist farmers in production process
with technical guidance, credit, extension and training, and inputs
(seeds, fertilizers, pesticides) (Will, 2013). In return, farmers have
an obligation to produce specific tobacco at the predetermined
quality standards and quantity and agree to sell their tobacco
exclusively to the partner companies (Setboonsarng, 2008). In this
contract, the buyers benefit from a guaranteed supply of certain
tobacco at the quantity and quality standard they have determined,
access to labor and land to grow high-standard tobacco and
transfers of any production risks onto farmers (Prowse, 2008).
Considering that contract farming system has brought about
negative impacts on farmers (Erfit, 2011; Minot, 2017) despite its
numerous benefits for industries, this study examined further the
potential and constraints of the system in a case study at PT. HM
Sampoerna Tbk. The research design and the results of the study
are discussed consecutively next.

3. Research Design

This study was conducted in few East Java districts covering
Jember, Malang, Lumajang and Bojonegoro as the main tobacco
production areas in this region. It adopted an interpretive research
design, following a post-positivist paradigm. Informants were
selected based on snowball sampling with a number of
respondents, inter alia, farmers and chairman of farmers group,
tobacco warehouse, Tobacco Farmers Association (APT),
academicians and government agencies. The key farmer
informants were determined using a purposive sampling technique
with particular criteria. The criteria comprised tobacco farmers
who owned a piece of land, i.e. small land (0-0,499 ha), medium
land (0.5-0.99 ha) and large area (> 1 ha) (Widiyanto et al, 2010).
Primary data were collected by means of (1) observation to
determine the social condition of tobacco farmers in the study
sites and (2) in-depth interview to examine the impact of contract
farming on farmers. The secondary data were collected through
document study to examine the contract and the tobacco-related
policies as sell as the archives owned by government agencies or
other relevant resources. The data were analyzed using the key
tenet of Martin Heidegger’s interpretive phenomenology. The
interpretive process was achieved through hermeneutic circle to
understand how individuals involved in the program interpreted
the program including their own experiences as well as their
interactions with other parties.
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4. Results and Discussion

41. The Contract Farming Model of PT. HM

Sampoerna Tbk and its Potential

The condition of tobacco plantation in Indonesia has become a
driving force to involve private sector in the plantation
development. Climate has greatly affected the quantity and quality
of tobacco leaves that may reduce tobacco production from year to
year. Furthermore, tobacco is mostly produced by small farmers.
Approximately 30% of them own less than 0.2 ha piece of land
and 26% of them own 0.2 - 0.5 ha. There are around 550,000
tobacco farmers growing various types of tobacco over vast and
diverse regions scattered from Aceh to Celebes (Sulawesi), with
an estimated total production area of 198,000 ha. The main
plantation areas are situated in Java (70% of the overall
production) and West Nusa Tenggara (Lombok) (20%). Table 4.1
summarizes the sizes of tobacco areas in different regions and
their production capacities in 2011 — 2016. As stated by Andri
(2006) and ADB (2005), these scattered plantations may lead to
high transaction costs for maintenance and supervision if
partnerships need to be conducted.

Table 4.1.1: Recapitulations of the Sizes of Tobacco Areas in Indonesia
and their Production Capacities from 2013 — 2016
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Source: Ministry of Agriculture

In regard to the issue discussed above, PT. HM Sampoerna Thk
(Sampoerna) had an Integrated Production System (IPS) program
to improve the competitiveness of tobacco farmers in absorbing
their crops. The IPS had been conducted since 2009 and had also
been introduced to farmers in some districts including Jember,
Wonogiri, Malang, Rembang, Blitar, and Lumajang. In total, there
were about 27,500 farmers joining to work in 24,000 hectares of
tobacco land. In this partnership, Sampoerna, however, did not
directly buy tobacco from farmers. The company purchased
tobacco only through four suppliers, Sadhana, Alliance One
International, Pandu Sata Utama and Tempurejo, with whom it
had made contracts. These suppliers were specifically selected by
Sampoerna with certain requirements, some of which were being a
registered company, being able to submit business license and
notarial deeds which complied with Phillip Morris International
(PMI) code of conduct and with local law and regulations, and
having commitment to the implementation of PMI’s Agriculture
Labor Practice (ALP) program. Figure 4.1 shows the tobacco
contract farming model conducted by Sampoerna and PMI.

As can be seen from Figure 4.1.1, tobacco farmers or groups of
farmers had undertaken an indirect partnership contract with
Sampoerna through intermediaries, tobacco suppliers. Sampoerna
guaranteed the absorption of tobacco products of its farmers as
long as the products met the agreed standard. In return, the
farmers received technical assistance such as information and
guidance for good tobacco farming practices. They were also
provided with an access to capital, both facilities and
infrastructure finance. In addition, they were introduced to the
application of agricultural labor practices aimed at creating a safe
and fair working environment for farmers and their workers in all
plantation areas under contract. Furthermore, they received a
technological support, including a new rocket-burning technique
capable of saving fuel consumption by up to 16%, and a budding
inhibiting tool capable of saving up to 60% work time. Through
the IPS program, they were able to increase productivity by 25
percent, thus the program had a direct impact on increasing their
income.

With the program, Sampoerna had slowly abandoned the
conventional purchasing system of tobacco and would continue to
improve the adoption of direct purchasing systems through
tobacco suppliers. Currently the purchase of tobacco from contract
farmers grew significantly from 12% in 2011 to about 70% in
2017 (Nabhani, 2017).
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Figure 4.1.1: Tobacco Contract Farming Model (PMI, 2015)

4.2 The Constraints of the Contract Farming Model

Contract farming however is a complex process requiring major
investment in human resources, infrastructure and empowerment

framework to continuously build mutual trust between the parties
involved. One important element that may contribute to the
building of

Table 4.2.1: Rights and Obligation of Each Partner

No. Contract Rights Obligations
Partner
1. Supplier provides training and direct/indirect supervision. provides fertilizer, pesticide, and medicine.
(PT. Sadhana is entitled to collect all crops and price them according to the provides technology and knowledge transfer such as
ArifNusa) quality standards. cultivation management, harvesting and post
is entitled to cut the revenue of the harvest with the intention harvesting management.
to pay the installment of the capital borrowed by partner provides free seedlings.
farmers. secures markets and contract payments.
where farmers do not act in compliance with the agreed terms, is obliged to provide capital assistance to farmers
they are then considered as being negligent in the agreement
and Sadhana is entitled to terminate the cooperation
unilaterally and partner farmers are required to return the loan
capital they have received .
2. Sampoerna has the right to purchase tobacco with the price, quality and receives all the farmers’ harvested products at prices
quantity specified in advance. equal to the predetermined standard quality which may
in turn function as an incentive to the farmers’ hard
work.
3. Farmer/ e is entitled to get the results of the toil during the management o implements good farming practices which are
Farmers of the tobacco plant. compatible with the company’s standards of the Good
Agricultural Practices.
o sells all crops to the company and obey the rules set by
the company.
o all needs (land, workers, seeds, fertilizer etc.) during
the production process are prepared independently by
farmers.

Compiled from different sources

Trust was the clarity of contract clauses. Table 4.2.1 shows the
rights and obligation of the three parties involved in the IPS
contract.

The results of the field observation indicated that contractual
partnership in IPS had only been successful in increasing tobacco
productivity, but had not yet improved the farmers’ welfare. This
might be due to the contractual agreements that were still pseudo
or vague and did not facilitate negotiations. The price, quality and
quantity of tobacco had been determined beforehand by the
suppliers. On the other hand, all the needs during the production
process were prepared independently by the farmers. In addition,
even though in the contract it was stated that the company would
buy tobacco at prices equal to its quality, information related to
the intended quality was not made explicit. The farmers thus felt
being treated unfairly.

This situation was in contrast to that of farmers who were not
bound by any partnership with the company. The farmers chose

this path because they were able to negotiate prices with tobacco
merchants. Nevertheless, many contract farmers preferred to
partner with the company because of the purchase guarantee. They
stayed afloat in such circumstance, because the option of
abandoning the contract required them to confront a number of
larger economic, social and political interests.

When looking into the interests of every actor involved in the
partnership, it appeared that the contract farmers were posed to
conditions that made them dependent upon their partners
(suppliers). This was evident as the suppliers played a dominant
role in the development process of tobacco production and put the
farmers in a weak position in which there was hardly any chance
to negotiate the purchase of their products and get access to other
parties who might be interested in their products. In such a
situation, the farmers were practically not able to significantly
enhance their prosperity. Thus, the active involvement of
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government as a facilitator is crucial. This is discussed in the next
session.

4.3 Government Involvement as a Facilitator

To improve the competitiveness and bargaining power of farmers

towards partner companies, the government as a facilitator needs

to actively bridge the unequal communications between farmers
and companies through policies to regulate and facilitate the
program for more economic empowerment of tobacco farmers.

The policy may cover:

1).  Legalizing tobacco price benchmarking in order that farmers
can determine fair prices of their tobacco when selling their
products to the warehouse.

2).  Standardizing tobacco quality policy of A, B, and C levels
as so far the quality has been solely and subjectively
determined by the buyer/ warehouse.

3). Facilitating the procurement of capital for tobacco farmers
as during the tobacco planting season, farmers' capital is
obtained by selling their gold or cattle or borrowing money.

4). Providing tobacco warehouses in sub-districts to
accommodate farmers' tobacco when price is unstable.

5. Conclusion

PT. HM Sampoerna Tbk has been in partnership with farmers in
tobacco procurement for almost ten years. The partnership
involves a third party as an intermediary whose authority is to
determine the price, quality and quantity of tobacco purchased
from the farmers. With such a partnership model, this study
concluded that

1) the partner company had been able to secure its sustainable
supply of tobacco through the partnership. In return, the
company provided the farmers with technical assistance,
knowledge and technology transfer and capital access.

2) despite the fact that the partnership had assisted the farmers to
some extent, the intermediary’s sole authority for determining
the prices, quality, and quantity of tobacco might constrain
negotiation opportunities for the farmers and lead to the
intermediary’s unfair pricing. This in turn undermined the
farmers’ trust and discouraged them from a long mutually
beneficial partnership.

3) The prolonged imbalance partnership that excluded the
farmers from any forms of negotiations required the
involvement of government to regulate more mutually
beneficial partnerships for all the parties involved and for the
empowerment of farmers.
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